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1.
 

Explain what accounting is.
2.

 

Identify the users and uses of accounting.
3.

 

Understand why ethics is a fundamental business concept.
4.

 

Explain generally accepted accounting principles and the 
cost principle.

5.
 

Explain the monetary unit assumption and the economic 
entity assumption.

6.
 

State the accounting equation, and define assets, liabilities, 
and owner’s equity.

7.
 

Analyze the effects of business transactions on the 
accounting equation.

8.
 

Understand the four financial statements and how they are 
prepared.

Study ObjectivesStudy ObjectivesStudy Objectives
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Accounting in ActionAccounting in ActionAccounting in Action

Ethics in Ethics in 
financial financial 
reportingreporting
Generally Generally 
accepted accepted 
accounting accounting 
principlesprinciples
AssumptionsAssumptions

What is 
Accounting? 

What is What is 
Accounting?Accounting?

The Building 
Blocks of 

Accounting 

The Building The Building 
Blocks of Blocks of 

AccountingAccounting

The Basic 
Accounting 

Equation 

The Basic The Basic 
Accounting Accounting 

EquationEquation

Using the 
Basic 

Accounting 
Equation 

Using the Using the 
Basic Basic 

Accounting Accounting 
EquationEquation

Financial 
Statements 

Financial Financial 
StatementsStatements

Three Three 
activitiesactivities
Who uses Who uses 
accounting accounting 
datadata

AssetsAssets
LiabilitiesLiabilities
OwnerOwner’’s s 
equityequity

Transaction Transaction 
analysisanalysis
Summary of Summary of 
transactionstransactions

Income Income 
statementstatement
OwnerOwner’’s s 
equity equity 
statementstatement
Balance Balance 
sheetsheet
Statement of Statement of 
cash flowscash flows
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What is Accounting?What is Accounting?What is Accounting?

LO 1  Explain what accounting is.LO 1  Explain what accounting is.

The purpose of accounting is to:

(1)(1)
 

identifyidentify, recordrecord, and communicatecommunicate
 

the 
economic events of an

(2)
 

organization to

(3)
 

interested users.
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Three Activities

What is Accounting?What is Accounting?What is Accounting?

LO 1  Explain what accounting is.LO 1  Explain what accounting is.

Illustration 1-1
Accounting process

The accounting process includes
the bookkeeping function.
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Management

There are two broad 
groups of users of 

financial information:  
internal users and 
external users.

Human 
Resources

IRS

Labor 
Unions

SEC
Marketing

Finance

Investors

Creditors

Who Uses Accounting Data?Who Uses Accounting Data?Who Uses Accounting Data?

LO 2  Identify the users and uses of accounting.LO 2  Identify the users and uses of accounting.

Customers

Internal Users

External 
Users



Chapter 
1-8

Common Questions Asked User
1. Can we afford to give our 

employees a pay raise? Human Resources

2. Did the company earn a 
satisfactory income?

3. Do we need to borrow in the 
near future?

4. Is cash sufficient to pay 
dividends to the stockholders?

5. What price for our product 
will maximize net income?

Who Uses Accounting Data?Who Uses Accounting Data?Who Uses Accounting Data?

LO 2  Identify the users and uses of accounting.LO 2  Identify the users and uses of accounting.

6. Will the company be able to 
pay its short-term debts?

Investors

Management

Finance

Marketing

Creditors



Chapter 
1-9

Discussion Question

LO 3  Understand why ethics is a fundamental business conceptLO 3  Understand why ethics is a fundamental business concept.

Q1. “Accounting is ingrained in our society and it is 
vital to our economic system.”

 
Do you agree? Explain.

See notes page for discussion

Who Uses Accounting Data?Who Uses Accounting Data?Who Uses Accounting Data?
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The Building Blocks of AccountingThe Building Blocks of AccountingThe Building Blocks of Accounting

Ethics In Financial Reporting

LO 3  Understand why ethics is a fundamental business conceptLO 3  Understand why ethics is a fundamental business concept.

Standards of conduct by which one’s actions are 
judged as right or wrong, honest or dishonest, fair or 
not fair, are Ethics.

Recent financial scandals include:  Enron, 
WorldCom, HealthSouth, AIG, and others.

Congress
 

passedSarbanes-Oxley Act of 2002. 

Effective financial reporting depends on sound 
ethical behavior.
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Ethics are the standards of conduct by which one's 
actions are judged as:  

a.
 

right or wrong. 
b.

 
honest or dishonest.  

c.
 

fair or not fair. 
d.

 
all of these options.

Review QuestionReview Question

EthicsEthicsEthics

LO 3  Understand why ethics is a fundamental business conceptLO 3  Understand why ethics is a fundamental business concept.
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Ethics are the standards of conduct by which one's 
actions are judged as:  

a.
 

right or wrong. 
b.

 
honest or dishonest.  

c.
 

fair or not fair. 
d.

 
all of these options.

Review QuestionReview Question

EthicsEthicsEthics

LO 3  Understand why ethics is a fundamental business conceptLO 3  Understand why ethics is a fundamental business concept.
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Various users 
need financial 
information

 

Various users 
need financial 
information

The accounting profession 
has attempted to develop 
a set of standards that 
are generally accepted 

and universally practiced.

Financial Statements
Balance Sheet
Income Statement
Statement of Owner’s Equity
Statement of Cash Flows
Note Disclosure

Financial Statements
Balance Sheet
Income Statement
Statement of Owner’s Equity
Statement of Cash Flows
Note Disclosure

Generally Accepted 
Accounting 

Principles (GAAP)
 

Generally Accepted Generally Accepted 
Accounting Accounting 

Principles (GAAP)Principles (GAAP)

The Building Blocks of AccountingThe Building Blocks of AccountingThe Building Blocks of Accounting

LO 4  Explain generally accepted accounting principles and the cLO 4  Explain generally accepted accounting principles and the cost principle.ost principle.
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Organizations Involved in Standard Setting:

Securities and Exchange Commission (SEC)

Financial Accounting Standards Board (FASB)

International Accounting Standards Board 
(IASB)

LO 4  Explain generally accepted accounting principles and the cLO 4  Explain generally accepted accounting principles and the cost principle.ost principle.

The Building Blocks of AccountingThe Building Blocks of AccountingThe Building Blocks of Accounting

http://www.fasb.org/

http://www.sec.gov/

http://www.iasb.org/

http://www.fasb.org/
http://www.sec.gov/
http://www.iasb.org/
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Cost Principle (Historical)
 

–
 

dictates that companies 
record assets at their cost.

Issues:

Reported at cost when purchased and also over the 
time the asset is held.

Cost easily verified, whereas market value is often 
subjective. 

Fair value information may be more useful. 

The Building Blocks of AccountingThe Building Blocks of AccountingThe Building Blocks of Accounting

LO 4  Explain generally accepted accounting principles and the cLO 4  Explain generally accepted accounting principles and the cost principle.ost principle.
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Monetary Unit Assumption
 

– include in the 
accounting records only transaction data that can be 
expressed in terms of money.

Economic Entity Assumption
 

–
 

requires that 
activities of the entity be kept separate and distinct 
from the activities of its owner and all other economic 
entities.

Proprietorship.

Partnership. 

Corporation.

AssumptionsAssumptionsAssumptions

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.

Forms of    
Business Ownership
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Proprietorship Partnership Corporation

Owned by two or Owned by two or 
more persons.more persons.

Often retail and Often retail and 
serviceservice--type type 
businessesbusinesses

Generally Generally 
unlimited unlimited 
personal liabilitypersonal liability

Partnership Partnership 
agreementagreement

Ownership Ownership 
divided into divided into 
shares of stockshares of stock

Separate legal Separate legal 
entity organized entity organized 
under state under state 
corporation lawcorporation law

Limited liabilityLimited liability

Forms of Business OwnershipForms of Business OwnershipForms of Business Ownership

Generally owned Generally owned 
by one person.by one person.

Often small Often small 
serviceservice--type type 
businessesbusinesses

Owner receives Owner receives 
any profits, any profits, 
suffers any suffers any 
losses, and is losses, and is 
personally liable personally liable 
for all debts.for all debts.

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.
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Combining the activities of Kellogg and General 
Mills would violate the  

a.
 

cost principle.  
b.

 
economic entity assumption. 

c.
 

monetary unit assumption.  
d.

 
ethics principle.

AssumptionsAssumptionsAssumptions

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.

Review QuestionReview Question
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Combining the activities of Kellogg and General 
Mills would violate the  

a.
 

cost principle.  
b.

 
economic entity assumption. 

c.
 

monetary unit assumption.  
d.

 
ethics principle.

AssumptionsAssumptionsAssumptions

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.

Review QuestionReview Question
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A business organized as a separate legal entity 
under state law having ownership divided into 
shares of stock is a  

a.
 

proprietorship.  
b.

 
partnership.  

c.
 

corporation.  
d.

 
sole proprietorship.

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.

Forms of Business OwnershipForms of Business OwnershipForms of Business Ownership

Review QuestionReview Question
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A business organized as a separate legal entity 
under state law having ownership divided into 
shares of stock is a  

a.
 

proprietorship.  
b.

 
partnership.  

c.
 

corporation.  
d.

 
sole proprietorship.

LO 5  Explain the monetary unit assumption LO 5  Explain the monetary unit assumption 
and the economic entity assumption.and the economic entity assumption.

Forms of Business OwnershipForms of Business OwnershipForms of Business Ownership

Review QuestionReview Question
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AssetsAssetsAssets LiabilitiesLiabilitiesLiabilities Owner’s 
Equity

 

OwnerOwner’’s s 
EquityEquity= +

Provides the underlying framework
 

for recording and 
summarizing economic events.

Assets are claimed by either creditors or owners.

Claims of creditors must be paid before ownership 
claims.

The Basic Accounting EquationThe Basic Accounting EquationThe Basic Accounting Equation

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.
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AssetsAssetsAssets LiabilitiesLiabilitiesLiabilities Owner’s 
Equity

 

OwnerOwner’’s s 
EquityEquity= +

Provides the underlying framework
 

for recording and 
summarizing economic events.

The Basic Accounting EquationThe Basic Accounting EquationThe Basic Accounting Equation

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.

Resources a business owns.
Provide future services or benefits.
Cash, Supplies, Equipment, etc.

AssetsAssetsAssets
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AssetsAssetsAssets LiabilitiesLiabilitiesLiabilities Owner’s 
Equity

 

OwnerOwner’’s s 
EquityEquity= +

Provides the underlying framework
 

for recording and 
summarizing economic events.

The Basic Accounting EquationThe Basic Accounting EquationThe Basic Accounting Equation

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.

Claims against assets (debts and obligations).
Creditors -

 
party to whom money is owed.

Accounts payable, Notes payable, etc.

LiabilitiesLiabilitiesLiabilities
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AssetsAssetsAssets LiabilitiesLiabilitiesLiabilities Owner’s 
Equity

 

OwnerOwner’’s s 
EquityEquity= +

Provides the underlying framework
 

for recording and 
summarizing economic events.

The Basic Accounting EquationThe Basic Accounting EquationThe Basic Accounting Equation

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.

Ownership claim on total assets.
Referred to as residual equity.
Capital, Drawings, etc. (Proprietorship or 
Partnership).

Owner’s EquityOwnerOwner’’s Equitys Equity
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Owners’ EquityOwnersOwners’’ EquityEquity

Revenues
 

result from business activities entered into for 
the purpose of earning income.

Common sources of revenue are: sales, fees, services, 
commissions, interest, dividends, royalties, and rent.

Illustration 1-6

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.
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Owners’ EquityOwnersOwners’’ EquityEquity

Expenses are the cost of assets consumed
 

or services 
used

 
in the process of earning revenue.

Common expenses are: salaries expense, rent expense, 
utilities expense, tax expense, etc.

Illustration 1-6

LO 6 LO 6 State the accounting equation, and define State the accounting equation, and define 
assets, liabilities, and ownerassets, liabilities, and owner’’s equity.s equity.
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Using The Basic Accounting EquationUsing The Basic Accounting EquationUsing The Basic Accounting Equation

Transactions
 

are a business’s economic events 
recorded by accountants.

May be external or internal.

Not all activities represent transactions.

Each transaction has a dual effect
 

on the 
accounting equation.

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.
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Q1Q1--15:15:
 

Are the following events recorded in the 
accounting records?

Event
Supplies are 
purchased 
on account.

Criterion Is the financial position (assets, liabilities, or 
owner’s equity) of the company changed?

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

An employee 
is hired.

Owner 
withdraws 
cash for 

personal use.

Record/  
Don’t Record

Transactions (Question?)Transactions (Question?)Transactions (Question?)



Chapter 
1-30

Discussion Question
Q18. In February 2008, Paula King invested an 
additional $10,000 in her business, King’s 
Pharmacy, which is organized as a proprietorship. 
King’s accountant, Lance Jones, recorded this 
receipt as an increase in cash and revenues. Is 
this treatment appropriate? Why or why not?

See notes page for discussion

TransactionsTransactionsTransactions

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.
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P1P1--1A:1A:
 

Barone’s
 

Repair Shop was started on May 1 by 
Nancy.  Prepare a tabular analysis of the following 
transactions for the month of May.

Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

Barone, 
Capital

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

+ + = +

1.  Invested $10,000 cash to start the repair shop.

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

Barone, 
Capital

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

2. Purchased equipment for $5,000 cash.

-5,0002. +5,000

+ + = +
Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

3. Paid $400 cash for May office rent.

-5,0002. +5,000

+ + = +

-4003. -400 Expense

Barone, 
Capital

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

4. Received $5,100 from customers for repair service.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue

Barone, 
Capital

Investment

Assets Liabilities Equity



Chapter 
1-35

Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

5. Withdrew $1,000 cash for personal use.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue
-1,0005. -1,000 Drawings

Barone, 
Capital

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

6.  Paid part-time employee salaries of $2,000.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue
-1,0005. -1,000 Drawings
-2,0006. -2,000 Expense

Barone, 
Capital

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

7.  Incurred $250 of advertising costs, on account.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue
-1,0005. -1,000 Drawings
-2,0006. -2,000 Expense

+2507. -250 Expense

Barone, 
Capital

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

8.  Provided $750 of repair services on account.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue
-1,0005. -1,000 Drawings
-2,0006. -2,000 Expense

+2507. -250 Expense
+7508. +750 Revenue

Barone, 
Capital

Investment

Assets Liabilities Equity
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Transactions (Problem)Transactions (Problem)Transactions (Problem)

+10,0001. +10,000

Cash
Accounts 

Receivable Equipment
Accounts 
Payable

LO 7 LO 7 Analyze the effects of business transactions Analyze the effects of business transactions 
on the accounting equation.on the accounting equation.

9.  Collected $120 cash for services previously billed.

-5,0002. +5,000

+ + = +

-4003. -400 Expense
+5,1004. +5,100 Revenue
-1,0005. -1,000 Drawings
-2,0006. -2,000 Expense

+2507. -250 Expense
+7508. +750 Revenue

+1209. -120

Barone, 
Capital

Investment

Assets Liabilities Equity

6,820   +

 

630   +

 

5,000   =

 

250   +

 

12,200
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Companies prepare four financial statements from 
the summarized accounting data:

 

Companies prepare four financial statements from 
the summarized accounting data:

Balance 
Sheet

Income 
Statement

Statement 
of Cash 
Flows

Owner’s 
Equity 

Statement

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.
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Net income will result during a time period when:
a.

 
assets exceed liabilities.

b.
 

assets exceed revenues.
c.

 
expenses exceed revenues.

d.
 

revenues exceed expenses.

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Review QuestionReview Question
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Income Statement

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Reports the revenues 
and expenses for a 
specific period of time.

Net income –
 

revenues 
exceed expenses.

Net loss –
 

expenses 
exceed revenues.

Revenues:
Service revenue 5 ,850$  

Expenses:
Salary expense 2 ,000    
Rent expense 400       
Advertising expense 250       
Total expenses 2 ,650    

Net income 3 ,200$  

Barone ’s Repa ir Shop  
Income Statement

For the Month Ended May 31, 2008
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Revenues:
Service revenue 5 ,850$  

Expenses:
Salary expense 2 ,000    
Rent expense 400       
Advertising expense 250       
Total expenses 2 ,650    

Net income 3,200$ 

Barone ’s Repa ir Shop  
Income Statement

For the Month Ended May 31, 2008

Income Statement

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Barone's, Capita l May 1 -$    
Add: Investm ent 10 ,000   
        Net incom e 3,200   

13 ,200   
Less: D raw ings 1,000     
Barone's, Capita l May 31 12 ,200$ 

Barone ’s Repa ir Shop  
Owner's Equity Statement

For the Month Ended May 31, 2008

Owner’s Equity 
Statement

Net income is needed to determine 
the ending balance in owner’s equity.



Chapter 
1-44

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Barone's, Capita l May 1 -$    
Add: Investm ent 10 ,000   
        Net incom e 3 ,200    

13 ,200   
Less: Draw ings 1,000     
Barone's, Capita l May 31 12 ,200$ 

Barone ’s Repa ir Shop  
Owner's Equity Statement

For the Month Ended May 31, 2008

Owner’s Equity 
Statement

Statement indicates the 
reasons why owner’s 
equity has increased or 
decreased during the 
period.
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Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Barone's, Cap ital May 1 -$      
Add: Investm ent 10 ,000     
        Net incom e 3 ,200       

13 ,200     
Less: Draw ings 1,000       
Barone's, Cap ital May 31 12,200$  

Barone ’s Repa ir Shop  
Owner's Equity Statement

For the Month Ended May 31, 2008

Owners’
 

Equity 
Statement

Assets
Cash 6 ,820$  
Accounts receivable 630       
Equipm ent 5 ,000    
Total assets 12 ,450$ 

Liabilities
Accounts payable 250$     

Owner's Equity
Barone's, capita l 12,200  
Total liab. & equity 12 ,450$ 

Balance Sheet
Barone ’s Repa ir Shop  

 May 31, 2008

The ending balance in owner’s equity is 
needed in preparing the balance sheet

Balance Sheet
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Balance Sheet

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Reports the assets, 
liabilities, and owner’s 
equity at a specific date.

Assets listed at the top, 
followed by liabilities 
and owner’s equity.

Total assets must equal 
total liabilities and 
owner’s equity.

Assets
Cash 6 ,820$  
Accounts receivable 630       
Equipm ent 5 ,000    
Total assets 12 ,450$ 

Liabilities
Accounts payable 250$     

Owner's Equity
Barone's, capita l 12 ,200   
Total liab. & equity 12 ,450$ 

Balance Sheet
Barone ’s Repa ir Shop  

May 31, 2008
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Balance Sheet

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Assets
Cash 6,820$ 
Accounts receivable 630       
Equipm ent 5 ,000    
Total assets 12 ,450$ 

Liabilities
Accounts payable 250$     

Owner's Equity
Barone's, capita l 12 ,200   
Total liab. & equity 12 ,450$ 

Balance Sheet
Barone ’s Repa ir Shop  

May 31, 2008
Cash flow from operating activities
Cash receipts from  revenues 5 ,220$   
Cash paid for expenses (2 ,400)    
Cash provided by operations 2 ,820     

Cash flow from investing activitites
Purchase of equipm ent (5 ,000)    

Cash flow from financing activities
Investm ent by ow ners 10 ,000   
D raw ings by ow ners (1 ,000)    
Cash provided by f inancing 9 ,000     

Net increase in cash 6 ,820     
Cash ba lance, May 1 -        
Cash ba lance, May 31 6,820$  

Statement of Cash F lows
Barone ’s Repa ir Shop  

For the Month Ended May 31, 2008

Statement of Cash Flows
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Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Cash flow from operating activities
Cash receipts from  custom ers 5 ,220$ 
Cash paid for expenses (2 ,400)  
Cash provided by operations 2 ,820   

Cash f low from investing activities
Purchase of equipm ent (5 ,000)  

Cash flow from financing activities
Investm ent by ow ners 10 ,000  
D raw ings by ow ners (1 ,000)  
Cash provided by f inancing 9 ,000   

Net increase in cash 6 ,820   
Cash ba lance, May 1 -       
Cash ba lance, May 31 6 ,820$ 

Statement of Cash F lows
Barone ’s Repa ir Shop  

For the Month Ended May 31, 2008

Statement of Cash FlowsInformation for a 
specific period of time.

Answers the following:

1.
 

Where did cash come 
from?

2.
 

What was cash used 
for?

3.
 

What was the change 
in the cash balance?
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Which of the following financial statements is 
prepared as of a specific date?  

a.
 

Balance sheet. 
b.

 
Income statement. 

c.
 

Owner's equity statement. 
d.

 
Statement of cash flows.

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.

Review QuestionReview Question
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Discussion Question
Q19. “A company’s net income appears directly 
on the income statement and the owner’s equity 
statement, and it is included indirectly in the 
company’s balance sheet.”

 
Do you agree? Explain.

See notes page for discussion

Financial StatementsFinancial StatementsFinancial Statements

LO 8  Understand the four financial statements and how they are LO 8  Understand the four financial statements and how they are prepared.prepared.
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Forensic Accounting
Careers with insurance companies and law offices to conduct 
investigations into theft and fraud.

Opportunities in Government
Careers with the IRS, the FBI, the SEC, and in public 
colleges and universities.

Private Accounting
Careers in industry working in cost accounting, budgeting, 
accounting information systems, and taxation.

LO 9  Explain the career opportunities in accounting.LO 9  Explain the career opportunities in accounting.

Accounting Career OpportunitiesAccounting Career OpportunitiesAccounting Career Opportunities

Public Accounting
Careers in auditing and taxation serving the general public.
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Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.

CopyrightCopyrightCopyright
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CHAPTER CHAPTER 22

THE RECORDING THE RECORDING 
PROCESSPROCESS

Accounting Principles,  Eighth Edition



Chapter 
2-3

1.
 

Explain what an account is and how it helps in the 
recording process.

2.
 

Define debits and credits and explain their use in 
recording business transactions.

3.
 

Identify the basic steps in the recording process.
4.

 
Explain what a journal is and how it helps in the 
recording process.

5.
 

Explain what a ledger is and how it helps in the 
recording process.

6.
 

Explain what posting is and how it helps in the 
recording process.

7.
 

Prepare a trial balance and explain its purposes.

Study ObjectivesStudy ObjectivesStudy Objectives



Chapter 
2-4

The AccountThe AccountThe Account

Debits and Debits and 
creditscredits
Expansion of Expansion of 
basic equationbasic equation

Steps in the 
Recording 
Process 

Steps in the Steps in the 
Recording Recording 
ProcessProcess

The Recording 
Process 

Illustrated 

The Recording The Recording 
Process Process 

IllustratedIllustrated

The Trial 
Balance 
The Trial The Trial 
BalanceBalance

Limitations of a Limitations of a 
trial balancetrial balance
Locating errorsLocating errors
Use of dollar Use of dollar 
signssigns

Summary Summary 
illustration of illustration of 
journalizing journalizing 
and postingand posting

The Recording ProcessThe Recording ProcessThe Recording Process

JournalJournal
LedgerLedger
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Account Name
Debit / Dr. Credit / Cr. 

Record of increases and decreases 
in a specific asset, liability, equity, 
revenue, or expense item.
Debit = “Left”
Credit = “Right”

AccountAccount

An Account can An Account can 
be illustrated in a   be illustrated in a   
TT--Account form.Account form.

LO 1  Explain what an account is and how it helps in the recordiLO 1  Explain what an account is and how it helps in the recording process.ng process.

The AccountThe AccountThe Account
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DoubleDouble--entry entry accounting system

Each transaction must affect two or more 
accounts to keep the basic accounting equation 
in balance.

Recording done by debiting at least one
 

account 
and crediting another.

DEBITS
 

must equalmust equal
 

CREDITS.

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

Debits and CreditsDebits and CreditsDebits and Credits



Chapter 
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Account Name
Debit / Dr. Credit / Cr. 

If Debits are greater thangreater than
 

Credits, the account 
will have a debit balance.

$10,000 Transaction #2$3,000

$15,000$15,000

8,000Transaction #3

Balance

Transaction #1

Debits and CreditsDebits and CreditsDebits and Credits

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.



Chapter 
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Account Name
Debit / Dr. Credit / Cr. 

If Credits are greater thangreater than
 

Debits, the account 
will have a credit balance.

$10,000 Transaction #2$3,000

Balance

Transaction #1

Debits and CreditsDebits and CreditsDebits and Credits

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

$1,000$1,000

8,000 Transaction #3



Chapter 
2-9

Chapter 
3-23

AssetsAssets
Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Chapter 
3-27

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

ExpenseExpense

Chapter 
3-24

LiabilitiesLiabilities
Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Chapter 
3-25

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Owner’s EquityOwner’s Equity

Chapter 
3-26

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

RevenueRevenue

Normal 
Balance 
Credit

 

Normal 
Balance 
Credit

Normal 
Balance 
Debit

 

Normal 
Balance 
Debit

Debits and Credits SummaryDebits and Credits SummaryDebits and Credits Summary

LO 2  LO 2  



Chapter 
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Balance Sheet        Balance Sheet        Income StatementIncome Statement

= + -Asset Liability Equity Revenue Expense

Debit

Credit

Debits and Credits SummaryDebits and Credits SummaryDebits and Credits Summary

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.
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Debits:
a.

 
increase both assets and liabilities.

b.
 

decrease both assets and liabilities.
c.

 
increase assets and decrease liabilities.

d.
 

decrease assets and increase liabilities.

Review QuestionReview Question

Debits and Credits SummaryDebits and Credits SummaryDebits and Credits Summary

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.
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Discussion Question
Q4. Maria Alvarez, a beginning accounting 
student, believes debit balances are favorable 
and credit balances are unfavorable.  Is Maria 
correct? Discuss.

See notes page for discussion

Debits and Credits SummaryDebits and Credits SummaryDebits and Credits Summary

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.
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Assets
 

-
 

Debits should 
exceed credits.

Liabilities
 

–
 

Credits 
should exceed debits. 

The normal balance
 

is on 
the increase side.

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

Assets and LiabilitiesAssets and LiabilitiesAssets and Liabilities

Chapter 
3-23

AssetsAssets
Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Chapter 
3-24

LiabilitiesLiabilities
Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance



Chapter 
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Owner’s investments
 

and 
revenues increase owner’s 
equity (credit). 

Owner’s drawings
 

and expenses
 decrease owner’s equity (debit).

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

Owners’ EquityOwnersOwners’’ EquityEquity

Chapter 
3-25

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Owner’s CapitalOwner’s Capital

Chapter 
3-23

Owner’s DrawingOwner’s Drawing
Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Chapter 
3-25

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

Owner’s EquityOwner’s Equity



Chapter 
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The purpose of earning 
revenues

 
is to benefit the 

owner(s).

The effect of debits and 
credits on revenue accounts 
is the same as

 
their effect 

on Owner’s Capital.

Expenses
 

have the opposite 
effect: expenses decrease 
owner’s equity.

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

Revenue and ExpenseRevenue and ExpenseRevenue and Expense

Chapter 
3-27

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

ExpenseExpense

Chapter 
3-26

Debit / Dr. Credit / Cr. 

Normal BalanceNormal Balance

RevenueRevenue



Chapter 
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Accounts that normally have debit balances are:
a.

 
assets, expenses, and revenues.

b.
 

assets, expenses, and owner’s capital.
c.

 
assets, liabilities, and owner’s drawings.

d.
 

assets, owner’s drawings, and expenses.

Review QuestionReview Question

Debits and Credits SummaryDebits and Credits SummaryDebits and Credits Summary

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.
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Expansion of the Basic EquationExpansion of the Basic EquationExpansion of the Basic Equation

Relationship among the assets, liabilities and Relationship among the assets, liabilities and 
ownerowner’’s equity of a business:  s equity of a business:  

The equation must be in balance after every The equation must be in balance after every 
transaction.  transaction.  For every For every DebitDebit

 
there must be a there must be a CreditCredit..

Illustration 2-11
Assets Liabilities= Owner’s EquityBasic 

Equation

Expanded 
Basic 
Equation

LO 2  Define debits and credits and explain their LO 2  Define debits and credits and explain their 
use in recording business transactions.use in recording business transactions.

+



Chapter 
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Business documents, such as a sales slip, a check, a 
bill, or a cash register tape, provide evidence of the 
transaction.

Steps in the Recording ProcessSteps in the Recording ProcessSteps in the Recording Process

LO 3  Identify the basic steps in the recording process.LO 3  Identify the basic steps in the recording process.

Illustration 2-12

Analyze each transaction Enter transaction in a journal Transfer journal information 
to ledger accounts



Chapter 
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Book of original entry (General Ledger).

Transactions recorded in chronological order.

Contributions to the recording process:

1.
 

Discloses the complete effects of a transaction.

2.
 

Provides a chronological record of transactions.

3.
 

Helps to prevent or locate errors because the 
debit and credit amounts can be easily compared.

The JournalThe JournalThe Journal

LO 3  Identify the basic steps in the recording process.LO 3  Identify the basic steps in the recording process.
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Journalizing
 

-
 

Entering transaction data in the journal.

JournalizingJournalizingJournalizing

E2-4 (Facts) Presented below is information related to 
Hanshew

 

Real Estate Agency.

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

Pete Hanshew

 

begins business as a real estate agent with 
a cash investment of $15,000.

Oct.  1

Purchases office furniture for $1,900, on account.3
Sells a house and lot for B. Kidman; bills B. Kidman $3,200 
for realty services provided.

6

Pays $700 on balance related to transaction of Oct. 3.  27

Pays the administrative assistant $2,500 salary for Oct.30

E2-5

 

Instructions -

 

Journalize the transactions for E2-4.



Chapter 
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Account Title Ref. Debit Credit
Oct. 1 Cash 15,000       

Hanshew, Capital 15,000       
(Owners investment)

Date

JournalizingJournalizingJournalizing

General Journal

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

E2-4 (Facts) Presented below is information related 
to Hanshew

 
Real Estate Agency.

Pete Hanshew
 

begins business as a real estate 
agent with a cash investment of $15,000.

Oct. 1



Chapter 
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Account Title Ref. Deb it Cred it

Oct. 3 Off ice Furniture 1,900     
Accounts Payab le 1,900     

(Purchase furniture)

Date

JournalizingJournalizingJournalizing

General Journal

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

E2-4 (Facts) Presented below is information related 
to Hanshew

 
Real Estate Agency.

Purchases office furniture for $1,900, on 
account.

Oct. 3



Chapter 
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Account Title Ref. Deb it Cred it

Oct. 6 Accounts Receivab le 3,200     
Service Revenue 3,200     

(Rea lty  services provided )

Date

JournalizingJournalizingJournalizing

General Journal

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

E2-4 (Facts) Presented below is information related 
to Hanshew

 
Real Estate Agency.

Sells a house and lot for B. Kidman; bills B. 
Kidman $3,200 for realty services provided.

Oct. 6
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Account Title Ref. Deb it Cred it

Oct. 27 Accounts Payab le 700        
Cash 700        

(Payment on account)

Date

JournalizingJournalizingJournalizing

General Journal

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

E2-4 (Facts) Presented below is information related 
to Hanshew

 
Real Estate Agency.

Pays $700 on balance related to transaction of 
Oct. 3.

Oct. 27
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Account Title Ref. Deb it Cred it

Oct. 30 Salary Expense 2,500     
Cash 2,500     

(Payment for sa laries)

Date

JournalizingJournalizingJournalizing

General Journal

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

E2-4 (Facts) Presented below is information related 
to Hanshew

 
Real Estate Agency.

Pays the administrative assistant $2,500 
salary for Oct.

Oct. 30
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Simple Entry
 

–
 

Two accounts, one debit and one credit.

Compound Entry
 

– Three or more accounts.

JournalizingJournalizingJournalizing

Example
 

–
 

On June 15, H. Burns, purchased equipment 
for $15,000 by paying cash of $10,000 and the balance 
on account (to be paid within 30 days). 

LO 4  Explain what a journal is and how it helps in the recordinLO 4  Explain what a journal is and how it helps in the recording process.g process.

Account Title Ref. Deb it Cred it

J une 15 Equipment 15,000   
Cash 10,000   
Accounts Payab le 5,000     

(Purchased  equipment)

Date

General Journal



Chapter 
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A
 

General Ledger
 

contains the entire group of 
accounts maintained by a company.  

The General Ledger
 

includes all the asset, 
liability, owner’s equity, revenue and expense 
accounts. 

The LedgerThe LedgerThe Ledger

LO 5  Explain what a ledger is and how it helps in the recordingLO 5  Explain what a ledger is and how it helps in the recording process.process.
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Accounts and account numbers arranged in sequence in 
which they are presented in the financial statements.

Chart of AccountsChart of AccountsChart of Accounts

LO 6  Explain what posting is and how it helps in the recording LO 6  Explain what posting is and how it helps in the recording process.process.

Hanshew Real Estate Agency
Chart of Accounts

101 Cash 300 Hanshew, Capital
112 Accounts receivable 306 Hanshew, Drawing
126 Advertising supplies 350 Income summary
130 Prepaid insurance
150 Office equipment
158 Accumulated depreciation 400 Service revenue

200 Accounts payable 631 Advertising supplies expense
201 Notes payable 711 Depreciation expense
209 Unearned revenue 722 Insurance expense
212 Salaries payable 726 Salaries expense
230 Interest payable 729 Rent expense

905 Interest expense

Liabilities

Assets Owner's Equity

Revenues

Expenses
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T-account form used in accounting textbooks.

In practice, the account forms used in ledgers are
much more structured.

Standard Form of AccountStandard Form of AccountStandard Form of Account

Explanation Ref. Debit Credit
Oct. 1 15,000       15,000        

27 700            14,300        
30 2,500         11,800        

Cash
Date

No. 101
Balance

LO 5  Explain what a ledger is and how it helps in the recordingLO 5  Explain what a ledger is and how it helps in the recording process.process.
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Posting Posting –
 

the process of transferring amounts from the 
journal to the ledger accounts. 

Cash Acct. No. 101
Date Explanation Ref. Debit Credit Balance

General Ledger

Account Title Ref. Debit Credit
Oct. 1 Cash 15,000    

Hanshew, Capital 15,000    
(Owner's investment in business)

Date

General Journal

Oct. 1 J1 15,000 15,000

101

J1

PostingPostingPosting

LO 6  Explain what posting is and how it helps in the recording LO 6  Explain what posting is and how it helps in the recording process.process.
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Posting:
a.

 
normally occurs before journalizing.

b.
 

transfers ledger transaction data to the 
journal.

c.
 

is an optional step in the recording process.
d.

 
transfers journal entries to ledger accounts.

Review QuestionReview Question

PostingPostingPosting

LO 6  Explain what posting is and how it helps in the recording LO 6  Explain what posting is and how it helps in the recording process.process.
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The Recording Process IllustratedThe Recording Process IllustratedThe Recording Process Illustrated

LO 6  Explain what posting is and how it helps in the recording LO 6  Explain what posting is and how it helps in the recording process.process.

Follow these steps:

1. Determine what 
type of account 
is involved.

2. Determine what 
items increased 
or decreased 
and by how 
much.

3. Translate the 
increases and 
decreases into 
debits and 
credits.

Illustration 2-19
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A list of accounts 
and their balances 
at a given time.

Purpose is to 
prove that debits 
equal credits.

The Trial BalanceThe Trial BalanceThe Trial Balance

LO 7  Prepare a trial balance and explain its purposes.LO 7  Prepare a trial balance and explain its purposes.

Debit Credit
Cash 11,800$   
A ccounts  receivable 3,200      
O ffice furniture 1,900      
A ccounts  payable 1,200$     
Hanshew, Capital 15,000     
S ervice revenue 3,200      
S alaries  expense 2,500      

19,400$   19,400$   

Hanshew R eal E s tate  A gency
Trial B alance

Oc tober 31, 2008
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The trial balance may balance even when 
1.

 
a transaction is not journalized, 

2.
 

a correct journal entry is not posted, 
3.

 
a journal entry is posted twice, 

4.
 

incorrect accounts are used in journalizing or 
posting, or 

5.
 

offsetting errors are made in recording the 
amount of a transaction.

The Trial BalanceThe Trial BalanceThe Trial Balance

LO 7  Prepare a trial balance and explain its purposes.LO 7  Prepare a trial balance and explain its purposes.

Limitations of a Trial Balance



Chapter 
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A trial balance will not balance if:
a.

 
a correct journal entry is posted twice.

b.
 

the purchase of supplies on account is debited to 
Supplies and credited to Cash.

c.
 

a $100 cash drawing by the owner is debited to 
Owner’s Drawing for $1,000 and credited to 
Cash for $100. 

d.
 

a $450 payment on account is debited to 
Accounts Payable for $45 and credited to Cash 
for $45.

Review QuestionReview Question

The Trial BalanceThe Trial BalanceThe Trial Balance

LO 7  Prepare a trial balance and explain its purposes.LO 7  Prepare a trial balance and explain its purposes.
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Q2-19. Jim Benes is confused about how accounting 
information flows through the accounting system.  He 
believes the flow of information is as follows.

a.
 

Debits and credits posted to the ledger.
b.

 

Business transaction occurs. 
c.

 

Information entered in the journal.
d.

 

Financial statements are prepared.
e.

 

Trial balance is prepared.
Is Jim correct?  If not, indicate to Jim the proper flow 
of the information.

See notes page for discussion

Recording ProcessRecording ProcessRecording Process

Discussion QuestionDiscussion Question

LO 7  Prepare a trial balance and explain its purposes.LO 7  Prepare a trial balance and explain its purposes.



Chapter 
2-37

Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.

CopyrightCopyrightCopyright
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Chapter 
3-2

CHAPTER CHAPTER 33

ADJUSTING THE ADJUSTING THE 
ACCOUNTSACCOUNTS

Accounting Principles,  Eighth Edition



Chapter 
3-3

1.
 

Explain the time period assumption.
2.

 
Explain the accrual basis of accounting.

3.
 

Explain the reasons for adjusting entries.
4.

 
Identify the major types of adjusting entries.

5.
 

Prepare adjusting entries for deferrals.
6.

 
Prepare adjusting entries for accruals.

7.
 

Describe the nature and purpose of an adjusted 
trial balance.

Study ObjectivesStudy ObjectivesStudy Objectives



Chapter 
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Adjusting the AccountsAdjusting the AccountsAdjusting the Accounts

Timing IssuesTiming IssuesTiming Issues
The Basics of 

Adjusting 
Entries 

The Basics of The Basics of 
Adjusting Adjusting 

EntriesEntries

The Adjusted 
Trial Balance and 

Financial 
Statements 

The Adjusted The Adjusted 
Trial Balance and Trial Balance and 

Financial Financial 
StatementsStatements

Time period Time period 
assumptionassumption
Fiscal and Fiscal and 
calendar yearscalendar years
AccrualAccrual-- vs. cashvs. cash-- 
basis accountingbasis accounting
Recognizing Recognizing 
revenues and revenues and 
expensesexpenses

Types of adjusting Types of adjusting 
entriesentries
Adjusting entries Adjusting entries 
for deferralsfor deferrals
Adjusting entries Adjusting entries 
for accrualsfor accruals
Summary of Summary of 
journalizing and journalizing and 
postingposting

Preparing the Preparing the 
adjusted trial adjusted trial 
balancebalance
Preparing Preparing 
financial financial 
statementsstatements
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Generally a month, a quarter, or a year.
Fiscal year vs. calendar year
Also known as the “Periodicity Assumption”

Timing IssuesTiming IssuesTiming Issues

Accountants divide the economic life of a 
business into artificial time periods             
(Time Period Assumption).

LO 1  Explain the time period assumption.LO 1  Explain the time period assumption.

Jan. Feb. Mar. Apr. Dec.
. . . . .



Chapter 
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The time period assumption states that:The time period assumption states that:
a.a.

 
revenue should be recognized in the accounting 
period in which it is earned.

b. expenses should be matched with revenues.

c. the economic life of a business can be divided 
into artificial time periods.

d. the fiscal year should correspond with the 
calendar year.

ReviewReview

Timing IssuesTiming IssuesTiming Issues

LO 1  Explain the time period assumption.LO 1  Explain the time period assumption.
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Accrual-Basis Accounting
Transactions recorded in the periods in which 
the events occur

Revenues
 

are recognized when earned, rather 
than when cash is received. 

Expenses
 

are recognized when incurred, rather 
than when paid.

Timing IssuesTiming IssuesTiming Issues

Accrual-
 

vs. Cash-Basis Accounting

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.
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Cash-Basis Accounting
Revenues

 
are recognized when cash is received.

Expenses
 

are recognized when cash is paid.  

Cash-basis accounting is not
 

in accordance with 
generally accepted accounting principles (GAAP).

Timing IssuesTiming IssuesTiming Issues

Accrual-
 

vs. Cash-Basis Accounting

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.



Chapter 
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Revenue Recognition Principle

Timing IssuesTiming IssuesTiming Issues

Recognizing Revenues and Expenses

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.

Companies recognize 
revenue in the accounting 
period in which it is 
earned.

In a service enterprise, 
revenue is considered to 
be earned at the time the 
service is performed.



Chapter 
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Matching Principle

Timing IssuesTiming IssuesTiming Issues

Recognizing Revenues and Expenses

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.

Match expenses with 
revenues in the period 
when the company makes 
efforts to generate 
those revenues.

“Let the expenses follow 
the revenues.”
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Timing IssuesTiming IssuesTiming Issues

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.

GAAP relationships 
in revenue and 
expense recognition

 

GAAP relationships 
in revenue and 
expense recognition

Illustration 3Illustration 3--11
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One of the following statements about the accrual basis 
of accounting is false.  That statement is:

a.
 

Events that change a company’s financial 
statements are recorded in the periods in which 
the events occur.

b.
 

Revenue is recognized in the period in which it is 
earned.

c.
 

The accrual basis of accounting is in accord with 
generally accepted accounting principles.

d.
 

Revenue is recorded only when cash is received, and 
expenses are recorded only when cash is paid.

ReviewReview

Timing IssuesTiming IssuesTiming Issues

LO 2  Explain the accrual basis of accounting.LO 2  Explain the accrual basis of accounting.
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Adjusting entries make it possible to report 
correct amounts on the balance sheet

 
and on 

the income statement.

A company must make adjusting entries 
every time it prepares financial statements.

The Basics of Adjusting EntriesThe Basics of Adjusting EntriesThe Basics of Adjusting Entries

LO 3  Explain the reasons for adjusting entries.LO 3  Explain the reasons for adjusting entries.
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RevenuesRevenues
 

--
 

recorded in the period in which recorded in the period in which 
they are earnedthey are earned.

Expenses Expenses --
 

recognized in the period in which recognized in the period in which 
they are incurredthey are incurred.

Adjusting entriesAdjusting entries
 

--
 

needed to ensure that the needed to ensure that the 
revenue recognitionrevenue recognition

 
and and matching principlesmatching principles

 are followed.are followed.

The Basics of Adjusting EntriesThe Basics of Adjusting EntriesThe Basics of Adjusting Entries

LO 3  Explain the reasons for adjusting entries.LO 3  Explain the reasons for adjusting entries.



Chapter 
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Adjusting entries are made to ensure that:
a. expenses are recognized in the period in which 

they are incurred.
b. revenues are recorded in the period in which 

they are earned.
c. balance sheet and income statement accounts 

have correct balances at the end of an 
accounting period.

d. all of the above.

ReviewReview

Timing IssuesTiming IssuesTiming Issues

LO 3  Explain the reasons for adjusting entries.LO 3  Explain the reasons for adjusting entries.
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Types of Adjusting EntriesTypes of Adjusting EntriesTypes of Adjusting Entries

1.

 

Prepaid Expenses.

 Expenses paid in cash and 
recorded as assets before 
they are used or consumed.

Deferrals
3. Accrued Revenues.

 Revenues earned but not 
yet received in cash or 
recorded. 

4. Accrued Expenses.

 Expenses incurred but not 
yet paid in cash or 
recorded.

2. Unearned Revenues.

 Revenues received in cash 
and recorded as liabilities 
before they are earned.

Accruals

LO 4  Identify the major types of adjusting entries.LO 4  Identify the major types of adjusting entries.
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Trial BalanceTrial Balance
 

–
 

Each account is analyzed to determine 
whether it is complete and up-to-date.

Phoenix Consulting - Jan. 31st (before adjusting entries)
Acct. No. Account Debit Credit

100 Cash 50,000$     
105 Accounts receivable 35,000       
110 Prepaid insurance 12,000        
120 Equipment 24,000       
130 Investments 300,000     
200 Accounts payable 20,000$     
210 Unearned revenue 24,000       
220 Note payable 200,000     
300 Austin, capital 40,000       
400 Sales 137,000      

421,000$   421,000$    

Trial BalanceTrial BalanceTrial Balance

LO 4  Identify the major types of adjusting entries.LO 4  Identify the major types of adjusting entries.
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Deferrals
 

are either: 

Prepaid expenses 

OR

Unearned revenues.

Adjusting Entries for DeferralsAdjusting Entries for DeferralsAdjusting Entries for Deferrals

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Payment of cash, that is recorded as an asset because  Payment of cash, that is recorded as an asset because  
service or benefit will be received in the future.service or benefit will be received in the future.

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

insuranceinsurance
suppliessupplies
advertisingadvertising

Cash PaymentCash Payment Expense RecordedExpense RecordedBEFORE

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.

rentrent
maintenance on equipmentmaintenance on equipment
fixed assets (depreciation)fixed assets (depreciation)

Prepayments often occur in regard to:Prepayments often occur in regard to:
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Prepaid Expenses

Costs that expire either with the passage of time 
or through use.

Adjusting entries (1)
 

to record the expenses that 
apply to the current accounting period, and (2)

 
to 

show the unexpired costs in the asset accounts.

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.

Adjusting entries for prepaid expenses

Increases (debits) an expense account and 

Decreases (credits) an asset account.

Illustration 3Illustration 3--44
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Example Example (Insurance)(Insurance)::
 

On Jan. 1On Jan. 1stst, Phoenix Consulting paid , Phoenix Consulting paid 
$12,000 for 12 months of insurance coverage.  Show the $12,000 for 12 months of insurance coverage.  Show the 
journal entry to record the payment on Jan. 1journal entry to record the payment on Jan. 1stst.  .  

Cash 12,000
Prepaid Insurance 12,000Jan. 1

Debit Credit
Prepaid Insurance

12,00012,000 12,00012,000

Debit Credit
Cash

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Example Example (Insurance)(Insurance)::
 

On Jan. 1On Jan. 1stst, Phoenix Consulting paid , Phoenix Consulting paid 
$12,000 for 12 months of insurance coverage.  Show the $12,000 for 12 months of insurance coverage.  Show the 
adjusting journal entryadjusting journal entry

 
required at Jan. 31required at Jan. 31stst.  .  

Prepaid Insurance 1,000
Insurance Expense 1,000Jan. 31

Debit Credit
Prepaid Insurance

12,00012,000 1,0001,000

Debit Credit
Insurance Expense

1,0001,000

11,00011,000

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Depreciation
Buildings, equipment, and vehicles (long-lived 
assets) are recorded as assets, rather than an 
expense, in the year acquired.

Companies report a portion of the cost of a long-
 lived asset as an expense (depreciation) during 

each period of the asset’s useful life (Matching 
Principle).

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Example Example (Depreciation)(Depreciation)::
 

On Jan. 1On Jan. 1stst, Phoenix Consulting , Phoenix Consulting 
paid $24,000 for equipment that has an estimated useful paid $24,000 for equipment that has an estimated useful 
life of 20 years.  Show the journal entry to record the life of 20 years.  Show the journal entry to record the 
purchase of the equipment on Jan. 1purchase of the equipment on Jan. 1stst.  .  

Cash 24,000
Equipment 24,000Jan. 1

Debit Credit
Equipment

24,00024,000 24,00024,000

Debit Credit
Cash

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Example Example (Depreciation)(Depreciation)::
 

On Jan. 1On Jan. 1stst, Phoenix Consulting , Phoenix Consulting 
paid $24,000 for equipment that has an estimated useful paid $24,000 for equipment that has an estimated useful 
life of 20 years.  Show the life of 20 years.  Show the adjusting journal entryadjusting journal entry

 
required required 

at Jan. 31at Jan. 31stst.      .      ($24,000 / 20 yrs. / 12 months = $100)($24,000 / 20 yrs. / 12 months = $100)

Accumulated Depreciation 100
Depreciation Expense 100Jan. 31

Debit Credit
Depreciation Expense

100100 100100

Debit Credit
Accumulated Depreciation

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Depreciation (Statement Presentation)
Accumulated Depreciation is a contra asset account.

Appears just after the account it offsets 
(Equipment) on the balance sheet. 

Adjusting Entries for “Prepaid Expenses”Adjusting Entries for Adjusting Entries for ““Prepaid ExpensesPrepaid Expenses””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.

Balance Sheet Jan. 31
Assets

Equipment 24,000     
Accumulated Depreciation (100)          
Net Equipment 23,900     
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Receipt of cash that is recorded as a liability because Receipt of cash that is recorded as a liability because 
the revenue has not been earned.the revenue has not been earned.

Adjusting Entries for “Unearned Revenues”Adjusting Entries for Adjusting Entries for ““Unearned RevenuesUnearned Revenues””

rentrent
airline ticketsairline tickets
school tuitionschool tuition

Cash ReceiptCash Receipt Revenue RecordedRevenue RecordedBEFORE

magazine subscriptionsmagazine subscriptions
customer depositscustomer deposits

Unearned revenues often occur in regard to:Unearned revenues often occur in regard to:

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Unearned Revenues

Company makes an adjusting entry to record the 
revenue that has been earned and to show the 
liability that remains.

The adjusting entry for unearned revenues results 
in a decrease (a debit) to a liability account and an 
increase (a credit) to a revenue account.

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.

Adjusting Entries for “Unearned Revenues”Adjusting Entries for Adjusting Entries for ““Unearned RevenuesUnearned Revenues””



Chapter 
3-30 LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.

Adjusting entries for unearned revenues

Decrease (a debit) to a liability account and 

Increase (a credit) to a revenue account.

Adjusting Entries for “Unearned Revenues”Adjusting Entries for Adjusting Entries for ““Unearned RevenuesUnearned Revenues””

Illustration 3Illustration 3--1010
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Example:Example:
 

On Jan. 1On Jan. 1stst, Phoenix Consulting received $24,000 , Phoenix Consulting received $24,000 
from Arcadia High School for 3 months rent in advance.  from Arcadia High School for 3 months rent in advance.  
Show the journal entry to record the receipt on Jan. 1Show the journal entry to record the receipt on Jan. 1stst.  .  

Unearned Rent Revenue 24,000
Cash 24,000Jan. 1

Debit Credit
Cash

24,00024,000 24,00024,000

Debit Credit
Unearned Rent Revenue

Adjusting Entries for “Unearned Revenues”Adjusting Entries for Adjusting Entries for ““Unearned RevenuesUnearned Revenues””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Example:Example:
 

On Jan. 1On Jan. 1stst, Phoenix Consulting received $24,000 , Phoenix Consulting received $24,000 
from Arcadia High School for 3 months rent in advance.  from Arcadia High School for 3 months rent in advance.  
Show the Show the adjusting journal entryadjusting journal entry

 
required on Jan. 31required on Jan. 31stst.  .  

Rent Revenue 8,000
Unearned Rent Revenue 8,000Jan. 31

Debit Credit
Rent Revenue

8,0008,000 24,00024,000

Debit Credit
Unearned Rent Revenue

8,0008,000

16,00016,000

Adjusting Entries for “Unearned Revenues”Adjusting Entries for Adjusting Entries for ““Unearned RevenuesUnearned Revenues””

LO 5 LO 5 Prepare adjusting entries for deferrals.Prepare adjusting entries for deferrals.
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Made to record:

Revenues earned and 

OR

Expenses incurred 

in the current accounting period that have not 
been recognized through daily entries.

Adjusting Entries for AccrualsAdjusting Entries for AccrualsAdjusting Entries for Accruals

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Revenues earned but not yet received in cash or Revenues earned but not yet received in cash or 
recorded.recorded.

Adjusting Entries for “Accrued Revenues”Adjusting Entries for Adjusting Entries for ““Accrued RevenuesAccrued Revenues””

rentrent
interestinterest
services performedservices performed

BEFORE

Accrued revenues often occur in regard to:Accrued revenues often occur in regard to:

Cash ReceiptCash ReceiptRevenue RecordedRevenue Recorded

Adjusting entry results in:Adjusting entry results in:

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Accrued Revenues

An adjusting entry serves two purposes: 

(1)  It shows the receivable that exists, and 

(2)  It records the revenues earned.

Adjusting Entries for “Accrued Revenues”Adjusting Entries for Adjusting Entries for ““Accrued RevenuesAccrued Revenues””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Adjusting entries for accrued revenues

Increases (debits) an asset account and 

Increases (credits) a revenue account.

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.

Adjusting Entries for “Accrued Revenues”Adjusting Entries for Adjusting Entries for ““Accrued RevenuesAccrued Revenues””

Illustration 3Illustration 3--1313
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Example:Example:
 

On Jan. 1On Jan. 1stst, Phoenix Consulting invested , Phoenix Consulting invested 
$300,000 in securities that return 5% interest per year.  $300,000 in securities that return 5% interest per year.  
Show the journal entry to record the investment on Jan. 1Show the journal entry to record the investment on Jan. 1stst.  .  

Cash 300,000
Investments 300,000Jan. 1

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.

Debit Credit
Investments

300,000300,000 300,000300,000

Debit Credit
Cash

Adjusting Entries for “Accrued Revenues”Adjusting Entries for Adjusting Entries for ““Accrued RevenuesAccrued Revenues””
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Example:Example:
 

On Jan. 1On Jan. 1stst, Phoenix Consulting invested , Phoenix Consulting invested 
$300,000 in securities that return 5% interest per year.  $300,000 in securities that return 5% interest per year.  
Show the Show the adjusting journal entryadjusting journal entry

 
required on Jan. 31required on Jan. 31stst. . 

($300,000 x 5% / 12 months = $1,250)($300,000 x 5% / 12 months = $1,250)

Interest Revenue 1,250
Interest Receivable 1,250Jan. 31

Debit Credit
Interest Receivable

1,2501,250 1,2501,250

Debit Credit
Interest Revenue

Adjusting Entries for “Accrued Revenues”Adjusting Entries for Adjusting Entries for ““Accrued RevenuesAccrued Revenues””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Expenses incurred but not yet paid in cash or Expenses incurred but not yet paid in cash or 
recorded.recorded.

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

rentrent
interestinterest

BEFORE

Accrued expenses often occur in regard to:Accrued expenses often occur in regard to:

Cash PaymentCash PaymentExpense RecordedExpense Recorded

taxestaxes
salariessalaries

Adjusting entry results in:Adjusting entry results in:

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Accrued Expenses

An adjusting entry serves two purposes: 

(1)
 

It records the obligations, and 

(2)
 

It recognizes the expenses. 

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Adjusting entries for accrued expenses

Increases (debits) an expense account and 

Increases (credits) a liability account.

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

Illustration 3Illustration 3--1616
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Notes Payable 200,000
Cash 200,000Jan. 2

Debit Credit
Cash

200,000200,000 200,000200,000

Debit Credit
Notes Payable

Example:Example:
 

On Jan. 2On Jan. 2ndnd, Phoenix Consulting borrowed $200,000 , Phoenix Consulting borrowed $200,000 
at a rate of 9% per year.  Interest is due on first of each at a rate of 9% per year.  Interest is due on first of each 
month. Show the journal entry to record the borrowing on month. Show the journal entry to record the borrowing on 
Jan. 2Jan. 2ndnd..

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Example:Example:
 

On Jan. 2On Jan. 2ndnd, Phoenix Consulting borrowed $200,000 , Phoenix Consulting borrowed $200,000 
at a rate of 9% per year.  Interest is due on first of each at a rate of 9% per year.  Interest is due on first of each 
month. Show the month. Show the adjusting journal entryadjusting journal entry

 
required on Jan. 31required on Jan. 31stst. . 

($200,000 x 9% / 12 months = $1,500)($200,000 x 9% / 12 months = $1,500)

Interest Payable 1,500
Interest Expense 1,500Jan. 31

Debit Credit
Interest Expense

1,5001,500 1,5001,500

Debit Credit
Interest Payable

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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Accrued Expenses

An adjusting entry serves two purposes: 

(1)
 

It records the obligations, and

(2)
 

it recognizes the expenses. 

Adjusting Entries for “Accrued Expenses”Adjusting Entries for Adjusting Entries for ““Accrued ExpensesAccrued Expenses””

LO 6 LO 6 Prepare adjusting entries for accruals.Prepare adjusting entries for accruals.
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After all adjusting entries are journalized and 
posted the company prepares another trial 
balance from the ledger accounts (Adjusted Trial 
Balance).

Its purpose is to prove the equality of debit 
balances and credit balances in the ledger. 

The Adjusted Trial BalanceThe Adjusted Trial BalanceThe Adjusted Trial Balance

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.
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Which of the following statements is incorrect 
concerning the adjusted trial balance?

a.
 

An adjusted trial balance proves the equality of the  
total debit balances and the total credit balances in 
the ledger after all adjustments are made.

b.
 

The adjusted trial balance provides the primary 
basis for the preparation of financial statements. 

c.
 

The adjusted trial balance lists the account balances 
segregated by assets and liabilities. 

d.
 

The adjusted trial balance is prepared after the 
adjusting entries have been journalized and posted.

ReviewReview

Timing IssuesTiming IssuesTiming Issues

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.
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Financial Statements are prepared directly from the 
Adjusted Trial Balance.  
Financial Statements are prepared directly from the 
Adjusted Trial Balance.  

Balance 
Sheet

Income 
Statement

Statement 
of Cash 
Flows

Owner’s 
Equity 

Statement 

Preparing Financial StatementsPreparing Financial StatementsPreparing Financial Statements

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.
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Income Statement
For the Month Ended Jan. 31, 2008
Revenues:
Sales 137 ,000$    
Interest revenue 1,250          
Rent revenue 8 ,000          
Total revenue 146 ,250      

Expenses:
Interest expense 1,500          
Depreciation expense 100             
Insurance expense 1,000          
Total expenses 2 ,600          

Net income 143 ,650$    

Income Statement

Preparing Financial StatementsPreparing Financial StatementsPreparing Financial Statements

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.

Adjusted Trial Balance Debit Credit
Cash 50,000$     
Accounts receivable 35,000       
Interest receivable 1,250          
Prepaid insurance 11,000        
Equipment 24,000       
Accumulated depreciation 100$          
Investments 300,000     
Accounts payable 20,000       
Interest payable 1,500          
Unearned revenue 16,000        
Note payable 200,000     
Austin, capital 40,000       
Sales 137,000      
Interest revenue 1,250          
Rent revenue 8,000         
Interest expense 1,500          
Depreciation expense 100            
Insurance expense 1,000          

423,850$   423,850$   
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Statement of Owner's Equity
For the Month Ended Jan. 31, 2008

Austin, Capital, Jan. 1 40 ,000$    
+ Net incom e 143 ,650     
- D raw ings 0
Austin, Capital, Jan. 31 183 ,650$  

Statement of        
Owner’s Equity

Preparing Financial StatementsPreparing Financial StatementsPreparing Financial Statements

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.

Adjusted Trial Balance Debit Credit
Cash 50,000$     
Accounts receivable 35,000       
Interest receivable 1,250          
Prepaid insurance 11,000        
Equipment 24,000       
Accumulated depreciation 100$          
Investments 300,000     
Accounts payable 20,000       
Interest payable 1,500          
Unearned revenue 16,000        
Note payable 200,000     
Austin, capital 40,000       
Sales 137,000      
Interest revenue 1,250          
Rent revenue 8,000         
Interest expense 1,500          
Depreciation expense 100            
Insurance expense 1,000          

423,850$   423,850$   
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Adjusted Trial Balance Debit Credit
Cash 50,000$     
Accounts receivable 35,000       
Interest receivable 1,250          
Prepaid insurance 11,000        
Equipment 24,000       
Accumulated depreciation 100$          
Investments 300,000     
Accounts payable 20,000       
Interest payable 1,500          
Unearned revenue 16,000        
Note payable 200,000     
Austin, capital 40,000       
Sales 137,000      
Interest revenue 1,250          
Rent revenue 8,000         
Interest expense 1,500          
Depreciation expense 100            
Insurance expense 1,000          

423,850$   423,850$   

Balance Sheet Jan. 31, 2008
Assets
Cash 50 ,000$       
Accounts receivable 35 ,000         
Interest receivable 1 ,250            
Prepaid insurance 11,000          
Equipm ent 24 ,000         
Accum . D epreciation (100)              
Investm ents 300 ,000       
Total assets 421,150$      

Liabilities & Owner's Equity
Accounts payable 20 ,000$       
Interst payable 1,500            
Unearned revenue 16 ,000          
Note payable 200 ,000       
Austin, capital 183 ,650        
Total liab. & equity 421,150$      

Preparing Financial StatementsPreparing Financial StatementsPreparing Financial Statements

LO 7 LO 7 Describe the nature and purpose of an adjusted trial balance.Describe the nature and purpose of an adjusted trial balance.
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Some companies use an alternative 
treatment for prepaid expenses and 
unearned revenues.

When a company prepays an expense, it 
debits that amount to an expense account.

When a company receives payment for 
future services, it credits the amount to a 
revenue account.

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.

Alternative Treatment of Prepaid 
Expenses and Unearned Revenues
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Example Example (Insurance)(Insurance)::
 

On Dec. 1On Dec. 1stst, Phoenix Consulting paid , Phoenix Consulting paid 
$12,000 for 12 months of insurance coverage.  Show the $12,000 for 12 months of insurance coverage.  Show the 
journal entry to record the payment on Dec. 1journal entry to record the payment on Dec. 1stst.  .  

Cash 12,000
Insurance Expense 12,000Dec. 1

Debit Credit
Insurance Expense

12,00012,000 12,00012,000

Debit Credit
Cash

Alternative Treatment for “Prepaid Expenses”

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.
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Example Example (Insurance)(Insurance)::
 

On Dec. 1On Dec. 1stst, Phoenix Consulting paid , Phoenix Consulting paid 
$12,000 for 12 months of insurance coverage.  Show the $12,000 for 12 months of insurance coverage.  Show the 
adjusting journal entryadjusting journal entry

 
required at Dec. 31required at Dec. 31stst.  .  

Insurance Expense 11,000
Prepaid Insurance 11,000Dec. 31

Debit Credit
Insurance Expense

12,000 11,000

Debit Credit
Prepaid Insurance

Alternative Treatment for “Prepaid Expenses”

11,00011,000

1,000

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.
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Example:Example:
 

On Dec. 1On Dec. 1stst, Phoenix Consulting received $24,000 , Phoenix Consulting received $24,000 
from Arcadia High School for 3 months rent in advance.  from Arcadia High School for 3 months rent in advance.  
Show the journal entry to record the receipt on Dec. 1Show the journal entry to record the receipt on Dec. 1stst.  .  

Rent Revenue 24,000
Cash 24,000Dec. 1

Debit Credit
Cash

24,00024,000 24,00024,000

Debit Credit
Rent Revenue

Alternative Treatment for “Unearned Revenues”Alternative Alternative Treatment for Treatment for ““Unearned RevenuesUnearned Revenues””

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.
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Example:Example:
 

On Dec. 1On Dec. 1stst, Phoenix Consulting received $24,000 , Phoenix Consulting received $24,000 
from Arcadia High School for 3 months rent in advance.  from Arcadia High School for 3 months rent in advance.  
Show the Show the adjusting journal entryadjusting journal entry

 
required on Dec. 31required on Dec. 31stst.  .  

Unearned Rent Revenue 16,000
Rent Revenue 16,000Dec. 31

Debit Credit
Unearned Rent Revenue

16,00016,000 24,00024,000

Debit Credit
Rent Revenue

16,00016,000

8,0008,000

Alternative Treatment for “Unearned Revenues”Alternative Treatment for Alternative Treatment for ““Unearned RevenuesUnearned Revenues””

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.
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Summary of Basic Relationships for Deferrals

Illustration 3AIllustration 3A--77

LO 8  Prepare adjusting entries for the alternative treatment ofLO 8  Prepare adjusting entries for the alternative treatment of deferrals.deferrals.
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”
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CHAPTER CHAPTER 44

COMPLETING THECOMPLETING THE 
ACCOUNTING ACCOUNTING 

CYCLECYCLE
Accounting Principles,  Eighth Edition
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1.
 

Prepare a worksheet.
2.

 
Explain the process of closing the books.

3.
 

Describe the content and purpose of a post-closing 
trial balance.

4.
 

State the required steps in the accounting cycle.
5.

 
Explain the approaches to preparing correcting 
entries.

6.
 

Identify the sections of a classified balance sheet.

Study ObjectivesStudy ObjectivesStudy Objectives
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Using a 
Worksheet 

Using a Using a 
WorksheetWorksheet

Steps in Steps in 
preparationpreparation
Preparing Preparing 
financial financial 
statementsstatements
Preparing Preparing 
adjusting entriesadjusting entries

Closing the 
Books 

Closing the Closing the 
BooksBooks

Summary of 
Accounting 

Cycle 

Summary of Summary of 
Accounting Accounting 

CycleCycle

Classified 
Balance Sheet 

Classified Classified 
Balance SheetBalance Sheet

Current assetsCurrent assets
LongLong--term term 
investmentsinvestments
Property, plant, Property, plant, 
and equipmentand equipment
Intangible assetsIntangible assets
Current liabilitiesCurrent liabilities
LongLong--term term 
liabilitiesliabilities
OwnerOwner’’s equitys equity

Reversing Reversing 
entriesentries——An An 
optional stepoptional step
Correcting Correcting 
entriesentries——An An 
avoidable stepavoidable step

Completing the Accounting CycleCompleting the Accounting CycleCompleting the Accounting Cycle

Preparing Preparing 
closing entriesclosing entries
Posting closing Posting closing 
entriesentries
Preparing a Preparing a 
postpost--closing trial closing trial 
balancebalance
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A multiple-column form used in preparing 
financial statements. 

Not a permanent accounting record.

Five step process.

Use of worksheet is optional.

Using A WorksheetUsing A WorksheetUsing A Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

WorksheetWorksheet
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Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

Illustration 4-2
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Example

The trial balance for Undercover Roofing for the month ended March 
31, 2008, is as follows.

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

Account T itle s Dr. Cr.
Ca sh 2,500$   
Accounts Re ce iva ble 1,800     
Roofing S upplie s 1,100     
Equipm e nt 6,000     
Accum ula te d De pre cia tion 1,200$   
Accounts P a ya ble 1,400     
Une a rne d Re ve nue 300        
I.  S py, Ca pita l 7,000     
I.  S py, Dra w ing 600        
S e rvice  Re ve nue 3,000     
S a la rie s Ex pe nse 700        
M isce lla ne ous Ex pe nse 200        

Tota ls 12,900$  12,900$  

Tria l Ba la nce Other data:
1. Supplies on hand total $140.
2. Depreciation for March is 

$200.
3. Unearned revenue amounted 

to $130 on March 31.
4. Accrued salaries are $350.

Instructions
a. Prepare and complete the 

worksheet.

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       
Accounts Receivable 1,800       
Roofing Supplies 1,100       
Equipment 6,000       
Accumulated Depreciation 1,200       
Accounts Payable 1,400       
Unearned Revenue 300          
I. Spy, Capital 7,000       
I. Spy, Drawing 600          
Service Revenue 3,000       
Salaries Expense 700          
Miscellaneous Expense 200          

Totals 12,900      12,900      

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

1. Prepare a Trial Balance on the Worksheet1. Prepare a Trial Balance on the Worksheet

Trial balance amounts 
come directly from 

ledger accounts.Include all 
accounts with 

balances.

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       
Accounts Receivable 1,800       
Roofing Supplies 1,100       960     
Equipment 6,000       
Accumulated Depreciation 1,200       200     
Accounts Payable 1,400       
Unearned Revenue 300          170     
I. Spy, Capital 7,000       
I. Spy, Drawing 600          
Service Revenue 3,000       170     
Salaries Expense 700          350     
Miscellaneous Expense 200          

Totals 12,900      12,900      
Supplies Expense 960     
Depreciation Expense 200     
Salaries Payable 350     

Totals 1,680   1,680   

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

2. Enter the Adjustments in the Adjustments Columns2. Enter the Adjustments in the Adjustments Columns

Enter adjustment 
amounts, total 

adjustments columns,
and check for equality.

(a)

(a)

(b)

(b)

(d)

(d)

(c)

(c)

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

Add additional 
accounts as 

needed.

Adjustments Key:
(a)  Supplies used.
(b)  Depreciation expense.
(c)  Service revenue earned.
(d)  Salaries accrued.
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       2,500       
Accounts Receivable 1,800       1,800       
Roofing Supplies 1,100       960     140          
Equipment 6,000       6,000       
Accumulated Depreciation 1,200       200     1,400       
Accounts Payable 1,400       1,400       
Unearned Revenue 300          170     130          
I. Spy, Capital 7,000       7,000       
I. Spy, Drawing 600          600          
Service Revenue 3,000       170     3,170       
Salaries Expense 700          350     1,050       
Miscellaneous Expense 200          200          

Totals 12,900      12,900      
Supplies Expense 960     960          
Depreciation Expense 200     200          
Salaries Payable 350     350          

Totals 1,680   1,680   13,450      13,450      

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

3. Complete the Adjusted Trial Balance Columns3. Complete the Adjusted Trial Balance Columns

Total the adjusted 
trial balance columns 

and check for equality.

(a)

(a)

(b)

(b)

(d)

(d)

(c)

(c)
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       2,500       
Accounts Receivable 1,800       1,800       
Roofing Supplies 1,100       960     140          
Equipment 6,000       6,000       
Accumulated Depreciation 1,200       200     1,400       
Accounts Payable 1,400       1,400       
Unearned Revenue 300          170     130          
I. Spy, Capital 7,000       7,000       
I. Spy, Drawing 600          600          
Service Revenue 3,000       170     3,170       3,170     
Salaries Expense 700          350     1,050       1,050     
Miscellaneous Expense 200          200          200        

Totals 12,900      12,900      
Supplies Expense 960     960          960        
Depreciation Expense 200     200          200        
Salaries Payable 350     350          

Totals 1,680   1,680   13,450      13,450      2,410     3,170     

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

4. Extend Amounts to Financial Statement Columns4. Extend Amounts to Financial Statement Columns

Extend all revenue and expense 
account balances to the income 

statement columns.

(a)

(a)

(b)

(b)

(d)

(d)

(c)

(c)
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       2,500       2,500       
Accounts Receivable 1,800       1,800       1,800       
Roofing Supplies 1,100       960     140          140         
Equipment 6,000       6,000       6,000       
Accumulated Depreciation 1,200       200     1,400       1,400       
Accounts Payable 1,400       1,400       1,400       
Unearned Revenue 300          170     130          130          
I. Spy, Capital 7,000       7,000       7,000       
I. Spy, Drawing 600          600          600         
Service Revenue 3,000       170     3,170       3,170     
Salaries Expense 700          350     1,050       1,050     
Miscellaneous Expense 200          200          200        

Totals 12,900      12,900      
Supplies Expense 960     960          960        
Depreciation Expense 200     200          200        
Salaries Payable 350     350          350          

Totals 1,680   1,680   13,450      13,450      2,410     3,170     11,040     10,280      

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

4. Extend Amounts to Financial Statement Columns4. Extend Amounts to Financial Statement Columns

Extend all asset, liability, and 
equity account balances to the 

balance sheet columns.

(a)

(a)

(b)

(b)

(d)

(d)

(c)

(c)
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Account Titles Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 2,500       2,500       2,500       
Accounts Receivable 1,800       1,800       1,800       
Roofing Supplies 1,100       960     140          140         
Equipment 6,000       6,000       6,000       
Accumulated Depreciation 1,200       200     1,400       1,400       
Accounts Payable 1,400       1,400       1,400       
Unearned Revenue 300          170     130          130          
I. Spy, Capital 7,000       7,000       7,000       
I. Spy, Drawing 600          600          600         
Service Revenue 3,000       170     3,170       3,170     
Salaries Expense 700          350     1,050       1,050     
Miscellaneous Expense 200          200          200        

Totals 12,900      12,900      
Supplies Expense 960     960          960        
Depreciation Expense 200     200          200        
Salaries Payable 350     350          350          

Totals 1,680   1,680   13,450      13,450      2,410     3,170     11,040     10,280      
Net Income 760        760          

Totals 3,170     3,170     11,040     11,040      

Balance Sheet
Adjusted Income

Trial Balance Adjustments Trial Balance Statement

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

5. Total Columns, Compute Net Income (Loss)5. Total Columns, Compute Net Income (Loss)

Compute Net Income or Net Loss.

(a)

(a)

(b)

(b)

(d)

(d)

(c)

(c)
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Net income is shown on a work sheet in the:
a.

 
income statement debit column only.

b.
 

balance sheet debit column only.
c.

 
income statement credit column and balance 
sheet debit column.

d.
 

income statement debit column and balance 
sheet credit column.

Review QuestionReview Question

Steps in Preparing a WorksheetSteps in Preparing a WorksheetSteps in Preparing a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.
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Income statement is prepared from the 
income statement columns. 

Balance sheet and owner’s equity statement 
are prepared from the balance sheet columns.

Companies journalize and post adjusting entries.

Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

WorksheetWorksheet
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Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

Revenues 3,170$      
Service revenues

Expenses
Salaries expense 1,050$   
Supplies expense 960       
Depreciation expense 200       
Miscellaneous expense 200       

Total expenses 2,410       
Net income 760$        

Undercover Roofing
Income Statement

For the Month Ended March 31, 2008

b.
 

Prepare an income statement for the month ended 
March 31, 2008.  
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Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

b.
 

Prepare an owner’s equity statement for the month 
ended March 31, 2008.  

I. Spy, Capital, March 1 7,000$      
Add:  Net income 760          
Less:  Drawings (600)         
I. Spy, Capital, March 31 7,160$      

Undercover Roofing
Statement of Owner's Equity

For the Month Ended March 31, 2008
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Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

b.
 

Prepare a balance sheet as of March 31, 2008.  

Current assets
Cash 2,500$      
Accounts receivable 1,800       
Roofing supplies 140          

Total current assets 4,440       
Property, plant, and equipment

Equipment 6,000      
Less: Accumulated depreciation 1,400      4,600       

Total assets 9,040$      

Current liabilities
Accounts payable 1,400$      
Salaries payable 350          
Unearned revenue 130          

Total current liabilities 1,880       
Owner's equity

I. Spy, Capital 7,160       
Total liabilities and owner's equity 9,040$      

Liabilities and Owner's Equity

AssetsUndercover 
Roofing

Balance Sheet

March 31, 2008
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The adjusting entries are prepared from the 
adjustments columns of the worksheet.

Journalizing and posting of adjusting entries 
follows the preparation of financial 
statements when a worksheet is used.

Preparing Adjusting Entries from a WorksheetPreparing Adjusting Entries from a WorksheetPreparing Adjusting Entries from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

Adjusting EntriesAdjusting Entries
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Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.

c.
 

Journalize the adjusting entries from the 
adjustments columns of the worksheet.

Account Title Ref. Debit Credit
Mar. 31 Supplies expense 960      

Roofing supplies 960      

Depreciation expense 200      
Accumulated depreciation 200      

Unearned revenue 170      
Service revenue 170      

Salaries expense 350      
Salaries payable 350      

Date
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Q4-2. Explain the purpose of the worksheet.

Discussion QuestionDiscussion Question

See notes page for discussion

Preparing Financial Statements from a WorksheetPreparing Financial Statements from a WorksheetPreparing Financial Statements from a Worksheet

LO 1  Prepare a worksheet.LO 1  Prepare a worksheet.
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At the end of the accounting period, the company 
makes the accounts ready for the next period.

Closing the BooksClosing the BooksClosing the Books

LO 2  Explain the process of closing the books.LO 2  Explain the process of closing the books.

Illustration 4-5
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Closing entriesClosing entries
 

formally recognize, in the general 
ledger, the transfer of 

net income (or net loss) and 

owner’s drawing 

to owner’s capital.

Closing the BooksClosing the BooksClosing the Books

LO 2  Explain the process of closing the books.LO 2  Explain the process of closing the books.

Closing entries are only at the end of the annual 
accounting period.
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Closing the BooksClosing the BooksClosing the Books

LO 2  Explain the process of closing the books.LO 2  Explain the process of closing the books.

Illustration 4-6

Owner’s Capital is a 
permanent account; all 

other accounts are 
temporary accounts.

Owner’s Drawing is closed 
directly to Capital and not 

to Income Summary 
because Owner’s Drawing 

is not an expense.

Note:
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Service revenue

 

3,170
Income summary

 

3,170

Income summary

 

2,410
Salary expense

 

1,050
Supplies expense

 

960
Depreciation expense

 

200

Income summary

 

760
I. Spy, Capital

 

760

I. Spy, Capital 600
I. Spy, Drawing

 

600

Miscellaneous expense

 

200

d.
 

Journalize the closing entries from the financial 
statement columns of the worksheet.

Closing the BooksClosing the BooksClosing the Books

LO 2  Explain the process of closing the books.LO 2  Explain the process of closing the books.

Closing 
Entries 

need  
to be 

Posted
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Purpose
 

is to prove the equality of the permanent 
account balances after journalizing and posting of 
closing entries. 

Preparing a Post-Closing Trial BalancePreparing a PostPreparing a Post--Closing Trial BalanceClosing Trial Balance

LO 3  Describe the content and purpose of a postLO 3  Describe the content and purpose of a post--closing trial balance.closing trial balance.

Account Titles Dr. Cr.
Cash 2,500$   
Accounts Receivable 1,800     
Roofing Supplies 140        
Equipment 6,000     
Accumulated Depreciation 1,400$   
Accounts Payable 1,400     
Salaries payable 350        
Unearned Revenue 130        
I. Spy, Capital 7,160     

Totals 10,440$ 10,440$ 

Trial Balance
Post-Closing

All temporary accounts 
will have zero balances.
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Summary of the Accounting CycleSummary of the Accounting CycleSummary of the Accounting Cycle

1. Analyze business transactions1. Analyze business transactions

2. Journalize the 
transactions 

2. Journalize the 
transactions 

6. Prepare an adjusted trial 
balance

 

6. Prepare an adjusted trial 
balance

7. Prepare financial 
statements

 

7. Prepare financial 
statements

8. Journalize and post 
closing entries

 

8. Journalize and post 
closing entries

9. Prepare a post-closing 
trial balance

 

9. Prepare a post-closing 
trial balance

4. Prepare a trial balance4. Prepare a trial balance

3. Post to ledger accounts3. Post to ledger accounts

5. Journalize and post 
adjusting entries

 

5. Journalize and post 
adjusting entries

Illustration 4-12

LO 4  State the required steps in the accounting cycle.LO 4  State the required steps in the accounting cycle.
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Correcting entriesCorrecting entries

are unnecessary if the records are error-free.

are made whenever an error is discovered.

must be posted before closing entries.

Instead of preparing a correcting entry, it is possible 
to reverse the incorrect entry and then prepare the 
correct entry.

Correcting Entries—An Avoidable StepCorrecting EntriesCorrecting Entries——An Avoidable StepAn Avoidable Step

LO 5  Explain the approaches to preparing correcting entries.LO 5  Explain the approaches to preparing correcting entries.
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BE4BE4--99
 

At Batavia Company, the following errors were 
discovered after the transactions had been journalized and 
posted.  Prepare the correcting entries.
1.

 
A collection on account from a customer was recorded as a 

debit to Cash and a credit to Service Revenue for $780.

Correcting Entries—An Avoidable StepCorrecting EntriesCorrecting Entries——An Avoidable StepAn Avoidable Step

LO 5  Explain the approaches to preparing correcting entries.LO 5  Explain the approaches to preparing correcting entries.

Cash
 

780Incorrect 
entry Service revenue  780

Cash
 

780Correct 
entry Accounts receivable  780

Service revenue
 

780Correcting  Correcting  
entryentry Accounts receivable  780
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BE4BE4--99
 

At Batavia Company, the following errors were 
discovered after the transactions had been journalized and 
posted.  Prepare the correcting entries.
2.

 
The purchase of supplies on account for $1,570 was recorded 

as a debit to Store Supplies and a credit to Accounts Payable 
for $1,750.

Correcting Entries—An Avoidable StepCorrecting EntriesCorrecting Entries——An Avoidable StepAn Avoidable Step

LO 5  Explain the approaches to preparing correcting entries.LO 5  Explain the approaches to preparing correcting entries.

Store Supplies
 

1,750Incorrect 
entry Accounts payable  1,750

Store Supplies
 

1,570Correct 
entry Accounts payable  1,570

Accounts payable
 

180Correcting  Correcting  
entryentry Store Supplies

 
180  
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Presents a snapshot at a point in time.

To improve understanding, companies group 
similar assets and similar liabilities together.

Assets
 

Liabilities and Owner’s Equity
Current assets

 

Current liabilities
Long-term investments

 

Long-term liabilities
Property, plant, and equipment

 

Owner’s equity
Intangible assets

Illustration 4-17Standard ClassificationsStandard Classifications
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Assets that a company expects to convert to 
cash or use up within one year

 
or the 

operating cycle, whichever is longer.

Operating cycle
 

is the average time it takes 
from the purchase of inventory to the 
collection of cash from customers.

Current AssetsCurrent Assets
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Companies usually list current asset accounts in the order 
they expect to convert them into cash.

Illustration 4-19
Current AssetsCurrent Assets
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Cash, and other resources that are reasonably 
expected to be realized in cash or sold or 
consumed in the business within one year or the 
operating cycle, are called:

a.
 

Current assets.
b.

 
Intangible assets.

c.
 

Long-term investments.
d.

 
Property, plant, and equipment.

Review QuestionReview Question

The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Investments in stocks and bonds of other companies. 

Investments in long-term assets such as land or 
buildings that a company is not currently using in its 
operating activities.

LongLong--Term InvestmentsTerm Investments

Illustration 4-20
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Long useful lives.

Currently used in operations.

Depreciation
 

-
 

allocating the cost of assets to a 
number of years.

Accumulated depreciation
 

-
 

total amount of 
depreciation expensed thus far in the asset’s 
life.

Property, Plant, and EquipmentProperty, Plant, and Equipment
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Illustration 4-21

Property, Plant, and EquipmentProperty, Plant, and Equipment
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Assets that do not have physical substance.

Intangible AssetsIntangible Assets

Illustration 4-22
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Patents and copyrights are
a.

 
Current assets.

b.
 

Intangible assets.
c.

 
Long-term investments.

d.
 

Property, plant, and equipment.

Review QuestionReview Question

The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Obligations the company is to pay within the 
coming year.

Usually list notes payable first, followed by 
accounts payable.  Other items follow in order 
of magnitude.

Liquidity -
 

ability to pay obligations expected 
to be due within the next year.

Current LiabilitiesCurrent Liabilities
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Illustration 4-23

Current LiabilitiesCurrent Liabilities
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Obligations a company expects to pay after one year.

LongLong--Term LiabilitiesTerm Liabilities

Illustration 4-24
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Which of the following is not a long-term 
liability?

a.
 

Bonds payable
b.

 
Current maturities of long-term obligations

c.
 

Long-term notes payable
d.

 
Mortgages payable

Review QuestionReview Question

The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.
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The Classified Balance SheetThe Classified Balance SheetThe Classified Balance Sheet

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.

Proprietorship -
 

one capital account. 

Partnership -
 

capital account for each partner. 

Corporation -
 

Capital Stock and Retained Earnings.

OwnerOwner’’s Equitys Equity

Illustration 4-25
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Q4-18. (a) What is the term used to describe 
the owner’s equity section of a corporation? (b) 
Identify the two owner’s equity accounts in a 
corporation and indicate the purpose of each.

Recording ProcessRecording ProcessRecording Process

Discussion QuestionDiscussion Question

See notes page for discussion

LO 6  Identify the sections of a classified balance sheet.LO 6  Identify the sections of a classified balance sheet.
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It is often helpful to reverse some of the adjusting entries 
before recording the regular transactions of the next 
period.

Companies make a reversing entry at the beginning of the 
next accounting period.

Each reversing entry is the exact opposite of the 
adjusting entry made in the previous period. 

The use of reversing entries does not change the 
amounts reported in the financial statements.

Reversing Entries Reversing Entries Reversing Entries 

LO 7  Prepare reversing entries.LO 7  Prepare reversing entries.

Reversing EntriesReversing Entries
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Reversing Entries Example

LO 7  Prepare reversing entries.LO 7  Prepare reversing entries.

Illustration 4A-1
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CHAPTER CHAPTER 55

ACCOUNTING FORACCOUNTING FOR 
MERCHANDISING MERCHANDISING 

OPERATIONSOPERATIONS
Accounting Principles,  Eighth Edition



Chapter 
5-3

1.
 

Identify the differences between service and 
merchandising companies.

2.
 

Explain the recording of purchases under a perpetual 
inventory system.

3.
 

Explain the recording of sales revenues under a 
perpetual inventory system.

4.
 

Explain the steps in the accounting cycle for a 
merchandising company.

5.
 

Distinguish between a multiple-step and a single-step 
income statement.

6.
 

Explain the computation and importance of gross profit.
7.

 
Determine cost of goods sold under a periodic system.

Study ObjectivesStudy ObjectivesStudy Objectives
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Accounting for Merchandising OperationsAccounting for Merchandising OperationsAccounting for Merchandising Operations

Freight costsFreight costs
Purchase Purchase 
returns and returns and 
allowancesallowances
Purchase Purchase 
discountsdiscounts
Summary of Summary of 
purchasing purchasing 
transactionstransactions

Merchandising
Operations

MerchandisingMerchandising
OperationsOperations

Recording 
Purchases of 
Merchandise 

Recording Recording 
Purchases of Purchases of 
MerchandiseMerchandise

Recording 
Sales of 

Merchandise 

Recording Recording 
Sales of Sales of 

MerchandiseMerchandise

Completing 
the 

Accounting 
Cycle 

Completing Completing 
the the 

Accounting Accounting 
CycleCycle

Forms of 
Financial 

Statements 

Forms of Forms of 
Financial Financial 

StatementsStatements

Operating Operating 
cyclescycles
Inventory Inventory 
systemssystems—— 
perpetual and perpetual and 
periodicperiodic

Sales returns Sales returns 
and and 
allowancesallowances
Sales Sales 
discountsdiscounts

Adjusting Adjusting 
entriesentries
Closing entriesClosing entries
Summary of Summary of 
merchandising merchandising 
entriesentries

MultipleMultiple--step step 
income income 
statementstatement
SingleSingle--step step 
income income 
statementstatement
Classified Classified 
balance sheetbalance sheet
Determining Determining 
cost of goods cost of goods 
sold under a sold under a 
periodic systemperiodic system



Chapter 
5-5

Merchandising OperationsMerchandising OperationsMerchandising Operations

LO 1  Identify the differences between service and merchandisingLO 1  Identify the differences between service and merchandising companies.companies.

Merchandising CompaniesMerchandising Companies
Buy and Sell Goods 

Wholesaler Retailer Consumer

The primary source of revenues is referred to as               
sales revenue

 
or sales.



Chapter 
5-6

Merchandising OperationsMerchandising OperationsMerchandising Operations

LO 1  Identify the differences between service and merchandisingLO 1  Identify the differences between service and merchandising companies.companies.

Income MeasurementIncome Measurement

Illustration 5-1

Cost of goods

 

sold is the total 
cost of merchandise sold 

during the period.

Not used in a 
Service business.

Net 
Income 
(Loss)

Less

LessEquals

Equals

Sales
Revenue

Cost of 
Goods Sold

Gross 
Profit

Operating 
Expenses



Chapter 
5-7

The operating 
cycle of a 
merchandising 
company

 ordinarily is 
longer than that 
of a service 
company.

Operating CyclesOperating CyclesOperating Cycles

LO 1  Identify the differences between service and merchandisingLO 1  Identify the differences between service and merchandising companies.companies.

Illustration 5-2



Chapter 
5-8

Features:
Perpetual SystemPerpetual System

1.
 

Purchases increase Merchandise Inventory.
2.

 

Freight costs, Purchase Returns and Allowances and 
Purchase Discounts are included in Merchandise 
Inventory.

3.
 

Cost of Goods Sold is increased and Merchandise 
Inventory is decreased for each sale.

4.
 

Physical count done to verify Merchandise Inventory 
balance.

The perpetual inventory system provides a continuous record 
of Merchandise Inventory and Cost of Goods Sold.

Inventory SystemsInventory SystemsInventory Systems

LO 1  Identify the differences between service and merchandisingLO 1  Identify the differences between service and merchandising companies.companies.



Chapter 
5-9

Features:
Periodic SystemPeriodic System

1.
 

Purchases of merchandise increase Purchases.
2.

 

Ending Inventory determined by physical count.
3.

 

Calculation of Cost of Goods Sold:

Inventory SystemsInventory SystemsInventory Systems

LO 1  Identify the differences between service and merchandisingLO 1  Identify the differences between service and merchandising companies.companies.

Beginning inventory
 

$ 100,000
Add: Purchases, net

 
800,000

Goods available for sale
 

900,000
Less: Ending inventory

 
125,000

Cost of goods sold
 

$ 775,000



Chapter 
5-10

Made using cash or credit (on account).

Normally recorded when                                  
goods are received.

Purchase invoice
 

should                                    
support each credit                                   
purchase.

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Illustration 5-4



Chapter 
5-11

E5E5--22
 

Information related to Steffens Co. is presented 
below.  Prepare the journal entry to record the 
transaction under a perpetual inventory system.

1.
 

On April 5, purchased merchandise from Bryant 
Company for $25,000 terms 2/10, net/30, FOB 
shipping point.

Merchandise inventory
 
25,000April 5

Accounts payable  25,000

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.



Chapter 
5-12

E5E5--2 Continued2 Continued
 

Prepare the journal entry to record the 
transaction under a perpetual inventory system.

2. On April 6, paid freight costs of $900 on 
merchandise purchased from Bryant.

Merchandise inventory
 

900April 6
Cash  900

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.



Chapter 
5-13

Not all purchases increase Merchandise Inventory.

E5E5--2 Continued2 Continued
 

Prepare the journal entry to record the 
transaction under a perpetual inventory system.

3. On April 7, purchased equipment on account for 
$26,000.

Equipment
 

26,000April 7
Accounts payable  26,000

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.



Chapter 
5-14

Terms
FOB shipping point

 
-

 
seller places goods Free On 

Board the carrier, and buyer pays freight costs. 

FOB destination
 

-
 

seller places the goods Free On 
Board to the buyer’s place of business, and seller 
pays freight costs.

Freight CostsFreight Costs

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Freight costs incurred by the seller on outgoing merchandise are

 

an 
operating expense to the seller (Freight-out or Delivery Expense).



Chapter 
5-15

Purchaser may be dissatisfied
 

because goods are 
damaged or defective, of inferior quality, or do not 
meet specifications.

Purchase Returns and AllowancesPurchase Returns and Allowances

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Return goods for credit 
if the sale was made on 

credit, or for a cash 
refund if the purchase 

was for cash.

May choose to keep the 
merchandise if the seller 

will grant an allowance 
(deduction) from the 

purchase price.

Purchase Return Purchase Allowance



Chapter 
5-16

In a perpetual inventory system, a return of 
defective merchandise by a purchaser is 
recorded by crediting:  

a.
 

Purchases  
b.

 
Purchase Returns  

c.
 

Purchase Allowance  
d.

 
Merchandise Inventory

Review QuestionReview Question

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.



Chapter 
5-17

E5E5--22
 

Continued  Continued  Prepare the journal entry to record 
the transaction under a perpetual inventory system.

4. On April 8, returned damaged merchandise to 
Bryant Company and was granted a $4,000 credit 
for returned merchandise.

Accounts payable
 

4,000April 8
Merchandise inventory 4,000

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.



Chapter 
5-18

Credit terms may permit buyer to claim a cash 
discount for prompt payment.

Advantages:

Purchaser saves money.

Seller shortens the operating cycle.

Purchase DiscountsPurchase Discounts

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Example:
 

Credit terms of 2/10, n/30, is read “two-ten, net 
thirty.”

 
2% cash discount if payment is made within 10 days.



Chapter 
5-19

Purchase DiscountsPurchase Discounts
 

TermsTerms

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

2% discount if 
paid within 10 

days, otherwise 
net amount due 
within 30 days.

1% discount if 
paid within 

first 10 days 
of next month.

2/10, n/30 1/10 EOM

Net amount 
due within the 
first 10 days 
of the next 

month.

n/10 EOM



Chapter 
5-20

E5E5--22
 

Continued  Continued  Prepare the journal entry to record 
the transaction under a perpetual inventory system.

5. On April 15, paid the amount due to Bryant Company 
in full.  Remember the return of $4,000 of 
merchandise.

Accounts payable
 

21,000April 15
Cash 20,580

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Merchandise Inventory 420

(Discount = $21,000 x 2% = $420)



Chapter 
5-21

E5E5--22
 

Continued  Continued  Prepare the journal entry to record 
the transaction under a perpetual inventory system.

5. On April 15, paid the amount due to Bryant Company 
in full.

Accounts payable
 

21,000April 16  
or later Cash 21,000

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

What entry would be made if the company 
failed to pay within 10 days?



Chapter 
5-22

Should discounts be taken when offered?

Purchase DiscountsPurchase Discounts

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Discount of 2%  on $21,000  420 .00$  
$21,000  invested at 10%  for 20  days 115 .07     
Savings by taking the discount 304.93$ 

Example:
 

2% for 20 days = Annual rate of 36.5% 
(365/20 = 18.25 twenty-day periods x 2% = 36.5%)

Passing up the discount offered equates to paying an 
interest rate of 2% on the use of $21,000 for 20 days.



Chapter 
5-23

Merchandise Inventory
Debit Credit

$25,000 8th

 

- Return$4,000

Balance

5th

 

-
 

Purchase

$21,480$21,480

420 15th

 

- Discount

Recording Purchases of MerchandiseRecording Purchases of MerchandiseRecording Purchases of Merchandise

LO 2  Explain the recording of purchases under a perpetual invenLO 2  Explain the recording of purchases under a perpetual inventory system.tory system.

Summary of Purchasing TransactionsSummary of Purchasing Transactions

9006th

 

– Freight-in

E5E5--22



Chapter 
5-24

Made for cash or credit (on account).

Normally recorded when                                  
earned, usually when                                          
goods transfer from                                          
seller to buyer.

Sales invoice
 

should                                      
support each credit                                           
sale.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Illustration 5-4



Chapter 
5-25

Two Journal Entries to Record a SaleTwo Journal Entries to Record a Sale

Cash or
 

Accounts receivable
 
XXX

Sales  XXX

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

#1

Cost of goods sold
 

XXX
Merchandise inventory  XXX

#2

Selling 
Price

Cost



Chapter 
5-26

E5E5--55
 

Presented are transactions related to Wheeler Company.

1. On December 3,Wheeler Company sold $500,000 of 
merchandise to Hashmi Co., terms 2/10, n/30, FOB shipping 
point. The cost of the merchandise sold was $350,000.

2. On December 8, Hashmi Co. was granted an allowance of 
$27,000 for merchandise purchased on December 3.

3. On December 13,Wheeler Company received the balance 
due from Hashmi Co. 

Instructions:
 

Prepare the journal entries to record these 
transactions on the books of Wheeler Company using a 
perpetual inventory system.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.



Chapter 
5-27

E5E5--55
 

Prepare the journal entries for Wheeler Company .

1.
 

On December 3, Wheeler Company sold $500,000 of 
merchandise to Hashmi Co., terms 2/10, n/30, FOB 
shipping point. Cost of merchandise sold was $350,000.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Accounts receivable
 

500,000Dec. 3
Sales

 
500,000

Cost of goods sold
 

350,000
Merchandise inventory

 
350,000



Chapter 
5-28

“Flipside”
 

of purchase returns and allowances.

Contra-revenue account (debit).

Sales not reduced (debited) because:

would obscure importance of sales returns and 
allowances as a percentage of sales. 

could distort comparisons between total sales 
in different accounting periods.

Sales Returns and AllowancesSales Returns and Allowances

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.



Chapter 
5-29

E5E5--5 Continued5 Continued
 

Prepare the journal entries for Wheeler 
Company.

2. On December 8, Hashmi Co. was granted an    
allowance

 
of $27,000 for merchandise purchased     

on December 3.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Sales returns and allowances  27,000Dec. 8
Accounts receivable

 
27,000



Chapter 
5-30

E5E5--5 Continued5 Continued
 

Prepare the journal entries for Wheeler 
Company.

2. Variation
 

On Dec. 8, Hashmi Co. returned
 merchandise for credit of $27,000.  The original cost 

of the merchandise to Wheeler was $19,800. 

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Sales returns and allowances  27,000Dec. 8
Accounts receivable

 
27,000

Merchandise inventory  19,800
Cost of goods sold

 
19,800



Chapter 
5-31

The cost of goods sold is determined and 
recorded each time a sale occurs in:  

a.
 

periodic inventory system only.  
b.

 
a perpetual inventory system only.  

c.
 

both a periodic and perpetual inventory 
system.  

d.
 

neither a periodic nor perpetual inventory 
system.

Review QuestionReview Question

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.



Chapter 
5-32

Offered to customers to promote prompt payment.

“Flipside”
 

of purchase discount.

Contra-revenue account (debit).

Sales DiscountSales Discount

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.



Chapter 
5-33

E5E5--55 Continued
 

Prepare the journal entries for Wheeler 
Company.

3. On December 13, Wheeler Company received the 
balance due from Hashmi Co.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Cash
 

463,540Dec. 13

Accounts receivable
 

473,000
Sales discounts

 
9,460

**

 

[($500,000 –

 

$27,000) X 2%]

**

***

 

($500,000 –

 

$27,000)

***

*

*

 

($473,000 –

 

$9,460)



Chapter 
5-34

E5E5--5 Continued 5 Continued Prepare the sales revenue section of 
the income statement for Wheeler Company.

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.

Sales revenue
Sales 500,000$   
Less: Sales returns and allowances (27,000)      

Sales discounts (9,460)        
Net sales 463,540   

Income Statement (Partial)
For the Month Ended Dec. 31,

Wheeler Company



Chapter 
5-35

Q5-9  Joan Roland believes revenues from 
credit sales may be earned before they 
are collected in cash.  Do you agree?  
Explain.

Discussion QuestionDiscussion Question

See notes page for discussion

Recording Sales of MerchandiseRecording Sales of MerchandiseRecording Sales of Merchandise

LO 3  Explain the recording of sales revenues LO 3  Explain the recording of sales revenues 
under a perpetual inventory system.under a perpetual inventory system.



Chapter 
5-36

Generally the same as a service company. 

One additional adjustment to make the records 
agree with the actual inventory on hand.

Involves adjusting Merchandise Inventory and 
Cost of Goods Sold.

Adjusting EntriesAdjusting Entries

Completing the Accounting CycleCompleting the Accounting CycleCompleting the Accounting Cycle

LO 4  Explain the steps in the accounting cycle for a merchandisLO 4  Explain the steps in the accounting cycle for a merchandising company.ing company.



Chapter 
5-37

Close all accounts that affect net income.
Closing EntriesClosing Entries

Completing the Accounting CycleCompleting the Accounting CycleCompleting the Accounting Cycle

LO 4  Explain the steps in the accounting cycle for a merchandisLO 4  Explain the steps in the accounting cycle for a merchandising company.ing company.

E5E5--88

 

Presented is information related to Rogers Co. for the month 
of January 2008.

Ending inventory per books 21,600$  Rent expense 20,000$  
Ending inventory per count 21,000    Salary expense 61,000    
Cost of goods sold 218,000  Sales discount 10,000    
Freight-out 7,000      Sales returns 13,000    
Insurance expense 12,000    Sales 350,000  

Required: (a) Prepare the necessary adjusting entry for inventory.

(b) Prepare the necessary closing entries.



Chapter 
5-38

E5E5--88
 

(a) Prepare the necessary adjusting entry for 
inventory.

Completing the Accounting CycleCompleting the Accounting CycleCompleting the Accounting Cycle

LO 4  Explain the steps in the accounting cycle for a merchandisLO 4  Explain the steps in the accounting cycle for a merchandising company.ing company.

Cost of goods sold
 

600
Merchandise inventory

 
600

Ending inventory per books 21,600$  
Ending inventory per count 21,000    
Overstatement of inventory 600$      



Chapter 
5-39

Sales

 

350,000
Income summary

 

350,000

Income summary

 

341,600
Cost of goods sold

 

218,600
Freight-out

 

7,000
Insurance expense

 

12,000

Income summary

 

8,400
Rogers, Capital

 

8,400

Rent expense

 

20,000

E5E5--88
 

(b) Prepare the necessary closing entries.

Completing the Accounting CycleCompleting the Accounting CycleCompleting the Accounting Cycle

LO 4  Explain the steps in the accounting cycle for a merchandisLO 4  Explain the steps in the accounting cycle for a merchandising company.ing company.

Salary expense

 

61,000
Sales discounts

 

10,000
Sales returns

 

13,000



Chapter 
5-40

Shows several steps in determining net income.

Two steps relate to principal operating 
activities. 

Distinguishes between operating and non-
 operating activities.

MultipleMultiple--Step Income StatementStep Income Statement

Forms of Financial StatementsForms of Financial StatementsForms of Financial Statements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.



Chapter 
5-41 LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.

Forms of 
Financial 
Statements

 

Forms of Forms of 
Financial Financial 
StatementsStatements

Illustration 5-11

Key Items:Key Items:
Net salesNet sales
Gross profitGross profit
Gross profit Gross profit 
raterate
Operating Operating 
expensesexpenses



Chapter 
5-42

Forms of 
Financial 
Statements

 

Forms of Forms of 
Financial Financial 
StatementsStatements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.

Key Items:Key Items:
Net salesNet sales
Gross profitGross profit
Gross profit Gross profit 
raterate
Operating Operating 
expensesexpenses
Nonoperating Nonoperating 
activitiesactivities
Net incomeNet income

Illustration 5-11



Chapter 
5-43

The multiple-step income statement for a 
merchandiser shows each of the following 
features except:  

a.
 

gross profit.  
b.

 
cost of goods sold.  

c.
 

a sales revenue section.
d.

 
investing activities section.

Review QuestionReview Question

Forms of Financial StatementsForms of Financial StatementsForms of Financial Statements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.



Chapter 
5-44

Subtract total expenses from total revenues

Two reasons for using the single-step format: 

1)
 

Company does not realize any type of profit 
until total revenues exceed total expenses. 

2)
 

Format is simpler and easier to read.

SingleSingle--Step Income StatementStep Income Statement

Forms of Financial StatementsForms of Financial StatementsForms of Financial Statements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.



Chapter 
5-45

SingleSingle--
 StepStep

Forms of Financial StatementsForms of Financial StatementsForms of Financial Statements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.

Illustration 5-12



Chapter 
5-46

Forms of Financial StatementsForms of Financial StatementsForms of Financial Statements

LO 5  Distinguish between a multipleLO 5  Distinguish between a multiple--step and a singlestep and a single--step income statement.step income statement.

Illustration 5-13Classified Balance SheetClassified Balance Sheet



Chapter 
5-47

LO 6  Explain the computation and importance ofLO 6  Explain the computation and importance of gross profit.gross profit.

Calculation 
of Gross 
Profit

 

Calculation Calculation 
of Gross of Gross 
ProfitProfit

Illustration 5-11

Key Items:Key Items:
Net salesNet sales
Gross profitGross profit
Gross profit Gross profit 
raterate

Illustration 5-8



Chapter 
5-48

Periodic System

Separate accounts used to record purchases, 
freight costs, returns, and  discounts.

Company does not maintain a running account 
of changes in inventory.

Ending inventory determined by physical count.

Determining Cost of Goods Sold Under a 
Periodic System

 

Determining Cost of Goods Sold Under a Determining Cost of Goods Sold Under a 
Periodic SystemPeriodic System

LO 7  Determine cost of goods sold under a periodic system.LO 7  Determine cost of goods sold under a periodic system.



Chapter 
5-49

Determining Cost of Goods Sold Under a 
Periodic System

 

Determining Cost of Goods Sold Under a Determining Cost of Goods Sold Under a 
Periodic SystemPeriodic System

LO 7  Determine cost of goods sold under a periodic system.LO 7  Determine cost of goods sold under a periodic system.

Calculation of Cost of Goods SoldCalculation of Cost of Goods Sold

$316,000

Illustration 5-14



Chapter 
5-50

*E5*E5--1717
 

Information related to Chevalier Co. is 
presented below.  Prepare the journal entry to record the 
transaction under a periodic inventory system.

1.
 

On April 5, purchased merchandise from Paris 
Company for $22,000 terms 2/10, net/30, FOB 
shipping point.

Purchases
 

22,000April 5
Accounts payable  22,000

Recording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic System

LO 8  LO 8  Explain the recording of purchases and sales of inventory under Explain the recording of purchases and sales of inventory under a     a     
periodic inventory system.periodic inventory system.



Chapter 
5-51

*E5*E5--17 Continued17 Continued
 

Prepare the journal entry to record 
the transaction under a periodic inventory system.

2. On April 6, paid freight costs of $600 on 
merchandise purchased from Paris.

Freight-in (Transportation-in)   600April 6
Cash  600

Recording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic System

LO 8  LO 8  Explain the recording of purchases and sales of inventory under Explain the recording of purchases and sales of inventory under a     a     
periodic inventory system.periodic inventory system.



Chapter 
5-52

*E5*E5--1717
 

Continued  Continued  Prepare the journal entry to record 
the transaction under a periodic inventory system.

4. On April 8, returned damaged merchandise to Paris 
Company and was granted a $4,000 allowance.

Accounts payable
 

4,000April 8
Purchase returns and allowances   4,000

Recording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic System

LO 8  LO 8  Explain the recording of purchases and sales of inventory under Explain the recording of purchases and sales of inventory under a     a     
periodic inventory system.periodic inventory system.



Chapter 
5-53

*E5*E5--1717
 

Continued  Continued  Prepare the journal entry to record 
the transaction under a periodic inventory system.

5. On April 15, paid the amount due to Paris Company 
in full.  Remember the return of $4,000 of 
merchandise.

Accounts payable
 

18,000April 15
Cash 17,640

Recording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic SystemRecording Purchases of Merchandise under a Periodic System

Purchase Discounts
 

360

(Discount = $18,000 x 2% = $360)

LO 8  LO 8  Explain the recording of purchases and sales of inventory under Explain the recording of purchases and sales of inventory under a     a     
periodic inventory system.periodic inventory system.
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E5E5--55
 

Prepare the journal entry for Wheeler Company to 
record a sale of merchandise under a periodic system. 

1.
 

On December 3, Wheeler Company sold $500,000 of 
merchandise to Hashmi Co., terms 2/10, n/30, FOB 
shipping point. Cost of merchandise sold was $350,000.

Recording Sales of Merchandise under a Periodic SystemRecording Sales of Merchandise under a Periodic SystemRecording Sales of Merchandise under a Periodic System

Dec. 3 Accounts receivable                 500,000
Sales                                                   500,000

No entry is recorded for cost of goods sold at the time of 
the sale under a periodic system.

LO 8  LO 8  Explain the recording of purchases and sales of inventory under Explain the recording of purchases and sales of inventory under a     a     
periodic inventory system.periodic inventory system.
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Worksheet for a Merchandising CompanyWorksheet for a Merchandising Company

LO 9  Prepare a worksheet for a merchandiLO 9  Prepare a worksheet for a merchandising company.sing company.Illustration 5B-1
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CHAPTER CHAPTER 66

INVENTORIESINVENTORIES
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1.
 

Describe the steps in determining inventory 
quantities.

2.
 

Explain the accounting for inventories and apply the 
inventory cost flow methods.

3.
 

Explain the financial effects of the inventory cost 
flow assumptions.

4.
 

Explain the lower-of-cost-or-market basis of 
accounting for inventories.

5.
 

Indicate the effects of inventory errors on the 
financial statements.

6.
 

Compute and interpret the inventory turnover ratio.

Study ObjectivesStudy ObjectivesStudy Objectives
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Reporting and Analyzing InventoryReporting and Analyzing InventoryReporting and Analyzing Inventory

Taking a Taking a 
physical physical 
inventoryinventory
Determining Determining 
ownership of ownership of 
goodsgoods

Classifying 
Inventory 

Classifying Classifying 
InventoryInventory

Determining 
Inventory 
Quantities 

Determining Determining 
Inventory Inventory 
QuantitiesQuantities

Inventory 
Costing 

Inventory Inventory 
CostingCosting

Inventory 
Errors 

Inventory Inventory 
ErrorsErrors

Statement 
Presentation 
and Analysis 

Statement Statement 
Presentation Presentation 
and Analysisand Analysis

Finished Finished 
goodsgoods
Work in Work in 
processprocess
Raw materialsRaw materials

Specific Specific 
identificationidentification
Cost flow Cost flow 
assumptionsassumptions
Financial Financial 
statement statement 
and tax and tax 
effectseffects
Consistent Consistent 
useuse
LowerLower--ofof-- 
costcost--oror-- 
marketmarket

Income Income 
statement statement 
effectseffects
Balance sheet Balance sheet 
effectseffects

PresentationPresentation
AnalysisAnalysis
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Classifying InventoryClassifying InventoryClassifying Inventory

One Classification:

Merchandise 
Inventory

Three Classifications:

Raw Materials

Work in Process

Finished Goods

Merchandising 
Company

Manufacturing 
Company

Regardless of the classification, companies report all 
inventories under Current Assets on the balance sheet.
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Physical Inventory taken for two reasons:
Perpetual System
1.

 
Check accuracy of inventory records.

2.
 

Determine amount of inventory lost (wasted raw 
materials, shoplifting, or employee theft).

Periodic System
1.

 
Determine the inventory on hand

2.
 

Determine the cost of goods sold for the period.

Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.



Chapter 
6-7

Involves counting, weighing, or measuring each 
kind of inventory on hand.

Taken,

when the business is closed or when business 
is slow.

at end of the accounting period.

Taking a Physical InventoryTaking a Physical Inventory

Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.
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Goods in Transit

Purchased goods not yet received.

Sold goods not yet delivered.

Determining Ownership of GoodsDetermining Ownership of Goods

Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.

Goods in transit should be included in the inventory of 
the company that has legal title

 
to the goods.  Legal 

title is determined by the terms of sale.
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Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.

Illustration 6-1

Ownership of the goods 
passes to the buyer when 
the public carrier accepts 
the goods from the seller.

Ownership of the goods 
remains with the seller 

until the goods reach the 
buyer.

Terms of SaleTerms of Sale
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Goods in transit should be included in the 
inventory of the buyer when the:  

a.
 

public carrier accepts the goods from the 
seller.  

b.
 

goods reach the buyer.  
c.

 
terms of sale are FOB destination.  

d.
 

terms of sale are FOB shipping point.

Review QuestionReview Question

Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.
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Consigned Goods

•In some lines of business, it is common to hold 
the goods of other parties and try to sell the 
goods for them for a fee, but without taking 
ownership of goods.

•These are called consigned goods.

Determining Ownership of GoodsDetermining Ownership of Goods

Determining Inventory QuantitiesDetermining Inventory QuantitiesDetermining Inventory Quantities

LO 1 Describe the steps in determining inventory quantities.LO 1 Describe the steps in determining inventory quantities.
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Unit costs can be applied to quantities on hand 
using the following costing methods:

Specific Identification

First-in, first-out (FIFO)

Last-in, first-out (LIFO)

Average-cost

Inventory CostingInventory CostingInventory Costing

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Cost Flow 
Assumptions
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Young & Crazy Company makes the following purchases:
1.

 

One item on 2/2/08 for $10
2.

 

One item on 2/15/08 for $15
3.

 

One item on 2/25/08 for $20
Young & Crazy Company sells one item on 2/28/08 for 
$90.  What would be the balance of ending inventory,  
cost of goods sold, and net income for the month ended 
Feb. 28, 2008, assuming the company used the Specific 
Identification method to cost inventories and the item 
purchased on 2/15/08 is sold? Assume a tax rate of 
30%.

Example

Inventory CostingInventory CostingInventory Costing

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.
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Purchase on 
2/15/08 for $15

Young & Crazy Company
Income Statement

For the Month of Feb.  2008

Sales $ 90
Cost of goods sold 15

Gross profit   75
Expenses:

Administrative 14
Selling          12
Interest 7

Total expenses        33
Income before tax               42
Taxes                                 13
Net Income   $ 29

“Specific Identification”
Inventory CostingInventory CostingInventory Costing

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory 
Balance = $ 30

Purchase on 2/2/08 
for $10

Purchase on 
2/25/08 for $20
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An actual physical flow costing method
 

in which 
items still in inventory are specifically costed

 
to 

arrive at the total cost of the ending inventory.

Practice is relatively rare.

Most companies make assumptions (Cost Flow 
Assumptions) about which units were sold.

Specific Identification MethodSpecific Identification Method

Inventory CostingInventory CostingInventory Costing

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.
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LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

Illustration 6-11
Use of cost flow methods in 
major U.S. companies

Cost Flow Assumption

does not need to equal

Physical Movement of 
Goods
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Young & Crazy Company makes the following purchases:
1.

 

One item on 2/2/08 for $10
2.

 

One item on 2/15/08 for $15
3.

 

One item on 2/25/08 for $20
Young & Crazy Company sells one item on 2/28/08 for 
$90.  What would be the balance of ending inventory, 
cost of goods sold, and net income for the month ended 
Feb. 2008, assuming the company used the FIFO, 
LIFO, and Average-cost

 
flow assumptions? Assume a 

tax rate of 30%.

Example

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.
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Earliest goods purchased are first to be 
sold. 

Often parallels actual physical flow of 
merchandise.

Generally good business practice to sell 
oldest units first.

““FirstFirst--InIn--FirstFirst--Out (FIFO)Out (FIFO)””

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions



Chapter 
6-19

Purchase on 
2/2/08 for $10

Purchase on 
2/15/08 for $15

Purchase on 
2/25/08 for $20

Inventory 
Balance = $ 35

Young & Crazy Company
Income Statement

For the Month of Feb.  2008

Sales $ 90
Cost of goods sold 1010

Gross profit   80
Expenses:

Administrative 14
Selling          12
Interest 7

Total expenses        33
Income before tax               4747
Taxes 14 14 
Net Income $ 33$ 33

“First-In-First-Out (FIFO)”

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions
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Latest goods purchased are first to be sold. 

Seldom coincides with actual physical flow of 
merchandise.

Exceptions include goods stored in piles, such 
as coal or hay.

““LastLast--InIn--FirstFirst--Out (LIFO)Out (LIFO)””

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions
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Purchase on 
2/2/08 for $10

Purchase on 
2/15/08 for $15

Inventory 
Balance = $ 25

Purchase on 
2/25/08 for $20

Young & Crazy Company
Income Statement

For the Month of Feb.  2008

Sales $ 90
Cost of goods sold 2020

Gross profit   70
Expenses:

Administrative 14
Selling          12
Interest 7

Total expenses        33
Income before tax 3737
Taxes 11 11 
Net Income $ 26$ 26

“Last-In-First-Out (LIFO)”

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions
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Allocates cost of goods available for sale on 
the basis of weighted average unit cost

 incurred.

Assumes goods are similar in nature.

Applies weighted average unit cost to the 
units on hand to determine cost of the ending 
inventory.

““AverageAverage--CostCost””

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions
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Purchase on 
2/2/08 for $10

Purchase on 
2/15/08 for $15

Purchase on 
2/25/08 for $20

Inventory 
Balance = $ 30

Young & Crazy Company
Income Statement

For the Month of Feb.  2008

Sales $ 90
Cost of goods sold 1515

Gross profit   75
Expenses:

Administrative 14
Selling          12
Interest 7

Total expenses        33
Income before tax 4242
Taxes 13 13 
Net Income $ 29$ 29

“Average Cost”

LO 2 Explain the accounting for inventories and LO 2 Explain the accounting for inventories and 
apply the inventory cost flow methods.apply the inventory cost flow methods.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions
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FIFO

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

Sales
 

$90
 

$90
 

$90
Cost of goods sold

 
10

 
15

 
20

Gross profit
 

80
 

75
 

70
Admin. & selling expense

 
33

 
33

 
33

Income before taxes
 

47
 

42
 

37
Income tax expense

 
14

 
13

 
11

Net income
 

$33
 

$29
 

$26

Inventory balance
 

$35
 

$30
 

$25

LIFOAverage

Comparative Financial Statement SummaryComparative Financial Statement Summary



Chapter 
6-25

In Period of Rising Prices,In Period of Rising Prices,
 

FIFO Reports:FIFO Reports:
FIFO

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

Highest

Lowest
Sales

 
$90

 
$90

 
$90

Cost of goods sold
 

10
 

15
 

20
Gross profit

 
80

 
75

 
70

Admin. & selling expense
 
33

 
33

 
33

Income before taxes
 

47
 

42
 

37
Income tax expense

 
14

 
13

 
11

Net income
 

$33
 

$29
 

$26

Inventory balance
 

$35
 

$30
 

$25

LIFOAverage

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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In Period of Rising Prices,In Period of Rising Prices,
 

LIFO Reports:LIFO Reports:
FIFO

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

Highest

Lowest

Sales
 

$90
 

$90
 

$90
Cost of goods sold

 
10

 
15

 
20

Gross profit
 

80
 

75
 

70
Admin. & selling expense

 
33

 
33

 
33

Income before taxes
 

47
 

42
 

37
Income tax expense

 
14

 
13

 
11

Net income
 

$33
 

$29
 

$26

Inventory balance
 

$35
 

$30
 

$25

LIFOAverage

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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The cost flow method that often parallels the 
actual physical flow of merchandise is the:  

a.
 

FIFO method.  
b.

 
LIFO method.  

c.
 

average cost method.  
d.

 
gross profit method.

Review QuestionReview Question

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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In a period of inflation, the cost flow method 
that results in the lowest income taxes is the:  

a.
 

FIFO method.  
b.

 
LIFO method.  

c.
 

average cost method.  
d.

 
gross profit method.

Review QuestionReview Question

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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Q6-12  Casey Company has been using the FIFO 
cost flow method during a prolonged period of 
rising prices.  During the same time period, 
Casey has been paying out all of its net income 
as dividends.  What adverse effects may 
result from this policy?

Discussion QuestionDiscussion Question

See notes page for discussion

Inventory Costing – Cost Flow AssumptionsInventory Costing Inventory Costing –– Cost Flow AssumptionsCost Flow Assumptions

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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Using Cost Flow Methods ConsistentlyUsing Cost Flow Methods Consistently

Inventory CostingInventory CostingInventory Costing

Method should be used consistently, enhances 
comparability.

Although consistency is preferred, a company 
may change its inventory costing method.

Illustration 6-14
Disclosure of change 
in cost flow method

LO 3 Explain the financial effects of the inventory cost flow asLO 3 Explain the financial effects of the inventory cost flow assumptions.sumptions.
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LowerLower--ofof--CostCost--oror--MarketMarket

Inventory CostingInventory CostingInventory Costing

LO 4  Explain the lowerLO 4  Explain the lower--ofof--costcost--oror--market market 
basis of accounting for inventories.basis of accounting for inventories.

When the value of inventory is lower than its cost

Companies can “write down”
 

the inventory to 
its market value in the period in which the 
price decline occurs. 

Market value = Replacement Cost

Example of conservatism.
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LowerLower--ofof--CostCost--oror--MarketMarket

Inventory CostingInventory CostingInventory Costing

LO 4  Explain the lowerLO 4  Explain the lower--ofof--costcost--oror--market market 
basis of accounting for inventories.basis of accounting for inventories.

BE6-7
 

Alou
 

Appliance Center accumulates the 
following cost and market data at December 31.

Inventory Cost Market Lower of
Categories Data Data Cost or Market
Cameras 12,000$  12,100$   
Camcorders 9,500     9,700      
VCRs 14,000    12,800     

Compute the lower-of-cost-or-market valuation for the 
company’s total inventory.

$ 12,000
9,000

12,800
$ 33,800



Chapter 
6-33

Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.

Common Cause:

Failure to count or price inventory correctly. 

Not properly recognizing the transfer of 
legal title to goods in transit.

Errors affect both the income statement and 
balance sheet.
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Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.

Inventory errors affect the computation of cost of 
goods sold and net income.

Income Statement EffectsIncome Statement Effects

Illustration 6-17

Illustration 6-16
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Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.

Inventory errors affect the computation of cost of 
goods sold and net income in two periods.

An error in ending inventory of the current period 
will have a reverse effect on net income of the 
next accounting period.

Over the two years, the total net income is correct 
because the errors offset each other.

The ending inventory depends entirely on the 
accuracy of taking and costing the inventory.

Income Statement EffectsIncome Statement Effects



Chapter 
6-36

Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.

Incorrect Correct Incorrect Correct
Sales 80,000$  80,000$  90,000$  90,000$  
Beginning inventory 20,000   20,000   12,000   15,000   
Cost of goods purchased 40,000   40,000   68,000   68,000   
Cost of goods available 60,000   60,000   80,000   83,000   
Ending inventory 12,000   15,000   23,000   23,000   
Cost of good sold 48,000   45,000   57,000   60,000   
Gross profit 32,000   35,000   33,000   30,000   
Operating expenses 10,000   10,000   20,000   20,000   
Net income 22,000$  25,000$  13,000$  10,000$  

2008 2009

($3,000)
Net Income 
understated

$3,000
Net Income 
overstated

Combined income for    
2-year period is correct.

Illustration 6-18
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Understating ending inventory will overstate:  
a.

 
assets.  

b.
 

cost of goods sold. 
c.

 
net income.  

d.
 

owner's equity.

Review QuestionReview Question

Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.
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Inventory ErrorsInventory ErrorsInventory Errors

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.

Effect of inventory errors on the balance sheet is 
determined by using the basic accounting equation:.

Balance Sheet EffectsBalance Sheet Effects

Illustration 6-16

Illustration 6-19
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Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Balance Sheet
 

-
 

Inventory classified as current 
asset.   

Income Statement
 

-
 

Cost of goods sold subtracted 
from sales.

There also should be disclosure of 

1)
 

major inventory classifications,

2)
 

basis of accounting (cost or LCM), and 

3)
 

costing method (FIFO, LIFO, or average).

PresentationPresentation

LO 5  Indicate the effects of inventory errors on the financial LO 5  Indicate the effects of inventory errors on the financial statements.statements.
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Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Inventory management is a double-edged sword

1.
 

High Inventory Levels
 

-
 

may incur high carrying 
costs (e.g., investment, storage, insurance, 
obsolescence, and damage).

2.
 

Low Inventory Levels
 

–
 

may lead to stockouts
 

and 
lost sales.

AnalysisAnalysis

LO 6  Compute and interpret the inventory turnover ratio.LO 6  Compute and interpret the inventory turnover ratio.



Chapter 
6-41

Inventory turnover
 

measures the number of times 
on average the inventory is sold during the period.

Cost of Goods Sold

Average Inventory  
Inventory 
Turnover =

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Days in inventory
 

measures the average number of 
days inventory is held.

Days in Year (365)

Inventory Turnover  
Days in 

Inventory =

LO 6  Compute and interpret the inventory turnover ratio.LO 6  Compute and interpret the inventory turnover ratio.
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BE6-9
 

At December 31, 2008, the following 
information was available for J. Graff Company: ending 
inventory $40,000, beginning inventory $60,000, cost 
of goods sold $270,000, and sales revenue $380,000. 
Calculate inventory turnover

 
and days in inventory

 
for 

J. Graff Company.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

LO 6  Compute and interpret the inventory turnover ratio.LO 6  Compute and interpret the inventory turnover ratio.

$270,000

($60,000 + 40,000) / 2  
5.4=Inventory 

Turnover

365

5.4  
67.59 
days

=Days in 
Inventory
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Inventory Cost Flow Methods in Perpetual Inventory 
Systems

Illustration 6A-1

The following data from Houston Electronics will be used to 
illustrate inventory costing under a perpetual system.

LO 7     Apply the inventory cost flow methods to perpetual inventory 
records.



Chapter 
6-44

Inventory Cost Flow Methods in Perpetual Inventory 
Systems

Cost of goods sold

Ending inventory

Computation of cost of goods sold and ending inventory under FIFO
 for Houston Electronics.

LO 7     Apply the inventory cost flow methods to perpetual inventory 
records.

Illustration 6A-2
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Inventory Cost Flow Methods in Perpetual Inventory 
Systems

Ending inventory

Computation of cost of goods sold and ending inventory under LIFO
 for Houston Electronics.

LO 7     Apply the inventory cost flow methods to perpetual inventory 
records.

Illustration 6A-3

Cost of goods sold
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Inventory Cost Flow Methods in Perpetual Inventory 
Systems

Computation of cost of goods sold and ending inventory under moving 
average for Houston Electronics.

LO 7     Apply the inventory cost flow methods to perpetual inventory 
records.

Illustration 6A-4

Cost of goods sold Ending inventory
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CHAPTER CHAPTER 77

ACCOUNTINGACCOUNTING 
INFORMATION INFORMATION 

SYSTEMSSYSTEMS
Accounting Principles,  Eighth Edition
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1.
 

Identify the basic concepts of an accounting 
information system.

2.
 

Describe the nature and purpose of a 
subsidiary ledger.

3.
 

Explain how companies use special journals in 
journalizing.

4.
 

Indicate how companies post a multi-column 
journal.

Study ObjectivesStudy ObjectivesStudy Objectives
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Basic Concepts 
of Accounting 

Information 
Systems 

Basic Concepts Basic Concepts 
of Accounting of Accounting 

Information Information 
SystemsSystems

Subsidiary 
Ledgers 

Subsidiary Subsidiary 
LedgersLedgers

Special    
Journals 
Special    Special    

JournalsJournals

Computerized Computerized 
accounting accounting 
systemssystems
Manual Manual 
accounting accounting 
systemssystems

ExampleExample
AdvantagesAdvantages

Sales journalSales journal
Cash receipts Cash receipts 
journaljournal
Purchases Purchases 
journaljournal
Cash payments Cash payments 
journaljournal
Effects of special Effects of special 
journals on journals on 
general journalgeneral journal

Accounting Information SystemsAccounting Information SystemsAccounting Information Systems
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The accounting information system (AIS)
 

collects 
and processes transaction data and communicates 
financial information to decision makers.

Includes:
All steps in the accounting cycle.

Documents that provide evidence of transactions.

Manual or computerized accounting system.

Basic Concepts of AISBasic Concepts of AISBasic Concepts of AIS

LO 1  Identify the basic concepts of an accounting information sLO 1  Identify the basic concepts of an accounting information system.ystem.
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Basic Concepts of AISBasic Concepts of AISBasic Concepts of AIS

LO 1  Identify the basic concepts of an accounting information sLO 1  Identify the basic concepts of an accounting information system.ystem.

Cost Effectiveness
 

- Benefits
 

 
must outweigh the costs.

Flexibility
 

-
 

The system should 
be sufficiently flexible to meet 

the resulting changes in the 
demands made upon it.

Useful 
Output

Illustration 7-1 
Principles of an 
efficient and 
effective AIS.
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Software programs  (functions include sales, 
purchases, receivables, payables, cash receipts 
and disbursements, and payroll).

Generate financial statements.

Advantages:
Typically enter data only once.
Many human errors are eliminated.
More timely information.

Computerized Accounting Systems

Basic Concepts of AISBasic Concepts of AISBasic Concepts of AIS

LO 1  Identify the basic concepts of an accounting information sLO 1  Identify the basic concepts of an accounting information system.ystem.
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Choosing a software package

Entry-Level Software

Common features and benefits:

Easy data access and report preparation

Audit trail

Enterprise Resource Planning Systems

Computerized Accounting Systems

Basic Concepts of AISBasic Concepts of AISBasic Concepts of AIS

LO 1  Identify the basic concepts of an accounting information sLO 1  Identify the basic concepts of an accounting information system.ystem.
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Perform each step in the accounting cycle by 
hand.

Satisfactory in a company with a low volume of 
transactions.

Must understand manual accounting systems to 
understand computerized accounting systems.

Manual Accounting Systems

Basic Concepts of AISBasic Concepts of AISBasic Concepts of AIS

LO 1  Identify the basic concepts of an accounting information sLO 1  Identify the basic concepts of an accounting information system.ystem.
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Used to keep track of individual balances.

Two common subsidiary ledgers are:

1.
 

Accounts receivable (customers’) 

2.
 

Accounts payable (creditors’)

Subsidiary LedgersSubsidiary LedgersSubsidiary Ledgers

LO 2  Describe the nature and purpose of a subsidiary ledger.LO 2  Describe the nature and purpose of a subsidiary ledger.

Each general ledger control account balance must 
equal the composite balance of the individual accounts 
in the related subsidiary ledger.
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Illustration 7-3

Subsidiary LedgersSubsidiary LedgersSubsidiary Ledgers

LO 2  Describe the nature and purpose of a subsidiary ledger.LO 2  Describe the nature and purpose of a subsidiary ledger.

Relationship of general ledger and subsidiary ledgers
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1. Show in a single account transactions affecting 
one customer or one creditor.

2. Free the general ledger of excessive details. 

3. Help locate errors in individual accounts. 

4. Make possible a division of labor.

Subsidiary LedgersSubsidiary LedgersSubsidiary Ledgers

LO 2  Describe the nature and purpose of a subsidiary ledger.LO 2  Describe the nature and purpose of a subsidiary ledger.

Advantages of Subsidiary Ledgers
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Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..

Used
 

to record similar types of transactions.

If a transaction cannot be recorded in a special journal, 
the company records it in the general journal.

Illustration 7-5
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Each of the following is a subsidiary ledger 
except the:  

a.
 

accounts receivable ledger.
b.

 
accounts payable ledger.

c.
 

customer’s ledger.
d.

 
general ledger.  

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..
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Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..

Sales Journal Illustration 7-6

Under a perpetual inventory system, one entry at selling price

 

in Sales 
Journal results in a debit to Accounts Receivable and a credit to Sales.
Another entry at cost

 

results in a debit to Cost of Goods Sold and a 
credit to Merchandise Inventory.
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Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..

Illustration 7-7

Companies make daily postings 
from the sales journal to the 
individual accounts  receivable 

in the subsidiary ledger. 

POSTING THE SALES JOURNAL
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Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..

Illustration 7-7

Posting to the general ledger is 
done monthly.

POSTING THE SALES JOURNAL
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One-line entry for each sales transaction saves 
time. 

Only totals, rather than individual entries, are 
posted to the general ledger.

A division of labor results.

Advantages of Sales Journal

Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..
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Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..

In the cash receipts journal, companies record all receipts of cash. 
The posting of the cash receipts journal is similar to the posting of 
the sale journal.  See complete Illustration 7-9 in the text.

Illustration 7-9Cash Receipts Journal
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Cash sales of merchandise are recorded in the:  
a.

 
cash payments journal.

b.
 

cash receipts journal.
c.

 
general journal.

d.
 

sales journal.

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..



Chapter 
7-21

Which of the following is not one of the credit 
columns in the cash receipts journal:  

a.
 

Other accounts.
b.

 
Accounts payable.

c.
 

Accounts receivable.
d.

 
Sales.

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..
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Special JournalsSpecial JournalsSpecial Journals

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.

Illustration 7-13

Daily postings are made from the  
purchases journal to the accounts 

payable subsidiary ledger.

Purchases Journal
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Special JournalsSpecial JournalsSpecial Journals

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.

Illustration 7-13

Purchases Journal

At the end of the accounting 
period, the company posts totals to 

the general ledger.
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All of the following are advantages of using 
subsidiary ledgers except they:  

a.
 

show transactions affecting one customer or 
one creditor in a single account.

b.
 

free the general ledger of excessive details.
c.

 
eliminate errors in individual accounts.

d.
 

make possible a division of labor.

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 3  Explain how companies use special journals in journalizingLO 3  Explain how companies use special journals in journalizing..
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Special JournalsSpecial JournalsSpecial Journals

In a cash payments (cash disbursements) journal, companies 
record all disbursements of cash.
The procedures for posting the cash payments journal are similar

 

to 
those for other journals.

Illustration 7-16Cash Payments Journal

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.
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Credit purchases of equipment or supplies other 
than merchandise are recorded in the:  

a.
 

cash payments journal.
b.

 
cash receipts journal.

c.
 

general journal.
d.

 
purchases journal.

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.
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Cash payments of merchandise are recorded in 
the:  

a.
 

cash payments journal.
b.

 
cash receipts journal.

c.
 

general journal.
d.

 
purchases journal.

Review QuestionReview Question

Special JournalsSpecial JournalsSpecial Journals

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.
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Special journals substantially reduce the 
number of entries that companies make in the 
general journal. 

Only transactions that cannot be entered in a 
special journal are recorded in the general 
journal.

Also, correcting, adjusting, and closing entries 
are made in the general journal.

Effects of Special Journals on the General Journal

Special JournalsSpecial JournalsSpecial Journals

LO 4  Indicate how companies post a multiLO 4  Indicate how companies post a multi--column journal.column journal.
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INTERNAL INTERNAL 
CONTROLCONTROL 
AND CASHAND CASH

Accounting Principles,  Eighth Edition
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1.
 

Define internal control.
2.

 
Identify the principles of internal control.

3.
 

Explain the applications of internal control principles 
to cash receipts.

4.
 

Explain the applications of internal control principles 
to cash disbursements.

5.
 

Describe the operation of a petty cash fund.
6.

 
Indicate the control features of a bank account.

7.
 

Prepare a bank reconciliation.
8.

 
Explain the reporting of cash.

Study ObjectivesStudy ObjectivesStudy Objectives
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Internal 
Control 
Internal Internal 
ControlControl

The SarbanesThe Sarbanes-- 
Oxley ActOxley Act
PrinciplesPrinciples
LimitationsLimitations

Cash  
Controls 

Cash  Cash  
ControlsControls

Use of a  
Bank 

Use of a  Use of a  
BankBank

Reporting 
Cash 

Reporting Reporting 
CashCash

Cash Cash 
equivalentsequivalents
Restricted Restricted 
cashcash
Compensating Compensating 
balancesbalances

Making Making 
depositsdeposits
Writing checksWriting checks
Bank Bank 
statementsstatements
Reconciling the Reconciling the 
bank accountbank account

Internal Control and CashInternal Control and CashInternal Control and Cash

Control over Control over 
cash receiptscash receipts
Control over Control over 
cash cash 
disbursementsdisbursements
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Methods and measures adopted to:

1.
 

Safeguard assets. 

2.
 

Enhance accuracy and reliability of accounting 
records.  Reduce risk of:

a.
 

Errors  (unintentional) 

b.
 

Irregularities  (intentional)

Internal ControlInternal ControlInternal Control

LO 1  Define internal control.LO 1  Define internal control.

Under the Sarbanes-Oxley Act, all publicly traded U.S. corporations 
are required

 

to maintain an adequate system of internal control.
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Companies
 

must 
develop principles of control over financial 
reporting.  
continually verify that controls are working. 

Internal ControlInternal ControlInternal Control

LO 1  Define internal control.LO 1  Define internal control.

The SarbanesThe Sarbanes--Oxley ActOxley Act

Independent auditors
 

must attest to the level of 
internal control. 
SOX

 
created the Public Company Accounting 

Oversight Board (PCAOB).
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Measures vary with
size and nature of 
the business.
management’s control 
philosophy.

Internal ControlInternal ControlInternal Control

LO 2  Identify the principles of internal control.LO 2  Identify the principles of internal control.

Principles of Internal ControlPrinciples of Internal Control Illustration 8-1
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Internal ControlInternal ControlInternal Control

LO 2  Identify the principles of internal control.LO 2  Identify the principles of internal control.

Principles of Internal ControlPrinciples of Internal Control
ESTABLISHMENT OF RESPONSIBILITYESTABLISHMENT OF RESPONSIBILITY

Control is most effective when only one person is responsible Control is most effective when only one person is responsible 
for a given task.for a given task.

SEGREGATON OF DUTIESSEGREGATON OF DUTIES

Related duties, including physical custody and record Related duties, including physical custody and record 
keeping, should be assigned to different individuals.keeping, should be assigned to different individuals.

DOCUMENTATION PROCEDURESDOCUMENTATION PROCEDURES

Companies should use Companies should use prenumbered prenumbered documents for all documents for all 
documents should be accounted for.documents should be accounted for.
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Internal ControlInternal ControlInternal Control

LO 2  Identify the principles of internal control.LO 2  Identify the principles of internal control.

Principles of Internal ControlPrinciples of Internal Control
PHYSICAL, MECHANICAL, AND ELECTRONIC CONTROLS

Physical

Mechanical 
and 

Electronic

Illustration 8-3
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Internal ControlInternal ControlInternal Control

LO 2  Identify the principles of internal control.LO 2  Identify the principles of internal control.

Principles of Internal ControlPrinciples of Internal Control
INDEPENDENT INTERNAL VERIFICATION

1.
 

Records periodically verified by an employee who is 
independent.

2.
 

Discrepancies reported to  management.

OTHER CONTROLS
1.

 
Bond employees.

2.
 

Rotate employees’
 

duties and require vacations.
3.

 
Conduct background checks.
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Internal ControlInternal ControlInternal Control

LO 2  Identify the principles of internal control.LO 2  Identify the principles of internal control.

Limitations of Internal ControlLimitations of Internal Control

Costs should not exceed benefit.

Human element.

Size of the business.
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Cash ControlsCash ControlsCash Controls

Internal Control over Cash ReceiptsInternal Control over Cash Receipts

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.

Independent Internal 
Verification

Supervisors count cash 
receipts daily; 

treasurer compares 
total receipts to bank 

deposits daily

Establishment of 
Responsibility

Only designated 
personnel are 

authorized to handle 
cash receipts 

(cashiers)

Segregation of Duties
Different individuals 
receive cash, record 

cash receipts, and hold 
the cash

Documentation 
Procedures

Use remittance 
advice (mail 

receipts), cash 
register tapes, and 

deposit slips

Physical, 
Mechanical, and 

Electronic Controls
Store cash in safes 

and bank vaults; limit 
access to storage 
areas; use cash 

registers

Other Controls
Bond personnel who 
handle cash; require 
employees to take 

vacations; deposit all 
cash in bank daily

Illustration 8-5



Chapter 
8-13

Q8-3. At the corner grocery store, all sales 
clerks make change out of one cash register 
drawer. Is this a violation of internal control? 
Why?

See notes page for discussion

Discussion QuestionDiscussion Question

Cash ControlsCash ControlsCash Controls

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.
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Cash ControlsCash ControlsCash Controls

Cash
 

consists of coins, currency, checks, money 
orders, and money on hand or on deposit in a bank. 
Cash receipts come from: 

cash sales
collections on account from customers
receipt of interest, rent, and dividends
investments by owners 
bank loans 
proceeds from the sale of

 
noncurrent

 
assets

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.
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Q8-8. The management of Sewell Company asks 
you, as the company accountant, to explain (a) 
the concept of reasonable assurance in internal 
control and (b) the importance of the human 
factor in internal control.

See notes page for discussion

Discussion QuestionDiscussion Question

Cash ControlsCash ControlsCash Controls

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.
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Cashier ring up sales

Supervisor 

1.

 

reads register totals

2.

 

makes cash counts

3.

 

prepares cash count 
sheets

Over-the-Counter ReceiptsOverOver--thethe--Counter ReceiptsCounter Receipts

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.

Prepare daily summary

Prepare deposit slip

Cashier’s Department

Sales Department

Bank
(deposit)

Treasurer
(verification)

Accounting
(record)

Illustration 8-7
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Mail ReceiptsMail ReceiptsMail Receipts

Control Procedures:
Mail receipts should be opened by two people, a 
list prepared, and each check endorsed. 
Copy of the list, along with the checks and 
remittance advices, sent to cashier’s department. 
Cashier adds the checks to the over-the-counter 
receipts and prepares a daily cash summary and 
makes the daily bank deposit. 
Copy of list sent to treasurer’s office for 
comparison with total shown on daily cash 
summary.

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.
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Permitting only designated personnel to handle 
cash receipts
is an application of the principle of:
a. segregation of duties.
b. establishment of responsibility.
c. independent check.
d. other controls.

Review QuestionReview Question

Cash ControlsCash ControlsCash Controls

LO 3 Explain the applications of internal control principles to LO 3 Explain the applications of internal control principles to cash receipts.cash receipts.
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Generally, internal control over cash 
disbursements is more effective when 
companies pay by check, rather than by cash.

Applications:

Voucher system

Electronic funds transfers (EFT) system

Petty cash fund

Cash ControlsCash ControlsCash Controls

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.

Internal Control over Cash DisbursementsInternal Control over Cash Disbursements



Chapter 
8-20

Cash ControlsCash ControlsCash Controls

Internal Control over Cash DisbursementsInternal Control over Cash Disbursements
Independent Internal 

Verification
Compare checks to 

invoices; reconcile bank 
statement monthly

Establishment of 
Responsibility

Only designated 
personnel are 

authorized to sign 
checks (treasurer)

Segregation of Duties
Different individuals 

approve and make 
payments; check 

signers do not record 
disbursements

Documentation 
Procedures

Use

 

prenumbered

 
checks and account 

for them in 
sequence; each 

check must have an 
approved invoice Physical, Mechanical, 

and Electronic 
Controls

Store blank checks in 
safes, with limited 
access; print check 

amounts by machine in 
indelible ink

Other Controls
Stamp invoices

PAID

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.

Illustration 8-8
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Q8-14. Joe Griswold Company’s internal 
controls over cash disbursements provide for 
the treasurer to sign checks imprinted by a

 checkwriting
 

machine in indelible ink after 
comparing the check with the approved invoice. 
Identify the internal control principles that are 
present in these controls.

See notes page for discussion

Discussion QuestionDiscussion Question

Cash ControlsCash ControlsCash Controls

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.
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The use of prenumbered checks in disbursing 
cash is an application of the principle of:
a. establishment of responsibility.
b. segregation of duties.
c. physical, mechanical, and electronic controls.
d. documentation procedures.

Review QuestionReview Question

Cash ControlsCash ControlsCash Controls

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.
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Voucher System

Network of approvals, by authorized 
individuals, to ensure all disbursements by 
check are proper.

A voucher
 

is an authorization form prepared 
for each expenditure.

Cash ControlsCash ControlsCash Controls

Internal Control over Cash DisbursementsInternal Control over Cash Disbursements

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.
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Electronic Funds Transfers (EFT)

Disbursement systems that uses wire, 
telephone, or computers to transfer cash 
balances between locations.

Cash ControlsCash ControlsCash Controls

Internal Control over Cash DisbursementsInternal Control over Cash Disbursements

LO 4 Explain the applications of internal control LO 4 Explain the applications of internal control 
principles to cash disbursements.principles to cash disbursements.
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Petty Cash Fund
 

- Used to pay small amounts.

Involves:

1.
 

establishing the fund, 

2.
 

making payments from the fund, and 

3.
 

replenishing the fund.

Cash ControlsCash ControlsCash Controls

Internal Control over Cash DisbursementsInternal Control over Cash Disbursements

LO 5 Describe the operation of a petty cash fund.LO 5 Describe the operation of a petty cash fund.
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E8-8

 

Lincolnville Company uses an

 

imprest

 

petty cash system. The 
fund was established on March 1 with a balance of $100. During 
March the following petty cash receipts were found in the petty cash 
box.
March 5

 

Stamp inventory

 

$39
March 7

 

Freight-out

 

21
March 9

 

Miscellaneous expense

 

6
March 11

 

Travel expense

 

24
March 14

 

Miscellaneous expense

 

5

The fund was replenished on March 15 when the fund contained $3 in 
cash. On March 20, the amount in the fund was increased to $150.
Instructions:

 

Journalize the entries in March that pertain to the 
operation of the petty cash fund.

Cash ControlsCash ControlsCash Controls

LO 5 Describe the operation of a petty cash fund.LO 5 Describe the operation of a petty cash fund.
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E8E8--88
 

The fund was established on March 1 with a 
balance of $100.

Petty cash
 

100March 1
Cash

 
100

Cash ControlsCash ControlsCash Controls

LO 5 Describe the operation of a petty cash fund.LO 5 Describe the operation of a petty cash fund.
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E8E8--8 8 The fund was replenished on March 15 when the 
fund contained $3 in cash. 

Postage expense
 

39March 15

Cash
 

97

Cash ControlsCash ControlsCash Controls

LO 5 Describe the operation of a petty cash fund.LO 5 Describe the operation of a petty cash fund.

Freight-out
 

21
Miscellaneous expense

 
11

Travel expense
 

24
Cash over and short

 
2
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E8E8--8  8  On March 20, the amount in the fund was 
increased to $150.

Cash ControlsCash ControlsCash Controls

LO 5 Describe the operation of a petty cash fund.LO 5 Describe the operation of a petty cash fund.

Petty cash
 

50March 20
Cash

 
50
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Contributes to good internal control over cash.

Minimizes the amount of currency on hand.

Creates a double record of bank transactions.

Bank reconciliation.

Use of a BankUse of a BankUse of a Bank

LO 6 Indicate the control features of a bank account.LO 6 Indicate the control features of a bank account.
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Making Bank Deposits
Authorized employee 
should make deposit.

Use of a BankUse of a BankUse of a Bank

LO 6 Indicate the control features of a bank account.LO 6 Indicate the control features of a bank account.

Bank Code 
Numbers

Front Side Reverse Side

Illustration 8-10
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Writing Checks
Written order signed by depositor directing bank to pay 
a specified sum of money to a designated recipient.

Use of a BankUse of a BankUse of a Bank

LO 6 Indicate the control features of a bank account.LO 6 Indicate the control features of a bank account.

Maker

Payee

Illustration 8-11

Payer
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Bank Statements

Debit
 

Memorandum
Bank service charge
NSF (not sufficient 
funds)

Use of a BankUse of a BankUse of a Bank

LO 6 Indicate the control features of a bank account.LO 6 Indicate the control features of a bank account.

Illustration 8-12

Credit
 

Memorandum
Collect notes 
receivable.
Interest earned.
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The control features of a bank account do not 
include:
a.

 
having bank auditors verify the correctness of 
the bank balance per books. 

b.
 

minimizing the amount of cash that must be kept 
on hand.

c.
 

providing a double record of all bank 
transactions.

d.
 

safeguarding cash by using a bank as a 
depository.

Review QuestionReview Question

Use of a BankUse of a BankUse of a Bank

LO 6 Indicate the control features of a bank account.LO 6 Indicate the control features of a bank account.
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Reconciling the Bank Account

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.

Reconcile balance per books and balance per bank to 
their adjusted (corrected) cash balances.

Reconciling Items:

1.
 

Deposits in transit.

2.
 

Outstanding checks.

3.
 

Errors.

4.
 

Bank memoranda.
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Reconciliation Procedures

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.

+  Deposit in Transit

- Outstanding Checks

+- Bank Errors

+ Notes collected by bank

- NSF (bounced) checks

- Check printing or other 
service charges

+- Book Errors

CORRECT BALANCE CORRECT BALANCE

Illustration 8-13
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E8E8--1111

 

The following information pertains to Family Video Company.
1.

 

Cash balance per bank, July 31, $7,263.
2.

 

Cash balance per books, July 31, $7,284.
3.

 

July bank service charge not recorded by the depositor $28.
4.

 

Deposits in transit, July 31, $1,500.
5.

 

Bank collected $900 note for Family in July, plus interest $36, 
less fee $20.The collection has not been recorded by Family, and

 no interest has been accrued.
6.

 

Outstanding checks, July 31, $591.
Instructions
a)

 

Prepare a bank reconciliation at July 31.
b)

 

Journalize the adjusting entries at July 31 on the books of Family 
Video Company.

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.
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E8E8--11  11  a)  Prepare a bank reconciliation at July 31.

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.

Cash balance per bank statement $7,263
Add: Deposit in transit 1,500
Less: Outstanding checks (591)
Adjusted cash balance per bank $8,172

Cash balance per books $7,284
Add: Collection of notes receivable 900

Collection of interest 36
Less: Bank service charge (28)

Note collection fee (20)
Adjusted cash balance per books $8,172
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Miscellaneous expense
 

28

July 31
Cash

 
28

Cash                                      916

Notes receivable                             900
Interest revenue

 
36

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.

E8E8--11  11  b)  Journalize the adjusting entries at July 31 on 
the books of Family Video Company.

Note:  Note:  Adjusting journal entry includes only the 
adjustments to the cash balance per books. 

Dr. Cr.

Miscellaneous expense          20

July 31



Chapter 
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The reconciling item in a bank reconciliation that 
will result in an adjusting entry by the depositor 
is:
a. outstanding checks.
b. deposit in transit.
c. a bank error.
d. bank service charges.

Review QuestionReview Question

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.



Chapter 
8-41

Which of the following statements correctly 
describes the reporting of cash?
a.

 
Cash cannot be combined with cash equivalents.

b.
 

Restricted cash funds may be combined with 
Cash.

c.
 

Cash is listed first in the current assets 
section.

d.
 

Restricted cash funds cannot be reported as a 
current asset.

Review QuestionReview Question

Use of a BankUse of a BankUse of a Bank

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.



Chapter 
8-42

Q8-20. Lori Figgs is confused about the lack of 
agreement between the cash balance per books and the 
balance per the bank.  Explain the causes for the lack of 
agreement to Lori, and give an example of each cause.

See notes page for discussion

Recording ProcessRecording ProcessRecording Process

Discussion QuestionDiscussion Question

LO 7  Prepare a bank reconciliation.LO 7  Prepare a bank reconciliation.
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Reporting CashReporting CashReporting Cash

LO 8  Explain the reporting of cash.LO 8  Explain the reporting of cash.

Most liquid asset, listed first in current assets 
section of balance sheet.

Cash equivalents
Restricted cash
Compensating balances

Illustration 8-16
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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Chapter 
9-2

ACCOUNTING FOR ACCOUNTING FOR 
RECEIVABLESRECEIVABLES

Accounting Principles,  Eighth Edition

CHAPTER 9CHAPTERCHAPTER 99



Chapter 
9-3

1.
 

Identify the different types of receivables.
2.

 

Explain how companies recognize accounts receivable.
3.

 

Distinguish between the methods and bases companies use 
to value accounts receivable.

4.
 

Describe the entries to record the disposition of accounts 
receivable.

5.
 

Compute the maturity date of and interest on notes 
receivable.

6.
 

Explain how companies recognize notes receivable.
7.

 

Describe how companies value notes receivable.
8.

 

Describe the entries to record the disposition of notes 
receivable.

9.
 

Explain the statement presentation and analysis of 
receivables.

Study ObjectivesStudy ObjectivesStudy Objectives



Chapter 
9-4

Types of 
Receivables 

Types of Types of 
ReceivablesReceivables

Accounts Accounts 
receivablereceivable
Notes Notes 
receivablereceivable
Other Other 
receivablesreceivables

Accounts 
Receivable 
Accounts Accounts 

ReceivableReceivable
Notes 

Receivable 
Notes Notes 

ReceivableReceivable

Statement 
Presentation 
and Analysis 

Statement Statement 
Presentation Presentation 
and Analysisand Analysis

PresentationPresentation
AnalysisAnalysis

Determining Determining 
maturity datematurity date
Computing Computing 
interestinterest
Recognizing Recognizing 
notes notes 
receivablereceivable
Valuing notes Valuing notes 
receivablereceivable
Disposing of Disposing of 
notes notes 
receivablereceivable

Accounting for ReceivablesAccounting for ReceivablesAccounting for Receivables

Recognizing Recognizing 
accounts accounts 
receivablereceivable
Valuing Valuing 
accounts accounts 
receivablereceivable
Disposing of Disposing of 
accounts accounts 
receivablereceivable



Chapter 
9-5

Amounts due from individuals and other companies  
that are expected to be collected in cash.

Amounts owed by 
customers that 
result from the 

sale of goods and 
services.

Accounts 
Receivable

 

Accounts Accounts 
ReceivableReceivable

Types of ReceivablesTypes of ReceivablesTypes of Receivables

LO 1  Identify the different types of receivables.LO 1  Identify the different types of receivables.

Claims for which 
formal 

instruments of 
credit are issued
as proof of debt.

“Nontrade”
 (interest, loans to 

officers, advances 
to employees, and 

income taxes 
refundable).

Notes 
Receivable

 

Notes Notes 
ReceivableReceivable

Other 
Receivables

 

Other Other 
ReceivablesReceivables



Chapter 
9-6

Three accounting issues:
1.

 
Recognizing

 
accounts receivable.

2.
 

Valuing
 

accounts receivable.
3.

 
Disposing of

 
accounts receivable.

Accounts ReceivableAccounts ReceivableAccounts Receivable

LO 1  Identify the different types of receivables.LO 1  Identify the different types of receivables.

The following exercise was illustrated in Chapter 5.  
For simplicity, inventory and cost of goods sold have 
been omitted.

Recognizing Accounts Receivable



Chapter 
9-7

E5E5--55
 

Presented are transactions related to Wheeler Company.

1.
 

On December 3,Wheeler Company sold $500,000 of 
merchandise to Hashmi Co., terms 2/10, n/30, FOB shipping 
point. 

2.
 

On December 8, Hashmi Co. was granted an allowance of 
$27,000 for merchandise purchased on December 3.

3.
 

On December 13,Wheeler Company received the balance 
due from Hashmi Co. 

Instructions:
 

Prepare the journal entries to record these 
transactions on the books of Wheeler Company using a 
perpetual inventory system.

Recognizing Accounts ReceivableRecognizing Accounts ReceivableRecognizing Accounts Receivable

LO 2  Explain how companies recognize accounts receivable.LO 2  Explain how companies recognize accounts receivable.



Chapter 
9-8

E5E5--55
 

Prepare the journal entries for Wheeler Company .

1.
 

On December 3, Wheeler Company sold $500,000 of 
merchandise to Hashmi Co., terms 2/10, n/30, FOB 
shipping point. 

Accounts receivable
 

500,000Dec. 3
Sales

 
500,000

LO 2  Explain how companies recognize accounts receivable.LO 2  Explain how companies recognize accounts receivable.

Recognizing Accounts ReceivableRecognizing Accounts ReceivableRecognizing Accounts Receivable



Chapter 
9-9

E5E5--55
 

Prepare the journal entries for Wheeler Company.

2. On December 8, Hashmi Co. was granted an    
allowance

 
of $27,000 for merchandise purchased     

on December 3.

Sales returns and allowances  27,000Dec. 8
Accounts receivable

 
27,000

LO 2  Explain how companies recognize accounts receivable.LO 2  Explain how companies recognize accounts receivable.

Recognizing Accounts ReceivableRecognizing Accounts ReceivableRecognizing Accounts Receivable



Chapter 
9-10

E5E5--55
 

Prepare the journal entries for Wheeler Company .

3. On December 13, Wheeler Company received the 
balance due from Hashmi Co.

Cash
 

463,540Dec. 13

Accounts receivable
 

473,000
Sales discounts

 
9,460

**

 

[($500,000 –

 

$27,000) X 2%]

**

*

 

($500,000 –

 

$27,000)

*

***

***

 

($473,000 –

 

$9,460)

LO 2  Explain how companies recognize accounts receivable.LO 2  Explain how companies recognize accounts receivable.

Recognizing Accounts ReceivableRecognizing Accounts ReceivableRecognizing Accounts Receivable



Chapter 
9-11

Valuing Accounts Receivables
Are reported as a current asset on the balance 
sheet.

Are reported at the amount the company thinks 
they will be able to collect.

Sales on account raise the possibility of accounts 
not being collected. 

Valuation can be difficult because an unknown 
amount of receivables will become uncollectible.

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Accounts ReceivableAccounts ReceivableAccounts Receivable



Chapter 
9-12

Allowance MethodAllowance Method
Losses are estimated:

better matching.
receivable stated at net 
realizable value.
required by GAAP.

Methods of Accounting for Uncollectible Accounts

Direct WriteDirect Write--OffOff
Theoretically undesirable:

no matching.
receivable not stated at 
net realizable value.
not acceptable for 
financial reporting.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.



Chapter 
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AssetsAssets
Current Assets:Current Assets:

CashCash
 

$  346$  346
Accounts receivableAccounts receivable

 
500500

Less: Allowance for doubtful accountsLess: Allowance for doubtful accounts
 

2525
 

475475
Merchandise inventory        Merchandise inventory        812812
Prepaid expensesPrepaid expenses

 
4040

Total current assetsTotal current assets
 

1,6731,673

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Presentation of Accounts ReceivablePresentation of Accounts ReceivablePresentation of Accounts Receivable
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AssetsAssets
Current Assets:Current Assets:

CashCash
 

$  346$  346
Accounts receivable, net of $25 allowanceAccounts receivable, net of $25 allowance

for doubtful accountsfor doubtful accounts
 

475475
Merchandise inventory        Merchandise inventory        812812
Prepaid expensesPrepaid expenses

 
4040

Total current assetsTotal current assets
 

1,6731,673

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Presentation of Accounts ReceivablePresentation of Accounts ReceivablePresentation of Accounts Receivable



Chapter 
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Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Allowance Method for Uncollectible Accounts

1.
 

Companies estimate
 

uncollectible accounts 
receivable. 

2.
 

To record estimated uncollectibles, companies 
debit Bad Debts Expense and credit Allowance for 
Doubtful Accounts (a contra-asset account).

3.
 

When companies write off specific uncollectible 
accounts, they debit Allowance for Doubtful 
Accounts and credit Accounts Receivable.

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.



Chapter 
9-16

E9E9--66
 

On December 31, 2008, Jarnigan
 

Co. estimated 
that 2% of its net sales of $400,000 will become 
uncollectible. The company recorded this amount as an 
addition to Allowance for Doubtful Accounts. On May 11, 
2009, Jarnigan

 
Co. determined that Terry Frye’s account 

was uncollectible and wrote off $1,100. On June 12, 2009, 
Frye paid the amount previously written off.

Instructions

Prepare the journal entries on December 31, 2008, May 
11, 2009, and June 12, 2009.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.



Chapter 
9-17

E9E9--66
 

Prepare the journal entries on December 31, 2008, 
May 11, 2009, and June 12, 2009.

Bad debt expense
 

8,000
December 31   ($400,000 x 2% = 8,000)

Allowance for doubtful accounts
 

8,000

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.



Chapter 
9-18

E9E9--66
 

Prepare the journal entries on December 31, 2008, 
May 11, 2009, and June 12, 2009.

Accounts receivable
 

1,100
June 12 (recovery)

Allowance for doubtful accounts
 

1,100        

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Cash 1,100
Accounts receivable

 
1,100

Allowance for doubtful accounts 1,100
May 11 (write-off)

Accounts receivable
 

1,100



Chapter 
9-19

Bases Used for Allowance Method

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Illustration 9-5



Chapter 
9-20

Example DataExample Data
Credit salesCredit sales

 
$500,000$500,000

Estimated % of credit sales uncollectibleEstimated % of credit sales uncollectible
 

1.25%         1.25%         

Accounts receivable balance  Accounts receivable balance  $72,500$72,500

Estimated % of A/R not collected  Estimated % of A/R not collected  8%8%

Unadjusted balance in Allowance for Doubtful Unadjusted balance in Allowance for Doubtful 
Accounts:Accounts:
Case 1Case 1

 
$150  (credit balance)$150  (credit balance)

Case 2                                    Case 2                                    $150   (debit balance)$150   (debit balance)

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable



Chapter 
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Credit salesCredit sales
 

$500,000$500,000

Estimated percentage uncollectibleEstimated percentage uncollectible
 

1.25%1.25%

Estimated bad debt expenseEstimated bad debt expense
 

$    6,250$    6,250

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Percentage of Sales –
 

disregards the existing 
balance in Allowance for Doubtful Accounts

Journal entry:

Bad debt expense                           6,250
Allowance for doubtful accounts            6,250



Chapter 
9-22

Actual balance (credit) (150) 150
Estimated uncollectible (6,250) (6,250)
Ending balance (6,400) (6,100)

Case 1 Case 2
Percentage of Sales 

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

The Allowance for Doubtful Accounts has an ending 
balance of $6,400 in Case 1 and $6,100 in Case 2.



Chapter 
9-23

Accounts receivableAccounts receivable
 

$  72,500$  72,500
Estimated percentage uncollectibleEstimated percentage uncollectible

 
x         8%x         8%

Required balance in allowance accountRequired balance in allowance account
 
$    5,800$    5,800

======================================================================================================
What will be the amount of the adjusting entry?What will be the amount of the adjusting entry?

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Percentage of Receivables 



Chapter 
9-24

Actual balance (credit) (150) 150
Desired balance (5,800) (5,800)
Adjustment (5,650) (5,950)

Journal entry – Case 1:

Case 1 Case 2

Percentage of Receivables 

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Allowance for doubtful accounts 5,650
Bad debt expense  5,650



Chapter 
9-25

Actual balance (credit) (150) 150
Desired balance (5,800) (5,800)
Adjustment (5,650) (5,950)

Journal entry – Case 2:

Allowance for doubtful accounts 5,950
Bad debt expense  5,950

Case 1 Case 2

Percentage of Receivables

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable



Chapter 
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When estimating losses using Percentage of 
Receivables, companies often prepare an aging 
schedule,

 
which classifies customer balances by the 

length of time they have been unpaid.

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable

Illustration 9-7



Chapter 
9-27

Percentage of Sales approach:

Summary

Focus on “Bad debt expense”
 

estimate, any balance in 
the allowance account is ignored. 

Method achieves a matching of cost and revenues.

Percentage of Receivables
 

approach:
Accurate valuation of receivables on the balance sheet. 

Method may also be applied using an aging schedule. 

LO 3  Distinguish between the methods and bases LO 3  Distinguish between the methods and bases 
companies use to value accounts receivable.companies use to value accounts receivable.

Valuing Accounts ReceivableValuing Accounts ReceivableValuing Accounts Receivable



Chapter 
9-28

Companies sell receivables for two major 
reasons. 

1.
 

Receivables may be the only reasonable source 
of cash.

2.
 

Billing and collection are often time-consuming 
and costly.

LO 4  Describe the entries to record the disposition of accountsLO 4  Describe the entries to record the disposition of accounts receivable.receivable.

Disposing of Accounts ReceivableDisposing of Accounts ReceivableDisposing of Accounts Receivable



Chapter 
9-29 LO 4  Describe the entries to record the disposition of accountsLO 4  Describe the entries to record the disposition of accounts receivable.receivable.

Disposing of Accounts ReceivableDisposing of Accounts ReceivableDisposing of Accounts Receivable

Sale of Receivables
A factor

 
buys receivables from businesses and then 

collects the payments directly from the customers.

Typically the factor charges a commission to the 
company that is selling the receivables.

The fee ranges from 1-3% of the amount of 
receivables purchased.



Chapter 
9-30

E9E9--77
 

(a)
 

On March 3, Cornwell Appliances sells 
$680,000 of its receivables to Marsh Factors Inc.  Marsh 
Factors assesses a finance charge of 3% of the amount of 
receivables sold.  Prepare the entry on Cornwell 
Appliances’

 
books to record the sale of the receivables.

LO 4  Describe the entries to record the disposition of accountsLO 4  Describe the entries to record the disposition of accounts receivable.receivable.

Disposing of Accounts ReceivableDisposing of Accounts ReceivableDisposing of Accounts Receivable

Accounts receivable 680,000

Cash  659,600
Service charge expense  20,400

($680,000 x 3% = $20,400) 



Chapter 
9-31 LO 4  Describe the entries to record the disposition of accountsLO 4  Describe the entries to record the disposition of accounts receivable.receivable.

Disposing of Accounts ReceivableDisposing of Accounts ReceivableDisposing of Accounts Receivable

Credit Card Sales
Retailer considers credit card sales the same as 
cash sales. 

Retailer must pay card issuer a fee of 2 to 
4% for processing the transactions.
Retailer records the sale in a similar manner 
as checks deposited from cash sale.



Chapter 
9-32

E9E9--77
 

(b) On May 10, Dale Company sold merchandise for 
$3,500 and accepted the customer’s America Bank 
MasterCard.  America Bank charges a 4% service charge 
for credit card sales.  Prepare the entry on Dale 
Company’s books to record the sale of merchandise.

LO 4  Describe the entries to record the disposition of accountsLO 4  Describe the entries to record the disposition of accounts receivable.receivable.

Disposing of Accounts ReceivableDisposing of Accounts ReceivableDisposing of Accounts Receivable

Sales 3,500

Cash  3,360
Service charge expense  140

($3,500 x 4% = $140) 



Chapter 
9-33 LO 5  Compute the maturity date of and interest on notes receivaLO 5  Compute the maturity date of and interest on notes receivable.ble.

Notes ReceivableNotes ReceivableNotes Receivable

Companies may grant credit in exchange for a 
promissory note.  A promissory note

 
is a written 

promise to pay a specified amount of money on 
demand or at a definite time. 
Promissory notes may be used: 

1.
 

when individuals and companies lend or 
borrow money, 

2.
 

when amount of transaction and credit 
period exceed normal limits, or 

3.
 

in settlement of accounts receivable.



Chapter 
9-34 LO 5  Compute the maturity date of and interest on notes receivaLO 5  Compute the maturity date of and interest on notes receivable.ble.

Notes ReceivableNotes ReceivableNotes Receivable

To the Payee, the promissory note is a note receivable.
To the Maker, the promissory note is a note payable.

Illustration 9-10
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Determining the Maturity Date

LO 5  Compute the maturity date of and interest on notes receivaLO 5  Compute the maturity date of and interest on notes receivable.ble.

Notes ReceivableNotes ReceivableNotes Receivable

Note expressed in terms of 
Months
Days 

Computing Interest Illustration 9-13



Chapter 
9-36 LO 6  Explain how companies recognize notes receivable.LO 6  Explain how companies recognize notes receivable.

Recognizing Notes ReceivableRecognizing Notes ReceivableRecognizing Notes Receivable

E9E9--1010
 

Orosco
 

Supply Co. has the following transactions 
related to notes receivable during the last 2 months of 2008.
Nov. 1

 
Loaned $15,000 cash to Sally Givens on a 1-year, 10% 

note.
Dec. 11

 
Sold goods to John Countryman, Inc., receiving a 

$6,750, 90-day, 8% note.
Dec. 16

 
Received a $4,000, 6-month, 9% note in exchange for 

Bob Reber’s
 

outstanding accounts receivable.
Dec. 31

 
Accrued interest revenue on all notes receivable.

Instructions
(a) Journalize the transactions for Orosco

 
Supply Co.



Chapter 
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E9E9--10  10  Nov. 1
 

Loaned $15,000 cash to Sally Givens on a 
1-year, 10% note.  Dec. 11

 
Sold goods to John Countryman, 

Inc., receiving a $6,750, 90-day, 8% note.  Dec. 16 
Received a $4,000, 6-month, 9% note in exchange for Bob 
Reber’s

 
outstanding accounts receivable.

Cash 15,000
Notes receivable  15,000Nov. 1

Sales 6,750
Notes receivable  6,750Dec. 11

Accounts receivable 4,000
Notes receivable  4,000Dec. 16

Recognizing Notes ReceivableRecognizing Notes ReceivableRecognizing Notes Receivable

LO 6  Explain how companies recognize notes receivable.LO 6  Explain how companies recognize notes receivable.
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E9E9--10  10  Dec. 31  Accrued interest revenue on all notes 
receivable.

Interest revenue
 

295
Interest receivable  295Dec. 31

Am ount Rate T im e
G ivens note: 15,000$ x 10% x 60 / 360 = 250$    
Countrym an note: 6,750     x 8% x 20 / 360 = 30        
Reber note: 4,000     x 9% x 15 / 360 = 15        

T otal accrued interest 295$    

Recognizing Notes ReceivableRecognizing Notes ReceivableRecognizing Notes Receivable

LO 6  Explain how companies recognize notes receivable.LO 6  Explain how companies recognize notes receivable.
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Valuing Notes Receivable

LO 7  Describe how companies value notes receivable.LO 7  Describe how companies value notes receivable.

Notes ReceivableNotes ReceivableNotes Receivable

Like accounts receivable, companies report short-
 term notes receivable at their cash (net) 

realizable value. 

Estimation of cash realizable value and bad debts 
expense are done similarly to accounts receivable.

Allowance for Doubtful Accounts is used.



Chapter 
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Disposing of Notes Receivable

LO 8  Describe the entries to record the disposition of notes reLO 8  Describe the entries to record the disposition of notes receivable.ceivable.

Notes ReceivableNotes ReceivableNotes Receivable

1.
 

Notes may be held to their maturity date.

2.
 

Maker may default and payee must make an 
adjustment to the account.

3.
 

Holder speeds up conversion to cash by selling 
the note receivable.



Chapter 
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Honor of Notes Receivable

LO 8  Describe the entries to record the disposition of notes reLO 8  Describe the entries to record the disposition of notes receivable.ceivable.

Notes ReceivableNotes ReceivableNotes Receivable

A note is honored
 

when its maker pays it in full 
at its maturity date.

Dishonor of Notes Receivable
A dishonored

 
note is not paid in full at maturity.  

A dishonored note receivable is no longer 
negotiable.

Disposing of Notes Receivable



Chapter 
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Notes ReceivableNotes ReceivableNotes Receivable

E9E9--1313
 

On May 2, Kleinsorge
 

Company lends $7,600 to 
Everhart, Inc., issuing a 6-month, 9% note. At the maturity 
date, November 2, Everhart indicates that it cannot pay.
Instructions
(a) Prepare the entry to record the issuance of the note.
(b) Prepare the entry to record the dishonor of the note, 
assuming that Kleinsorge

 
Company expects collection will 

occur.
(c) Prepare the entry to record the dishonor of the note, 
assuming that Kleinsorge

 
Company does not expect 

collection in the future.

LO 8  Describe the entries to record the disposition of notes reLO 8  Describe the entries to record the disposition of notes receivable.ceivable.



Chapter 
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Notes ReceivableNotes ReceivableNotes Receivable

E9E9--1313
 

(a) Prepare the entry to record the issuance of 
the note.  (b) Prepare the entry to record the dishonor of 
the note, assuming that Kleinsorge

 
Company expects 

collection will occur.

LO 8  Describe the entries to record the disposition of notes reLO 8  Describe the entries to record the disposition of notes receivable.ceivable.

Cash 7,600
Notes receivable  7,600(a)

Notes receivable 7,600
Accounts receivable  7,942

(b)

Interest revenue
 

342

Interest =
 

$7,600 x 9% x 6/12 = $342



Chapter 
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Notes ReceivableNotes ReceivableNotes Receivable

E9E9--1313
 

(c) Prepare the entry to record the dishonor of 
the note, assuming that Kleinsorge

 
Company does not 

expect collection in the future.

LO 8  Describe the entries to record the disposition of notes reLO 8  Describe the entries to record the disposition of notes receivable.ceivable.

Notes receivable 7,600
Allowance for doubtful accounts  7,600(c)

When there is no hope of collection, the note holder would 
write off

 
the face value of the note.  No interest revenue 

would be recorded because collection will not occur.



Chapter 
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Presentation

LO 9  Explain the statement presentation and analysis of receivaLO 9  Explain the statement presentation and analysis of receivables.bles.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Identify in the balance sheet or in the notes, 
each major type of receivable. 

Report short-term receivables as current assets. 

Report both gross amount of receivables and 
allowance for doubtful account.

Report bad debts expense and service charge 
expense as selling expenses.

Report interest revenue under “Other revenues 
and gains.”

B/S

I/S
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Analysis of Receivables

This Ratio used to:
Assess the liquidity of the receivables.
Measure the number of times, on average, a company 
collects receivables during the period.

LO 9  Explain the statement presentation and analysis of receivaLO 9  Explain the statement presentation and analysis of receivables.bles.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Illustration 9-15



Chapter 
9-47

Analysis of Receivables

Variant of the accounts receivable turnover ratio is 
average collection period

 
in terms of days.

Used to assess effectiveness of credit and collection 
policies. 
Collection period should not exceed credit term period.

LO 9  Explain the statement presentation and analysis of receivaLO 9  Explain the statement presentation and analysis of receivables.bles.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

Illustration 9-16
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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PLANT ASSETS, PLANT ASSETS, 
NATURAL NATURAL 

RESOURCES, AND RESOURCES, AND 
INTANGIBLE INTANGIBLE 

ASSETSASSETS
Accounting Principles,  Eighth Edition

CHAPTER 10CHAPTERCHAPTER 1010



Chapter 
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1.
 

Describe how the cost principle applies to plant assets.
2.

 

Explain the concept of depreciation.
3.

 

Compute periodic depreciation using different methods.
4.

 

Describe the procedure for revising periodic depreciation.
5.

 

Distinguish between revenue and capital expenditures, and 
explain the entries for each.

6.
 

Explain how to account for the disposal of a plant asset.
7.

 

Compute periodic depletion of natural resources.
8.

 

Explain the basic issues related to accounting for intangible 
assets.

9.
 

Indicate how plant assets, natural resources, and intangible 
assets are reported.

Study ObjectivesStudy ObjectivesStudy Objectives
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Plant AssetsPlant AssetsPlant Assets

Determining Determining 
the cost of the cost of 
plant assetsplant assets
DepreciationDepreciation
Expenditures Expenditures 
during useful during useful 
lifelife
Plant asset Plant asset 
disposalsdisposals

Natural 
Resources 

Natural Natural 
ResourcesResources

Intangible 
Assets 

Intangible Intangible 
AssetsAssets

Statement 
Presentation 
and Analysis 

Statement Statement 
Presentation Presentation 
and Analysisand Analysis

PresentationPresentation
AnalysisAnalysis

Accounting for Accounting for 
intangiblesintangibles
Research and Research and 
development development 
costscosts

Plant Assets, Natural Resources,        
and Intangible Assets

 

Plant Assets, Natural Resources,        Plant Assets, Natural Resources,        
and Intangible Assetsand Intangible Assets

DepletionDepletion
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“Used in operations”
 

and not for resale.
Long-term in nature and usually depreciated.
Possess physical substance.

Plant assets
 

include land, land improvements, 
buildings, and equipment (machinery, furniture, tools). 

Major characteristics include:

Section 1 – Plant AssetsSection 1 Section 1 –– Plant AssetsPlant Assets

Referred to as property, plant, and equipment; plant and 
equipment; and fixed assets.
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Includes all costs to acquire land and ready it for use. 
Costs typically include:

Land

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

(1)
 

the purchase price;
(2)

 
closing costs, such as title and attorney’s fees;

(3)
 

real estate brokers’
 

commissions; 
(4)

 
costs of grading, filling, draining, and clearing;

(5)
 

assumption of any liens, mortgages, or 
encumbrances on the property.

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.
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E10E10--3 3 On March 1, 2008, Penner Company acquired real 
estate on which it planned to construct a small office 
building. The company paid $80,000 in cash.  An old 
warehouse on the property was razed at a cost of $8,600; 
the salvaged materials were sold for $1,700. Additional 
expenditures before construction began included $1,100 
attorney’s fee for work concerning the land purchase, $5,000 
real estate broker’s fee, $7,800 architect’s fee, and $14,000 
to put in driveways and a parking lot.

Instructions
Determine amount to be reported as the cost of the land.  
For each cost not used, indicate the account debited.

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.
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Includes all expenditures necessary to make the 
improvements ready for their intended use.

Land Improvements

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

Examples are driveways, parking lots, fences, 
landscaping, and underground sprinklers.
Limited useful lives.
Expense (depreciate) the cost of land 
improvements over their useful lives.

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.



Chapter 
10-9

Includes all costs related directly to purchase or 
construction.

Buildings

Purchase costs:
Purchase price, closing costs (attorney’s fees, title 
insurance, etc.) and real estate broker’s commission.
Remodeling and replacing or repairing the roof, floors, 
electrical wiring, and plumbing.

Construction costs:
Contract price plus payments for architects’

 
fees, 

building permits, and excavation costs.

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.
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LandLand
E10E10--3 3 Determine amount to be reported as the cost of the 
land.

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.

Company paid $80,000 in cash.
Old warehouse razed at a cost of $8,600
Salvaged materials were sold for $1,700. -

 
1,700
8,600

$80,000

Expenditures before construction began:
$1,100 attorney’s fee for work on land purchase.
$5,000 real estate broker’s fee.
$7,800 architect’s fee.
$14,000 for driveways and parking lot.

1,100
5,000

0
0

$93,000Total

Building

Land Improvements
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Include all costs incurred in acquiring the equipment 
and preparing it for use.
Costs typically include:

Equipment

purchase price, 
sales taxes,
freight and handling charges,
insurance on the equipment while in transit, 
assembling and installation costs, and 
costs of conducting trial runs.

Determining the Cost of Plant AssetsDetermining the Cost of Plant AssetsDetermining the Cost of Plant Assets

LO 1  Describe how the cost principle applies to plant assets.LO 1  Describe how the cost principle applies to plant assets.
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Process of cost allocation, not asset valuation.
Applies to land improvements, buildings, and 
equipment, not land.
Depreciable, because the revenue-producing 
ability of asset will decline over the asset’s 
useful life.

Depreciation
 

is the process of allocating the cost of 
tangible assets to expense

 
in a systematic and rational 

manner to those periods expected to benefit from the 
use of the asset.

DepreciationDepreciationDepreciation

LO 2 Explain the concept of depreciation.LO 2 Explain the concept of depreciation.
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Factors in Computing Depreciation

Cost

DepreciationDepreciationDepreciation

LO 2 Explain the concept of depreciation.LO 2 Explain the concept of depreciation.

Useful Life Salvage Value

Illustration 10-6
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Objective is to select the method that best measures 
an asset’s contribution to revenue over its useful life.

 Examples include:

Depreciation Methods

(1)
 

Straight-line method.
(2)

 
Units-of-Activity method.

(3)
 

Declining-balance method.

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.

Illustration 10-8

 
Use of depreciation 
methods in 600 
large U.S. companies



Chapter 
10-15

Exercise (Depreciation Computations—Three Methods)
Parish Corporation purchased a new machine for its assembly 
process on January 2, 2008. The cost of this machine was 
$117,900. The company estimated that the machine would 
have a salvage value of $12,900 at the end of its service life. 
Its life is estimated at 5 years and its working hours are 
estimated at 1,000 hours. Year-end is December 31.

Instructions: Compute the depreciation expense under the 
following methods. 
(a) Straight-Line.
(b) Units-of-Activity.
(c) Declining Balance.

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Expense is same amount for each year.
Depreciable cost is cost of the asset less its 
salvage value.
Straight-line method predominates in practice.

Straight-Line

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Depreciable Annual Accum .
Year Cost Years Expense Deprec.
2008 105,000$ / 5 = 21,000$   21,000$ 
2009 105,000   / 5 = 21,000     42,000   
2010 105,000   / 5 = 21,000     63,000   
2011 105,000   / 5 = 21,000     84,000   
2012 105,000   / 5 = 21,000     105,000 

105,000$  

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.

Depreciation expense 21,000
Accumulated depreciation

 

21,000

Exercise (Straight-Line Method)

2008 Journal 
Entry
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Expense varies based on units of activity.
Depreciable cost is cost less salvage value.
Companies estimate total units of activity to 
calculate depreciation cost per unit.

Units-of-Activity

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Hours Rate per A nnual A ccum.
Year U sed Hour Expense Deprec.

2008 200 x $105 = 21,000$    21,000$   

2009 150 x 105 = 15,750     36,750     

2010 250 x 105 = 26,250     63,000     

2011 300 x 105 = 31,500     94,500     

2012 100 x 105 = 10,500     105,000    

1,000 105,000$   

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.

Exercise (Units-of-Activity Method)
($105,000 / 1,000 hours = $105 per hour)

Depreciation expense 21,000
Accumulated depreciation

 

21,000

2008 Journal 
Entry
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Decreasing annual depreciation expense over the 
asset’s useful life.
Declining-balance rate is double the straight-line 
rate.
Rate applied to book value (cost less accumulated 
depreciation.

Declining-Balance

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Declining
Beginning Balance Annual Accum .

Year Book value Rate Expense Deprec.
2008 117,900$ x 40% = 47,160$   47,160$ 
2009 70,740    x 40% = 28,296     75,456   
2010 42,444    x 40% = 16,978     92,434   
2011 25,466    x 40% = 10,186     102,620 
2012 15,280    x 40% = 2,380      105,000 

105,000$  

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.

Exercise (Declining-Balance Method)

Plug

Depreciation expense 47,160
Accumulated depreciation

 

47,160
2008 Journal 

Entry
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Comparison of Depreciation 
Methods

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.

Year SL DB Activity
2008 21,000  47,160  21,000  
2009 21,000  28,296  15,750  
2010 21,000  16,978  26,250  
2011 21,000  10,186  31,500  
2012 21,000  2,380   10,500  

105,000 105,000 105,000 

Comparison of Depreciation Methods
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The following additional slides are 
included to illustrate the calculation of 
partial-year depreciation expense.
The amounts are consistent with the 
previous slides illustrating the calculation 
of depreciation expense.

Depreciation for Partial YearDepreciation for Partial YearDepreciation for Partial Year

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Exercise (Depreciation Computations—Three Methods)
Parish Corporation purchased a new machine for its assembly 
process on October 1, 2008. The cost of this machine was 
$117,900. The company estimated that the machine would 
have a salvage value of $12,900 at the end of its service life. 
Its life is estimated at 5 years and its working hours are 
estimated at 1,000 hours. During 2008, the machine was used 
30 hours. Year-end is December 31.

Instructions: Compute the depreciation expense under the 
following methods. 
(a) Straight-Line.
(b) Units-of-Activity.
(c) Declining-Balance.

Depreciation for Partial YearDepreciation for Partial YearDepreciation for Partial Year

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Exercise (Straight-line Method)
Current

Depreciable Annual Partial Year Accum .
Year Base Years Expense Year Expense Deprec.
2008 105,000$ / 5 = 21,000$ x 3/12 = 5,250$    5,250$  
2009 105,000   / 5 = 21,000   21,000    26,250   
2010 105,000   / 5 = 21,000   21,000    47,250   
2011 105,000   / 5 = 21,000   21,000    68,250   
2012 105,000   / 5 = 21,000   21,000    89,250   
2013 105,000   / 5 = 21,000   x 9/12 = 15,750    105,000 

105,000$ 
Journal entry:

2008 Depreciat ion expense 5,250  
       Accumultated depreciat ion 5,250     

Depreciation for Partial YearDepreciation for Partial YearDepreciation for Partial Year

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Exercise (Units-of-Activity Method)
($105,000 / 1,000 hours = $105 per hour)

(Given) Current
H ours Rate per Annual Year Accum .

Year Used Hours Expense Expense Deprec.
2008 30       x $105 = 3,150$   3,150$    3,150$  
2009 150      x 105 = 15,750   15,750    18,900   
2010 250      x 105 = 26,250   26,250    45,150   
2011 300      x 105 = 31,500   31,500    76,650   
2012 100      x 105 = 10,500   10,500    87,150   
2013 170      x 105 = 17,850   17,850$   105,000 

1,000   105,000$ 105,000$ 
Journal entry:
2008 Depreciation expense 3,150

       Accumultated depreciation 3,150     

Depreciation for Partial YearDepreciation for Partial YearDepreciation for Partial Year

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.



Chapter 
10-27

Exercise (Declining-Balance Method)
Declining Current

Depreciable Balance Annual Partial Year Accum .
Year Base Rate Expense Year Expense Deprec.
2008 117,900$ x 40% = 47,160$ x 3/12 = 11,790$  11,790$ 
2009 106,110  x 40% = 42,444   42,444    54,234   
2010 63,666    x 40% = 25,466   25,466    79,700   
2011 38,200    x 40% = 15,280   15,280    94,980   
2012 22,920    x 40% = 9,168    9,168     104,148 
2013 13,752    x 40% = 852      Plug 852       105,000 

105,000$ 
Journal entry:

2008 Depreciat ion expense 11,790 
       Accumultated depreciat ion 11,790   

Depreciation for Partial YearDepreciation for Partial YearDepreciation for Partial Year

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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IRS does not require taxpayer to use the same 
depreciation method on the tax return that is used in 
preparing financial statements.

IRS requires the Modified Accelerated Cost 
Recovery System, which is NOT acceptable under 
GAAP.

Depreciation and Income Taxes

DepreciationDepreciationDepreciation

LO 3  Compute periodic depreciation using different methods.LO 3  Compute periodic depreciation using different methods.
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Revising Periodic Depreciation
Accounted for in the period of change and 
future periods (Change in Estimate).

Not handled retrospectively.

Not considered error.

DepreciationDepreciationDepreciation

LO 4  Describe the procedure for revising periodic depreciation.LO 4  Describe the procedure for revising periodic depreciation.
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Arcadia HS purchased equipment for $510,000 which Arcadia HS purchased equipment for $510,000 which 
was estimated to have a useful life of 10 years with a was estimated to have a useful life of 10 years with a 
salvage value of $10,000 at the end of that time.  salvage value of $10,000 at the end of that time.  
Depreciation has been recorded for 7 years on a Depreciation has been recorded for 7 years on a 
straightstraight--line basis. In 2008 (year 8), it is determined line basis. In 2008 (year 8), it is determined 
that the total estimated life should be 15 years with a that the total estimated life should be 15 years with a 
salvage value of $5,000 at the end of that time.salvage value of $5,000 at the end of that time.

Questions:Questions:
What is the journal entry to correct                 What is the journal entry to correct                 
the prior yearsthe prior years’’ depreciation?depreciation?
Calculate the depreciation expense                    Calculate the depreciation expense                    
for 2008.for 2008.

No Entry No Entry 
RequiredRequired

DepreciationDepreciationDepreciation

LO 4  Describe the procedure for revising periodic depreciation.LO 4  Describe the procedure for revising periodic depreciation.
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DepreciationDepreciationDepreciation

EquipmentEquipment $510,000$510,000
Fixed Assets:Fixed Assets:

Accumulated depreciationAccumulated depreciation --
 

350,000350,000
Book value (BV)Book value (BV) $160,000$160,000

Balance SheetBalance Sheet
 

(Dec. 31, 2007)(Dec. 31, 2007)

After 7 yearsAfter 7 years

Equipment cost Equipment cost $510,000$510,000
Salvage valueSalvage value

 
--

 
10,00010,000

Depreciable costDepreciable cost
 

$500,000$500,000
Useful life (original)      / 10 yearsUseful life (original)      / 10 years
Annual depreciationAnnual depreciation

 
$ 50,000$ 50,000 x  7 years  =  x  7 years  =  $350,000$350,000

First, establish BV 
at date of change 

in estimate.
 

First, establish BV First, establish BV 
at date of change at date of change 

in estimate.in estimate.

LO 4  Describe the procedure for revising periodic depreciation.LO 4  Describe the procedure for revising periodic depreciation.
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DepreciationDepreciationDepreciation After 7 yearsAfter 7 years

Book value Book value $160,000$160,000
Salvage value (new)          Salvage value (new)          --

 
5,0005,000

Depreciable costDepreciable cost
 

$155,000$155,000
Useful life remaining      / 8 yearsUseful life remaining      / 8 years
Annual depreciationAnnual depreciation

 
$ 19,375$ 19,375

Depreciation 
Expense calculation 

for 2008.
 

Depreciation Depreciation 
Expense calculation Expense calculation 

for 2008.for 2008.

Depreciation expense 19,375
Accumulated depreciation 19,375

Journal entry for 2008

LO 4  Describe the procedure for revising periodic depreciation.LO 4  Describe the procedure for revising periodic depreciation.
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Ordinary Repairs
 

-
 

expenditures to maintain the 
operating efficiency and productive life of the unit.

Debit -
 

Repair (or Maintenance) Expense. 

Referred to as revenue expenditures. 

Expenditures During Useful LifeExpenditures During Useful LifeExpenditures During Useful Life

LO 5  Distinguish between revenue and capital expenditures, LO 5  Distinguish between revenue and capital expenditures, 
and explain the entries for each.and explain the entries for each.

Additions and Improvements
 

-
 

costs incurred to 
increase the operating efficiency, productive capacity, or 
useful life of a plant asset.

Debit -
 

the plant asset affected.

Referred to as capital expenditures. 
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Companies dispose of plant assets in three ways —
 Retirement, Sale, or Exchange (appendix).

Plant Asset DisposalsPlant Asset DisposalsPlant Asset Disposals

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.

Illustration 10-18

Record depreciation up to the date of disposal.

Eliminate asset by (1) debiting Accumulated Depreciation, and 
(2) crediting the asset account.
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BE10BE10--9 9 Prepare journal entries to record the following.

(a)
 

Gomez Company retires its delivery equipment, which cost 
$41,000.  Accumulated depreciation is also $41,000 on this 
delivery equipment. No salvage value is received.

(b) Assume the same information as (a), except that 
accumulated depreciation for Gomez Company is $39,000, 
instead of $41,000.

Plant Asset Disposals - RetirementPlant Asset Disposals Plant Asset Disposals -- RetirementRetirement

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.

Accumulated depreciation
 

41,000(a)
Equipment

 
41,000
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BE10BE10--9 9 Prepare journal entries to record the following.

(a)
 

Gomez Company retires its delivery equipment, which cost 
$41,000.  Accumulated depreciation is also $41,000 on this 
delivery equipment. No salvage value is received.

(b) Assume the same information as (a), except that 
accumulated depreciation for Gomez Company is $39,000, 
instead of $41,000.

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.

Accumulated depreciation
 

39,000(b)

Equipment
 

41,000
Loss on disposal

 
2,000

Plant Asset Disposals - RetirementPlant Asset Disposals Plant Asset Disposals -- RetirementRetirement
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Sale of Plant Assets
Compare the book value of the asset with the 
proceeds received from the sale. 

If proceeds exceed the book value, a gain
 

on 
disposal occurs. 

If proceeds are less than the book value, a loss
 on disposal occurs.

Plant Asset DisposalsPlant Asset DisposalsPlant Asset Disposals

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.
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BE10BE10--10 10 Chan Company sells office equipment on 
September 30, 2008, for $20,000 cash.  The office 
equipment originally cost $72,000 and as of January 1, 
2008, had accumulated depreciation of $42,000.  
Depreciation for the first 9 months of 2008 is $5,250.  
Prepare the journal entries to (a) update depreciation to 
September 30, 2008, and (b) record the sale of the 
equipment.

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.

Plant Asset Disposals - SalePlant Asset Disposals Plant Asset Disposals -- SaleSale
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BE10BE10--10 10 Prepare the journal entries to (a) update 
depreciation to September 30, 2008, and (b) record the 
sale of the equipment.

LO 6  Explain how to account for the disposal of a plant asset.LO 6  Explain how to account for the disposal of a plant asset.

Depreciation expense
 

5,250(a)
Accumulated depreciation

 
5,250

Plant Asset Disposals - SalePlant Asset Disposals Plant Asset Disposals -- SaleSale

Cash
 

20,000(b)
Accumulated depreciation

 
47,250

Loss on disposal
 

4,750
Office equipment

 
72,000
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Physically extracted in operations. 

Replaceable only by an act of nature.

Natural resources
 

consist of standing timber and 
underground deposits of oil, gas, and minerals.

Distinguishing characteristics:

Section 2 – Natural ResourcesSection 2 Section 2 –– Natural ResourcesNatural Resources
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Depletion
 

is to natural resources as depreciation
 is to plant assets. 

Companies generally use units-of-activity method. 

Depletion generally is a function of the units 
extracted.

Cost -
 

price needed to acquire the resource and 
prepare it for its intended use.

Depletion
 

-
 

allocation of the cost to expense in a rational 
and systematic manner over the resource’s useful life.

Section 2 – Natural ResourcesSection 2 Section 2 –– Natural ResourcesNatural Resources

LO 7  Compute periodic depletion of natural resources.LO 7  Compute periodic depletion of natural resources.
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BE10BE10--11 11 Olpe Mining Co. purchased for $7 million a 
mine that is estimated to have 35 million tons of ore and 
no salvage value.  In the first year, 6 million tons of ore 
are extracted and sold.  (a)  Prepare the journal entry 
to record depletion expense for the first year.  (b)  
Show how this mine is reported on the balance sheet at 
the end of the first year.

Section 2 – Natural ResourcesSection 2 Section 2 –– Natural ResourcesNatural Resources

LO 7  Compute periodic depletion of natural resources.LO 7  Compute periodic depletion of natural resources.

Depletion cost per unit
 

= $7,000,000 ÷
 

35,000,000 
= $.20 depletion cost per ton

$.20 X 6,000,000 = $1,200,000
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BE10BE10--11  11  (a)  Prepare the journal entry to record 
depletion expense for the first year.  (b)  Show how this 
mine is reported on the balance sheet at the end of the 
first year.

Section 2 – Natural ResourcesSection 2 Section 2 –– Natural ResourcesNatural Resources

LO 7  Compute periodic depletion of natural resources.LO 7  Compute periodic depletion of natural resources.

Depletion expense            1,200,000(a)
Accumulated depletion

 
1,200,000

(b) Balance Sheet Presentation
Ore mine                          7,000,000
Less: Accum. depletion     1,200,000

 
5,800,000
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Intangible assets
 

are rights, privileges, and 
competitive advantages that do not possess physical 
substance.

Section 3 – Intangible AssetsSection 3 Section 3 –– Intangible AssetsIntangible Assets

Patents
Copyrights
Franchises or licenses

Trademarks or trade names
Goodwill

Intangible assets are categorized as having either a 
limited life or an indefinite life.

Common types of intangibles:

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Purchased Intangibles:
Recorded at cost.
Includes all costs necessary to make the intangible 
asset ready for its intended use.

Valuation

Internally Created
 

Intangibles:
Generally expensed.
Only capitalize direct costs incurred in perfecting title 
to the intangible, such as legal costs.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Amortization of Intangibles

Limited-Life
 

Intangibles:
Amortize to expense.
Credit asset account or accumulated amortization.

Indefinite-Life
 

Intangibles:
No foreseeable limit on time the asset is expected to 
provide cash flows. 
No amortization.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Patents
Exclusive right to manufacture, sell, or otherwise 
control an invention for a period of 20 years from the 
date of the grant.

Capitalize costs of purchasing a patent and amortize 
over its 20-year life or its useful life, whichever is 
shorter.

Expense any R&D costs in developing a patent. 

Legal fees incurred successfully defending a patent 
are capitalized to Patent account.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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BE10BE10--11  11  Galena Company purchases a patent for 
$120,000 on January 2, 2008.  Its estimated useful life is 
10 years.  (a) Prepare the journal entry to record patent 
expense for the first year.  (b) Show how this patent is 
reported on the balance sheet at the end of the first 
year.

Amortization expense
 

12,000(a)
Patent

 
12,000

(b) Balance Sheet Presentation
Intangible assets:

Patent
 

108,000

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Copyrights
Give the owner the exclusive right to reproduce and 
sell an artistic or published work.

plays, literary works, musical works, pictures, 
photographs, and video and audiovisual material.

Copyright
 

is granted for the life of the creator plus 
70 years.

Capitalize acquisition costs. 

Amortized to expense over useful life.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.



Chapter 
10-50

Trademarks and Trade Names
Word, phrase, jingle, or symbol that identifies a 
particular enterprise or product.

Wheaties, Game Boy, Frappuccino, Kleenex, 
Windows, Coca-Cola, and Jeep.

Trademark
 

or trade name
 

has legal protection for 
indefinite number of 10 year renewal periods. 

Capitalize acquisition costs. 

No amortization.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Franchises and Licenses
Contractual arrangement between a franchisor and a 
franchisee.

Shell, Taco Bell, or Rent-A-Wreck are franchises.

Franchise
 

(or license) with a limited life should be 
amortized to expense over the life of the franchise.

Franchise with an indefinite life should be carried at 
cost and not amortized.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.



Chapter 
10-52

Goodwill
Includes exceptional management, desirable location, 
good customer relations, skilled employees, high-quality 
products, etc. 

Only recorded when an entire business is purchased.

Goodwill is recorded as the excess of ...
purchase price overover the FMV of the identifiable net 
assets acquired.

Internally created goodwill should not be capitalized.

Accounting for Intangible AssetsAccounting for Intangible AssetsAccounting for Intangible Assets

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Research and Development CostsResearch and Development CostsResearch and Development Costs

Frequently results in something that a company 
patents or copyrights such as:

new product, 
process, 
idea, 

formula, 
composition, or
literary work.

All R & D costs are expensed when incurred.

LO 8  Explain the basic issues related to accounting for intangiLO 8  Explain the basic issues related to accounting for intangible assets.ble assets.
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Presentation

Companies usually include natural resources under “Property, plant, 
and equipment”

 

and show intangibles separately.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

LO 9  Indicate how plant assets, natural resources, LO 9  Indicate how plant assets, natural resources, 
and intangible assets are reported.and intangible assets are reported.

Illustration 10-24
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Analysis

Each dollar invested in assets produced $0.96 in sales.  
If a company is using its assets efficiently, each dollar 
of assets will create a high amount of sales.

Statement Presentation and AnalysisStatement Presentation and AnalysisStatement Presentation and Analysis

LO 9  Indicate how plant assets, natural resources, LO 9  Indicate how plant assets, natural resources, 
and intangible assets are reported.and intangible assets are reported.

Illustration 10-25
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Ordinarily, companies record a gain or loss on 
the exchange of plant assets.
The rationale for recognizing a gain or loss is 
that most exchanges have commercial 
substance.
An exchange has commercial substance

 
if the 

future cash flows change as a result of the 
exchange.

Exchange of Plant AssetsExchange of Plant AssetsExchange of Plant Assets

LO 10 Explain how to account for the exchange of plant assets.LO 10 Explain how to account for the exchange of plant assets.
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Exchange of Plant Assets – Loss TreatmentExchange of Plant Assets Exchange of Plant Assets –– Loss TreatmentLoss Treatment

Assume Roland Company exchanged a set of used 
trucks plus cash for a new semi-truck.  The used 
trucks have  a combined book value of $42,000 (cost 
of $64,000 and accumulated depreciation of 
$22,000). The used trucks have a fair market value 
of $26,000.  Roland must pay $17,000 for the semi-

 truck.

Compute the loss on the exchange.

Book value of used trucks
 

$42,000

Fair market value of used trucks
 

26,000

Loss on exchange
 

$16,000
LO 10 Explain how to account for the exchange of plant assets.LO 10 Explain how to account for the exchange of plant assets.
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Exchange of Plant Assets – Loss TreatmentExchange of Plant Assets Exchange of Plant Assets –– Loss TreatmentLoss Treatment

Assume Roland Company exchanged a set of used 
trucks plus cash for a new semi-truck.  The used 
trucks have  a combined book value of $42,000 (cost 
of $64,000 and accumulated depreciation of 
$22,000).  The used trucks have a fair market value 
of $26,000.  Roland must pay $17,000 for the semi-

 truck.

Prepare the journal entry to record the exchange.

LO 10 Explain how to account for the exchange of plant assets.LO 10 Explain how to account for the exchange of plant assets.

Semi truck                                 43,000
Accumulated depreciation          22,000
Loss on disposal                          16,000

 Used trucks
 

64,000
Cash                              17,000
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Exchange of Plant Assets – Gain TreatmentExchange of Plant Assets Exchange of Plant Assets –– Gain TreatmentGain Treatment

Assume Mark Express Delivery decides to exchange 
its old delivery equipment plus cash of $3,000 for 
new delivery equipment.  The book value of the old 
delivery equipment is $12,000 (cost $40,000 less 
accumulated depreciation of $28,000), and the fair 
market value of the old equipment is $19,000.

Compute the gain on the exchange.

Fair market value of old equipment
 

$19,000

Book value of old equipment
 

12,000

Gain on exchange
 

$ 7,000

LO 10 Explain how to account for the exchange of plant assets.LO 10 Explain how to account for the exchange of plant assets.
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Exchange of Plant Assets – Gain TreatmentExchange of Plant Assets Exchange of Plant Assets –– Gain TreatmentGain Treatment

LO 10 Explain how to account for the exchange of plant assets.LO 10 Explain how to account for the exchange of plant assets.

Delivery equipment                     22,000
Accumulated depreciation          28,000

Delivery equipment                                       40,000            
Gain on disposal                                                7,000
Cash

 

3,000

Assume Mark Express Delivery decides to exchange 
its old delivery equipment plus cash of $3,000 for 
new delivery equipment.  The book value of the old 
delivery equipment is $12,000 (cost $40,000 less 
accumulated depreciation of $28,000), and the fair 
market value of the old equipment is $19,000.

Prepare the journal entry to record the exchange.
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CHAPTER CHAPTER 1111

CURRENT CURRENT 
LIABILITIES AND LIABILITIES AND 

PAYROLL PAYROLL 
ACCOUNTINGACCOUNTING

Accounting Principles,  Eighth Edition
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1.
 

Explain a current liability, and identify the major 
types of current liabilities.

2.
 

Describe the accounting for notes payable.
3.

 
Explain the accounting for other current liabilities.

4.
 

Explain the financial statement presentation and 
analysis of current liabilities.

5.
 

Describe the accounting and disclosure 
requirements for contingent liabilities.

6.
 

Compute and record the payroll for a pay period.
7.

 
Describe and record employer payroll taxes.

8.
 

Discuss the objectives of internal control for 
payroll.

Study ObjectivesStudy ObjectivesStudy Objectives
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Current Liabilities and Payroll AccountingCurrent Liabilities and Payroll AccountingCurrent Liabilities and Payroll Accounting

Accounting for 
Current 

Liabilities 

Accounting for Accounting for 
Current Current 

LiabilitiesLiabilities

Contingent 
Liabilities 

Contingent Contingent 
LiabilitiesLiabilities

Payroll 
Accounting 

Payroll Payroll 
AccountingAccounting

Notes payableNotes payable
Sales taxes Sales taxes 
payablepayable
Unearned Unearned 
revenuesrevenues
Current maturities Current maturities 
of longof long--term debtterm debt
Statement Statement 
presentation and presentation and 
analysisanalysis

RecordingRecording
DisclosureDisclosure

Determining Determining 
payrollpayroll
Recording payrollRecording payroll
Employer payroll Employer payroll 
taxestaxes
Filing and Filing and 
remitting payroll remitting payroll 
taxestaxes
Internal control for Internal control for 
payrollpayroll
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Current liability is debt with two key features:
1.

 
Company expects to pay the debt from existing 
current assets

 
or through the creation of 

other current liabilities. 

2.
 

Company will pay the debt within one year or 
the operating cycle, whichever is longer.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 1  Explain a current liability, and identify LO 1  Explain a current liability, and identify 
the major types of current liabilities.the major types of current liabilities.

Current liabilities include notes payable, accounts payable, 
unearned revenues, and accrued liabilities such as taxes 
payable, salaries payable, and interest payable.
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To be classified as a current liability, a debt must be 
expected to be paid:

a.
 

out of existing current assets.
b.

 
by creating other current liabilities.

c.
 

within 2 years.
d.

 
both (a) and (b).

QuestionQuestion

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 1  Explain a current liability, and identify LO 1  Explain a current liability, and identify 
the major types of current liabilities.the major types of current liabilities.
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 2  Describe the accounting for notes payable.LO 2  Describe the accounting for notes payable.

Notes Payable
Written promissory note.

Require the borrower to pay interest.

Issued for varying periods.
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E11E11--22
 

On June 1, Melendez Company borrows $90,000 
from First Bank on a 6-month, $90,000, 12% note.

Instructions

a)
 

Prepare the entry on June 1.

b)
 

Prepare the adjusting entry on June 30. 

c)
 

Prepare the entry at maturity (December 1), assuming 
monthly adjusting entries have been made through 
November 30. 

d)
 

What was the total financing cost (interest expense)?

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 2  Describe the accounting for notes payable.LO 2  Describe the accounting for notes payable.
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E11E11--22
 

On June 1, Melendez Company borrows $90,000 
from First Bank on a 6-month, $90,000, 12% note.

a)
 

Prepare the entry on June 1.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

Notes payable
 

90,000
Cash

 
90,000

Interest payable
 

900
Interest expense

 
900

$90,000 x 12% x 1/12 = $900

b)
 

Prepare the adjusting entry on June 30. 

LO 2  Describe the accounting for notes payable.LO 2  Describe the accounting for notes payable.
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E11E11--22
 

On June 1, Melendez Company borrows $90,000 
from First Bank on a 6-month, $90,000, 12% note.

c) Prepare the entry at maturity (December 1), assuming 
monthly adjusting entries have been made through 
November 30. 

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

Interest payable
 

5,400
Notes payable

 
90,000

$5,400

Cash
 

95,400

d)
 

What was the total financing cost (interest expense)?

LO 2  Describe the accounting for notes payable.LO 2  Describe the accounting for notes payable.
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.

Sales Tax Payable
Sales taxes are expressed as a stated 
percentage of the sales price. 

Either rung up separately or included in total 
receipts.

Retailer collects tax from the customer.

Retailer remits the collections to the state’s 
department of revenue.
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E11E11--33
 

In providing accounting services to small 
businesses, you encounter the following situations pertaining 
to cash sales.

1.
 

Warkentinne
 

Company rings up sales and sales taxes 
separately on its cash register.  On April 10, the register 
totals are sales $30,000 and sales taxes $1,500.

2. Rivera Company does not segregate sales and sales taxes. 
Its register total for April 15 is $23,540, which includes a 
7% sales tax.

Instructions:
 

Prepare the entry to record the sales 
transactions and related taxes for each client.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.
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E11E11--33
 

1.
 

Warkentinne
 

Company rings up sales and 
sales taxes separately on its cash register.  On April 
10, the register totals are sales $30,000 and sales 
taxes $1,500.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

Sales
 

30,000
Cash

 
31,500

Sales tax payable
 

1,500

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.
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E11E11--33
 

2. Rivera Company does not segregate sales and 
sales taxes.  Its register total for April 15 is $23,540, 
which includes a 7% sales tax.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

Sales
 

22,000
Cash

 
23,540

Sales tax payable
 

1,540

$23,540 / 1.07 = $22,000

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.

Unearned Revenue
Revenues that are received before the company 
delivers goods or provides services. 

1.
 

Company debits Cash, and                              
credits a current liability                              
account (unearned revenue).

2.
 

When the company earns                                     
the revenue, it debits the                             
Unearned Revenue account,                                    
and credits a revenue account.
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E11E11--44
 

Guyer
 

Company publishes a monthly sports 
magazine, Fishing Preview. Subscriptions to the magazine 
cost $20 per year. During November 2008,

 
Guyer

 
sells 

12,000 subscriptions beginning with the December issue.
 Guyer

 
prepares financial statements quarterly and 

recognizes subscription revenue earned at the end of the 
quarter.The company uses the accounts Unearned 
Subscriptions and Subscription Revenue.

Instructions:
 

(a) Prepare the entry in November for the 
receipt of the subscriptions.  (b) Prepare the adjusting 
entry at December 31, 2008.  (c) Prepare the adjusting 
entry at March 31, 2009.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.
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E11E11--4 4 (a) Prepare the entry in November for the receipt 
of the subscriptions.  (b) Prepare the adjusting entry at 
December 31, 2008.  (c) Prepare the adjusting entry at 
March 31, 2009.

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.

Unearned subscriptions
 

240,000
Cash   (12,000 x $20)

 

240,000Nov. 30

Subscriptions revenue
 

20,000
Unearned subscriptions 20,000Dec. 31 

1 month

Subscriptions revenue
 

60,000
Unearned subscriptions 60,000Mar. 31   

3 months
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

Current Maturities of Long-Term Debt
Portion of long-term debt that comes due in the 
current year.

No adjusting entry required.

LO 3  Explain the accounting for other current liabilities.LO 3  Explain the accounting for other current liabilities.
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 4  Explain the financial statement presentation LO 4  Explain the financial statement presentation 
and analysis of current liabilities.and analysis of current liabilities.

Statement Presentation and Analysis
Illustration 11-3
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Working capital is calculated as:
a.

 
current assets minus current liabilities.

b.
 

total assets minus total liabilities.
c.

 
long-term liabilities minus current liabilities.

d.
 

both (b) and (c).

QuestionQuestion

Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 4  Explain the financial statement presentation LO 4  Explain the financial statement presentation 
and analysis of current liabilities.and analysis of current liabilities.
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Accounting for Current LiabilitiesAccounting for Current LiabilitiesAccounting for Current Liabilities

LO 4  Explain the financial statement presentation LO 4  Explain the financial statement presentation 
and analysis of current liabilities.and analysis of current liabilities.

Statement Presentation and Analysis

Liquidity
 

refers to 
the ability to pay 

maturing obligations 
and meet unexpected 

needs for cash.
The current ratio

 permits us to compare 
the liquidity of 
different-sized 

companies and of a 
single company at 
different times.

Illustration 11-5 

Illustration 11-4 
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Contingent LiabilitiesContingent LiabilitiesContingent Liabilities

LO 5 Describe the accounting and disclosure 
requirements for contingent liabilities.

The likelihood that the future event will confirm 
the incurrence of a liability can range from 
probable to remote.

FASB uses three areas of probability:
Probable.
Reasonably possible.
Remote.
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AccountingProbability

Accrue

Footnote

Ignore

Probable

Reasonably
Possible

Remote

Contingent LiabilitiesContingent LiabilitiesContingent Liabilities

LO 5 Describe the accounting and disclosure 
requirements for contingent liabilities.
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A contingent liability should be recorded in the accounts 
when:

a.
 

it is probable the contingency will happen, but the 
amount cannot be reasonably estimated.

b.
 

it is reasonably possible the contingency will happen, 
and the amount can be reasonably estimated.

c.
 

it is probable the contingency will happen, and the 
amount can be reasonably estimated.

d.
 

it is reasonably possible the contingency will happen, 
but the amount cannot be reasonably estimated.

QuestionQuestion

Contingent LiabilitiesContingent LiabilitiesContingent Liabilities

LO 5 Describe the accounting and disclosure 
requirements for contingent liabilities.
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Product Warranties
Promise made by a seller to a buyer to make good 
on a deficiency of quantity, quality, or performance 
in a product.

Recording a Contingent Liability

Estimated cost of honoring product warranty 
contracts should be recognized as an expense in the 
period in which the sale occurs.

Contingent LiabilitiesContingent LiabilitiesContingent Liabilities

LO 5 Describe the accounting and disclosure 
requirements for contingent liabilities.
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BE11-6
 

On December 1, Diaz Company introduces a 
new product that includes a one-year warranty on 
parts.  In December, 1,000 units are sold. Management 
believes that 5% of the units will be defective and that 
the average warranty costs will be $80 per unit. 
Prepare the adjusting entry at December 31 to accrue 
the estimated warranty cost.

Dec. 31
 
Warranty expense  4,000

Warranty liability
 

4,000

Contingent LiabilitiesContingent LiabilitiesContingent Liabilities

LO 5 Describe the accounting and disclosure 
requirements for contingent liabilities.

1,000 units x 5% x $80 = $4,000
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The term “payroll”
 

pertains to both: 

Salaries
 

-
 

managerial, administrative, and sales 
personnel (monthly or yearly rate).

Wages
 

-
 

store clerks, factory employees, and 
manual laborers (rate per hour).

Payroll AccountingPayroll AccountingPayroll Accounting

Determining the payroll involves computing three 
amounts: (1) gross earnings, (2) payroll deductions, 
and (3) net pay.
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Total compensation earned by an employee (wages 
or salaries, plus any bonuses and commissions).

Gross Earnings

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Illustration 11-8
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Mandatory:

FICA tax

Federal income tax

State income tax

Payroll Deductions

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Voluntary:

Charity

Retirement

Union dues 

Health and life insurance

Pension plans
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Mandatory:

FICA tax

Federal income tax

State income tax

Payroll Deductions

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Social Security taxes
Supplemental retirement, 
employment disability, and 
medical benefits.
In 2006, the rate was 
7.65% (6.2% Social Security 
plus 1.45% Medicare) on the 
first $94,200 of gross 
earnings for each employee.  
For purpose of illustration, 
assume a rate of 8% on the 
first $90,000 of gross 
earnings, maximum of $7,200.
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Mandatory:

FICA tax

Federal income tax

State income tax

Payroll Deductions

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Employers are required to 
withhold income taxes from 
employees pay.
Withholding amounts are 
based on gross wages and 
the number of allowances 
claimed.
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Mandatory:

FICA tax

Federal income tax

State income tax

Payroll Deductions

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Most states (and some 
cities) require employers 
to withhold income taxes 
from employees’ earnings.
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Gross earnings minus payroll deductions.

Net Pay

LO 6 Compute and record the payroll for a pay period.

Determining the PayrollDetermining the PayrollDetermining the Payroll

Illustration 11-11
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Employer required by law to keep a cumulative 
record of each employee’s gross earnings, 
deductions, and net pay during the year.

Maintaining Payroll Department Records

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll

Illustration 11-12 
Employee earnings record
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Many companies find it useful to prepare a payroll 
register.  This record accumulates the gross 
earnings, deductions, and net pay by employee for 
each pay period.

Maintaining Payroll Department Records

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll

Illustration 11-13 
Payroll register
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E11-10
 

Joyce Kieffer’s
 

regular hourly wage rate is $15, 
and she receives a wage of 1.5 times the regular hourly 
rate for work in excess of 40 hours. During a March 
weekly pay period Joyce worked 42 hours. Her gross 
earnings prior to the current week were $6,000. Joyce is 
married and claims three withholding allowances. Her only 
voluntary deduction is for group hospitalization insurance 
at $25 per week.  For state income tax, assume a 2.0% 
rate.
Instructions:

 
Record Joyce’s pay, assuming she is an 

office computer operator.

Recognizing Payroll Expenses and Liabilities

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll



Chapter 
11-37

E11-10
 

Record Joyce’s pay, assuming she is an office 
computer operator.

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll

Wages expense
 

645.00

Federal tax payable
 

55.00
FICA tax payable

 
51.60

**

 

$645 x 8% = $51.60 **** $645 x 2% = $12.90

*

 

(40 x $15) + (2 x $22.50) = $645

State tax payable
 

12.90
Insurance payable

 
25.00

Wages payable
 

500.50

*

**

***

 

Table, next slide

***

****
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E11-10
 

Joyce is married and claims three withholding 
allowances. 

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll

Federal Tax 
Withholding

Illustration 11-10
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Using the facts from
 

E11-10.

Recording Payment of the Payroll

LO 6 Compute and record the payroll for a pay period.

Recording the PayrollRecording the PayrollRecording the Payroll

Wages payable
 

500.50
Cash

 
500.50
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Payroll tax expense results from three taxes that 
governmental agencies levy on employers. 

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes

These taxes are: 
FICA tax
Federal 
unemployment tax
State 
unemployment tax

Same rate and maximum 
earnings as the employee’s.
In 2006, the rate was 
7.65% (6.2% Social Security 
plus 1.45% Medicare) on the 
first $94,200 of gross 
earnings for each employee.  



Chapter 
11-41

Payroll tax expense results from three taxes that 
governmental agencies levy on employers. 

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes

These taxes are: 
FICA
Federal 
unemployment tax
State 
unemployment tax

FUTA tax rate is 6.2% of 
first $7,000 of taxable 
wages. 
Employers who pay the 
state unemployment tax on a 
timely basis will receive an 
offset credit of up to 5.4%. 
Therefore, the net federal 
tax rate is generally 0.8%.



Chapter 
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Payroll tax expense results from three taxes that 
governmental agencies levy on employers. 

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes

These taxes are: 
FICA
Federal 
unemployment tax
State 
unemployment tax

SUTA basic rate is usually 
5.4% on the first $7,000 of 
wages paid.



Chapter 
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E11-14
 

According to a payroll register summary of Ruiz 
Company, the amount of employees’

 
gross pay in 

December was $850,000, of which $90,000 was not 
subject to FICA tax and $750,000 was not subject to 
state and federal unemployment taxes.

Instructions:

Prepare the journal entry to record December payroll tax 
expense.  Use the following rates:  FICA 8%, state 
unemployment 5.4%, federal unemployment 0.8%.

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes



Chapter 
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E11-14
 

Prepare the journal entry to record December 
payroll tax expense.  Use the following rates:  FICA 8%, 
state unemployment 5.4%, federal unemployment 0.8%.

Payroll tax expense
 

67,000

State unemployment tax payable
 

5,400
FICA tax payable

 
60,800

**

 

$100,000 x 5.4% = $5,400

*

 

$760,000 x 8% = $60,800

Federal unemployment tax payable 800

*

***

 

$100,000 x .8% = $5,400

**

***

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes



Chapter 
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Employer payroll taxes do not include:
a.

 
Federal unemployment taxes.

b.
 

State unemployment taxes.
c.

 
Federal income taxes.

d.
 

FICA taxes.

QuestionQuestion

LO 7  Describe and record employer payroll taxes.

Employer Payroll TaxesEmployer Payroll TaxesEmployer Payroll Taxes



Chapter 
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Companies must report FICA taxes
 

and federal 
income taxes withheld

 
no later than one month 

following the close of each quarter.

Companies generally file and remit federal 
unemployment taxes

 
annually on or before January 31 

of the subsequent year.  Companies usually file and pay 
state unemployment taxes

 
by the end of the month 

following each quarter.

Employers must provide each employee with a Wage 
and Tax Statement (Form W-2)

 
by January 31.

LO 7  Describe and record employer payroll taxes.

Filing and Remitting Payroll TaxesFiling and Remitting Payroll TaxesFiling and Remitting Payroll Taxes



Chapter 
11-47

As applied to payroll, the objectives of internal 
control are 

1.
 

to safeguard company assets against 
unauthorized payments of payrolls, and 

2.
 

to ensure the accuracy and reliability of the 
accounting records pertaining to payrolls.

LO 8  Discuss the objectives of internal control for payroll.

Internal Control for PayrollInternal Control for PayrollInternal Control for Payroll



Chapter 
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Additional Fringe BenefitsAdditional Fringe BenefitsAdditional Fringe Benefits

In addition to the three payroll-tax 
fringe benefits, employers incur other 
substantial fringe benefit costs.

Two of the most important fringe 
benefits include:

Paid absences

Post-retirement benefits

LO 9  Identify additional fringe benefits LO 9  Identify additional fringe benefits 
associated with employee compensation.associated with employee compensation.



Chapter 
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Paid Absences

LO 9  Identify additional fringe benefits LO 9  Identify additional fringe benefits 
associated with employee compensation.associated with employee compensation.

•Employees often are given rights to receive 
compensation for absence when they meet certain 
conditions of employment.

•The compensation may be for paid vacations, sick 
pay benefits, and paid holidays.

•When the payment for such absences is probable
 and the amount can be reasonably estimated, the 

company should accrue a liability for paid future 
absences.

•When the amount cannot be reasonably estimated, 
the company should instead disclose

 
the potential 

liability.



Chapter 
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Post-Retirement Benefits

LO 9  Identify additional fringe benefits LO 9  Identify additional fringe benefits 
associated with employee compensation.associated with employee compensation.

Post-retirement benefits are benefits that employers 
provide to retired employees for (1) pensions

 
and (2) 

health care and life insurance.

Companies account for post-retirement benefits on the 
accrual basis.

The cost of post-retirement benefits is getting steep.



Chapter 
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Pensions

LO 9  Identify additional fringe benefits LO 9  Identify additional fringe benefits 
associated with employee compensation.associated with employee compensation.

A pension plan
 

is an agreement whereby employers 
provide benefits to employees after they retire.

There are two types of pension plans:

In a defined-contribution plan, the plan defines the 
contribution that an employer will make but not the 
benefit that the employee will receive at retirement.  
This is often referred to as a 401 (k) plan.

In a defined-benefit plan, the employer agrees to pay 
a defined amount to retirees, based on employees 
meeting certain eligibility standards.
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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ACCOUNTING FOR ACCOUNTING FOR 
PARTNERSHIPSPARTNERSHIPS

Accounting Principles,  Eighth Edition

CHAPTER 12CHAPTERCHAPTER 1212



Chapter 
12-3

1.
 

Identify the characteristics of the partnership 
form of business organization.

2.
 

Explain the accounting entries for the formation of 
a partnership.

3.
 

Identify the bases for dividing net income or net 
loss.

4.
 

Describe the form and content of partnership 
financial statements.

5.
 

Explain the effects of the entries to record the 
liquidation of a partnership.

Study ObjectivesStudy ObjectivesStudy Objectives



Chapter 
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Accounting for PartnershipsAccounting for PartnershipsAccounting for Partnerships

Partnership 
Form of 

Organization 

Partnership Partnership 
Form of Form of 

OrganizationOrganization

Basic 
Partnership 
Accounting 

Basic Basic 
Partnership Partnership 
AccountingAccounting

Liquidation of a 
Partnership 

Liquidation of a Liquidation of a 
PartnershipPartnership

CharacteristicsCharacteristics
Organizations Organizations 
with partnership with partnership 
characteristicscharacteristics
Advantages / Advantages / 
disadvantagesdisadvantages
Partnership Partnership 
agreementagreement

Forming a Forming a 
partnershippartnership
Dividing net Dividing net 
income / lossincome / loss
Financial Financial 
statementsstatements

No capital No capital 
deficiencydeficiency
Capital Capital 
deficiencydeficiency



Chapter 
12-5

A partnership
 

is an association of two or more 
persons to carry on as co-owners of a business 
for profit.

Partnership Form of OrganizationPartnership Form of OrganizationPartnership Form of Organization

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Type of Business:

Small retail, service, or manufacturing companies.

Accountants, lawyers, and doctors.



Chapter 
12-6

Q12-1
 

The characteristics of a partnership 
include the following:  (a) association of 
individuals, (b) limited life, and (c) co-ownership 
of property. Explain each of these terms.

See notes page for discussion

Discussion QuestionDiscussion Question

Partnership Form of OrganizationPartnership Form of OrganizationPartnership Form of Organization

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.



Chapter 
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Characteristics of PartnershipsCharacteristics of PartnershipsCharacteristics of Partnerships

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Association of Individuals
Legal entity.

Accounting entity.

Net income not taxed as a separate entity.

Mutual Agency
Act of any partner is binding on all other 
partners, so long as the act appears to be 
appropriate for the partnership.



Chapter 
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Characteristics of PartnershipsCharacteristics of PartnershipsCharacteristics of Partnerships

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Limited Life
Dissolution occurs whenever a partner withdraws 
or a new partner is admitted. 

Dissolution does not mean the business ends.

Unlimited Liability
Each partner is personally and individually liable 
for all partnership liabilities.



Chapter 
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Characteristics of PartnershipsCharacteristics of PartnershipsCharacteristics of Partnerships

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Co-ownership of Property
Each partner has a claim on total assets.

This claim does not attach to specific assets.

All net income or net loss is shared equally by the 
partners, unless otherwise stated in the 
partnership agreement.



Chapter 
12-10

All of the following are characteristics of 
partnerships except:  

a.
 

co-ownership of property.  
b.

 
mutual agency.  

c.
 

limited life.  
d.

 
limited liability.

QuestionQuestion

Characteristics of PartnershipsCharacteristics of PartnershipsCharacteristics of Partnerships

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.



Chapter 
12-11

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Special forms of business organizations are often 
used to provide protection from unlimited liability.

Special partnership forms are: 
1.

 
Limited Partnerships, 

2.
 

Limited Liability Partnerships, and 

3.
 

Limited Liability Companies.

Organizations with Partnership CharacteristicsOrganizations with Partnership CharacteristicsOrganizations with Partnership Characteristics



Chapter 
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LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Organizations with 
Partnership Characteristics

 

Organizations with Organizations with 
Partnership CharacteristicsPartnership Characteristics

Major Advantages
Simple and 
inexpensive to create 
and operate.

Major Disadvantages
Owners (partners) 
personally liable for 
business debts.

Regular Partnership



Chapter 
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LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Organizations with 
Partnership Characteristics

 

Organizations with Organizations with 
Partnership CharacteristicsPartnership Characteristics

Major Advantages
Limited partners have 
limited personal liability 
for business debts as long 
as they do not participate 
in management.

General partners can 
raise cash without 
involving outside 
investors in management 
of business.

Major Disadvantages
General partners 
personally liable for 
business debts.

More expensive to create 
than regular partnership.

Suitable for companies 
that invest in real estate.

“Ltd.,”
 

or “LP”



Chapter 
12-14

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Organizations with 
Partnership Characteristics

 

Organizations with Organizations with 
Partnership CharacteristicsPartnership Characteristics

Major Advantages
Mostly of interest to 
partners in old-line 
professions such as law, 
medicine, and accounting.

Owners (partners) are 
not personally liable for 
the malpractice of other 
partners.

Major Disadvantages
Unlike a limited liability 
company, partners remain 
personally liable for many 
types of obligations owed 
to business creditors, 
lenders, and landlords.

Often limited to a short 
list of professions.

“LLP”



Chapter 
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LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.

Organizations with 
Partnership Characteristics

 

Organizations with Organizations with 
Partnership CharacteristicsPartnership Characteristics

Major Advantages
Owners have limited 
personal liability for 
business debts even if 
they participate in 
management.

Major Disadvantages
More expensive to create 
than regular partnership.

“LLC”



Chapter 
12-16

Q12-3
 

Brent Houghton and Dick
 

Kreibach
 

are 
considering a business venture. They ask you to 
explain the advantages and disadvantages of the 
partnership form of organization.

See notes page for discussion

Discussion QuestionDiscussion Question

Partnership CharacteristicsPartnership CharacteristicsPartnership Characteristics

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.



Chapter 
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Under which of the following business organization 
forms do limited partners have little, if any, active 
role in the management of the business?  

a.
 

Limited liability partnership.  
b.

 
Limited partnership. 

c.
 

Limited liability companies. 
d.

 
None of the above.

QuestionQuestion

Partnership CharacteristicsPartnership CharacteristicsPartnership Characteristics

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.



Chapter 
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Should specify relationships among the partners:
1. Names and capital contributions of partners.

2. Rights and duties of partners.

3. Basis for sharing net income or net loss.

4. Provision for withdrawals of assets.

5. Procedures for submitting disputes to arbitration.

6. Procedures for the withdrawal or addition of a partner.

7. Rights and duties of surviving partners in the event of a 
partner’s death.

Partnership AgreementPartnership AgreementPartnership Agreement

LO 1  Identify the characteristics of the partnership LO 1  Identify the characteristics of the partnership 
form of business organization.form of business organization.



Chapter 
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When a partner invests noncash assets in a 
partnership, the assets should be recorded at their:  

a.
 

book value.  
b.

 
carrying value.  

c.
 

fair market value.  
d.

 
original cost.

QuestionQuestion

Forming a PartnershipForming a PartnershipForming a Partnership

LO 2 Explain the accounting entries for the formation of a partnLO 2 Explain the accounting entries for the formation of a partnership.ership.



Chapter 
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Partner’s initial investment should be recorded at the 
fair market value

 
of the assets at the date of their 

transfer to the partnership.

Forming a PartnershipForming a PartnershipForming a Partnership

LO 2 Explain the accounting entries for the formation of a partnLO 2 Explain the accounting entries for the formation of a partnership.ership.

E12-2
 

Meissner, Cohen, and Hughes are forming a 
partnership. Meissner is transferring $50,000 of cash to 
the partnership. Cohen is transferring land worth $15,000 
and a small building worth $80,000. Hughes transfers cash 
of $9,000, accounts receivable of $32,000 and equipment 
worth $19,000. The partnership expects to collect $29,000 
of the accounts receivable.

Instructions:  Prepare the journal entries to record each of 
the partners’

 
investments.



Chapter 
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E12E12--22
 

Meissner is transferring $50,000 of cash to 
the partnership.  Prepare the entry.

Meissner, Capital
 

50,000
Cash

 
50,000

Cohen is transferring land worth $15,000 and a small 
building worth $80,000.  Prepare the entry.

Cohen, Capital
 

95,000

Land
 

15,000
Building

 
80,000

Forming a PartnershipForming a PartnershipForming a Partnership

LO 2 Explain the accounting entries for the formation of a partnLO 2 Explain the accounting entries for the formation of a partnership.ership.
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E12E12--22
 

Hughes transfers cash of $9,000, accounts 
receivable of $32,000 and equipment worth $19,000. 
The partnership expects to collect $29,000 of the 
accounts receivable.  Prepare the entry.

Hughes, Capital
 

57,000

Cash
 

9,000
Accounts receivable

 
32,000

Equipment
 

19,000
Allowance for doubtful accounts

 
3,000

Forming a PartnershipForming a PartnershipForming a Partnership

LO 2 Explain the accounting entries for the formation of a partnLO 2 Explain the accounting entries for the formation of a partnership.ership.



Chapter 
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Partners equally share net income or net loss unless 
the partnership contract indicates otherwise.

Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

Closing Entries:

Close all Revenue and Expense accounts to Income 
Summary.

Close Income Summary to each partner’s Capital 
account for his or her share of net income or loss.

Close each partners Drawing account to his or her 
respective Capital account.

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.



Chapter 
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Income Ratios

Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.

Partnership agreement should specify the basis for 
sharing net income or net loss. Typical income ratios:

Fixed ratio.
Ratio based on capital balances.
Salaries to partners and remainder on a fixed ratio.
Interest on partners’

 
capital balances and the 

remainder on a fixed ratio.
Salaries to partners, interest on partners’

 
capital, 

and the remainder on a fixed ratio.



Chapter 
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Q12-7
 

Blue and Grey are discussing how income 
and losses should be divided in a partnership 
they plan to form.  What factors should be 
considered in determining the division of net 
income or net loss?

See notes page for discussion

Discussion QuestionDiscussion Question

Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.



Chapter 
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Which of the following statements is correct?  
a.

 
Salaries to partners and interest on partners' 
capital are expenses of the partnership.  

b.
 

Salaries to partners are an expense of the 
partnership but not interest on partners' capital.  

c.
 

Interest on partners' capital are expenses of the 
partnership but not salaries to partners.  

d.
 

Neither salaries to partners nor interest on 
partners' capital are expenses of the partnership.

QuestionQuestion

Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.



Chapter 
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ExerciseExercise
 

F. Astaire and G. Rogers have capital balances on 
January 1 of $50,000 and $40,000, respectively.  The 
partnership income-sharing agreement provides for (1) 
annual salaries of $20,000 for Astaire and $12,000 for 
Rogers, (2) interest at 10% on beginning capital balances, 
and (3) remaining income or loss to be shared 60% by 
Astaire and 40% by Rogers.

Instructions

(a) Prepare a schedule showing the distribution of net 
income, assuming net income is (1) $55,000 and (2) $30,000.

(b) Journalize the allocation of net income in each of the 
situations above.

Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.



Chapter 
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Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.

ExerciseExercise
 

Prepare a schedule showing the distribution of net 
income, assuming net income is (1) $55,000 and (2) $30,000.

(1)



Chapter 
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Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.

ExerciseExercise
 

Prepare a schedule showing the distribution of net 
income, assuming net income is (1) $55,000 and (2) $30,000.

(2)



Chapter 
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Dividing Net Income or Net LossDividing Net Income or Net LossDividing Net Income or Net Loss

LO 3  Identify the bases for dividing net income or net loss.LO 3  Identify the bases for dividing net income or net loss.

ExerciseExercise
 

Journalize the allocation of net income in each 
of the situations above.

F. Astaire, Capital
 

33,400
Income summary

 
55,000(1)

G. Rogers, Capital
 

21,600

F. Astaire, Capital
 

18,400
Income summary

 
30,000(2)

G. Rogers, Capital
 

11,600



Chapter 
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Partnership Financial StatementsPartnership Financial StatementsPartnership Financial Statements

LO 4 Describe the form and content of partnership financial statLO 4 Describe the form and content of partnership financial statements.ements.

Illustration 12-7

As in a proprietorship, partners’ capital may change due to (1) 
additional investment, (2) drawing, and (3) net income or net 
loss.



Chapter 
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The balance sheet for a partnership is the same as for a 
proprietorship except for the owner’s equity section.

Partnership Financial StatementsPartnership Financial StatementsPartnership Financial Statements

LO 4 Describe the form and content of partnership financial statLO 4 Describe the form and content of partnership financial statements.ements.

Illustration 12-8



Chapter 
12-33

The first step in the liquidation of a partnership is 
to:  

a.
 

allocate gain/loss on realization to the partners.  
b.

 
distribute remaining cash to partners.  

c.
 

pay partnership liabilities.  
d.

 
sell

 
noncash

 
assets and recognize a gain or loss 

on realization.

QuestionQuestion

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.



Chapter 
12-34

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Ends both the legal and economic life of the entity.
In liquidation, sale of

 
noncash

 
assets for cash is called 

realization.  To liquidate, it is necessary to:

1.
 

Sell
 

noncash
 

assets for cash and recognize a gain or 
loss on realization.

2.
 

Allocate gain/loss on realization to the partners 
based on their income ratios.

3.
 

Pay partnership liabilities in cash.

4.
 

Distribute remaining cash to partners on the basis 
of their capital balances.



Chapter 
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E12E12--88
 

variationvariation
 

The ARES partnership at December 
31 has cash $20,000,

 
noncash

 
assets $100,000, 

liabilities $55,000, and the following capital balances: 
Cassandra $45,000 and Penelope $20,000. The firm is 
liquidated, and $120,000 in cash is received for the

 noncash
 

assets. Cassandra and Penelope income ratios 
are 60% and 40%, respectively.

Instructions:

Prepare a cash distribution schedule.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

No Capital 
Deficiency



Chapter 
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E12E12--88
 

variation
 

Prepare a cash distribution schedule.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

No Capital 
Deficiency



Chapter 
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E12E12--99
 

Data for The ARES partnership are presented 
in E12-8.

Prepare the entries to record:

a)
 

The sale of
 

noncash
 

assets.

b)
 

The allocation of the gain or loss on liquidation to 
the partners.

c)
 

Payment of creditors.

d)
 

Distribution of cash to the partners.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

No Capital 
Deficiency



Chapter 
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E12E12--99
 

Prepare the entries to record: a) The sale of
 noncash

 
assets.  b) The allocation of the gain or loss on 

liquidation to the partners.  c) Payment of creditors. d) 
Distribution of cash to the partners.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Noncash
 

assets
 

100,000
Cash

 
120,000(a)

Gain on realization
 

20,000

Cassandra, Capital ($20,000 x 60%)

 

12,000
Gain on realization 20,000(b)

Penelope, Capital ($20,000 x 40%)

 

8,000

No Capital 
Deficiency
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E12E12--99
 

Prepare the entries to record: a) The sale of
 noncash

 
assets.  b) The allocation of the gain or loss on 

liquidation to the partners.  c) Payment of creditors. d) 
Distribution of cash to the partners.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Cash
 

55,000
Liabilities

 
55,000(c)

Penelope, Capital
 

28,000
Cassandra, Capital 57,000(d)

Cash 85,000

No Capital 
Deficiency



Chapter 
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If a partner with a capital deficiency is unable to 
pay the amount owed to the partnership, the 
deficiency is allocated to the partners with credit 
balances:  

a.
 

equally.  
b.

 
on the basis of their income ratios.  

c.
 

on the basis of their capital balances.  
d.

 
on the basis of their original investments.

QuestionQuestion

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.
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E12E12--1010
 

Prior to the distribution of cash to the partners, 
the accounts in the NJF Company are: Cash $28,000, 
Newell Capital (Cr.) $17,000, Jennings Capital (Cr.) $15,000, 
and Farley Capital (Dr.) $4,000.  The income ratios are 
5:3:2, respectively.

Instructions

(a) Prepare the entry to record (1) Farley’s payment of 
$4,000 in cash to the partnership and (2) the distribution 
of cash to the partners with credit balances.

(b) Prepare the entry to record (1) the absorption of 
Farley’s capital deficiency by the other partners and (2) the 
distribution of cash to the partners with credit balances.

Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Capital 
Deficiency
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Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Newell, Jennings, Farley, 
Cash Capital Capital Capital

Balances before liquidation 28,000$   (17,000)$  (15,000)$  4,000$     
Farley payment 4,000      (4,000)     
Balance 32,000$   (17,000)$  (15,000)$  -$       

E12E12--1010
 

(a)

Farley, Capital 4,000
Cash 4,000(a)

Jennings, Capital
 

15,000
Newell, Capital 17,000

Cash 32,000

Capital 
Deficiency
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Liquidation of a PartnershipLiquidation of a PartnershipLiquidation of a Partnership

LO 5  Explain the effects of the entries to record LO 5  Explain the effects of the entries to record 
the liquidation of a partnership.the liquidation of a partnership.

Newell, Jennings, Farley, 
Cash Capital Capital Capital

Balances before liquidation 28,000$   (17,000)$  (15,000)$  4,000$     
Absorb Farley deficiency 2,500      1,500      (4,000)     
Balance 28,000$   (14,500)$  (13,500)$  -$       

E12E12--1010
 

(b)

Jennings, Capital 1,500
Newell, Capital 2,500(b)

Jennings, Capital
 

13,500
Newell, Capital 14,500

Cash 28,000

Farley, Capital
 

4,000

Capital 
Deficiency
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Admission of a PartnerAdmission of a PartnerAdmission of a Partner

LO 6  Explain the effects of the entries when a new LO 6  Explain the effects of the entries when a new 
partner is admitted.partner is admitted.

Illustration 12A-1
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Purchase of a Partner’s InterestPurchase of a PartnerPurchase of a Partner’’s Interests Interest

LO 6  Explain the effects of the entries when a new LO 6  Explain the effects of the entries when a new 
partner is admitted.partner is admitted.

Assume that L. Carson agrees to pay $10,000 each to 
C. Ames and D. Barker for 33 1/3% of their interest in 
the Ames-Barker partnership.  At the time of 
admission of Carson, each partner has a $30,000 
capital balance.  Both partners, therefore, give up 
$10,000 of their capital equity.  The entry to record 
the admission of Carson is:

L. Carson, Capital 20,000
D. Barker, Capital                      10,000
C. Ames, Capital                        10,000

The cash paid by Carson goes directly to the individual 
partners and not to the partnership.  Net assets 
remain unchanged at $60,000.
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Investment of Assets in a PartnershipInvestment of Assets in a PartnershipInvestment of Assets in a Partnership

LO 6  Explain the effects of the entries when a new LO 6  Explain the effects of the entries when a new 
partner is admitted.partner is admitted.

Assume that L. Carson agrees to invest $30,000 in 
cash in the Ames-barker partnership for a 33 1/3% 
capital interest. At the time of admission of Carson, 
each partner has a $30,000 capital balance. The entry 
to record the admission of Carson is:

L. Carson, Capital 30,000
Cash 30,000

Note that both net assets and total capital have 
increased by $30,000.
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Withdrawal of a PartnerWithdrawal of a PartnerWithdrawal of a Partner

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.

A partner may withdraw from a partnership 
voluntarily, by selling his or her equity in the firm.

Or, he or she may withdraw involuntarily, by 
reaching mandatory retirement age or by dying.

The withdrawal of a partner, like the admission of 
a partner, legally dissolves the partnership.



Chapter 
12-48

Withdrawal of a PartnerWithdrawal of a PartnerWithdrawal of a Partner
Illustration 12A-6

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.
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Payment From Partners’ Personal AssetsPayment From PartnersPayment From Partners’’ Personal AssetsPersonal Assets
Assume that partners Morz, Nead, and Odom have 
capital balances of $25,000, $15,000, and $10,000, 
respectively.  Morz

 
and Nead

 
agree to buy out Odom’s 

interest.  Each of them agrees to pay Odom $8,000 in 
exchange for one-half of Odom’s total interest of 
$10,000.  The entry to record the withdrawal is:

Nead, Capital                                5,000
Morz, Capital                                   5,000

Odom, Capital                        10,000

Note that net assets and total capital remain the same 
at $50,000.  The $16,000 paid to Odom by the 
remaining partners isn’t recorded by the partnership.

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.
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Payment From Partnership AssetsPayment From Partnership AssetsPayment From Partnership Assets
Assume that the following capital balances exist in the 
RST partnership:  Roman $50,000, Sand $30,000, and 
Terk

 
$20,000.  The partners share income in the ratio 

of 3:2:1, respectively.  Terk
 

retires from the 
partnership and receives a cash payment of $25,000 
from the firm.
In this example, a bonus is paid to the retiring 
partner since the cash paid to the retiring 
partner is more than his/her capital balance.

Allocate the bonus to the remaining partners on the basis 
of their income ratios.

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.
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Payment From Partnership AssetsPayment From Partnership AssetsPayment From Partnership Assets
Assume that the following capital balances exist in the 
RST partnership:  Roman $50,000, Sand $30,000, and 
Terk

 
$20,000.  The partners share income in the ratio 

of 3:2:1, respectively.  Terk
 

retires from the 
partnership and receives a cash payment of $25,000 
from the firm.
The bonus paid to the retiring partner is 
$5,000, the difference between the $25,000 
paid to the retiring partner and his/her capital 
balance.

The allocation of the $5,000 bonus is:  Roman $3,000 
($5,000 X 3/5) and Sand $2,000 ($5,000 X 2/5).

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.
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Payment From Partnership AssetsPayment From Partnership AssetsPayment From Partnership Assets
Assume that the following capital balances exist in the 
RST partnership:  Roman $50,000, Sand $30,000, and 
Terk

 
$20,000.  The partners share income in the ratio 

of 3:2:1, respectively.  Terk
 

retires from the 
partnership and receives a cash payment of $25,000 
from the firm.
The journal entry to record the withdrawal of 
Terk

 
is as follows:

LO 7  Describe the effects of the entries when a LO 7  Describe the effects of the entries when a 
partner withdraws from the firm.partner withdraws from the firm.

Terk, Capital                               20,000
Roman, Capital                              3,000
Sand, Capital                                2,000

Cash                                 25,000
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CORPORATIONS: 
ORGANIZATION AND CAPITAL 

STOCK TRANSACTIONS 

CORPORATIONS: 
ORGANIZATION AND CAPITAL 

STOCK TRANSACTIONS

Accounting Principles,  Eighth Edition
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1.
 

Identify the major characteristics of a corporation.

2.
 

Differentiate between paid-in capital and retained 
earnings.

3.
 

Record the issuance of common stock.

4.
 

Explain the accounting for treasury stock.

5.
 

Differentiate preferred stock from common stock.

6.
 

Prepare a stockholders’
 

equity section.

7.
 

Compute book value per share.

Study ObjectivesStudy ObjectivesStudy Objectives
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Corporations: Organization and       
Capital Stock Transactions

 

Corporations: Organization and       Corporations: Organization and       
Capital Stock TransactionsCapital Stock Transactions

Issuing par Issuing par 
value stockvalue stock
Issuing noIssuing no-- 
par stockpar stock
Issuing stock Issuing stock 
for services for services 
or noncash or noncash 
assetsassets

The 
Corporate 
Form of 

Organization 

The The 
Corporate Corporate 
Form of Form of 

OrganizationOrganization

Accounting 
for  Common 
Stock Issues 

Accounting Accounting 
for  Common for  Common 
Stock IssuesStock Issues

Accounting 
for Treasury 

Stock 

Accounting Accounting 
for Treasury for Treasury 

StockStock

Preferred 
Stock 

Preferred Preferred 
StockStock

Statement 
Presentation 
and Analysis 

Statement Statement 
Presentation Presentation 
and Analysisand Analysis

CharacteristicsCharacteristics
FormationFormation
Stockholder Stockholder 
rightsrights
Stock issue Stock issue 
considerationsconsiderations
Corporate Corporate 
capitalcapital

Purchase of Purchase of 
treasury stocktreasury stock
Disposal of Disposal of 
treasury stocktreasury stock

Dividend Dividend 
preferencespreferences
Liquidation Liquidation 
preferencepreference

PresentationPresentation
AnalysisAnalysis——Book Book 
value per sharevalue per share
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An entity separate and distinct from its owners.

The Corporate Form of OrganizationThe Corporate Form of OrganizationThe Corporate Form of Organization

Classified by Purpose

Not-for-Profit

For Profit

Classified by Ownership

Publicly held

Privately held

McDonald’s
Ford Motor Company
PepsiCo
Google

Salvation Army
American Cancer 
Society
Gates Foundation

Cargill Inc.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Advantages

Disadvantages
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Corporation acts 
under its own name 
rather than in the 
name of its 
stockholders.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Limited to their 
investment.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Shareholders may 
sell their stock.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Corporation can 
obtain capital 
through the 
issuance of stock.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Continuance as a 
going concern is not 
affected by the 
withdrawal, death, 
or incapacity of a 
stockholder, 
employee, or 
officer.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Corporations pay 
income taxes as a 
separate legal entity 
and in addition, 
stockholders pay 
taxes on cash 
dividends.
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Separate Legal Existence
Limited Liability of Stockholders
Transferable Ownership Rights
Ability to Acquire Capital
Continuous Life
Government Regulations
Additional Taxes
Corporate Management

Characteristics that distinguish corporations from 
proprietorships and partnerships.

Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Separation of 
ownership and 
management prevents 
owners from having 
an active role in 
managing the 
company.
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Characteristics of a CorporationCharacteristics of a CorporationCharacteristics of a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Stockholders

Chairman and 
Board of 
Directors

President and
Chief Executive

Officer

General 
Counsel and

Secretary

Vice President
Marketing

Vice President
Finance/Chief

Financial Officer

Vice President
Operations

Vice President
Human

Resources

Treasurer Controller

Illustration 13-1 
Corporation organization 
chart
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File application with the Secretary of State.
State grants charter.
Corporation develops by-laws.

Initial Steps:

Forming a CorporationForming a CorporationForming a Corporation

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Companies generally incorporate in a state whose laws 
are favorable to the corporate form of business 
(Delaware, New Jersey).

Corporations expense organization costs as incurred.
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1.
 

Vote
 

in election of board of 
directors and on actions that 
require stockholder approval.

Stockholders have the right to:

Ownership Rights of StockholdersOwnership Rights of StockholdersOwnership Rights of Stockholders

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

2.
 

Share
 

the corporate earnings
 through receipt of dividends.

Illustration 13-3
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3.
 

Keep the same percentage ownership when new 
shares of stock are issued (preemptive right*).

Stockholders have the right to:

Ownership Rights of StockholdersOwnership Rights of StockholdersOwnership Rights of Stockholders

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

*
 

A number of companies have eliminated the preemptive right.

Illustration 13-3
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4.
 

Share in assets upon liquidation in proportion to 
their holdings. This is called a residual claim.

Stockholders have the right to:

Ownership Rights of StockholdersOwnership Rights of StockholdersOwnership Rights of Stockholders

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Illustration 13-3
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Ownership Rights of StockholdersOwnership Rights of StockholdersOwnership Rights of Stockholders

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Class A              
COMMON STOCK

Class A              
COMMON STOCK

PAR VALUE     
$1 PER SHARE

PAR VALUE     
$1 PER SHARE

Stock CertificateStock Certificate

Name of corporation
Stockholder’s name

Class

Shares

Signature of 
corporate official

PrenumberedIllustration 13-4
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Stock Issue ConsiderationsStock Issue ConsiderationsStock Issue Considerations

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Charter indicates the amount of stock that a 
corporation is authorized to sell.

Number of authorized shares is often reported 
in the stockholders’

 
equity section.

Authorized Stock
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Stock Issue ConsiderationsStock Issue ConsiderationsStock Issue Considerations

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Corporation can issue common stock directly to 
investors or indirectly through an investment 
banking firm.
Factors in setting price for a new issue of stock:
1.

 
the company’s anticipated future earnings

2.
 

its expected dividend rate per share
3.

 
its current financial position

4.
 

the current state of the economy
5.

 
the current state of the securities market

Issuance of Stock
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Stock Issue ConsiderationsStock Issue ConsiderationsStock Issue Considerations

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Stock of publicly held companies is traded on 
organized exchanges. 

Interaction between buyers and sellers determines 
the prices per share. 

Prices set by the marketplace tend to follow the 
trend of a company’s earnings and dividends. 

Factors beyond a company’s control, may cause day-
 to-day fluctuations in market prices.

Market Value of Stock
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Stock Issue ConsiderationsStock Issue ConsiderationsStock Issue Considerations

LO 1  Identify the major characteristics of a corporation.LO 1  Identify the major characteristics of a corporation.

Years ago, par value
 

determined the legal capital 
per share that a company must retain in the 
business for the protection of corporate creditors.

Today many states do not require a par value.

No-par
 

value stock is quite common today.

In many states the board of directors assigns a 
stated value

 
to no-par shares.

Par and No-Par Value Stock
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Paid-in CapitalPaidPaid--in Capitalin Capital

Retained Earnings
Account

Retained EarningsRetained Earnings
AccountAccount

Paid-in Capital in 
Excess of Par

 
Account

PaidPaid--in Capital in in Capital in 
Excess of ParExcess of Par

AccountAccount

Two Primary 
Sources of 

Equity

Common Stock
Account

Common StockCommon Stock
AccountAccount

Preferred Stock
Account

Preferred StockPreferred Stock
AccountAccount

Corporate CapitalCorporate CapitalCorporate Capital

LO 2  Differentiate between paidLO 2  Differentiate between paid--in capital and retained earnings.in capital and retained earnings.

Paid-in capital
 

is the total amount of cash and other assets 
paid in to the corporation by stockholders in exchange for 
capital stock.
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Paid-in CapitalPaidPaid--in Capitalin Capital

Retained Earnings
Account

Retained EarningsRetained Earnings
AccountAccount

Additional Paid-

 in Capital

 
Account

Additional PaidAdditional Paid--

 in Capitalin Capital
AccountAccount

Two Primary 
Sources of 

Equity

Common Stock
Account

Common StockCommon Stock
AccountAccount

Preferred Stock
Account

Preferred StockPreferred Stock
AccountAccount

Corporate CapitalCorporate CapitalCorporate Capital

LO 2  Differentiate between paidLO 2  Differentiate between paid--in capital and retained earnings.in capital and retained earnings.

Retained earnings
 

is net income that a corporation retains 
for future use.
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Corporate CapitalCorporate CapitalCorporate Capital

LO 2  Differentiate between paidLO 2  Differentiate between paid--in capital and retained earnings.in capital and retained earnings.

Comparison of the owners’
 

equity (stockholders’
 equity) accounts reported on a balance sheet for a 

proprietorship, a partnership, and a corporation.
Illustration 13-6
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Primary objectives: 
1)

 
Identify the specific sources of paid-in capital.  

2)
 

Maintain the distinction between paid-in capital 
and retained earnings. 

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.

The issuance of common stock affects only 
paid-in capital accounts.
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IllustrationIllustration:  :  Viking Corporation issued 300 shares of 
$10 par value common stock for $4,100.  Prepare 
Vikings’

 
journal entry.

Cash
 

4,100
Common stock  (300 x $10)

 
3,000

Paid-in capital in excess of par
 

1,100

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues
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IllustrationIllustration:  :  Knopfle Corporation issued 600 shares of 
no-par common stock for $10,200. Prepare Knopfle’s 
journal entry if (a) the stock has no stated value, and 
(b) the stock has a stated value of $2 per share.

Cash
 

10,200
Common stock    10,200

Cash
 

10,200
Common stock (600 x $2)

 
1,200

Paid-in capital in excess of stated value 9,000

a.

b.

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.
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Issuing Common Stock for Services or
Noncash Assets

Corporations also may issue stock for: 
Services (attorneys or consultants). 

Noncash assets (land, buildings, and equipment).

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.

Cost is either the fair market value of the consideration 
given up, or the fair market value of the consideration 
received, whichever is more clearly determinable.
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E13E13--5 5 On March 2nd, Leone Co. issued 5,000 shares of 
$5 par value common stock to attorneys in payment of a 
bill for $30,000 for services provided in helping the 
company to incorporate.

Organizational expense
 

30,000
Common stock  (5,000 x $5)

 
25,000

Paid-in capital in excess of par
 

5,000

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues
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BE13BE13--5 5 Kane Inc.’s $10 par value common stock is 
actively traded at a market value of $15 per share.  
Kane issues 5,000 shares to purchase land advertised 
for sale at $85,000. Journalize the issuance of the 
stock in acquiring the land.

Land  (5,000 x $15)
 

75,000
Common stock  (5,000 x $10)

 
50,000

Paid-in capital in excess of par
 

25,000

LO 3  Record the issuance of common stock.LO 3  Record the issuance of common stock.

Accounting for Common Stock IssuesAccounting for Common Stock IssuesAccounting for Common Stock Issues
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Paid-in CapitalPaidPaid--in Capitalin Capital

Retained Earnings
Account

Retained EarningsRetained Earnings
AccountAccount

Paid-in Capital in 
Excess of Par

 
Account

PaidPaid--in Capital in in Capital in 
Excess of ParExcess of Par

AccountAccount

Less:
Treasury Stock

Account

Less:Less:
Treasury StockTreasury Stock

Account

Two Primary 
Sources of 

Equity

Common Stock
Account

Common StockCommon Stock
AccountAccount

Preferred Stock
Account

Preferred StockPreferred Stock
AccountAccount

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.
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Treasury stock
 

-
 

corporation’s own stock that it 
has reacquired from shareholders, but not retired.

Corporations purchase their outstanding stock:
1.

 
To reissue the shares to officers and employees under 
bonus and stock compensation plans.

2.
 

To enhance the stocks market value. 
3.

 
To have additional shares available for use in the 
acquisition of other companies.

4.
 

To increase earnings per share. 
5.

 
To rid the company of disgruntled investors, perhaps to 
avoid a takeover.

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.
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Purchase of Treasury Stock

•
 

Debit Treasury Stock for the price paid to 
reacquire the shares.

•Treasury stock is a contra stockholders’
 

equity 
account, not an asset.

•Purchase of treasury stock reduces 
stockholders’

 
equity.

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.
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Treasury stock (1,000 x $28)
 

28,000
Cash  28,000

Illustration:  UC Company originally issued 15,000 
shares of $1 par, common stock for $25 per share.  
Record the journal entry for the following transaction:
On

 
April 1st

 

the company reacquired 1,000 shares for 
$28 per share.

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.
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Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.

Stockholders' equity
Paid-in capital

Common stock, $1 par, 15,000 issued
and 14,000 outstanding 15,000$      

Paid-in capital in excess of par 360,000      
Retained earnings 200,000      

Total paid-in capital and retained earnings 575,000      
Less: Treasury stock (1,000 shares) 28,000       
Total stockholders' equity 547,000$    

UC Company
Balance Sheet (partial)

Stockholders’
 

Equity with Treasury stock

Both the number of shares issued (15,000), outstanding 
(14,000), and the number of shares held as treasury (1,000) are 
disclosed.
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Sale of Treasury Stock

Above Cost 
Below Cost

Both increase total assets and stockholders’
 equity. 

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.
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Cash  (500 x $30)
 

15,000
Treasury stock (500 x $28)

 
14,000

Illustration:  UC Company originally issued 15,000 
shares of $1 par, common stock for $25 per share.  On 
February 10, UC acquired 500 shares of its stock at 
$28 per share.  Record the journal entry for the 
following transaction:
On June 1, UC sold 500 shares of its treasury stock for 
$30 per share.

Paid-in capital treasury stock                      1,000

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.

Above 
Cost
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Cash  (300 x $24)
 

7,200

Treasury stock (300 x $28)
 

8,400

Illustration:  UC Company originally issued 15,000 
shares of $1 par, common stock for $25 per share.  On 
February 10, UC acquires 500 shares of its stock for 
$28 per share and on May 15 sold 200 shares of 
treasury for $29 per share. Record the journal entry 
for the following transaction:
On October 15, UC sold the remaining 300 shares of its 
treasury stock for $24 per share.

Paid-in capital treasury stock 200
Retained earnings

 
1,000

Limited 
to 

balance 
on hand

Accounting for Treasury StockAccounting for Treasury StockAccounting for Treasury Stock

LO 4  Explain the accounting for treasury stock.LO 4  Explain the accounting for treasury stock.

Below 
Cost
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Features often associated with preferred stock.

1.
 

Preference as to dividends.
2.

 
Preference as to assets in liquidation.

3.
 

Nonvoting.

LO 5  Differentiate preferred stock from common stock.

Preferred StockPreferred StockPreferred Stock

Accounting for preferred stock at issuance is 
similar to that for common stock.
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BE13-7
 

Acker Inc. issues 5,000 shares of $100 par 
value preferred stock for cash at $130 per share. 
Journalize the issuance of the preferred stock.

LO 5  Differentiate preferred stock from common stock.

Preferred StockPreferred StockPreferred Stock

Cash  (5,000 x $130)
 

650,000
Preferred stock  (5,000 x $100)

 
500,000

Paid-in capital in excess of par –
Preferred stock

 
150,000

Preferred stock may have a par value or no-par value.
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Dividend Preferences

Right to receive dividends before common 
stockholders.

Per share dividend amount is stated as a 
percentage of the preferred stock’s par value or 
as a specified amount.

Cumulative dividend
 

–
 

holders of preferred 
stock must be paid their annual dividend plus any 
dividends in arrears before common 
stockholders receive dividends.

LO 5  Differentiate preferred stock from common stock.

Preferred StockPreferred StockPreferred Stock



Chapter 
13-45 LO 6  Prepare a stockholders’ equity section.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation

Illustration 13-12
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*
 

When a company has preferred stock, the preferred 
stockholders claim on net assets must be deducted from 
total stockholders’

 
equity.

Analysis

Total Stockholders’
 

Equity *Book Value 
Per Share =

Number of                          
Common Shares Outstanding

LO 7  Compute book value per share.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation

Book value per share generally does not equal market value 
per share.
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CHAPTER 14CHAPTER CHAPTER 1414

CORPORATIONS: 
DIVIDENDS, RETAINED 

EARNINGS, AND INCOME 
REPORTING 

CORPORATIONS: 
DIVIDENDS, RETAINED 

EARNINGS, AND INCOME 
REPORTING

Accounting Principles,  Eighth Edition



Chapter 
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1.
 

Prepare the entries for cash dividends and stock 
dividends.

2.
 

Identify the items reported in a retained earnings 
statement.

3.
 

Prepare and analyze a comprehensive 
stockholders’

 
equity section. 

4.
 

Describe the form and content of corporation 
income statements.

5.
 

Compute earnings per share.

Study ObjectivesStudy ObjectivesStudy Objectives
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Corporations: Dividends, Retained 
Earnings, and Income Reporting

 

Corporations: Dividends, Retained Corporations: Dividends, Retained 
Earnings, and Income ReportingEarnings, and Income Reporting

DividendsDividendsDividends Retained 
Earnings 
Retained Retained 
EarningsEarnings

Statement 
Presentation and 

Analysis 

Statement Statement 
Presentation and Presentation and 

AnalysisAnalysis

Cash dividendsCash dividends
Stock dividendsStock dividends
Stock splitsStock splits

Retained earnings Retained earnings 
restrictionsrestrictions
Prior period Prior period 
adjustmentsadjustments
Retained earnings Retained earnings 
statementstatement

StockholdersStockholders’’ 
Equity Equity 
PresentationPresentation
StockholdersStockholders’’ 
Equity AnalysisEquity Analysis
Income Statement Income Statement 
PresentationPresentation
Income Statement Income Statement 
AnalysisAnalysis
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A distribution of cash or stock to stockholders 
on a pro rata (proportional) basis.  

Types of Dividends:

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

1.
 

Cash dividends.
2.

 
Property dividends.

Dividends expressed: (1) as a percentage of the par or 
stated value, or (2) as a dollar amount per share.

3.
 

Script (promissory note).
4.

 
Stock dividends.
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Dividends require information concerning three dates:

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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Cash Dividends

For a corporation to pay a cash dividend, it must have:

1.
 

Retained earnings -
 

Payment of cash dividends 
from retained earnings is legal in all states.

2.
 

Adequate cash.

3.
 

A declaration of dividends
 

by the Board of 
Directors.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..



Chapter 
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Illustration:
 

What would be the journal entries 
made by a corporation that declared a $50,000 cash 
dividend on March 10, payable on April 6 to 
shareholders of record on March 25?
March 10 (Declaration Date)

Retained earnings  50,000
Dividends payable 50,000

March 25 (Date of Record)
 

No entry

April 6 (Payment Date)

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Dividends payable  50,000
Cash 50,000
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Allocating Cash Dividends Between 
Preferred and Common Stock

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Holders of cumulative
 

preferred stock must be 
paid any unpaid prior-year dividends before 
common stockholders receive dividends.



Chapter 
14-10

ExerciseExercise
 

Arnez Corporation was organized on January 
1, 2008.  During its first year, the corporation issued 
2,000 shares of $50 par value preferred stock and 
100,000 shares of $10 par value common stock.  At 
December 31, the company declared the following cash 
dividends: 2008, $6,000, 2009, $12,000, and 2010, 
$28,000.

Instructions:
 

(a) Show the allocation of dividends to 
each class of stock, assuming the preferred stock 
dividend is 8% and not cumulative.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..



Chapter 
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ExerciseExercise
 

(a) Show the allocation of dividends to each 
class of stock, assuming the preferred stock dividend is 
8% and not cumulative.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

2008 2009 2010
Dividends dec lared 6,000$     12,000$   28,000$  
Allocation to preferred 6,000        8 ,000       8 ,000      
Remainder to common -$         4 ,000$     20,000$  

*
 

2,000 shares x $50 par x 8% = $8,000

*
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ExerciseExercise
 

(b) Show the allocation of dividends to each 
class of stock, assuming the preferred stock dividend is 
9% and cumulative.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

2008 2009 2010
Dividends dec lared 6,000$     12 ,000$   28,000$  
Dividends in  arrears 3,000       
Allocation to preferred 6,000        9 ,000       9 ,000      
Remainder to common -$         -$         19 ,000$  

*
 

2,000 shares x $50 par x 9% = $9,000

*

**
 

2008 Pfd. dividends $9,000 –
 

declared $6,000 = $3,000

**
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ExerciseExercise
 

(c) Journalize the declaration of the cash 
dividend at December 31, 2010, under part (b).

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Retained earnings  28,000
Dividends payable  28,000

2008 2009 2010
Dividends dec lared 6,000$     12 ,000$   28,000$  
Dividends in  arrears 3,000       
Allocation to preferred 6,000        9 ,000       9 ,000      
Remainder to common -$         -$         19 ,000$  

Journal entry:



Chapter 
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Stock Dividends
Pro rata distribution of the corporation’s own stock.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Results in decrease in retained earnings and increase in paid-in capital.

Illustration 14-3
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Stock Dividends
Reasons why corporations issue stock dividends:

1.
 

To satisfy stockholders’
 

dividend expectations 
without spending cash.

2.
 

To increase the marketability of the corporation’s 
stock. 

3.
 

To emphasize that a portion of stockholders’
 

equity 
has been permanently reinvested in the business.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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Size of Stock Dividends

Small stock dividend
 

(less than 20–25% of the 
corporation’s issued stock, recorded at fair 
market value)

Large stock dividend
 

(greater than 20–25% of 
issued stock, recorded at par value)

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

*
 

This accounting is based on the assumption that a small 
stock dividend will have little effect on the market price of 
the outstanding shares. 

*



Chapter 
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10% stock dividend is declared
Retained earnings

 
(5,000 x 10% x $40) 20,000

Common stock dividends distributable 500
Additional paid-in capital 19,500

Stock issued
Common stock div. distributable 500

Common stock  (5,000 x 10% x $1) 500

Illustration:
 

HH Inc. has 5,000 shares issued and 
outstanding.  The per share par value is $1, book value 
$32 and market value is $40.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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S tockholders' equ ity
P aid-in capita l

C ommon stock, $1 par, 5 ,000 issued
and outstanding 5,000$        

C om m on stock d ividends d istributab le 500              
P aid-in capita l in excess of par 64,500        

Reta ined earnings 90,000        
Total stockholders' equ ity 160,000$    

H H  Inc.
B alance S heet (partia l)

Stockholders’
 

Equity with Dividends Distributable

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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HH Inc. Before After Net
Dividend Dividend Change

Stockholders' equity
Paid-in capital

Common stock, $1 par, 5,000 issued
and outstanding 5,000$     5,500$     500$     

Paid-in capital in excess of par 45,000     64,500     19,500  
Retained earnings 110,000   90,000     (20,000) 

Total stockholders' equity 160,000$ 160,000$ 

Outstanding shares 5,000       5,500       
Book value per share 32$          29$          

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Effects of Stock Dividends

$         0
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Which of the following statements about small stock 
dividends is true?

a.
 

A debit to Retained Earnings for the par value of 
the shares issued should be made.

b.
 

A small stock dividend decreases total 
stockholders’

 
equity. 

c.
 

Market value per share should be assigned to the 
dividend shares. 

d.
 

A small stock dividend ordinarily will have no 
effect on book value per share of stock.

QuestionQuestion

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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In the stockholders’
 

equity section, Common Stock 
Dividends Distributable is reported as a(n):

a.
 

deduction from total paid-in capital and 
retained earnings. 

b.
 

current liability.
c.

 
deduction from retained earnings.

d.
 

addition to capital stock.

QuestionQuestion

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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Stock Split

Reduces the market value of shares.

No entry recorded for a stock split.

Decrease par value and increase number of 
shares.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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2 for 1 Stock Split

No Entry No Entry ----
 

Disclosure that par is now $.50 and Disclosure that par is now $.50 and 
shares outstanding are 10,000.shares outstanding are 10,000.

Illustration:
 

HH Inc. has 5,000 shares issued and 
outstanding.  The per share par value is $1, book 
value $32 and market value is $40.

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..
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HH Inc. Before After Net
Split Split Change

Stockholders' equity
Paid-in capital

Common stock 5,000$     5,000$     -$      
Paid-in capital in excess of par 45,000     45,000     -        

Retained earnings 110,000   110,000   -        
Total stockholders' equity 160,000$ 160,000$ -$      

Outstanding shares 5,000       10,000     
Book value per share 32$          16$          

DividendsDividendsDividends

LO 1  Prepare the entries for cash dividends and stock dividendsLO 1  Prepare the entries for cash dividends and stock dividends..

Effects of Stock Dividends
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Retained earnings
 

is net income that a company 
retains for use in the business.

Net income increases Retained Earnings and a 
net loss decreases Retained Earnings.

Retained earnings is part of the stockholders’
 claim on the total assets of the corporation.

A debit balance in Retained Earnings is 
identified as a deficit.

Retained EarningsRetained EarningsRetained Earnings

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.
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Restrictions can result from:

1.
 

Legal restrictions.

2.
 

Contractual restrictions.

3.
 

Voluntary restrictions.

Retained Earnings RestrictionsRetained Earnings RestrictionsRetained Earnings Restrictions

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.

Companies generally disclose retained earnings 
restrictions in the notes to the financial statements.
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Corrections of Errors
Result from:

mathematical mistakes
mistakes in application of accounting principles
oversight or misuse of facts

Corrections treated as prior period adjustments

Adjustment made to the beginning balance of 
retained earnings

Prior Period AdjustmentsPrior Period AdjustmentsPrior Period Adjustments

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.
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W oods, Inc.
S tatem en t of Retained  Earn ings

For the Year Ended  Decem ber 31, 2008

Balance, January 1 1,050,000$     
Net incom e 360,000          
D ividends (300,000)         
Balance, Decem ber 31 1,110,000$     

Before issuing the report for the year ended December 31, 2008, you 
discover a $50,000 error (net of tax) that caused the 2007 inventory 
to be overstated (overstated inventory caused COGS to be lower and 
thus net income to be higher in 2007.  Would this discovery have

 

any 
impact on the reporting of the Statement of Retained Earnings for 
2008?  

Prior Period AdjustmentsPrior Period AdjustmentsPrior Period Adjustments

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.
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W oods, Inc.
S tatem en t of Retained  Earn ings

For the Year Ended  Decem ber 31, 2008

Balance, January 1, as p reviously reported 1,050,000$     
P rior period  ad justm en t - error correction (50,000)           
Balance, January 1, as restated 1,000,000       
Net incom e 360,000          
D ividends (300,000)         
Balance, Decem ber 31 1,060,000$     

Retained Earnings StatementRetained Earnings StatementRetained Earnings Statement

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.
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Retained Earnings StatementRetained Earnings StatementRetained Earnings Statement

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.

The company prepares the statement from the 
Retained Earnings account.

Illustration 14-13
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All but one of the following is reported in a retained 
earnings statement.  The exception is:

a.
 

cash and stock dividends.
b.

 
net income and net loss.

c.
 

some disposals of treasury stock below cost.
d.

 
sales of treasury stock above cost.

QuestionQuestion

Retained Earnings StatementRetained Earnings StatementRetained Earnings Statement

LO 2  Identify the items reported in a retained earnings statemeLO 2  Identify the items reported in a retained earnings statement.nt.



Chapter 
14-32 LO 3  Prepare and analyze a comprehensive stockholders’ equity section.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation
Illustration 14-15
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Stockholders’
 

Equity Analysis

Net Income Available                  
to Common Stockholders

Return on 
Common 

Stockholders’
 Equity

=
Average Common          

Stockholders’
 

Equity

LO 3  Prepare and analyze a comprehensive stockholders’ equity section.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation

This ratio shows how many dollars of net income the 
company earned for each dollar invested by the 
stockholders.
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Income 
Statement 
Presentation

LO 4  Describe the form and content of corporation income statements.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation
Illustration 14-17
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Income Statement Analysis

Net Income minus            
Preferred DividendsEarnings    

Per Share =
Weighted-Average Common          

Shares Outstanding

LO 5  Compute Earnings Per Share.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation

This ratio indicates the net income earned by each 
share of outstanding common stock.
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The income statement for Nadeen, Inc. shows income 
before income taxes $700,000, income tax expense 
$210,000, and net income $490,000. If Nadeen has 
100,000 shares of common stock outstanding 
throughout the year, earnings per share is:

a.
 

$7.00.
b.

 
$4.90. 

c.
 

$2.10.
d.

 
No correct answer is given.

QuestionQuestion

($490,000 / 100,000 = $4.90) 

LO 5  Compute Earnings Per Share.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CHAPTER 15CHAPTER CHAPTER 1515

LONG-TERM LIABILITIESLONG-TERM LIABILITIES

Accounting Principles,  Eighth Edition



Chapter 
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1.
 

Explain why bonds are issued.
2.

 
Prepare the entries for the issuance of bonds and 
interest expense.

3.
 

Describe the entries when bonds are redeemed or 
converted.

4.
 

Describe the accounting for long-term notes 
payable.

5.
 

Contrast the accounting for operating and capital 
leases.

6.
 

Identify the methods for the presentation and 
analysis of long-term liabilities.

Study ObjectivesStudy ObjectivesStudy Objectives
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Issuing bonds Issuing bonds 
at face valueat face value
Discount or Discount or 
premiumpremium
Issuing bonds Issuing bonds 
at a discountat a discount
Issuing bonds Issuing bonds 
at a premiumat a premium

Bonds BasicsBonds BasicsBonds Basics
Accounting 
for  Bond 

Issues 

Accounting Accounting 
for  Bond for  Bond 

IssuesIssues

Accounting 
for Bond 

Retirements 

Accounting Accounting 
for Bond for Bond 

RetirementsRetirements

Accounting 
for Other 

Long-Term 
Liabilities 

Accounting Accounting 
for Other for Other 

LongLong--Term Term 
LiabilitiesLiabilities

Statement 
Presentation 
and Analysis 

Statement Statement 
Presentation Presentation 
and Analysisand Analysis

Types of Types of 
bondsbonds
Issuing Issuing 
proceduresprocedures
TradingTrading
Market valueMarket value

Redeeming Redeeming 
bonds at bonds at 
maturitymaturity
Redeeming Redeeming 
bonds before bonds before 
maturitymaturity
Converting Converting 
bonds into bonds into 
common common 
stockstock

LongLong--term term 
notes payablenotes payable
Lease Lease 
liabilitiesliabilities

PresentationPresentation
AnalysisAnalysis

Long-Term LiabilitiesLongLong--Term LiabilitiesTerm Liabilities
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Bonds
 

are a form of interest-bearing notes 
payable.

Three advantages over common stock:

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.

1.
 

Stockholder control is not affected.
2.

 
Tax savings result.

3.
 

Earnings per share may be higher.
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Effects on earnings per share—stocks vs. bonds.

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.

Illustration 15-2
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The major disadvantages resulting from the use of 
bonds are:  

a.
 

that interest is not tax deductible and the 
principal must be repaid.  

b.
 

that the principal is tax deductible and interest 
must be paid.  

c.
 

that neither interest nor principal is tax 
deductible.  

d.
 

that interest must be paid and principal repaid.

QuestionQuestion

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.
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Types of Bonds
Secured and Unsecured (debenture) bonds.

Term and Serial bonds.

Registered and Bearer (or coupon) bonds.

Convertible and Callable bonds.

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.
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Issuing Procedures
Bond contract known as a bond indenture.
Represents a promise to pay: 
(1)

 
sum of money at designated maturity date, plus

(2)
 

periodic interest at a contractual (stated) rate 
on the maturity amount (face value).

Paper certificate, typically a $1,000 face value. 
Interest payments usually made semiannually. 
Generally issued when the amount of capital needed 
is too large for one lender to supply.

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.
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Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.

Issuer of 
Bonds

Issuer of 
Bonds

Maturity
Date

Maturity
Date

Illustration 15-3

Contractual 
Interest

Rate

Contractual 
Interest

Rate

Face or 
Par Value
Face or 

Par Value
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Bond Trading
Bonds traded on national securities exchanges.
Newspapers and the financial press publish bond 
prices and trading activity daily.

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.

Illustration 15-4

Read as:
 

Outstanding 5.125%, $1,000 bonds that mature in 
2011.  Currently yield a 5.747% return.   On this day, 
$33,965,000 of these bonds were traded.  Closing price was 
96.595% of face value, or $965.95.
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Determining the Market Value of Bonds
Market value is a function of the three factors that 
determine present value: 

1.
 

the dollar amounts to be received, 
2.

 
the length of time until the amounts are received, 
and 

3.
 

the market rate of interest. 

Bond BasicsBond BasicsBond Basics

LO 1  Explain why bonds are issued.LO 1  Explain why bonds are issued.

The features of a bond (callable, convertible, and so 
on) affect the market rate of the bond.
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6%

8%

10%

Premium

Face Value

Discount

Assume Contractual Rate of 8%Assume Contractual Rate of 8%

Accounting for Bond IssuesAccounting for Bond IssuesAccounting for Bond Issues

LO 2  Prepare the entries for the issuance of bonds and interest expense.

Bonds Sold AtMarket Interest



Chapter 
15-14 LO 2  Prepare the entries for the issuance of bonds and interest expense.

The rate of interest investors demand for loaning 
funds to a corporation is the:  

a.
 

contractual interest rate.  
b.

 
face value rate. 

c.
 

market interest rate.  
d.

 
stated interest rate.

QuestionQuestion

Accounting for Bond IssuesAccounting for Bond IssuesAccounting for Bond Issues



Chapter 
15-15 LO 2  Prepare the entries for the issuance of bonds and interest expense.

Karson Inc. issues 10-year bonds with a maturity value 
of $200,000.  If the bonds are issued at a premium, 
this indicates that:

a.
 

the contractual interest rate exceeds the market 
interest rate. 

b.
 

the market interest rate exceeds the contractual 
interest rate. 

c.
 

the contractual interest rate and the market 
interest rate are the same.  

d.
 

no relationship exists between the two rates.

QuestionQuestion

Accounting for Bond IssuesAccounting for Bond IssuesAccounting for Bond Issues
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Illustration:  On January 1, 2008, San Marcos HS 
issues $100,000, three-year, 8% bonds at 100 (100% of 
face value).  Interest is paid annually each Dec. 31.

Issuing Bonds at Face ValueIssuing Bonds at Face ValueIssuing Bonds at Face Value

LO 2  Prepare the entries for the issuance of bonds and interest expense.

Jan. 1
 

Cash  100,000
Bonds payable

 
100,000

Dec. 31
 

Interest expense
 

8,000
 Cash

 
8,000



Chapter 
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Illustration:
 

On January 1, 2008, San Marcos HS 
issues $100,000, three-year, 8% bonds for $95,027 
(95.027% of face value).  

Issuing Bonds at a DiscountIssuing Bonds at a DiscountIssuing Bonds at a Discount

LO 2  Prepare the entries for the issuance of bonds and interest expense.

Jan. 1
 
Cash  95,027
Discount on bonds payable

 
4,973

Bonds payable
 

100,000



Chapter 
15-18

Statement PresentationStatement Presentation

Long-term liabilities
Bonds payable 100,000$    
Less: Discount on bonds payable 4,973         

95,027$      

San Marcos HS
Balance Sheet (partial)

Issuing Bonds at a DiscountIssuing Bonds at a DiscountIssuing Bonds at a Discount

LO 2  Prepare the entries for the issuance of bonds and interest expense.



Chapter 
15-19 LO 2  Prepare the entries for the issuance of bonds and interest expense.

Discount on Bonds Payable:  
a.

 
has a credit balance.  

b.
 

is a contra account.  
c.

 
is added to bonds payable on the balance sheet.  

d.
 

increases over the term of the bonds.

QuestionQuestion

Issuing Bonds at a DiscountIssuing Bonds at a DiscountIssuing Bonds at a Discount
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Illustration:
 

On January 1, 2008, San Marcos HS 
issues $100,000, three-year, 8% bonds for $105,346 
(105.346% of face value).  

Issuing Bonds at a PremiumIssuing Bonds at a PremiumIssuing Bonds at a Premium

LO 2  Prepare the entries for the issuance of bonds and interest expense.

Jan. 1
 
Cash  105,346

Premium on bonds payable
 

5,346
Bonds payable

 
100,000
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Statement PresentationStatement Presentation

Long-term liabilities
Bonds payable 100,000$    
Add: Premium on bonds payable 5,346         

105,346$    

San Marcos HS
Balance Sheet (partial)

Issuing Bonds at a DiscountIssuing Bonds at a DiscountIssuing Bonds at a Discount

LO 2  Prepare the entries for the issuance of bonds and interest expense.

Issuing bonds at an amount different from face value is 
quite common.  By the time a company prints the bond 
certificates and markets the bonds, it will be a coincidence 
if the market rate and the contractual rate are the same.



Chapter 
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Redeeming Bonds at Maturity

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.

San Marcos HS records the redemption of its bonds at 
maturity as follows:

Bonds payable  100,000
Cash

 
100,000



Chapter 
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Redeeming Bonds before Maturity
When a company retires bonds before maturity, it is 
necessary to: 

1.
 

eliminate the carrying value of the bonds at the 
redemption date; 

2.
 

record the cash paid; and 

3.
 

recognize the gain or loss on redemption.

The carrying value of the bonds is the face value of the 
bonds less unamortized bond discount or plus unamortized 
bond premium at the redemption date.

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.



Chapter 
15-24 LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.

When bonds are redeemed before maturity, the gain 
or loss on redemption is the difference between the 
cash paid and the:  

a.
 

carrying value of the bonds.  
b.

 
face value of the bonds. 

c.
 

original selling price of the bonds.  
d.

 
maturity value of the bonds.

QuestionQuestion

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements



Chapter 
15-25

Illustration:
 

The San Marcos HS, 8% bonds of 
$100,000 issued on Jan. 1, 2008, are recalled at 105 on 
Dec. 31, 2009. Assume that the carrying value of the 
bonds at the redemption date is $98,183.  

Journal entry at Dec. 31, 2009:

Bonds payable  100,000
Loss on bond redemption

 
6,817

Cash  ($100,000 x 105%)

 

105,000
Discount on bonds payable

 
1,817

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.
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Converting Bonds into Common Stock

Until conversion, the bondholder receives interest on 
the bond. 

For the issuer, the bonds sell at a higher price and pay 
a lower rate of interest than comparable debt 
securities without the conversion option.

Upon conversion, the company transfers the carrying 
value of the bonds to paid-in capital accounts.  No gain 
or loss is recognized.

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.
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E15-6
 

Nocioni Company issued $1,000,000 of bonds on 
January 1, 2008.
Instructions:

 
Prepare the journal entry to record the 

conversion of the bonds into 30,000 shares of $10 par 
value common stock.  Assume the bonds were issued at 
par.

Bonds payable 1,000,000

Common stock  (30,000 x $10)

 

300,000

Paid-in capital in excess of par
 

700,000

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.
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When bonds are converted into common stock:  
a.

 
a gain or loss is recognized.  

b.
 

the carrying value of the bonds is transferred 
to paid-in capital accounts.  

c.
 

the market price of the stock is considered in 
the entry.  

d.
 

the market price of the bonds is transferred to 
paid-in capital.

QuestionQuestion

Accounting for Bond RetirementsAccounting for Bond RetirementsAccounting for Bond Retirements

LO 3  Describe the entries when bonds are redeemed or converted.LO 3  Describe the entries when bonds are redeemed or converted.
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Long-Term Notes Payable
May be secured by a mortgage that pledges title to 
specific assets as security for a loan

Typically, the terms require the borrower to make 
installment payments over the term of the loan.  Each 
payment consists of 

1.
 

interest on the unpaid balance of the loan and 
2.

 
a reduction of loan principal.

Companies initially record mortgage notes payable at 
face value.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 4 Describe the accounting for long-term notes payable.



Chapter 
15-30

Exercise:
 

Tucki Co. receives $240,000 when it issues a 
$240,000, 10%, mortgage note payable to finance the 
construction of a building at December 31, 2008. The terms 
provide for semiannual installment payments of $16,000 on 
June 30 and December 31.  Prepare the journal entries to 
record the mortgage loan and the first installment payment.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

Dec. 31
 

Cash  240,000
Mortgage notes payable

 
240,000

Jun. 30
 

Interest expense
 

12,000
Mortgage notes payable

 
4,000

Cash
 

16,000
*

 
($240,000 x 10% x 6/12 = $12,000)

LO 4 Describe the accounting for long-term notes payable.

*



Chapter 
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Each payment on a mortgage note payable consists 
of:  

a.
 

interest on the original balance of the loan.  
b.

 
reduction of loan principal only.  

c.
 

interest on the original balance of the loan and 
reduction of loan principal.  

d.
 

interest on the unpaid balance of the loan and 
reduction of loan principal.

QuestionQuestion

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 4 Describe the accounting for long-term notes payable.
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Lease Liabilities

A lease is a contractual arrangement between a lessor 
(owner of the property) and a lessee (renter of the 
property).

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 5  Contrast the accounting for operating and capital leases.

Illustration 15-13
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Operating LeaseOperating Lease Capital LeaseCapital Lease
Journal Entry:Journal Entry:

Rent expenseRent expense

 

xxxxxx
CashCash

 

xxxxxx

Journal Entry:Journal Entry:
Leased equipment     xxxLeased equipment     xxx

Lease liability                xxxLease liability                xxx

The issue of how to report leases is the case of The issue of how to report leases is the case of substance versus 
form.  Although technically legal title may not pass, the benefits .  Although technically legal title may not pass, the benefits 
from the use of the property do.from the use of the property do.

Statement of Financial Accounting Standard No. 13,          Statement of Financial Accounting Standard No. 13,          
““Accounting for Leases,Accounting for Leases,””

 

19761976

A lease that transfers substantially all of the benefits and risA lease that transfers substantially all of the benefits and risks of ks of 
property ownership should be capitalized (only noncancellable leproperty ownership should be capitalized (only noncancellable leases ases 
may be capitalized).may be capitalized).

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 5  Contrast the accounting for operating and capital leases.
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To capitalize a lease, one or more of four criteria
 must be met:

1.
 

Transfers ownership to the lessee.

2.
 

Contains a bargain purchase option.

3.
 

Lease term is equal to or greater than 75 percent 
of the estimated economic life of the leased 
property.

4.
 

The present value of the minimum lease payments 
(excluding executory costs) equals or exceeds 90 
percent of the fair value of the leased property.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 5  Contrast the accounting for operating and capital leases.
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Exercise:  On January 1, 2008, Burke Corporation signed a 
5-year noncancelable lease for a machine.  The machine has 
an estimated useful life of 6 years and the present value of 
the lease payments is $36,144, which is equal to the fair 
market value of the equipment.  There is no transfer of 
ownership during the lease term, nor is there any bargain 
purchase option.

Instructions
(a)

 
What type of lease is this? Explain.

(b) Prepare the journal entry to record the lease on January 
1, 2008.

LO 5  Contrast the accounting for operating and capital leases.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities
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Exercise: (a)
 

What type of lease is this?  Explain.

Capitalization Criteria:Capitalization Criteria:
1.1.

 
Transfer of ownershipTransfer of ownership

2.2.
 

Bargain purchase optionBargain purchase option
3.3.

 
Lease term => 75% of Lease term => 75% of 
economic life of leased economic life of leased 
propertyproperty

4.4.
 

Present value of minimum Present value of minimum 
lease payments => 90% of lease payments => 90% of 
FMV of propertyFMV of property

NONO
NONO

Lease term 5 yrs.
Economic life

 
6 yrs.

YES
 

83.3%

YES
 

-
 

PV and FMV 
are the same.

Capital Lease?

LO 5  Contrast the accounting for operating and capital leases.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities
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Exercise: (b) Prepare the journal entry to record the 
lease on January 1, 2008.

Jan. 1
 

Leased asset -
 

equipment  36,144
Lease liability

 
36,144

LO 5  Contrast the accounting for operating and capital leases.

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

The portion of the lease liability expected to be paid in the The portion of the lease liability expected to be paid in the 
next year is a current liability. The remainder is classified next year is a current liability. The remainder is classified 
as a longas a long--term liability.term liability.
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The lessee must record a lease as an asset if the 
lease:  

a.
 

transfers ownership of the property to the 
lessor.  

b.
 

contains any purchase option.  
c.

 
term is 75% or more of the useful life of the 
leased property.  

d.
 

payments equal or exceed 90% of the fair 
market value of the leased property.

QuestionQuestion

Accounting for Other Long-Term LiabilitiesAccounting for Other LongAccounting for Other Long--Term LiabilitiesTerm Liabilities

LO 5  Contrast the accounting for operating and capital leases.
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Presentation

LO 6  Identify the methods for the presentation 
and analysis of long-term liabilities.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation

Illustration 15-14



Chapter 
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Analysis of Long-Term Debt
Two ratios that provide information about debt-

 paying ability and long-run solvency are:

Total debt

Total assets  
Debt to 

total assets =

The higher the percentage of debt to total assets, 
the greater the risk that the company may be 
unable to meet its maturing obligations.

1.1.

LO 6  Identify the methods for the presentation 
and analysis of long-term liabilities.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation
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Analysis of Long-Term Debt
Two ratios that provide information about debt-

 paying ability and long-run solvency are:

Income before income taxes 
and interest expense

Interest expense  

Times 
interest 
earned

=

Indicates the company’s ability to meet interest 
payments as they come due.

2.2.

LO 6  Identify the methods for the presentation 
and analysis of long-term liabilities.

Statement Analysis and PresentationStatement Analysis and PresentationStatement Analysis and Presentation
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To illustrate present value concepts, assume that you 
are willing to invest a sum of money that will yield 
$1,000 at the end of one year, and you can earn 10% 
on your money.  What is the $1,000 worth today?

To compute the answer, divide the future amount by 
1 plus the interest rate ($1,000/1.10 = $909.09.

Present Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond Pricing

LO 7  Compute the market price of a bond.LO 7  Compute the market price of a bond.

Illustration 15A-1
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To illustrate present value concepts, assume that you are willing 
to invest a sum of money that will yield $1,000 at the end of 
one year, and you can earn 10% on your money.  What is the 
$1,000 worth today?

To compute the answer, divide the future amount by 1 plus the 
interest rate ($1,000/1.10 = $909.09 or

 

use a Present Value of 
1 table.  ($1,000 X .90909) = $909.09 (10% per period, one 
period from now)

Present Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond Pricing

LO 7  Compute the market price of a bond.LO 7  Compute the market price of a bond.

Illustration 15A-1
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The selling price
 

of a bond is equal to the 
sum of two items:

1)
 

The present value of the face value of the 
bond discounted at the investor’s required 
rate of return 

PLUS

2)
 

The present value of the periodic interest 
payments discounted at the investor’s 
required rate of return

Present Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond Pricing

LO 7  Compute the market price of a bond.LO 7  Compute the market price of a bond.
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Assume 10%, 5-year bonds with a face value of $100,000 
are sold and the investor’s required rate of return is 10%.  
Interest payments are made semiannually.

Present Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond Pricing

LO 7  Compute the market price of a bond.LO 7  Compute the market price of a bond.

Illustration 15A-8
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Assume 10%, 5-year bonds with a face value of $100,000 
are sold and the investor’s required rate of return is 12%.  
Interest is paid semiannually.

Present Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond PricingPresent Value Concepts Related to Bond Pricing

LO 7  Compute the market price of a bond.LO 7  Compute the market price of a bond.

Illustration 15A-10

The .55839 factor is from the present value of 1 table for 10 
periods at 6% per period. The 7.36009 factor is from the present

 value of an annuity table for 10 periods at 6% per period.
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Under the effective-interest method, the 
amortization of bond discount or bond premium 
results in period interest expense equal to a constant 
percentage of the carrying value of the bonds.  The 
follow steps are required under the effective-

 interest method.

Effective-Interest Method of Bond AmortizationEffectiveEffective--Interest Method of Bond AmortizationInterest Method of Bond Amortization

LO 8  Apply the effectiveLO 8  Apply the effective--interest method of amortizing bond interest method of amortizing bond 
discount and bond premium.discount and bond premium.

1. Compute the bond interest expense.

2. Compute the bond interest paid or accrued.

3. Compute the amortization amount.
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Assume on January 1, 2008, 10%, 5 year bonds with a face value 
of $100,000, are sold for $92,639, resulting in an effective 
interest rate of 12%.  Interest is paid semiannually. This 
results in a discount of $7,361.  The cash paid each period 
equals $100,000 X 5% = $5,000.  Interest expense the first 
period = $92,639 X 6% = $5,558.  This results in a discount 
amortization of $558.

Effective-Interest Method of Bond AmortizationEffectiveEffective--Interest Method of Bond AmortizationInterest Method of Bond Amortization

LO 8  Apply the effectiveLO 8  Apply the effective--interest method of amortizing bond interest method of amortizing bond 
discount and bond premium.discount and bond premium.

Illustration 15B-2
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Assume on January 1, 2008, 10%, 5 year bonds with a face value 
of $100,000, are sold for $92,639, resulting in an effective 
interest rate of 12%.  Assume interest is paid semiannually. 
This results in a discount of $7,361.  The cash paid each period

 equals $100,000 X 5% = $5,000.  Interest expense the first 
period = $92,639 X 6% = $5,558.  This results in a discount 
amortization of $558.

The journal entry on July 1, 2008, to record the interest 
payment and amortization of discount is as follows:

Effective-Interest Method of Bond AmortizationEffectiveEffective--Interest Method of Bond AmortizationInterest Method of Bond Amortization

LO 8  Apply the effectiveLO 8  Apply the effective--interest method of amortizing bond interest method of amortizing bond 
discount and bond premium.discount and bond premium.

Interest Expense      5,558
Cash

 
5,000

Discount on Bonds Payable
 

558

July 1
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Assume on January 1, 2008, 10%, 5 year bonds with a face value 
of $100,000, are sold for $92,639, resulting in an effective 
interest rate of 12%.  Interest is paid semiannually. This 
results in a discount of $7,361.  The cash paid each period 
equals $100,000 X 5% = $5,000.  The discount to be amortized 
each period is $7,361/10 periods = $736 per period.  
Therefore Interest Expense each period will be $5,000 + $736 
= $5,736.

The journal entry on July 1, 2008, to record the interest 
payment and amortization of discount is as follows:

Straight-line Method of Bond AmortizationStraightStraight--line Method of Bond Amortizationline Method of Bond Amortization

LO 9  Apply the straightLO 9  Apply the straight--line method of amortizing bond discount line method of amortizing bond discount 
and bond premium.and bond premium.

July 1 Interest Expense      5,736
Cash

 
5,000

Discount on Bonds Payable
 

736
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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INVESTMENTSINVESTMENTS

Accounting Principles,  Eighth Edition
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1.
 

Discuss why corporations invest in debt and stock 
securities.

2.
 

Explain the accounting for debt investments.
3.

 
Explain the accounting for stock investments.

4.
 

Describe the use of consolidated financial 
statements.

5.
 

Indicate how debt and stock investments are 
reported in financial statements.

6.
 

Distinguish between short-term and long-term 
investments.

Study ObjectivesStudy ObjectivesStudy Objectives
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Why 
Corporations 

Invest 

Why Why 
Corporations Corporations 

InvestInvest

Cash 
management
Investment 
income
Strategic 
reasons

Accounting for 
Debt 

Investments 

Accounting for Accounting for 
Debt Debt 

InvestmentsInvestments

Accounting for 
Stock 

Investments 

Accounting for Accounting for 
Stock Stock 

InvestmentsInvestments

Valuing and 
Reporting 

Investments 

Valuing and Valuing and 
Reporting Reporting 

InvestmentsInvestments

Categories of 
securities
Balance sheet 
presentation
Realized and 
unrealized gain 
or loss
Classified 
balance sheet

Holdings of 
less than 20%
Holdings 
between 20% 
and 50%
Holdings of 
more than 50%

Recording 
acquisition of 
bonds
Recording 
bond interest
Recording sale 
of bonds

Long-Term LiabilitiesLongLong--Term LiabilitiesTerm Liabilities
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Corporations generally invest in debt or stock 
securities for one of three reasons.

Why Corporations InvestWhy Corporations InvestWhy Corporations Invest

LO 1  Discuss why corporations invest in debt and stock securitiLO 1  Discuss why corporations invest in debt and stock securities.es.

1.
 

Corporation may have excess cash.
2.

 
To generate earnings from investment income.

3.
 

For strategic reasons.
Illustration 16-1

Temporary 
investments 

and the 
operating cycle
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Pension funds and banks regularly invest in debt and 
stock securities to:  

a.
 

house excess cash until needed.  
b.

 
generate earnings.  

c.
 

meet strategic goals.  
d.

 
avoid a takeover by disgruntled investors.

QuestionQuestion

Why Corporations InvestWhy Corporations InvestWhy Corporations Invest

LO 1  Discuss why corporations invest in debt and stock securitiLO 1  Discuss why corporations invest in debt and stock securities.es.
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Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.

Recording Acquisition of Bonds
Cost includes all expenditures necessary to acquire 
these investments, such as the price paid plus 
brokerage fees (commissions), if any.

Recording Bond Interest
Calculate and record interest revenue based upon the 
carrying value of the bond times the interest rate 
times the portion of the year the bond is outstanding.
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Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.

Sale of Bonds
Credit the investment account for the cost of the 
bonds and record as a gain or loss any difference 
between the net proceeds from the sale (sales price 
less brokerage fees) and the cost of the bonds.
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Exercise:
 

Issel Corporation had the following 
transactions pertaining to debt investments.
Jan. 1

 
Purchased 60, 8%, $1,000 Hollis Co. bonds for 

$60,000 cash plus brokerage fees of $900. Interest is 
payable semiannually on July 1 and January 1.
July 1

 
Received semiannual interest on Hollis Co. bonds.

July 1
 

Sold 30 Hollis Co. bonds for $34,000 less $500 
brokerage fees.
Instructions  (a)  Journalize the transactions.  (b)  
Prepare the adjusting entry for the accrual of interest at 
December 31.

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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Exercise:  Jan. 1
 

Purchased 60, 8%, $1,000 Hollis Co. 
bonds for $60,000 cash plus brokerage fees of $900. 
Interest is payable semiannually on July 1 and January 1.

Debt investment  60,900Jan 1
Cash 60,900

*
 

($60,000 + $900 = $60,900)

*

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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Exercise:  July 1
 

Received semiannual interest on 
Hollis Co. bonds.  Sold 30 Hollis Co. bonds for $34,000 
less $500 brokerage fees.

Cash  2,400July 1
Interest revenue

 
2,400

*
 

($60,000 x 8% x ½

 

= $2,400)

Cash  33,500
Debt investments

 
30,450

Gain on sale
 

3,050

*** ($60,900 x ½

 

= $30,450)

*

***

**
 

($34,000 -

 

$500 = $33,500)

**

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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Exercise:  (b)  Prepare the adjusting entry for the 
accrual of interest at December 31.

Interest receivable  1,200Dec 31
Interest revenue

 
1,200

*
 

($30,000 x 8% x ½

 

= $1,200)

*

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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An event related to an investment in debt securities 
that does not require a journal entry is:  

a.
 

acquisition of the debt investment.  
b.

 
receipt of interest revenue from the debt 
investment.  

c.
 

a change in the name of the firm issuing the 
debt securities.  

d.
 

sale of the debt investment.

QuestionQuestion

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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When bonds are sold, the gain or loss on sale is the 
difference between the:  

a.
 

sales price and the cost of the bonds.  
b.

 
net proceeds and the cost of the bonds.  

c.
 

sales price and the market value of the bonds.  
d.

 
net proceeds and the market value of the 
bonds.

QuestionQuestion

Accounting for Debt InstrumentsAccounting for Debt InstrumentsAccounting for Debt Instruments

LO 2  Explain the accounting for debt investments.LO 2  Explain the accounting for debt investments.
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0 0 ----------------------------20% 20% ------------------------
 

50% 50% ----------------------------
 

100%100%
No significant 

influence 
usually exists

Significant 
influence 

usually exists

Control 
usually exists

Investment 
valued using 

Cost

 Method

Investment 
valued using 

Equity  
Method

Investment valued on 
parent’s books using Cost 
Method or Equity Method

 (investment eliminated in 
Consolidation)

Ownership PercentagesOwnership Percentages

Accounting for Stock InvestmentsAccounting for Stock InvestmentsAccounting for Stock Investments

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.

The accounting depends on the extent of the investor’s influence
 over the operating and financial affairs of the issuing corporation.



Chapter 
16-16

Companies use the cost method.  Under the cost 
method, companies record the investment at cost, 
and recognize revenue only when cash dividends are 
received.

Cost includes all expenditures necessary to acquire 
these investments, such as the price paid plus any 
brokerage fees (commissions).

Holdings of Less than 20%Holdings of Less than 20%Holdings of Less than 20%

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.



Chapter 
16-17

Exercise:  Dossett Company had the following 
transactions pertaining to stock investments.
Feb. 1

 
Purchased 800 shares of Hippo common stock 

(2%) for $8,000 cash, plus brokerage fees of $200.
July 1

 
Received cash dividends of $1 per share on 

Hippo common stock.
Sept. 1

 
Sold 300 shares of Hippo common stock for 

$4,400, less brokerage fees of $100.
Instructions
Journalize the transactions.

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.

Holdings of Less than 20%Holdings of Less than 20%Holdings of Less than 20%



Chapter 
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Exercise:  Feb. 1
 

Purchased 800 shares of Hippo 
common stock (2%) for $8,000 cash, plus brokerage 
fees of $200.  July 1

 
Received cash dividends of $1 

per share on Hippo common stock.

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.

Stock investments  8,200Feb. 1
Cash

 
8,200

*
 

($8,000 + $200 = $8,200)

Cash  800
Dividend revenue

 
800

**
 

(800 x $1 = $800)

*

**July 1

Holdings of Less than 20%Holdings of Less than 20%Holdings of Less than 20%
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Exercise:  Sept. 1
 

Sold 300 shares of Hippo common 
stock for $4,400, less brokerage fees of $100.

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.

Stock investments  4,300Sept. 1
Cash

 
3,075

*
 

($4,400 -

 

$100 = $4,300)

**
 

($8,200 x 3/8  = $3,075)

*

Gain on sale
 

1,225
**

Holdings of Less than 20%Holdings of Less than 20%Holdings of Less than 20%
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Holdings Between 20% and 50%Holdings Between 20% and 50%Holdings Between 20% and 50%

Equity Method

Record the investment at cost and subsequently 
adjust the amount each period for 

the investor’s proportionate share of the 
earnings (losses) and

dividends received by the investor.

If investor’s share of investee’s losses exceeds the carrying 
amount of the investment, the investor ordinarily should 
discontinue applying the equity method.

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.
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Under the equity method, the investor records 
dividends received by crediting:  

a.
 

Dividend Revenue.  
b.

 
Investment Income.  

c.
 

Revenue from Investment.  
d.

 
Stock Investments.

QuestionQuestion

Holdings Between 20% and 50%Holdings Between 20% and 50%Holdings Between 20% and 50%

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.
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Exercise: Exercise: (Equity Method) On January 1, 2008, 
Pennington Corporation purchased 30% of the common 
shares of Edwards Company for $180,000. During the 
year, Edwards earned net income of $80,000 and paid 
dividends of $20,000.

Instructions

Prepare the entries for Pennington to record the 
purchase and any additional entries related to this 
investment in Edwards Company in 2008.

Holdings Between 20% and 50%Holdings Between 20% and 50%Holdings Between 20% and 50%

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.
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Exercise:Exercise:
 

Pennington purchased 30% of the common 
shares of Edwards for $180,000.  Edwards earned net 
income of $80,000 and paid dividends of $20,000.

Stock investments 180,000
Cash

 
180,000

Cash
 

6,000
Stock investments

 
6,000

Stock investments 24,000
Investment revenue

 
24,000

Holdings Between 20% and 50%Holdings Between 20% and 50%Holdings Between 20% and 50%

($20,000 x 30%) 

($80,000 x 30%) 

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.
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After Pennington posts the transactions for the year, its 
investment and revenue accounts will show the following.

Debit Credit
Stock Investments

180,000180,000 24,00024,000

Debit Credit
Investment Revenue

Holdings Between 20% and 50%Holdings Between 20% and 50%Holdings Between 20% and 50%

LO 3  Explain the accounting for stock investments.LO 3  Explain the accounting for stock investments.

Exercise:  Exercise:  Pennington purchased 30% of the common 
shares of Edwards for $180,000.  Edwards earned net 
income of $80,000 and paid dividends of $20,000.

24,00024,000 6,0006,000

198,000198,000
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Holdings of More Than 50%Holdings of More Than 50%Holdings of More Than 50%

Controlling Interest
 

-
 

When one corporation acquires a 
voting interest of more than 50 percent in another 
corporation

Investor is referred to as the parent.

Investee is referred to as the subsidiary.

Investment in the subsidiary is reported on the 
parent’s books as a long-term investment.

Parent generally prepares consolidated financial 
statements.

LO 4  Describe the use of consolidated financial statements.LO 4  Describe the use of consolidated financial statements.
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Valuing and Reporting InvestmentsValuing and Reporting InvestmentsValuing and Reporting Investments

Categories of Securities

Companies classify debt and stock investments 
into three categories:

Trading securities

Available-for-sale securities 

Held-to-maturity securities

These guidelines apply to all debt securities and all stock 
investments in which the holdings are less than 20%.

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Valuing and Reporting InvestmentsValuing and Reporting InvestmentsValuing and Reporting Investments

Trading Securities
Companies hold trading securities with the 
intention of selling them in a short period. 

Trading means frequent buying and selling.

Companies report trading securities at fair 
value, and report changes from cost as part of 
net income.

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.



Chapter 
16-28

Valuing and Reporting InvestmentsValuing and Reporting InvestmentsValuing and Reporting Investments

Available-for-Sale Securities
Companies hold available-for-sale securities 
with the intent of selling these investments 
sometime in the future. 

These securities can be classified as current 
assets or as long-term assets, depending on the 
intent of management.

Companies report securities at fair value, and 
report changes from cost as a component of the 
stockholders’

 
equity section.

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.



Chapter 
16-29

Marketable securities bought and held primarily for 
sale in the near term are classified as:  

a.
 

available-for-sale securities.  
b.

 
held-to-maturity securities.  

c.
 

stock securities.  
d.

 
trading securities

QuestionQuestion

Valuing and Reporting InvestmentsValuing and Reporting InvestmentsValuing and Reporting Investments

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Problem:Problem:
 

Loxley Company has the following portfolio of 
securities at September 30, 2008, its last reporting date.

Trading SecuritiesTrading SecuritiesTrading Securities

Trading Securities Cost Fair Value
Dan Fogelberg, Inc. common (5,000 shares) 225,000$    200,000$    
Petra, Inc. preferred (3,500 shares) 133,000       140,000       
Tim Weisberg Corp. common (1,000 shares) 180,000       179,000       

On Oct. 10, 2008, the Fogelberg shares were sold at a price 
of $54 per share. In addition, 3,000 shares of Los Tigres 
common stock were acquired at $59.50 per share on Nov. 2, 
2008. The Dec. 31, 2008, fair values were: Petra $96,000, 
Los Tigres $132,000, and the Weisberg common $193,000. 

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Problem:Problem:
 

Prepare the journal entries to record the sale, 
purchase, and adjusting entries related to the trading 
securities

 
in the last quarter of 2008.

Portfolio at September 30, 2008

Trading Securities Cost Fair Value
Dan Fogelberg, Inc. common (5,000 shares) 225,000$    200,000$    
Petra, Inc. preferred (3,500 shares) 133,000       140,000       
Tim Weisberg Corp. common (1,000 shares) 180,000       179,000       

538,000$    519,000$     

Market Adjustment Market Adjustment ––

 

Trading (account balance)Trading (account balance)

 

($19,000)($19,000)

Trading SecuritiesTrading SecuritiesTrading Securities

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Problem:Problem:
 

On Oct. 10, the Fogelberg shares were sold at a 
$54 per share.  In addition, 3,000 shares of Los Tigres 
common stock were acquired at $59.50 per share on Nov. 2.

Cash  (5,000 x $54)

 

270,000
Trading securities 225,000

October 10, 2008 (Fogelberg):

Gain on sale   45,000

Trading securities
 

(3,000 x $59.50)

 

178,500
Cash

 
178,500

November 2, 2008 (Los Tigres):

Trading SecuritiesTrading SecuritiesTrading Securities

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Problem:  Problem:  Portfolio at December 31, 2008
Unrealized

Trading Securities Cost Fair Value Gain (Loss)
Petra, Inc. preferred 133,000$     96,000$      (37,000)$     
Tim Weisberg Corp. common 180,000       193,000       13,000         
Los Tigres common 178,500       132,000       (46,500)       

491,500$     421,000$     (70,500)       

Prior market adjustment balance (19,000)        
Market fair value adjustment (51,500)$     

Unrealized loss -
 

Income
 

51,500
Market adjustment -

 
Trading

 
51,500

December 31, 2008:

Trading SecuritiesTrading SecuritiesTrading Securities

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Problem:Problem:
 

How would the entries change if the securities 
were classified as available-for-sale?

The entries would be the same The entries would be the same except that the
Unrealized Gain or Loss—Equity account is used 
instead of Unrealized Gain or Loss—Income. 
The unrealized loss would be deducted from the 
stockholders’

 
equity section rather than charged to 

the income statement.

Available-for-Sale SecuritiesAvailableAvailable--forfor--Sale SecuritiesSale Securities

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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An unrealized loss on available-for-sale securities is:  
a.

 
reported under Other Expenses and Losses in 
the income statement.  

b.
 

closed-out at the end of the accounting period.  
c.

 
reported as a separate component of 
stockholders' equity.  

d.
 

deducted from the cost of the investment.

QuestionQuestion

Available-for-Sale SecuritiesAvailableAvailable--forfor--Sale SecuritiesSale Securities

LO 5  Indicate how debt and stock investments LO 5  Indicate how debt and stock investments 
are reported in financial statements.are reported in financial statements.
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Also called marketable securities,
 

are securities 
held by a company that are 

(1)
 

readily marketable and 

(2)
 

intended to be converted into cash within the 
next year or operating cycle, whichever is 
longer.

ShortShort--Term InvestmentsTerm Investments

Balance Sheet PresentationBalance Sheet PresentationBalance Sheet Presentation

LO 6  Distinguish between short-term and long-term investments.

Investments that do not meet both criteria are 
classified as long-term investments.
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Nonoperating items related to investments

Presentation of Realized and Unrealized Gain Presentation of Realized and Unrealized Gain 
or Lossor Loss

Balance Sheet PresentationBalance Sheet PresentationBalance Sheet Presentation

LO 6  Distinguish between short-term and long-term investments.

Illustration 16-10
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Realized and Unrealized Gain or LossRealized and Unrealized Gain or Loss

Balance Sheet PresentationBalance Sheet PresentationBalance Sheet Presentation

LO 6  Distinguish between short-term and long-term investments.

Unrealized gain or loss on available-for-sale 
securities are reported as a separate component of 
stockholders’

 
equity. Illustration 16-11
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Balance Sheet PresentationBalance Sheet PresentationBalance Sheet Presentation

LO 6  Distinguish between short-term and long-term investments.

Illustration 16-12Classified Balance Sheet (partial)Classified Balance Sheet (partial)
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”
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CHAPTER 17CHAPTER CHAPTER 1717

STATEMENT OF CASH FLOWSSTATEMENT OF CASH FLOWS

Accounting Principles,  Eighth Edition
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1.
 

Indicate the usefulness of the statement of 
cash flows.

2.
 

Distinguish among operating, investing, and 
financing activities.

3.
 

Prepare a statement of cash flows using the 
indirect method.

4.
 

Analyze the statement of cash flows.

Study ObjectivesStudy ObjectivesStudy Objectives
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The Statement 
of Cash Flows: 
Usefulness and 

Format 

The Statement The Statement 
of Cash Flows: of Cash Flows: 
Usefulness and Usefulness and 

FormatFormat

Preparing the 
Statement of 
Cash Flows— 

Indirect Method 

Preparing the Preparing the 
Statement of Statement of 
Cash FlowsCash Flows—— 

Indirect MethodIndirect Method

Using Cash 
Flows to 

Evaluate a 
Company 

Using Cash Using Cash 
Flows to Flows to 

Evaluate a Evaluate a 
CompanyCompany

UsefulnessUsefulness
ClassificationsClassifications
Significant Significant 
noncash activitiesnoncash activities
FormatFormat
PreparationPreparation
Indirect and direct Indirect and direct 
methodsmethods

Step 1: Operating Step 1: Operating 
activitiesactivities
Step 2: Investing Step 2: Investing 
and financing and financing 
activitiesactivities
Step 3: Net Step 3: Net 
change in cashchange in cash

Free cash flowFree cash flow

Statement of Cash FlowsStatement of Cash FlowsStatement of Cash Flows



Chapter 
17-5 LO 1  Indicate the usefulness of the statement of cash flows.

Provides information to help assess:
1.

 
Entity’s ability to generate future cash flows.

2.
 

Entity’s ability to pay dividends and obligations.

3.
 

Reasons for difference between net income and net 
cash provided (used) by operating activities.

4.
 

Cash investing and financing transactions during 
the period.

Usefulness of the Statement of Cash FlowsUsefulness of the Statement of Cash FlowsUsefulness of the Statement of Cash Flows



Chapter 
17-6 LO 2  Distinguish among operating, investing, and financing activities.

Classification of Cash FlowsClassification of Cash FlowsClassification of Cash Flows

Income 
Statement 

Items

Operating 
Activities

Generally 
Long-Term 

Asset Items

Investing
 Activities

Generally 
Long-Term 

Liability      
and         

Equity Items

Financing
 Activities
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Classification of Typical Inflows and Outflows 

Classification of Cash FlowsClassification of Cash FlowsClassification of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.

Operating activities -
 

Income statement items
Cash inflows:

From sale of goods or services.
From interest received and dividends received.

Cash outflows:
To suppliers for inventory.
To employees for services.
To government for taxes.
To lenders for interest.
To others for expenses.

Illustration 17-1
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Classification of Typical Inflows and Outflows 

Classification of Cash FlowsClassification of Cash FlowsClassification of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.

Investing activities
 

-
 

Changes in investments and long-
 term assets

Cash inflows:
From sale of property, plant, and equipment.
From sale of investments in debt or equity securities.
From collection of principal on loans to other entities.

Cash outflows:
To purchase property, plant, and equipment.
To purchase investments in debt or equity securities.        
To make loans to other entities.

Illustration 17-1
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Classification of Typical Inflows and Outflows 

Classification of Cash FlowsClassification of Cash FlowsClassification of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.

Financing activities -
 

Changes in long-term liabilities 
and stockholders’

 
equity

Cash inflows:
From sale of common stock.
From issuance of long-term debt (bonds and notes).

Cash outflows:
To stockholders as dividends.
To redeem long-term debt or reacquire capital stock

(treasury stock).

Illustration 17-1
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Significant Noncash Activities
1. Issuance of common stock to purchase assets.
2. Conversion of bonds into common stock.
3. Issuance of debt to purchase assets.
4. Exchanges of plant assets.

Companies report these activities in either a separate 
schedule

 
at the bottom of the statement of cash flows 

or in a separate note
 

or supplementary schedule to the 
financial statements.

Classification of Cash FlowsClassification of Cash FlowsClassification of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.



Chapter 
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Order of Presentation:

1.
 

Operating activities. 

2.
 

Investing activities.

3.
 

Financing activities.

The cash flows from operating activities section 
always appears first, followed by the investing 
and financing sections.

Direct Method

Indirect Method

Format of the Statement of Cash FlowsFormat of the Statement of Cash FlowsFormat of the Statement of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.
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Format of the Statement of Cash FlowsFormat of the Statement of Cash FlowsFormat of the Statement of Cash Flows

LO 2  Distinguish among operating, investing, and financing activities.

Illustration 17-2
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Three Sources of Information:
1.

 
Comparative balance sheets

2.
 

Current income statement
3.

 
Additional information

LO 2 Identify the major classifications of cash flows.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows

Three Major Steps: Illustration 17-3



Chapter 
17-14 LO 2 Identify the major classifications of cash flows.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows

Three Major Steps: Illustration 17-3
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Indirect and Direct Methods

Companies favor the indirect 
method for two reasons: 
1.

 
It is easier and less costly 
to prepare, and 

2.
 

It focuses on the 
differences between net 
income and net cash flow 
from operating activities.

LO 2 Identify the major classifications of cash flows.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows



Chapter 
17-16 LO 3  Prepare a statement of cash flows using the indirect method.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows

Demonstration 
Problem

Indirect 
Method

Illustration 17-4



Chapter 
17-17 LO 3  Prepare a statement of cash flows using the indirect method.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows

Indirect 
Method

Illustration 17-4

Demonstration 
Problem



Chapter 
17-18 LO 3  Prepare a statement of cash flows using the indirect method.

Preparing the Statement of Cash FlowsPreparing the Statement of Cash FlowsPreparing the Statement of Cash Flows

Additional information for 2008:
1. The company declared and paid a $29,000 cash dividend.
2. Issued $110,000 of long-term bonds in direct exchange for land.
3. A building costing $120,000 and equipment costing $25,000 were purchased for cash.
4. The company sold equipment with a book value of $7,000 (cost $8,000, less accumulated 

depreciation $1,000) for $4,000 cash.
5. Issued common stock for $20,000 cash.
6. Depreciation expense was comprised of $6,000 for building and $3,000 for equipment.

Illustration 17-4

Demonstration 
Problem
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Step 1: Operating Activities
Determine net cash provided/used by operating 
activities by converting net income from an accrual 
basis to a cash basis.

LO 3  Prepare a statement of cash flows using the indirect method.

Preparing the Statement of Cash Flows –
 Indirect Method

 

Preparing the Statement of Cash Flows Preparing the Statement of Cash Flows ––
 Indirect MethodIndirect Method

Common adjustments to Net Income (Loss):
Add back non-cash expenses (depreciation and 
amortization expense).
Deduct gains and add losses.
Changes in current assets and current liabilities.



Chapter 
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Which is an example of a cash flow from an 
operating activity?

a.
 

Payment of cash to lenders for interest.
b.

 
Receipt of cash from the sale of capital stock.

c.
 

Payment of cash dividends to the company’s 
stockholders.

d.
 

None of the above.

QuestionQuestion

LO 3  Prepare a statement of cash flows using the indirect method.

Step 1: Operating ActivitiesStep 1: Operating ActivitiesStep 1: Operating Activities



Chapter 
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Depreciation Expense
Although depreciation expense reduces net income, it 
does not reduce cash.  Depreciation is a noncash 
charge.  The company must add it back to net income. 

LO 3  Prepare a statement of cash flows using the indirect method.

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           

Net cash provided by operating activities 154,000$      

Illustration 17-6

Step 1: Operating ActivitiesStep 1: Operating ActivitiesStep 1: Operating Activities



Chapter 
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Loss on Sale of Equipment
Because companies report as a source of cash in the 
investing activities section the actual amount of cash 
received from the sale:

Any loss
 

on sale is added
 

to net income in the 
operating section.

Any gain
 

on sale is deducted
 

from net income in 
the operating section. 

LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities



Chapter 
17-23 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           
Loss on sale of equipment 3,000           

Net cash provided by operating activities 157,000$      

Illustration 17-7

Loss on Sale of Equipment
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Changes to Noncash Current Asset Accounts
When the Accounts Receivable balance

 
decreases, cash 

receipts are higher than revenue earned under the 
accrual basis. 

LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Therefore, the company adds to net income the amount 
of the decrease in accounts receivable. 

Accounts Receivable

1/1/08 Balance  30,000
Revenues  507,000

Receipts from customers 517,000

12/31/08 Balance  20,000

Illustration 17-8



Chapter 
17-25 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          

Net cash provided by operating activities 167,000$      

Illustration 17-9

Changes to Noncash Current Asset Accounts



Chapter 
17-26

When the Inventory balance
 

increases, the cost of 
merchandise purchased exceeds the cost of goods sold.  

LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Changes to Noncash Current Asset Accounts

Merchandise Inventory

1/1/08 Balance  10,000
Purchases  155,000

Cost of goods sold 150,000

12/31/08 Balance  15,000

As a result, cost of goods sold does not reflect cash 
payments made for merchandise.  The company deducts 
from net income this inventory increase.



Chapter 
17-27 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          
Increase in inventory (5,000)          

Net cash provided by operating activities 162,000$      

Illustration 17-9

Changes to Noncash Current Asset Accounts
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When the Prepaid Expense balance
 

increases, cash paid 
for expenses is higher than expenses reported on an 
accrual basis.  The company deducts the decrease from 
net income to arrive at net cash provided by operating 
activities.

If prepaid expenses decrease, reported expenses are 
higher than the expenses paid.

LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Changes to Noncash Current Asset Accounts



Chapter 
17-29 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          
Increase in inventory (5,000)          
Increase in prepaid expenses (4,000)          

Net cash provided by operating activities 158,000$      

Illustration 17-9

Changes to Noncash Current Asset Accounts



Chapter 
17-30

Changes to Noncash Current Liability Accounts
When Accounts Payable increases, this means the 
company received more in goods than it actually paid for.  
The increase is added to net income to determine net 
cash provided by operating activities.

When Income Tax Payable decreases, this means the 
income tax expense reported on the income statement 
was less than the amount of taxes paid during the period.   
The decrease is subtracted from net income to 
determine net cash provided by operating activities.

LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities



Chapter 
17-31 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Cash flows from operating activities:
Net income 145,000$      
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          
Increase in inventory (5,000)          
Increase in prepaid expenses (4,000)          
Increase in accounts payable 16,000          
Decrease in income taxes payable (2,000)          

Net cash provided by operating activities 172,000$      

Illustration 17-10

Changes to Noncash Current Liability Accounts



Chapter 
17-32 LO 3  Prepare a statement of cash flows using the indirect method.

Operating ActivitiesOperating ActivitiesOperating Activities

Illustration 17-11Summary of Conversion to Net 
Cash Provided by Operating 
Activities—Indirect Method



Chapter 
17-33

From the additional information, the company purchased land
 of $110,000 by issuing long-term bonds.  This is a significant 

noncash investing
 

and financing
 

activity that merits disclosure 
in a separate schedule.

LO 3  Prepare a statement of cash flows using the indirect method.

Step 2: Investing and Financing ActivitiesStep 2: Investing and Financing ActivitiesStep 2: Investing and Financing Activities

Land

1/1/08 Balance  20,000
Issued bonds  110,000

12/31/08 Balance  130,000

Bonds Payable

1/1/08 Balance  20,000
For land  110,000

12/31/08 Balance  130,000



Chapter 
17-34 LO 3  Prepare a statement of cash flows using the indirect method.

Net cash provided by operating activities 172,000        
Cash flows from investing activities:

Purchase of building (120,000)       
Purchase of equipment (25,000)        
Sale of equipment 4,000           

Net cash used by investing activities (141,000)       
Cash flows from financing activities:

Issuance of common stock 20,000          
Payment of cash dividends (29,000)        

Net cash used by financing activities (9,000)          
Net increase in cash 22,000          
Cash at beginning of period 33,000          
Cash at end of period 55,000$        

Disclosure: Issuance of bonds to purchase land 110,000$      

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities Illustration 17-13

Partial statement



Chapter 
17-35

From the additional information, the company acquired 
an office building

 
for $120,000 cash.  This is a cash 

outflow reported in the investing
 

section.

LO 3  Prepare a statement of cash flows using the indirect method.

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities

1/1/08 Balance  40,000
Office building  120,000

12/31/08 Balance  160,000

Building



Chapter 
17-36 LO 3  Prepare a statement of cash flows using the indirect method.

Net cash provided by operating activities 172,000        
Cash flows from investing activities:

Purchase of building (120,000)       
Purchase of equipment (25,000)        
Sale of equipment 4,000           

Net cash used by investing activities (141,000)       
Cash flows from financing activities:

Issuance of common stock 20,000          
Payment of cash dividends (29,000)        

Net cash used by financing activities (9,000)          
Net increase in cash 22,000          
Cash at beginning of period 33,000          
Cash at end of period 55,000$        

Disclosure: Issuance of bonds to purchase land 110,000$      

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities Illustration 17-13

Partial statement



Chapter 
17-37

The additional information explains that the equipment 
increase resulted from two transactions: (1) a purchase of 
equipment of $25,000, and (2) the sale for $4,000 of 
equipment costing $8,000. 

LO 3  Prepare a statement of cash flows using the indirect method.

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities

1/1/08 Balance  10,000
Purchase  25,000

12/31/08 Balance  27,000

Equipment sold  8,000

Cash 4,000
Accumulated depreciation 1,000
Loss on sale of equipment 3,000

Equipment 8,000

Journal 
Entry

Equipment



Chapter 
17-38 LO 3  Prepare a statement of cash flows using the indirect method.

Statement 
of Cash 
Flows

 

Statement Statement 
of Cash of Cash 
FlowsFlows

Cash flows from operating activities:
Net income 145,000$      

Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          
Increase in inventory (5,000)          
Increase in prepaid expenses (4,000)          
Increase in accounts payable 16,000          
Decrease in income taxes payable (2,000)          

Net cash provided by operating activities 172,000        
Cash flows from investing activities:

Purchase of building (120,000)       
Purchase of equipment (25,000)        
Sale of equipment 4,000           

Net cash used by investing activities (141,000)       
Cash flows from financing activities:

Issuance of common stock 20,000          
Payment of cash dividends (29,000)        

Net cash used by financing activities (9,000)          
Net increase in cash 22,000          
Cash at beginning of period 33,000          
Cash at end of period 55,000$        

Illustration 17-13

Indirect 
Method



Chapter 
17-39

The additional information notes that the increase in 
common stock resulted from the issuance of new shares.

LO 3  Prepare a statement of cash flows using the indirect method.

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities

1/1/08 Balance  50,000
Shares sold  20,000

12/31/08 Balance  70,000

Common Stock



Chapter 
17-40 LO 3  Prepare a statement of cash flows using the indirect method.

Net cash provided by operating activities 172,000        
Cash flows from investing activities:

Purchase of building (120,000)       
Purchase of equipment (25,000)        
Sale of equipment 4,000           

Net cash used by investing activities (141,000)       
Cash flows from financing activities:

Issuance of common stock 20,000          
Payment of cash dividends (29,000)        

Net cash used by financing activities (9,000)          
Net increase in cash 22,000          
Cash at beginning of period 33,000          
Cash at end of period 55,000$        

Disclosure: Issuance of bonds to purchase land 110,000$      

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities Illustration 17-13

Partial statement



Chapter 
17-41

Retained earnings increased $116,000 during the year.  This 
increase can be explained by two factors: (1) Net income of 
$145,000 increased retained earnings. (2) Dividends of 
$29,000 decreased retained earnings

LO 3  Prepare a statement of cash flows using the indirect method.

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities

1/1/08 Balance  48,000
Net income  145,000

12/31/08 Balance  164,000

Dividends  29,000

Retained Earnings



Chapter 
17-42 LO 3  Prepare a statement of cash flows using the indirect method.

Statement 
of Cash 
Flows

 

Statement Statement 
of Cash of Cash 
FlowsFlows

Cash flows from operating activities:
Net income 145,000$      

Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation expense 9,000           
Loss on sale of equipment 3,000           
Decrease in accounts receivable 10,000          
Increase in inventory (5,000)          
Increase in prepaid expenses (4,000)          
Increase in accounts payable 16,000          
Decrease in income taxes payable (2,000)          

Net cash provided by operating activities 172,000        
Cash flows from investing activities:

Purchase of building (120,000)       
Purchase of equipment (25,000)        
Sale of equipment 4,000           

Net cash used by investing activities (141,000)       
Cash flows from financing activities:

Issuance of common stock 20,000          
Payment of cash dividends (29,000)        

Net cash used by financing activities (9,000)          
Net increase in cash 22,000          
Cash at beginning of period 33,000          
Cash at end of period 55,000$        

Illustration 17-13

Indirect 
Method



Chapter 
17-43

Which is an example of a cash flow from an investing 
activity?

a.
 

Receipt of cash from the issuance of bonds 
payable.

b.
 

Payment of cash to repurchase outstanding 
capital stock. 

c.
 

Receipt of cash from the sale of equipment.
d.

 
Payment of cash to suppliers for inventory.

QuestionQuestion

LO 3  Prepare a statement of cash flows using the indirect method.

Investing and Financing ActivitiesInvesting and Financing ActivitiesInvesting and Financing Activities



Chapter 
17-44

Free Cash Flow 

Free cash flow
 

describes the cash remaining from 
operations after adjustment for capital expenditures 
and dividends.

LO 4  Analyze the statement of cash flows.

Using Cash Flows to Evaluate a CompanyUsing Cash Flows to Evaluate a CompanyUsing Cash Flows to Evaluate a Company



Chapter 
17-45

Appendix 17A  Using a Worksheet to Prepare the 
Statement of Cash Flows-Indirect Method

LO 5 Explain how to use a worksheet to prepare the statement of cash flows 
using the indirect method. 

Illustration 17B-2



Chapter 
17-46

Appendix 17A  Using a Worksheet to Prepare the 
Statement of Cash Flows-Indirect Method

LO 5 Explain how to use a worksheet to prepare the statement of cash flows 
using the indirect method. 

Preparing a Worksheet
1. In the balance sheet accounts section, list accounts with 

debit balances separately from those with credit 
balances.

2. Enter the reconciling columns of the worksheet the data 
that explain the changes in the balance sheet accounts 
other than cash and their effects on the statement of 
cash flows.

3. Enter the cash line and at the bottom of the worksheet 
the increase or decrease in cash.  This entry should 
enable the totals of the reconciling columns to be in 
agreement.



Chapter 
17-47

Appendix 17 B  Statement of Cash Flows-Direct 
Method

LO 6   Prepare a statement of cash flows using the direct method.

1. Under the direct method, companies compute net cash 
provided by operating activities by adjusting each item 
in the income statement from the accrual basis to the 
cash basis.

2. To simplify and condense the operating activities section, 
companies report only major classes of operating 
cash receipts and cash payments.

3. For these major classes, the difference between cash 
receipts  and cash payments is the net cash provided by 
operating activities.



Chapter 
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Appendix 17 B  Statement of Cash Flows-Direct 
Method

LO 6   Prepare a statement of cash flows using the direct method.

Illustration 17B-2



Chapter 
17-49

Appendix 17 B  Statement of Cash Flows-Direct 
Method

LO 6   Prepare a statement of cash flows using the direct method.

Illustration 17B-5

Determining Cash Receipts from Customers



Chapter 
17-50

Appendix 17 B  Statement of Cash Flows-Direct 
Method

LO 6   Prepare a statement of cash flows using the direct method.

Illustration 17B-9

Determining Cash Payments to Suppliers for 
Inventory



Chapter 
17-51

Appendix 17 B  Statement of Cash Flows-Direct 
Method

LO 6   Prepare a statement of cash flows using the direct method.

Illustration 17B-11

Determining Cash Payments for Operating Expenses
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CHAPTER 18CHAPTER CHAPTER 1818

Financial Statement 
Analysis 

Financial Statement 
Analysis

Accounting Principles,  Eighth Edition



Chapter 
18-3

1.
 

Discuss the need for comparative analysis.

2.
 

Identify the tools of financial statement analysis.

3.
 

Explain and apply horizontal analysis.

4.
 

Describe and apply vertical analysis.

5.
 

Identify and compute ratios used in analyzing a 
firm’s liquidity, profitability, and solvency.

6.
 

Understand the concept of earning power, and how 
irregular items are presented.

7.
 

Understand the concept of quality of earnings.

Study ObjectivesStudy ObjectivesStudy Objectives



Chapter 
18-4

Balance Balance 
sheetsheet
Income Income 
statementstatement
Retained Retained 
earnings earnings 
statementstatement

Basics of 
Financial 
Statement 
Analysis 

Basics of Basics of 
Financial Financial 
Statement Statement 
AnalysisAnalysis

Horizontal 
and Vertical 

Analysis 

Horizontal Horizontal 
and Vertical and Vertical 

AnalysisAnalysis

Ratio 
Analysis 

Ratio Ratio 
AnalysisAnalysis

Earning 
Power and 
Irregular 

Items 

Earning Earning 
Power and Power and 
Irregular Irregular 

ItemsItems

Quality of 
Earnings 
Quality of Quality of 
EarningsEarnings

Need for Need for 
comparative comparative 
analysisanalysis
Tools of Tools of 
analysisanalysis

LiquidityLiquidity
ProfitabilityProfitability
SolvencySolvency
SummarySummary

Discontinued Discontinued 
operationsoperations
Extraordinary Extraordinary 
itemsitems
Changes in Changes in 
accounting accounting 
principleprinciple
ComprehensiveComprehensive 
incomeincome

Alternative Alternative 
accounting accounting 
methodsmethods
Pro forma Pro forma 
incomeincome
Improper Improper 
recognitionrecognition

Financial Statement AnalysisFinancial Statement AnalysisFinancial Statement Analysis



Chapter 
18-5

Analyzing financial statements involves:

Basics of Financial Statement AnalysisBasics of Financial Statement AnalysisBasics of Financial Statement Analysis

Characteristics Comparison 
Bases

Tools of 
Analysis

Liquidity
Profitability
Solvency

Intracompany 
Industry 
averages 
Intercompany 

Horizontal
Vertical
Ratio

LO 1    Discuss the need for comparative analysis.
LO 2    Identify the tools of financial statement analysis.



Chapter 
18-6 LO 3  Explain and apply horizontal analysis.

Horizontal AnalysisHorizontal AnalysisHorizontal Analysis

Horizontal analysis, also called trend analysis, is a 
technique for evaluating a series of financial 
statement data over a period of time. 

Its purpose
 

is to determine the increase or decrease 
that has taken place.

Horizontal analysis is commonly applied to the balance 
sheet, income statement, and statement of retained 
earnings.



Chapter 
18-7 LO 3  Explain and apply horizontal analysis.

Horizontal AnalysisHorizontal AnalysisHorizontal Analysis
Exercise:

 
The comparative condensed balance sheets of 

Ramsey Corporation are presented below.

Instructions:
 

Prepare a horizontal analysis
 

of the balance 
sheet data for Ramsey Corporation using 2008 as a base.

2009 2008
Current assets 76,000$   80,000$    
PP&E 99,000     90,000      
Intangibles 25,000     40,000      

Total assets 200,000$ 210,000$  

Current liabilities 40,800$   48,000$    
Long-term liabilties 143,000   150,000    
Stockholders' equity 16,200     12,000      

Total liabilities & equity 200,000$ 210,000$  



Chapter 
18-8 LO 3  Explain and apply horizontal analysis.

Horizontal AnalysisHorizontal AnalysisHorizontal Analysis

Increase Percentage
2009 2008 (Decrease) Change

Current assets 76,000$   80,000$    (4,000)$    -5.0%
PP&E 99,000     90,000      9,000       10.0%
Intangibles 25,000     40,000      (15,000)    -37.5%

Total assets 200,000$ 210,000$  (10,000)$  -4.8%

Current liabilities 40,800$   48,000$    (7,200)$    -15.0%
Long-term liabilties 143,000   150,000    (7,000)     -4.7%
Stockholders' equity 16,200     12,000      4,200       35.0%

Total liabilities & equity 200,000$ 210,000$  (10,000)$  -4.8%

Exercise:
 

The comparative condensed balance sheets of 
Ramsey Corporation are presented below.

Instructions:
 

Prepare a horizontal analysis
 

of the balance 
sheet data for Ramsey Corporation using 2008 as a base.



Chapter 
18-9 LO 4  Describe and apply vertical analysis.

Vertical AnalysisVertical AnalysisVertical Analysis

Vertical analysis, also called common-size analysis, is 
a technique that expresses each financial statement 
item as a percent of a base amount. 

On an income statement, we might say that selling 
expenses are 16% of net sales.

Vertical analysis is commonly applied to the balance 
sheet and the income statement.



Chapter 
18-10

2009 2008
Amount Amount

Net sales 600,000$  500,000$  
Cost of goods sold 483,000    420,000    

Gross profit 117,000    80,000      
Operating expense 57,200      44,000      

Net income 59,800$    36,000$    

Exercise:
 

The comparative condensed income statements 
of Hendi Corporation are shown below.

Instructions:
 

Prepare a vertical analysis
 

of the income 
statement data for Hendi Corporation in columnar form 
for both years.

LO 4  Describe and apply vertical analysis.

Vertical AnalysisVertical AnalysisVertical Analysis



Chapter 
18-11

Amount Percent Amount Percent
Net sales 600,000$  100.0% 500,000$  100.0%
Cost of goods sold 483,000    80.5% 420,000    84.0%

Gross profit 117,000    19.5% 80,000      16.0%
Operating expense 57,200      9.5% 44,000      8.8%

Net income 59,800$    10.0% 36,000$    7.2%

2009 2008

Exercise:
 

The comparative condensed income statements 
of Hendi Corporation are shown below.

Instructions:
 

Prepare a vertical analysis
 

of the income 
statement data for Hendi Corporation in columnar form 
for both years.

LO 4  Describe and apply vertical analysis.

Vertical AnalysisVertical AnalysisVertical Analysis



Chapter 
18-12

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Ratio analysis
 

expresses the relationship among 
selected items of financial statement data.

LiquidityLiquidity ProfitabilityProfitability SolvencySolvency

Measures short-

 term ability of 
the company to 
pay its maturing 

obligations and to 
meet unexpected 
needs for cash.

Financial Ratio Classifications

Measures the 
income or 

operating success 
of a company for 
a given period of 

time.

Measures the 
ability of the 
company to 

survive over a 
long period of 

time.



Chapter 
18-13

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

The discussion of ratios will                      
include the following types of 
comparisons.

A single ratio
 

by itself is not very meaningful.  



Chapter 
18-14

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Liquidity RatiosLiquidity Ratios

Measure the short-term ability of the company to pay 
its maturing obligations and to meet unexpected needs 
for cash. 

Short-term creditors such as bankers and 
suppliers are particularly interested in assessing 
liquidity. 

Ratios include the current ratio, the acid-test 
ratio, receivables turnover, and inventory 
turnover.



Chapter 
18-15

2009 2008
Net sales 1,818,500$  1,750,500$  
Cost of goods sold 1,011,500   996,000      
Gross profit 807,000      754,500      
Selling and administrative expenses 506,000      479,000      
Income from operations 301,000      275,500      
Other expenses and losses:
Interest expense 18,000       14,000       

Income before income taxes 283,000      261,500      
Income tax expense 84,000       77,000       
Net income 199,000$    184,500$     

Taylor Tool Company
Income Statement

For the Year Ended December 31

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Illustration



Chapter 
18-16

Assets 2009 2008

Current assets
Cash 60,100$      64,200$      
Short-term investments 69,000       50,000       
Accounts receivable (net) 107,800      102,800      
Inventory 133,000      115,500      
Total current assets 369,900      332,500      

Plant assets (net) 600,300      520,300      
Total assets 970,200$    852,800$     

Taylor Tool Company
Balance Sheets
December 31

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis



Chapter 
18-17

Liabilities and Stockholders' Equity 2009 2008
Current liabilities
Accounts payable 160,000$    145,400$     
Income taxes payable 43,500       42,000       
Total current liabilities 203,500      187,400      

Bonds payable 200,000      200,000      
Total liabilities 403,500      387,400      

Stockholders' equity
Common stock ($5 par) 280,000      300,000      
Retained earnings 286,700      165,400      
Total stockholders' equity 566,700      465,400      

Total liabilities and equity 970,200$    852,800$     

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

All sales were on account. The allowance for doubtful accounts was 
$3,200 on December 31, 2009, and $3,000 on December 31, 2008.



Chapter 
18-18

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio Analysis Ratio Analysis Ratio Analysis 

Compute the Current Ratio
 

for 2009.

The ratio of 1.82:1 means that for every dollar of 
current liabilities, the company has $1.82 of 
current assets.

Current Assets

Current Liabilities  
=

 
Current Ratio

$369,900

$203,500  
=

 
1.82 : 1

Liquidity RatiosLiquidity Ratios



Chapter 
18-19

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Acid-Test Ratio
 

for 2009.

The acid-test ratio measures immediate liquidity. 

Cash + Short-Term Investments + Receivables (Net)

Current Liabilities  
Acid-Test 

Ratio

$60,100 + $69,000 + $107,800

$203,500  
=

 
1.16 : 1

=

Liquidity RatiosLiquidity Ratios



Chapter 
18-20

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Receivables Turnover
 

ratio for 2009.

It measures the number of times, on average, the 
company collects receivables during the period.

$1,818,500

($107,800 + $102,800) / 2  
=

 
17.3 times

Net Credit Sales

Average Net Receivables  
Receivables 
Turnover=

Liquidity RatiosLiquidity Ratios



Chapter 
18-21

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

A variant of the receivables turnover ratio is to convert 
it to an average collection period

 
in terms of days.

This means that receivables are collected on average 
every 21 days.

$1,818,500

($107,800 + $102,800) / 2  
=

 
17.3 times

Liquidity RatiosLiquidity Ratios

365 days / 17.3 times = every 21.1 days

Receivables Turnover



Chapter 
18-22

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Inventory Turnover
 

ratio for 2009.

Inventory turnover measures the number of times, 
on average, the inventory is sold during the period.

$1,011,500

($133,000 + $115,500) / 2  
=

 
8.1 times

Cost of Good Sold

Average Inventory  
Inventory 
Turnover=

Liquidity RatiosLiquidity Ratios



Chapter 
18-23

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

A variant of inventory turnover is the days in inventory.

Inventory turnover ratios vary considerably among 
industries.

Liquidity RatiosLiquidity Ratios

365 days / 8.1 times = every 45.1 days

$1,011,500

($133,000 + $115,500) / 2  
=

 
8.1 times

Inventory Turnover



Chapter 
18-24

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Profitability RatiosProfitability Ratios

Measure the income or operating success of a company 
for a given period of time. 

Income, or the lack of it, affects the company’s 
ability to obtain debt and equity financing,  
liquidity position, and the ability to grow.

Ratios include the profit margin, asset turnover, 
return on assets, return on common stockholders’
equity, earnings per share, price-earnings, and
payout ratio.



Chapter 
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Profit Margin
 

ratio for 2009.

Measures the percentage of each dollar of sales 
that results in net income.

$199,000

$1,818,500  
=

 
10.9% 

Net Income

Net Sales  
Profit 
Margin=

Profitability RatiosProfitability Ratios



Chapter 
18-26

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Asset Turnover
 

ratio for 2009.

Measures how efficiently a company uses its assets 
to generate sales.

$1,818,500 

($970,200 + $852,800) / 2  
=

 
2.0 times

Net Sales

Average Assets  
Asset 

Turnover=

Profitability RatiosProfitability Ratios



Chapter 
18-27

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Return on Assets
 

ratio for 2009.

An overall measure of profitability.

$199,000 

($970,200 + $852,800) / 2  
=

 
21.8% 

Net Income

Average Assets  
Return     

on Assets=

Profitability RatiosProfitability Ratios



Chapter 
18-28

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Return on Common Stockholders’
 Equity ratio for 2009.

Shows how many dollars of net income the company 
earned for each dollar invested by the owners.

$199,000 -
 

$0

($566,700 + $465,400) / 2  
=

 
38.6% 

Net Income –
 

Preferred Dividends

Average Common Stockholders’
 

Equity  

Return on 
Common 

Stockholders’
 Equity 

=

Profitability RatiosProfitability Ratios



Chapter 
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Earnings Per Share
 

for 2009.

A measure of the net income earned on each share 
of common stock.

$199,000 

57,000  (given)
=

 
$3.49 per share

Net Income

Weighted Average Common   
Shares Outstanding  

Earnings  
Per Share=

Profitability RatiosProfitability Ratios



Chapter 
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Price Earnings Ratio
 

for 2009.

The price-earnings (PE) ratio reflects investors’
 assessments of a company’s future earnings.

$25  (given)

$3.49
=

 
7.16 times

Market Price per Share of Stock

Earnings Per Share  

Price 
Earnings 
Ratio

=

Profitability RatiosProfitability Ratios



Chapter 
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Payout Ratio
 

for 2009.

Measures the percentage of earnings distributed in 
the form of cash dividends.

$77,700

$199,000
=

 
39%

Cash Dividends

Net Income  
Payout 
Ratio=

Profitability RatiosProfitability Ratios

*

* From analysis of retained earnings.



Chapter 
18-32

LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Solvency RatiosSolvency Ratios

Solvency ratios measure the ability of a company to 
survive over a long period of time.

Debt to total assets and times interest earned
are two ratios that provide information about 
debt-paying ability.



Chapter 
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Debt to Total Assets Ratio
 

for 2009.

Measures the percentage of the total assets that 
creditors provide.

$403,500

$970,200
=

 
41.6%

Total Debt

Total Assets  

Debt to 
Total Assets 

Ratio
=

Solvency RatiosSolvency Ratios
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LO 5  Identify and compute ratios used in analyzing 
a firm’s liquidity, profitability, and solvency.

Ratio AnalysisRatio AnalysisRatio Analysis

Compute the Times Interest Earned ratio for 2009.

Provides an indication of the company’s ability to 
meet interest payments as they come due.

$199,000 + $84,000 + $18,000

$18,000
=

 
16.7 times

Income before Income Taxes and 
Interest Expense

Interest Expense  

Times 
Interest 
Earned

=

Solvency RatiosSolvency Ratios
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LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items

Earning power
 

means the normal level of income to be 
obtained in the future.

“Irregular”
 

items are separately identified on the 
income statement.   Two types are:

1.
 

Discontinued operations.

2.
 

Extraordinary items.

These “irregular”
 

items are reported net of income 
taxes.
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Discontinued Operations
(a)

 
Refers to the disposal of a significant component 
of a business.

(b)
 

Report the income (loss) from discontinued 
operations in two parts: 

1.
 

income (loss) from operations (net of tax) 
and 

2.
 

gain (loss) on disposal (net of tax).

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Exercise:
 

McCarthy Corporation had after tax income 
from continuing operations of $55,000,000 in 2008.  During 
2008, it disposed of its restaurant division at a pretax loss 
of $270,000.  Prior to disposal, the division operated at a 
pretax loss of $450,000 in 2008.  Assume a tax rate of 
30%.  Prepare a partial income statement for McCarthy.  

Exercise:
 

McCarthy Corporation had after tax income 
from continuing operations of $55,000,000 in 2008.  During 
2008, it disposed of its restaurant division at a pretax loss 
of $270,000.  Prior to disposal, the division operated at a 
pretax loss of $450,000 in 2008.  Assume a tax rate of 
30%.  Prepare a partial income statement for McCarthy.  

Income from continuing operations

 

$55,000,000
Discontinued operations:

Loss from operations, net of $135,000 tax

 

315,000
Loss on disposal, net of $81,000 tax

 

189,000

Net income

 

$54,496,000

Total loss on discontinued operations

 

504,000

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Other revenue (expense):
Interest revenue 17,000        
Interest expense (21,000)      

Total other (4,000)        
Income before taxes 79,000       
Income tax expense 24,000       
Income from continuing operations 55,000       
Discontinued operations:
Loss from operations, net of tax 315        
Loss on disposal, net of tax 189        

Total loss on discontinued operations 504        
Net income 54,496$     

Income Statement (in thousands)
Sales 285,000$   
Cost of goods sold 149,000      

Discontinued Operations Discontinued Operations 
are reported after are reported after 

““Income from continuing Income from continuing 
operations.operations.””

Previously labeled as 
“Net Income”. 

Moved to

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Extraordinary items are nonrecurring material 
items that differ significantly from a company’s 
typical business activities.

An extraordinary item must be both of an 
Unusual Nature and 
Occur Infrequently

Company must consider the environment in which it 
operates.

Amounts reported “net of tax.”

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Are these considered Extraordinary Items?
(a) A large portion of a tobacco manufacturer’s 

crops are destroyed by a hail storm. Severe 
damage from hail storms in the locality where 
the manufacturer grows tobacco is rare.

(b)
 

A citrus grower's Florida crop is damaged by 
frost. 

(c)
 

Loss from sale of temporary investments.

(d)
 

Loss attributable to a labor strike.

YESYES

NONO

NONO

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

NONO

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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(d) Loss from flood damage.  (The nearby Black 
River floods every 2 to 3 years.)

(e)  An earthquake destroys one of the oil 
refineries owned by a large multi-national oil 
company.  Earthquakes are rare in this 
geographical location.

(f)
 

Write-down of obsolete inventory.

(g)
 

Expropriation of a factory by a foreign 
government.

NONO

YESYES

YESYES

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

NONO

Are these considered Extraordinary Items?

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Exercise:
 

McCarthy Corporation had after tax income from 
continuing operations of $55,000,000 in 2008.  In addition, 
it suffered an unusual and infrequent pretax loss of 
$770,000 from a volcano eruption. The corporation’s tax 
rate is 30%. Prepare a partial income statement for 
McCarthy Corporation beginning with income from continuing 
operations.

 

Exercise:
 

McCarthy Corporation had after tax income from 
continuing operations of $55,000,000 in 2008.  In addition, 
it suffered an unusual and infrequent pretax loss of 
$770,000 from a volcano eruption. The corporation’s tax 
rate is 30%. Prepare a partial income statement for 
McCarthy Corporation beginning with income from continuing 
operations.

Income from continuing operations

 

$55,000,000
Extraordinary loss, net of $231,000 tax

 

539,000

Net income

 

$54,461,000

($770,000 x 30% = $231,000 tax)

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Other revenue (expense):
Interest revenue 17,000        
Interest expense (21,000)      

Total other (4,000)        
Income before taxes 79,000       
Income tax expense 24,000       
Income from continuing operations 55,000       
Extraordinary loss, net of tax 539        
Net income 54,461$     

Income Statement (in thousands)
Sales 285,000$   
Cost of goods sold 149,000      

Extraordinary Items  Extraordinary Items  
are reported after are reported after 

““Income from continuing Income from continuing 
operations.operations.””

Previously labeled as 
“Net Income”. 

Moved to

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Interest expense (21,000)      
Total other (4,000)        

Income before taxes 79,000       
Income tax expense 24,000       
Income from continuing operations 55,000       
Discontinued operations:
Loss from operations, net of tax 315        
Loss on disposal, net of tax 189        

Total loss on discontinued operations 504        
Income before extraordinary item 54,496       
Extraordinary loss, net of tax 539        
Net income 53,957$     

Income Statement (in thousands)
Sales 285,000$   
Cost of goods sold 149,000      

Reporting when both     Reporting when both     
Discontinued Operations Discontinued Operations 

and              and              
Extraordinary Items    Extraordinary Items    

are present. are present. 

Discontinued 
Operations

 

Discontinued 
Operations

Extraordinary ItemExtraordinary Item

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Change in Accounting Principle
Occurs when the principle used in the current 
year is different from the one used in the 
preceding year.

Accounting rules permit a change if justified.

Changes are reported retroactively.

Example would include a change in inventory 
costing method such as FIFO to average cost.

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Income Statement (in thousands)
Sales 285,000$   
Cost of goods sold 149,000      

Gross profit 136,000      
Operating expenses:

Advertising expense 10,000        
Depreciation expense 43,000       

Total operating expense 53,000       
Income from operations 83,000       
Other revenue:

Interest revenue 17,000        
Total other 17,000        

Income before taxes 100,000      
Income tax expense 24,000       
Net income 76,000$     

Unrealized gains and 
losses on available-

 for-sale securities.
Plus other items

+

Reported in 
Stockholders’

 

Equity

Comprehensive Income

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items

All changes in stockholders’
 equity except those 

resulting from investments 
by stockholders and 
distributions to 
stockholders.
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Comprehensive Income
Why are gains and losses on available-for-sale 
securities excluded from net income? 

Because disclosing them separately 

1.
 

reduces the volatility of net income due to 
fluctuations in fair value, 

2.
 

yet informs the financial statement user of the 
gain or loss that would be incurred if the 
securities were sold at fair value.

LO 6  Understand the concept of earning power, 
and how irregular items are presented.

Earning Power and Irregular ItemsEarning Power and Irregular ItemsEarning Power and Irregular Items
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Companies have incentives to manage income
 

to 
meet or beat Wall Street expectations, so that

the market price of stock increases and

the value of stock options increase. 

A company that has a high quality of earnings
 provides full and transparent information that will 

not confuse or mislead users of the financial 
statements.

Quality of EarningsQuality of EarningsQuality of Earnings

LO 7  Understand the concept of quality of earnings.
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Alternative Accounting Methods
Variations among companies in the application of 
GAAP may hamper comparability and reduce 
quality of earnings.

Quality of EarningsQuality of EarningsQuality of Earnings

LO 7  Understand the concept of quality of earnings.

Pro Forma Income
Pro forma income usually excludes items that the 
company thinks are unusual or nonrecurring.

Some companies have abused the flexibility that 
pro forma numbers allow.
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Improper Recognition
Some managers have felt pressure to continually 
increase earnings and have manipulated the earnings 
numbers to meet these expectations.

Abuses include: 

Improper recognition of revenue (channel stuffing).
Improper capitalization of operating expenses 
(WorldCom).

Failure to report all liabilities (Enron).

Quality of EarningsQuality of EarningsQuality of Earnings

LO 7  Understand the concept of quality of earnings.
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“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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CHAPTER CHAPTER 1919

MANAGERIAL MANAGERIAL 
ACCOUNTINGACCOUNTING

Accounting Principles,  Eighth Edition
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1.
 

Explain the distinguishing features of managerial 
accounting.

2.
 

Identify the 3 broad functions of management.
3.

 
Define the 3 classes of manufacturing costs.

4.
 

Distinguish between product and period costs.
5.

 
Explain the differences between a merchandising 
and a manufacturing income statement.

Study ObjectivesStudy ObjectivesStudy Objectives
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Study ObjectivesStudy ObjectivesStudy Objectives

6.
 

Indicate how cost of 
goods manufactured is 
determined.

7.
 

Explain the difference 
between a merchandising 
and a manufacturing 
balance sheet.

8.
 

Identify trends in 
managerial accounting.



Chapter 
19-5

Managerial Accounting Basics
Compare managerial and financial accounting
Management functions and Business Ethics

Managerial Cost Concepts
Manufacturing costs
Product vs. period costs

Manufacturing Costs in Financial Statements
Income Statement and Balance Sheet
Cost concepts –

 

A review

Managerial Accounting Today
Service industry trends
Managerial accounting practices

Preview of ChapterPreview of ChapterPreview of Chapter
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Managerial AccountingManagerial AccountingManagerial Accounting

Managerial  
Accounting 

Basics 

Managerial  Managerial  
AccountingAccounting 

BasicsBasics

Managerial 
Cost 

Concepts 

Managerial Managerial 
Cost Cost 

ConceptsConcepts

Managerial 
Accounting 

Today 

Managerial Managerial 
Accounting Accounting 

TodayToday

Compare Compare 
Managerial and Managerial and 
Financial Financial 
AccountingAccounting
Management Management 
FunctionsFunctions
Business Ethics Business Ethics 

Manufacturing Manufacturing 
CostsCosts
Product Product vsvs 
Period CostsPeriod Costs

Service Service 
Industry Industry 
TrendsTrends
Managerial Managerial 
Accounting Accounting 
PracticesPractices

Manufacturing 
Costs in 
Financial 

Statements 

Manufacturing Manufacturing 
Costs in Costs in 
Financial Financial 

StatementsStatements

Income Income 
StatementStatement
Balance SheetBalance Sheet
Cost Concepts Cost Concepts 
–– A Review A Review 
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

A field of accounting that provides economic and A field of accounting that provides economic and 
financial information for managers and other financial information for managers and other 

internal users.internal users.

Also calledAlso called

 

Management AccountingManagement Accounting

Definition of Managerial Accounting
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

Managerial Accounting Activities

Explain manufacturing and nonmanufacturing

 

costs and 
how they are reported (Chapter 19)

Compute cost of providing a service or manufacturing 
a product. (Chapters 20 and 21)

Determine behavior of costs and expenses as activity 
changes.  (Chapter 22) 
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

Managerial Activities:  Continued

Assist management in profit planning and formalizing 
these plans in the form of budgets.

 

(Chapter 23)

Help to control costs by comparing actual results with 
planned objectives and standard costs.

 

(Chapters 24 and 25)

Accumulate and present data for making decisions.  
(Chapter 26) 
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

Applies to all types of business -
Service, Merchandising, and Manufacturing

Applies to all forms of businesses –
Proprietorships, Partnerships, and Corporations

Applies to not-for-profit and profit oriented companies

Distinguishing Features

LO 1  Explain the distinguishing features of managerial accountiLO 1  Explain the distinguishing features of managerial accounting.ng.
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

More responsible for strategic
cost management

Teams with people from production,
marketing, engineering, etc.

Aid in making critical decisions

Distinguishing Features:  Continued

LO 1  Explain the distinguishing features of managerial accountiLO 1  Explain the distinguishing features of managerial accounting.ng.
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Comparing Managerial and Financial AccountingComparing Managerial and Financial AccountingComparing Managerial and Financial Accounting

Both deal with economic events of a business –
Thus, interests overlap

Both require that economic events be 
quantified and communicated to
interested parties –

Determining unit cost is part of 
managerial accounting,

Reporting cost of goods manufactured 
is a part of financial accounting

Similarities

LO 1  Explain the distinguishing features of managerial accountiLO 1  Explain the distinguishing features of managerial accounting.ng.
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Comparing Managerial and Financial AccountingComparing Managerial and Financial AccountingComparing Managerial and Financial Accounting

Differences

LO 1  Explain the distinguishing features of managerial accountiLO 1  Explain the distinguishing features of managerial accountingng..
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Managerial accounting:Managerial accounting:

a.a.
 

Pertains to the entity as a whole and is highly Pertains to the entity as a whole and is highly 
aggregatedaggregated.

b. Places emphasis on special-purpose information. 

c. Is limited to cost data.

d. Is governed by generally accepted accounting 
principles. 

Review QuestionReview Question

Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

LO 1  Explain the distinguishing features of managerial accountiLO 1  Explain the distinguishing features of managerial accounting.ng.
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Managerial Accounting BasicsManagerial Accounting BasicsManagerial Accounting Basics

ManagementManagement’’s activities and responsibilities can be s activities and responsibilities can be 
classified into the following three broad functions:classified into the following three broad functions:

PlanningPlanning
DirectingDirecting

ControllingControlling

Management Functions

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Management FunctionsManagement FunctionsManagement Functions

Look ahead and establish objectives such as –
Maximize short-term profit
Commit to environmental protection

Key Objective:  Add value to the business

Value measured by trading price of stock
and by potential selling price of the company

Planning

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Management FunctionsManagement FunctionsManagement Functions

Coordinate diverse activities and human resources

Implement planned objectives

Provide incentives to motivate employees

Hire and train employees including 
executives, managers, and supervisors

Produce smooth-running operation

Directing

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Management FunctionsManagement FunctionsManagement Functions

Keep activities on track

Determine whether goals are met

Decide changes needed to get back on track

May use an informal or formal system of evaluations

Good decision making is the outcome of good judgment 
in planning, directing, and controlling.

Controlling

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Business Ethics

Business scandals caused massive investment 
losses and employee layoffs.

Corporate fraud has increased 13% in last 5 years.

Employee fraud –
 

60% of all fraud

Intentional misstatement of financial reports 
Aka

 

financial reporting fraud
Most costly to companies

Good Ethics – Good BusinessGood Ethics Good Ethics –– Good BusinessGood Business
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Creating Proper Incentives

Systems to monitor and evaluate employees 
may produce incentives for unethical actions.

Employees may feel that they must succeed no 
matter what.  

Ineffective and unrealistic controls may result 
in declining product quality.

Good Ethics – Good BusinessGood Ethics Good Ethics –– Good BusinessGood Business
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Sarbanes-Oxley Act of 2002

Clarifies management’s responsibilities.
Certifications by CEO and CFO -

fairness of financial statements and
adequacy of internal control

Selection criteria for Board of Directors and Audit 
Committee
Substantially increased penalties for misconduct
IMA Statement of Ethical Professional Practices

Good Ethics – Good BusinessGood Ethics Good Ethics –– Good BusinessGood Business

Code of Ethical Standards
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The management of an organization performs several The management of an organization performs several 
broad functions.  They are:broad functions.  They are:

a.a.
 

Planning, directing, and sellingPlanning, directing, and selling.

b. Directing, manufacturing, and controlling. 

c. Planning, manufacturing, and controlling.

d. Planning, directing, and controlling. 

Review QuestionReview Question

Management FunctionsManagement FunctionsManagement Functions

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Manufacturing Costs

Manufacturing consists of activities to convert raw 
materials into finished goods.

In contrast, a merchandising firm sells goods in the 
form in which they were bought.

Categories of manufacturing costs include:

Managerial Cost ConceptsManagerial Cost ConceptsManagerial Cost Concepts

LO 3 LO 3 –– Define the three classes of manufacturing costs.Define the three classes of manufacturing costs.
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Manufacturing CostsManufacturing CostsManufacturing Costs

Materials

LO 3  Define the three classes of manufacturing costs.LO 3  Define the three classes of manufacturing costs.

Raw Materials
Basic materials used in manufacturing

Direct Materials
Raw materials that can be physically and 
directly associated with the finished product
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Manufacturing CostsManufacturing CostsManufacturing Costs

Materials

LO 3  Define the three classes of manufacturing costs.LO 3  Define the three classes of manufacturing costs.

Indirect Materials

Raw materials that cannot be easily associated 
with the finished product

Not physically part of the finished product or
 they are an insignificant part of finished 

product in terms of cost

Considered part of manufacturing overhead
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Manufacturing CostsManufacturing CostsManufacturing Costs

Labor

LO 3  Define the three classes of manufacturing costs.LO 3  Define the three classes of manufacturing costs.

Direct Labor
Work of factory employees that can be 
physically and directly associated with 
converting raw materials into finished goods

Indirect Labor
Work of factory employees that has no 
physical association with the finished product 
or for which it is impractical to trace to the 
goods produced
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Manufacturing CostsManufacturing CostsManufacturing Costs

LO 3  Define the three classes of manufacturing costs.LO 3  Define the three classes of manufacturing costs.

Manufacturing Overhead

Costs that are indirectly associated 
with manufacturing the product

Includes all manufacturing costs except
 direct materials and direct labor
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Which of the following is Which of the following is notnot an element of an element of 
manufacturing overhead?:manufacturing overhead?:

a.a.
 

Sales managerSales manager’’s salary.s salary.

b. Plant manager’s salary. 

c. Factory repairman’s wages.

d. Product inspector’s salary. 

Review QuestionReview Question

Manufacturing CostsManufacturing CostsManufacturing Costs

LO 3  Define the three classes of manufacturing costs.LO 3  Define the three classes of manufacturing costs.
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Product Versus Period CostsProduct Versus Period CostsProduct Versus Period Costs

LO 4  Distinguish between product and period costs.LO 4  Distinguish between product and period costs.

Product Costs

Components:  direct material cost, 
direct labor cost, and manufacturing 
overhead

A necessary and integral part of 
producing the product

Recorded as inventory when incurred

Not an expense until the finished goods 
inventory is sold then cost of goods sold
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Product Versus Period CostsProduct Versus Period CostsProduct Versus Period Costs

LO 4  Distinguish between product and period costs.LO 4  Distinguish between product and period costs.

Period Costs

Matched with revenue of a specific 
time period and charged to expense as 
incurred

Non-manufacturing costs

Deducted from revenues in period 
incurred to determine net income

Includes all selling and administrative 
expenses
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Product Versus Period CostsProduct Versus Period CostsProduct Versus Period Costs

LO 4  Distinguish between product costs and period costsLO 4  Distinguish between product costs and period costs..
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

LO 5  Explain the difference between a merchandising LO 5  Explain the difference between a merchandising 
and a manufacturing income statement.and a manufacturing income statement.

Income Statement

The income statement for a manufacturer is 
similar to that of a merchandiser except

 for the cost of goods sold section.
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

Cost of Goods Sold Components
Merchandiser versus Manufacturer

LO 5  Explain the difference between a merchandising LO 5  Explain the difference between a merchandising 
and a manufacturing income statement.and a manufacturing income statement.
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

Cost of Goods Sold Section of the Income Statement

LO 5  Explain the difference between a merchandising LO 5  Explain the difference between a merchandising 
and a manufacturing income statementand a manufacturing income statement..
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

Determining the Cost of Goods Manufactured

LO 6  Indicate how cost of goods manufactured is determinedLO 6  Indicate how cost of goods manufactured is determined..

Work in Process –

 

partially completed units of product

Total Manufacturing Costs –

 

sum of direct material costs, 
direct labor costs, and manufacturing overhead; all 
incurred in the current period
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

LO 6  Indicate how cost of goods manufactured is determinedLO 6  Indicate how cost of goods manufactured is determined..
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

Balance Sheet -
 

Inventories

LO 7  Explain the difference between a merchandising and a LO 7  Explain the difference between a merchandising and a 
manufacturing balance sheet.manufacturing balance sheet.

Merchandising Company
One category of 
inventory:
Merchandise Inventory

Manufacturing Company
May have three 
inventories:

Raw Materials 
Work in Process
Finished Goods
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Manufacturing Costs in Financial StatementsManufacturing Costs in Financial StatementsManufacturing Costs in Financial Statements

Balance Sheet -
 

Inventories

LO 7  Explain the difference between a merchandising and a LO 7  Explain the difference between a merchandising and a 
manufacturing balance sheetmanufacturing balance sheet
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Direct Materials are a:Direct Materials are a:

Product          Manufacturing       PeriodProduct          Manufacturing       Period
CostCost

 
OverheadOverhead

 
CostCost

a.a.
 

Yes                        Yes                        YesYes
 

No      No      

b. Yes                         No                           No

c. Yes                         Yes
 

Yes

d. No                          No
 

No

Review QuestionReview Question

Manufacturing CostsManufacturing CostsManufacturing Costs
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Managerial Accounting TodayManagerial Accounting TodayManagerial Accounting Today

LO 8  Identify trends in management accounting.LO 8  Identify trends in management accounting.

Service Industry Trends

U.S. economy has shifted toward an emphasis on 
providing services rather than goods

Over 50% of U.S. workers are now employed by 
service companies

Trend is expected to continue in the future

Most of the techniques learned for manufacturing 
firms are applicable to service companies
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Managerial Accounting TodayManagerial Accounting TodayManagerial Accounting Today

LO 8  Identify trends in management accounting.LO 8  Identify trends in management accounting.

Managerial Accounting Practices

Value Chain

Refers to all activities associated with providing a product or 
service

For a manufacturing firm these include the following:
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Managerial Accounting TodayManagerial Accounting TodayManagerial Accounting Today

LO 8  Identify trends in management accounting.LO 8  Identify trends in management accounting.

Managerial Accounting Practices

Just-In-Time (JIT) Inventory Methods

Inventory system in which goods are manufactured 
or purchased just in time for use

Quality

Increased emphasis on product quality because 
goods are produced only as needed

Total Quality Management (TQM) 
- a philosophy of zero defects -
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Managerial Accounting TodayManagerial Accounting TodayManagerial Accounting Today

LO 8  Identify trends in management accounting.LO 8  Identify trends in management accounting.

Managerial Accounting Practices

Activity-Based-Costing (ABC)
Allocates overhead based on use of activities
Results in more accurate product costing and 

scrutiny of all activities in the value chain

Balanced Scorecard
Evaluates operations in an integrated fashion
Uses both financial and non-financial measures
Links performance measures to overall company 

objectives
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Which of the following managerial accounting techniques 
attempts to allocate manufacturing overhead in a more 
meaningful manner?

a.
 

Just-in-time inventory.
b.

 
Total-quality management.

c.
 

Balanced scorecard.
d.

 
Activity-based costing.

Review QuestionReview Question

Managerial Accounting TodayManagerial Accounting TodayManagerial Accounting Today

LO 8  Identify trends in management accounting.LO 8  Identify trends in management accounting.
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Indicate whether each of the following costs of an Indicate whether each of the following costs of an 
automobile manufacturer would be classified as automobile manufacturer would be classified as 
direct materials, direct labor, or manufacturing direct materials, direct labor, or manufacturing 
overhead.overhead.

Chapter Review - Brief Exercise 19-5Chapter Review Chapter Review -- Brief Exercise 19Brief Exercise 19--55

______  a.  Windshield
______  b.  Engine
______  c.  Wages of assembly line worker
______  d.  Depreciation of factory machinery
______  e.  Factory machinery lubricants
______  f.  Tires
______  g.  Steering wheel
______  h.  Salary of painting supervisor

DM
DM
DL
MO
MO
DM
DM
MO
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Identify whether each of the following costs Identify whether each of the following costs 
should be classified as product costs or period should be classified as product costs or period 
costs.costs.

Chapter Review - Brief Exercise 19-6Chapter Review Chapter Review -- Brief Exercise 19Brief Exercise 19--66

____________  a.  Manufacturing overhead
____________  b.  Selling expenses
____________  c.  Administrative expenses
____________  d.  Advertising expense
____________  e.  Direct labor
____________  f.  Direct material

Product
Period
Period
Period

Product
Product
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CHAPTER CHAPTER 2020

JOB ORDER COST JOB ORDER COST 
ACCOUNTINGACCOUNTING

Accounting Principles,  Eighth Edition



Chapter 
20-3

1.
 

Explain the characteristics and purposes of cost 
accounting.

2.
 

Describe the flow of costs in a job order cost 
accounting system.

3.
 

Explain the nature and importance of a job cost 
sheet.

4.
 

Indicate how the predetermined overhead rate is 
determined and used.

Study ObjectivesStudy ObjectivesStudy Objectives
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Study ObjectivesStudy ObjectivesStudy Objectives

5.
 

Prepare entries for jobs completed and 
sold.

6.
 

Distinguish between under-
 

and over-
 applied manufacturing overhead.
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Preview of ChapterPreview of ChapterPreview of Chapter

Accurate product costing is critical
 

to a 
company’s success

For accurate bids on new 
jobs

For determining potential 
profitability of new jobs

For identifying profitability 
of completed jobs
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Job Order Cost AccountingJob Order Cost AccountingJob Order Cost Accounting

Cost  
Accounting 

Systems 

Cost  Cost  
Accounting Accounting 

SystemsSystems

Job Order 
Cost  Flow 
Job Order Job Order 
Cost  FlowCost  Flow

Job Order Cost Job Order Cost 
SystemSystem
Process Cost Process Cost 
SystemSystem

Accumulating Accumulating 
Manufacturing CostsManufacturing Costs
Assigning Assigning 
Manufacturing Costs Manufacturing Costs 
to Work in Processto Work in Process
Assigning Costs to Assigning Costs to 
Finished GoodsFinished Goods
Assigning Costs to Assigning Costs to 
Cost of Goods SoldCost of Goods Sold
SummarySummary

Reporting 
Job Cost 

Data 

Reporting Reporting 
Job Cost Job Cost 

DataData

Cost of goods Cost of goods 
manufactured manufactured 
scheduleschedule
Income statement Income statement 
presentationpresentation
UnderUnder--or or 
overappliedoverapplied 
manufacturing manufacturing 
overheadoverhead
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Cost Accounting SystemsCost Accounting SystemsCost Accounting Systems

Cost accounting involves:
Measuring,Measuring,

Recording,Recording,
 

and
Reporting of product costsReporting of product costs

Consists of the various manufacturing costs that are 
fully integrated into the general ledger system.

An important feature is the use of a perpetual inventory system
to provide immediate, up-to-date information on

the cost of a product.

LO 1: Explain the characteristics and purposes of cost accountinLO 1: Explain the characteristics and purposes of cost accounting.g.
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Cost Accounting SystemsCost Accounting SystemsCost Accounting Systems

There are two basic types of cost accounting systems.

LO 1: Explain the characteristics and purposes of cost accountinLO 1: Explain the characteristics and purposes of cost accounting.g.
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Job Order Cost SystemJob Order Cost SystemJob Order Cost System

Costs are assigned to each job or batch

A job may be for a specific order or inventory

A key feature:
Each job or batch has its own 
distinguishing characteristics 

The objective:  to compute the cost per job

Measures costs for each job completed –
 

not for 
set time periods

LO 1: Explain the characteristics and purposes of cost accountinLO 1: Explain the characteristics and purposes of cost accounting.g.
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Job Order Cost SystemJob Order Cost SystemJob Order Cost System

LO 1: Explain the characteristics and purposes of cost accountinLO 1: Explain the characteristics and purposes of cost accounting.g.
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Process Cost SystemProcess Cost SystemProcess Cost System

Used when a large volume of similar products are 
manufactured -

Cereal, Automobiles, Compact Discs, Paint

Costs are accumulated for a
 

specific time period –
A week or a month

Costs are assigned to departments or processes
 for a set period of time

LO 1  Explain the characteristics and purposes of cost accountinLO 1  Explain the characteristics and purposes of cost accounting.g.
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Process Cost SystemProcess Cost SystemProcess Cost System

LO 1  Explain the characteristics and purposes of cost accountinLO 1  Explain the characteristics and purposes of cost accounting.g.
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Cost accounting involves the measuring, Cost accounting involves the measuring, 
recording, and reporting of:recording, and reporting of:

a.a.
 

Product costsProduct costs.

b. Future costs. 

c. Manufacturing processes.

d. Managerial accounting decisions. 

Review QuestionReview Question

Cost Accounting SystemsCost Accounting SystemsCost Accounting Systems

LO 1  Explain the characteristics and purposes of cost accountinLO 1  Explain the characteristics and purposes of cost accounting.g.
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Job Order Cost FlowsJob Order Cost FlowsJob Order Cost Flows

The cost flow parallels the physical flow of the
materials as they are converted into finished goods

Manufacturing costs are assigned to Work in Process

Cost of completed jobs is transferred to Finished Goods

When units are sold, the cost is transferred to Cost of Goods 
Sold

LO 2  Describe the flow of costs in a job order cost accounting LO 2  Describe the flow of costs in a job order cost accounting system.system.
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Job Order Cost Flows - OverviewJob Order Cost Flows Job Order Cost Flows -- OverviewOverview

LO 2  Describe the flow of costs in a job order cost accounting LO 2  Describe the flow of costs in a job order cost accounting system.system.
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Job Order Cost SystemJob Order Cost SystemJob Order Cost System

LO 2  Describe the flow of costs in a job order cost accounting LO 2  Describe the flow of costs in a job order cost accounting system.system.
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Job Order Cost FlowJob Order Cost FlowJob Order Cost Flow

Accumulate
 

the manufacturing costs incurred

Raw Materials
Factory Labor
Manufacturing Overhead

Assign
 

the accumulated costs to the work done 

Two Major Steps in Flows of Costs

LO 2  Describe the flow of costs in a job order cost accounting LO 2  Describe the flow of costs in a job order cost accounting system.system.
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Accumulating Manufacturing CostAccumulating Manufacturing CostAccumulating Manufacturing Cost

Raw Materials are debited to Raw Materials Inventory

 

when 
purchased.
At this point, the cost of materials are not assigned to 
specific jobs or orders.

Raw Materials Costs

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.

Example:
On January 4, Wallace Manufacturing Company purchases 2,000 handles at $5 per unit 
($10,000) and 800 modules at $40 per unit ($32,000) for a total cost of $42,000.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

A General Ledger Account

is

A Control Account that 
summarizes the detailed data 
regarding specific inventory 
accounts in the Subsidiary 
Ledger

Raw Materials Inventory

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

The subsidiary ledger consists of individual records for each 
item of raw materials

May be accounts or manually/mechanically prepared cards
May be kept as computer data files

The records are referred to as materials inventory records or 
stores ledger cards

Raw Materials Costs -
 

Continued

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

Postings are made daily to the 
subsidiary ledger

After all postings, the sum of 
the balances in the raw 
materials subsidiary ledger 
equals the balance in the Raw 
Materials Inventory control 
account

Raw Materials Costs -
 

Continued

LO 2: Explain the flow of costs in a job order cost accounting sLO 2: Explain the flow of costs in a job order cost accounting system.ystem.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

Procedures for accumulating factory labor costs 
similar to those for computing the payroll for a 
merchandising company

Consists of
Gross earnings of factory workers
Employer payroll taxes on such earnings, and
Fringe benefits incurred by the employer

Factory Labor Costs

LO 2: Explain the flow of costs in a job order cost accounting sLO 2: Explain the flow of costs in a job order cost accounting system.ystem.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

Factory Labor Costs -
 

Continued

LO 2: Explain the flow of costs in a job order cost accounting sLO 2: Explain the flow of costs in a job order cost accounting systems.ystems.

Debited to Factory Labor
 

when incurred

Example:
Wallace Manufacturing incurs $32,000 of factory labor costs, of which 

$27,000 relates to wages payable and $5,000 relates to payroll taxes payable in 
January.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

Many types of overhead costs
For example, machinery repairs, indirect materials, 
and indirect labor

Debit to Manufacturing Overhead
Daily as incurred or
Periodically through adjusting entries

Manufacturing overhead is a control account
Subsidiary ledger consists of individual accounts for 
each type of cost

Manufacturing Overhead Costs

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.
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Accumulating Manufacturing Cost Accumulating Manufacturing Cost Accumulating Manufacturing Cost 

Example:
The following is a summary entry to record the totals from multiple 
transactions that occurred during January for the Wallace Manufacturing 
Company.

Manufacturing Overhead Costs -
 

Continued

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.
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When incurred, factory labor costs are When incurred, factory labor costs are 
debited to:debited to:

a.a.
 

Work in ProcessWork in Process.

b. Factory Wages Expense.

c. Factory Labor.

d. Factory Wages Payable. 

Review QuestionReview Question

Accumulating Manufacturing CostsAccumulating Manufacturing CostsAccumulating Manufacturing Costs

LO 2  Explain the flow of costs in a job order cost accounting sLO 2  Explain the flow of costs in a job order cost accounting system.ystem.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Manufacturing costs are assigned to Work in Process 
with

Debits to
 

Work in Process Inventory

Credits to
 

Raw Materials Inventory
Factory Labor
Manufacturing Overhead

Entries assigning costs to Work in Process are usually 
made monthly

An essential accounting record in assigning costs to 
jobs is a job cost sheet

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Job cost sheet

Used to record costs of a specific job

Used to determine the total and unit costs
of a completed job

Postings to job cost sheets are made daily

Each entry to a Work in Process Inventory

 

must be 
accompanied by a corresponding posting to one or 
more job cost sheets.

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

A Typical Job Cost Sheet

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Assigning Raw Materials Cost

Assigned to a job when materials are 
issued

A materials requisition slip
Written authorization for 
issuing raw materials

May be directly issued to 
use on a job -

 

direct materials, 

May be considered indirect 
materials –

 

part of 
manufacturing overhead

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Materials Requisition Slip

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.



Chapter 
20-32

Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Assigning Raw Materials Cost
Requisition is prepared in duplicate

One copy stays in the storeroom as evidence of materials 
released
The original goes to accounting to determine the cost per 
unit and total cost of materials used

Posted daily to individual job cost sheets and periodically 
journalized

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.

Example:
Assume that $24,000 of direct materials and $6,000 of indirect materials are used by 
Wallace Company in January.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

LO 3  Explain the nature and importance of a job cost sheet. LO 3  Explain the nature and importance of a job cost sheet. 

Assigning 
Raw Materials 

Cost
The sum of the 
direct materials 

columns of the job 
cost sheets should 
equal

 

the direct 
materials debited 
to Work in Process 

Inventory
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Assigning Factory Labor Cost

Assigned to jobs on the basis of time tickets

Time tickets are prepared when the work is performed

Time tickets indicate
Employee
Hours worked
Account and job charged
Total labor cost

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Time Ticket

LO  3  Explain the nature and importance of a job cost sheet.LO  3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Assigning Factory Labor
Time tickets are sent to payroll to be sorted, totaled, 
and journalized

Work in Process is debited for direct labor costs
Manufacturing overhead is debited for indirect 
labor costs
Factory labor is left with a zero balance

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.

Example:
Assume that total factory labor cost is $32,000 of total factory

 

labor cost which 
consists of $28,000 of direct labor cost and $4,000 of indirect labor cost.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.

Job Cost 
Sheets 

After Posting
The sum of the 

direct labor 
columns of the 
job cost sheets 
should equal

 

the 
direct labor 

debited to Work 
in Process 
Inventory.
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The source documents for assigning material and The source documents for assigning material and 
factory labor costs to job cost sheets are:factory labor costs to job cost sheets are:

a.a.
 

Invoices and time ticketsInvoices and time tickets.

b. Invoices and payroll register.

c. Materials requisition slips and payroll register.

d. Materials requisition slips and time tickets. 

Review QuestionReview Question

Assigning Manufacturing Costs 
to Work in Process   

Assigning Manufacturing Costs Assigning Manufacturing Costs 
to Work in Process   to Work in Process   

LO 3  Explain the nature and importance of a job cost sheet.LO 3  Explain the nature and importance of a job cost sheet.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Assigning Manufacturing Overhead

Relates to production operations as a whole

Cannot be assigned to specific jobs based on 
actual costs incurred

Must be assigned to work in process and to 
specific jobs on an estimated basis through the 
use of a

LO 4 Indicate how the predetermined overhead rate is determined LO 4 Indicate how the predetermined overhead rate is determined and used.and used.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Based on the relationship between estimated annual 
overhead costs and expected annual operating 
activity

Expressed in terms of an activity base such as

Direct labor costs

Direct labor hours

Machine hours

Any other activity that is an equitable base for 
applying overhead costs to jobs

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.

Predetermined Overhead Rate
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Predetermined Overhead Rate

Established at the beginning of the year

May use a single, company-wide predetermined rate

May use a different rate for each department and each 
department may have a different activity base

Formula

 

for computing the predetermined rate overhead 
rate is

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.
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Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process Assigning Manufacturing Costs to Work In Process 

Assigning Manufacturing Overhead
•

 

Assigned to Work in Process during the period to get timely 
information about the cost of a completed job

•

 

Current trend is to use machine hours as the activity base due to 
increased automation in manufacturing operations

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

Example:
At Wallace Manufacturing, direct labor cost is the activity base. 

Estimated annual costs:
Overhead costs

 

$280,000
Direct labor costs

 

$350,000

The predetermined overhead rate is $280,000 ÷

 

$350,000 = 80%.

Overhead applied is $22,400
($28,000 January direct labor costs X 80%) 

and recorded as follows:

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.

Assigning 
Manufacturing 

Overhead
The sum of the 
manufacturing 

overhead columns 
of the job cost 

sheets should equal

 the manufacturing 
overhead debited  
(i.e., applied) to 
Work in Process 

Inventory.
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Assigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In ProcessAssigning Manufacturing Costs to Work In Process

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.

At the End of Each Month:

The balance in the Work in Process Inventory should equal 
the sum of the costs shown on the job cost sheets of 
unfinished jobs.
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The formula for computing the predetermined The formula for computing the predetermined 
manufacturing overhead rate is estimated annual manufacturing overhead rate is estimated annual 
overhead costs divided by an expected annual overhead costs divided by an expected annual 
operating activity, expressed as:operating activity, expressed as:

a.a.
 

Direct labor costDirect labor cost.

b. Direct labor hours.

c. Machine hours.

d. Any of the above. 

Review QuestionReview Question

Assigning Manufacturing Overhead 
to Work in Process   

Assigning Manufacturing Overhead Assigning Manufacturing Overhead 
to Work in Process   to Work in Process   

LO 4  Indicate how the predetermined overhead rate is determinedLO 4  Indicate how the predetermined overhead rate is determined and used.and used.



Chapter 
20-47

Assigning Costs to Finished GoodsAssigning Costs to Finished GoodsAssigning Costs to Finished Goods

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.

When a job 
is 

completed, 
the costs 

are 
summarized 
and the job 
cost sheet 

is 
completed.
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Assigning Costs to Finished GoodsAssigning Costs to Finished GoodsAssigning Costs to Finished Goods

The entry for Wallace Manufacturing to transfer its 
total cost to Finished Goods Inventory is

Units remain in Finished Goods Inventory until sold

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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Assigning Costs to Cost of Goods SoldAssigning Costs to Cost of Goods SoldAssigning Costs to Cost of Goods Sold

Cost of goods sold is recognized when a sale occurs

Example:
On January 31 Wallace Manufacturing sells Job No. 101, costing 
$39,000, for $50,000. 

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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Summary of Job Order Cost FlowsSummary of Job Order Cost FlowsSummary of Job Order Cost Flows

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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Summary of Job Order Cost FlowsSummary of Job Order Cost FlowsSummary of Job Order Cost Flows

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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Reporting Job Cost DataReporting Job Cost DataReporting Job Cost Data

The cost of goods manufactured schedule now shows 
manufacturing overhead applied rather than actual overhead 
costs
Applied overhead is added to direct materials and direct 
labor to determine total manufacturing costs

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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In M Company, Job No. 26 is completed at a cost In M Company, Job No. 26 is completed at a cost 
of $4,500 and later sold for $7,000 cash.  A of $4,500 and later sold for $7,000 cash.  A 
correct entry is:correct entry is:
a.a.

 

Debit Finished Goods Inventory $7,000 and credit Work Debit Finished Goods Inventory $7,000 and credit Work 
in Process Inventory $7,000in Process Inventory $7,000.

b. Debit Cost of Goods Sold $7,000 and credit Finished 
Goods Inventory $7,000.

c. Debit Finished Goods Inventory $4,500 and credit Work 
in Process Inventory $4,500.

d. Debit Accounts Receivable $7,000 and credit Sales 
$7,000. 

Review QuestionReview Question

Entries to Report Job Cost Data   Entries to Report Job Cost Data   Entries to Report Job Cost Data   

LO 5  Prepare entries for jobs completed and sold.LO 5  Prepare entries for jobs completed and sold.
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Under- or Overapplied Manufacturing OverheadUnderUnder-- or or OverappliedOverapplied Manufacturing OverheadManufacturing Overhead

A debit balance in manufacturing overhead means that overhead is 
underapplied

Overhead assigned to work in process is less than
overhead incurred

A credit balance in manufacturing overhead means that overhead 
is overapplied

Overhead assigned to work in process is greater than 
overhead incurred

LO 6  Distinguish between underLO 6  Distinguish between under-- and and overappliedoverapplied manufacturing overhead.manufacturing overhead.
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Under- or Overapplied Manufacturing OverheadUnderUnder-- or or OverappliedOverapplied Manufacturing OverheadManufacturing Overhead

Any year end balance in manufacturing overhead 
is eliminated by adjusting cost of goods sold.

Underapplied overhead is debited

 

to CGS

Overapplied overhead is credited

 

to CGS

LO 6  Distinguish between underLO 6  Distinguish between under-- and and overappliedoverapplied manufacturing overhead.manufacturing overhead.

Example:
Wallace Manufacturing Company has a $2,500 credit balance in Manufacturing 
Overhead at December 31.  The adjusting entry for the overapplied

 

overhead is:
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Manufacturing overhead is Manufacturing overhead is underappliedunderapplied
 

if:if:

a.a.
 

Actual overhead is less than appliedActual overhead is less than applied.

b. Actual overhead is greater than applied. 

c. The predetermined rate equals the actual rate.

d. Actual overhead equals applied overhead. 

Review QuestionReview Question

Under- or Overapplied Manufacturing OverheadUnderUnder-- or or OverappliedOverapplied Manufacturing OverheadManufacturing Overhead

LO 6  Distinguish between underLO 6  Distinguish between under-- and and overappliedoverapplied manufacturing overhead .manufacturing overhead .
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Base
 

Calculation

DL Cost
 

$600,000 ÷
 

$500,000 = 120%

DL Hours
 

$600,000 ÷
 

50,000 = $12/DL hour

Machine Hrs
 

$600,000 ÷
 

100,000 = $6/Mach hour

Marquis Company estimates that annual Marquis Company estimates that annual 
manufacturing overhead costs will be $600,000.  manufacturing overhead costs will be $600,000.  
Estimated annual operating activity bases are:  Estimated annual operating activity bases are:  
direct labor cost $500,000; direct labor hours direct labor cost $500,000; direct labor hours 
50,000; and machine hours 100,00050,000; and machine hours 100,000.  Compute the .  Compute the 
predetermined overhead rate for each activity predetermined overhead rate for each activity 
basebase..

Chapter Review – Brief Exercise 20-6Chapter Review Chapter Review –– Brief Exercise 20Brief Exercise 20--66

LO 2  Identify the 3 broad functions of management.LO 2  Identify the 3 broad functions of management.
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Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.
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CHAPTER CHAPTER 2121

PROCESS COST PROCESS COST 
ACCOUNTINGACCOUNTING

Accounting Principles,  Eighth Edition
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Study ObjectivesStudy ObjectivesStudy Objectives

1.
 

Understand who uses process cost systems.
2.

 
Explain the similarities and differences between 
job order and process cost systems.

3.
 

Explain the flow of costs in a process cost 
system.

4.
 

Make the journal entries to assign 
manufacturing costs in a process cost system.
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Study ObjectivesStudy ObjectivesStudy Objectives

5.

 

Compute equivalent units.
6.

 

Explain the four steps 
necessary to prepare a 
production cost report.

7.

 

Prepare a production cost 
report.

8.

 

Explain just-in-time (JIT) 
processing.

9.

 

Explain activity-based costing 
(ABC).
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Preview of ChapterPreview of ChapterPreview of Chapter

Process cost accounting 
focuses on mass-

 production of products 
that are identical or very 
similar in nature.

In contrast, job order 
cost accounting focuses 
on the individual job.
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Process Cost AccountingProcess Cost AccountingProcess Cost Accounting

Nature of 
Process Cost 

Systems 

Nature of Nature of 
Process Cost Process Cost 

SystemsSystems

Equivalent 
Units 

Equivalent Equivalent 
UnitsUnits

Contemporary 
Developments 
Contemporary Contemporary 
DevelopmentsDevelopments

UsesUses
Similarities and Similarities and 
DifferencesDifferences
Process Cost FlowProcess Cost Flow
Assignment of Assignment of 
Manufacturing Manufacturing 
CostsCosts

WeightedWeighted-- 
Average MethodAverage Method
RefinementsRefinements
Production Cost Production Cost 
ReportReport

JustJust--inin--Time Time 
ProcessingProcessing
ActivityActivity--Based Based 
CostingCosting

Comprehensive 
Example of 

Process 
Costing 

Comprehensive Comprehensive 
Example of Example of 

Process Process 
CostingCosting

Physical UnitsPhysical Units
Equivalent Units of Equivalent Units of 
ProductionProduction
Unit Production CostsUnit Production Costs
Cost Reconciliation Cost Reconciliation 
ScheduleSchedule
Production Cost ReportProduction Cost Report
Costing Systems Costing Systems –– 
Final Comment Final Comment 
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Nature of Process Cost SystemsNature of Process Cost SystemsNature of Process Cost Systems

Use to apply costs to
 

similar products that are
massed produced in a

 
continuous fashion

Examples include the production of
Cereal, Paint, and Soft Drinks

LO 1: Understand who uses process cost systems.LO 1: Understand who uses process cost systems.
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Comparison of Products Produced 
Under Process and Job Order Cost Systems

 

Comparison of Products Produced Comparison of Products Produced 
Under Process and Job Order Cost SystemsUnder Process and Job Order Cost Systems

LO 1: Understand who uses process cost systems.LO 1: Understand who uses process cost systems.
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Which of the following items is Which of the following items is notnot a characteristic a characteristic 
of a process cost system:of a process cost system:

a.a.
 

Once production begins, it continues until the Once production begins, it continues until the 
finished product emergesfinished product emerges.

b. The focus is on continually producing homogenous 
products. 

c. When the finished product emerges, all units 
have precisely the same amount of materials, 
labor, and overhead.

d. The products produced are heterogenous
 

in 
nature. 

Let’s ReviewLetLet’’s Reviews Review

LO 1:  Understand who uses process cost systems.LO 1:  Understand who uses process cost systems.
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Job Order Cost and Process Cost FlowJob Order Cost and Process Cost FlowJob Order Cost and Process Cost Flow

Job Order Cost Systems

Costs are assigned to each 
job.

Products have unique 
characteristics.

Process Cost Systems

Costs are tracked through a 
series of connected 
manufacturing processes or 
departments.

Products are uniform or 
relatively homogeneous and 
produced in a large volume.

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order cost and process cost systems job order cost and process cost systems 
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Job Order Cost vs Process Cost FlowJob Order Cost Job Order Cost vsvs Process Cost FlowProcess Cost Flow

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order cost and process cost systems. job order cost and process cost systems. 
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Similarities and Differences in Cost SystemsSimilarities and Differences in Cost SystemsSimilarities and Differences in Cost Systems

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order cost and process cost systems.job order cost and process cost systems.

Similarities

The accumulation of costs is the same in both systems.

Both costing systems track the three manufacturing
cost elements:  direct materials, direct labor, and 
manufacturing overhead.

Costs are assigned to the same general ledger accounts in both
costing systems.

However, the methods of assigning the costs 
differ significantly.
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Similarities and Differences in Cost SystemsSimilarities and Differences in Cost SystemsSimilarities and Differences in Cost Systems

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order and process cost systems.job order and process cost systems.

Differences

The number of work in process accounts
Job Order - one work in process account
Process  - multiple work in process accounts

Documents used to track costs
Job Order - job cost sheets
Process - production cost reports
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Similarities and Differences in Cost SystemsSimilarities and Differences in Cost SystemsSimilarities and Differences in Cost Systems

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order and process cost systems.job order and process cost systems.

Differences

The point at which costs are totaled
Job Order – when job is completed
Process  - at end of period of time

Unit cost computation
Job Order – total cost per job divided by units 

in job
Process – total manufacturing costs for the 

period divided by units 
produced during the period
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Major Differences Between Job Order and  
Process Cost Systems

 

Major Differences Between Job Order and  Major Differences Between Job Order and  
Process Cost SystemsProcess Cost Systems

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order and process cost systems. job order and process cost systems. 
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Indicate which of the following statements is Indicate which of the following statements is notnot correct:correct:

a.a.
 

Both a job order and a process cost system track the Both a job order and a process cost system track the 
same three manufacturing cost elements same three manufacturing cost elements ––

 

direct direct 
materials, direct labor, and manufacturing overhead.materials, direct labor, and manufacturing overhead.

b. In a job order cost system, only one work in process 
account is used, whereas in a process cost system, 
multiple work in process accounts are used.. 

c. Manufacturing costs are accumulated the same way in a 
job order and in a process cost system.

d. Manufacturing costs are assigned the same way in a job 
order and in a process cost system. 

Let’s ReviewLetLet’’s Reviews Review

LO 2: Explain the similarities and differences between LO 2: Explain the similarities and differences between 
job order cost and process cost systems.job order cost and process cost systems.
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Process Cost Flows IllustratedProcess Cost Flows IllustratedProcess Cost Flows Illustrated

Example – Tyler Company

Maker of automatic can openers

Manufacturing consists of two processes:
Machining –

 
raw materials are shaped, honed, 
and drilled

Assembly –
 

parts assembled and packaged

Materials, labor, and manufacturing overhead 
added in both departments

LO 3: Explain the flow of costs in a process cost system.LO 3: Explain the flow of costs in a process cost system.
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Process Cost Flows IllustratedProcess Cost Flows IllustratedProcess Cost Flows Illustrated

Example – Tyler Company

LO 3: Explain the flow of costs in a process cost system.LO 3: Explain the flow of costs in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Accumulation
 

of materials, labor, and overhead 
costs is same as in job order costing

Debit Raw Materials Inventory
 

for 
purchases of raw materials

Debit Factory Labor
 

for factory labor 
incurred

Debit Manufacturing Overhead
 

for overhead 
cost incurred 

However, assignment
 

of the three manufacturing 
cost elements to Work in Process is different

LO 3:  Explain the flow of costs in a process cost system.LO 3:  Explain the flow of costs in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Materials
A process cost system requires fewer material 
requisition slips than a job order cost system

Materials are used for processes and not specific jobs

Requisitions are for

 

larger quantities of materials

The journal entry to record materials used:

LO 4: Make the journal entries to assign manufacturing LO 4: Make the journal entries to assign manufacturing 
costs in a process cost system.costs in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Factory Labor Costs

Time tickets are used in both systems

All labor costs incurred within
a production department are
a cost of processing.

The journal entry to record factory labor costs: 

LO 4: Make the journal entries to assign manufacturing LO 4: Make the journal entries to assign manufacturing 
costs in a process cost system.costs in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Manufacturing Overhead Costs

Objective
 

of assigning overhead –
allocate overhead to departments on an

objective and equitable basis

Use the activity that
 

“drives”
or causes the costs

Machine time used -
primary driver in continuous manufacturing 
operations

LO 4: Make the journal entries to assign manufacturing LO 4: Make the journal entries to assign manufacturing 
costs in a process cost system.costs in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Manufacturing Overhead Costs

The entry to allocate overhead to the two 
processes is:

LO 4:  Make the journal entries to assign manufacturing costs LO 4:  Make the journal entries to assign manufacturing costs 
in a process cost system.in a process cost system.
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Assignment of Manufacturing CostsAssignment of Manufacturing CostsAssignment of Manufacturing Costs

Entries to Transfer Costs Through System

Monthly Entry to transfer goods to next department:

Entry to transfer completed goods to Finished Goods:

Entry to record Cost of Goods sold at the time of sale:

LO 4:  Make the journal entries to assign manufacturing costs LO 4:  Make the journal entries to assign manufacturing costs 
in a process cost system.in a process cost system.
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In making the journal entry to assign raw materials In making the journal entry to assign raw materials 
costs:costs:

a.a.
 

The debit is to Finished goods InventoryThe debit is to Finished goods Inventory.

b. The debit is often to two or more work in 
process accounts. 

c. The credit is generally to two or more work 
in process accounts.

d. The credit is to Finished Goods Inventory. 

Let’s ReviewLetLet’’s Reviews Review

LO 4: Make the journal entries to assign manufacturing costs LO 4: Make the journal entries to assign manufacturing costs 
in a process cost system.in a process cost system.
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Equivalent UnitsEquivalent UnitsEquivalent Units

Example – XYZ College
Compute the cost of instruction at XYZ College per 
full-time equivalent student based on the following 
information:

Total cost of instruction is $9,000,000.
There are 900 full-time students and 1,000 part-time 

students.
Part-time students take 60% of the classes of a regular 

student.

LO 5: Compute equivalents units.LO 5: Compute equivalents units.
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Equivalent Units Example ContinuedEquivalent Units Example ContinuedEquivalent Units Example Continued

Cost of instruction
per full-time equivalent student

equals

Total cost of instruction

divided by
Number of full-time equivalent students

$9,000,000 / 1,500 = $6,000

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Equivalent Units – Weighted Average MethodEquivalent Units Equivalent Units –– Weighted Average MethodWeighted Average Method

Considers the degree of completion
 

(weighting) of 
units completed and transferred out and units in 
ending work in process

Most widely used method

Beginning work in process not part of computation 
of equivalent units

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Equivalent Units – Refinements
 Weighted Average Method

 

Equivalent Units Equivalent Units –– RefinementsRefinements
 Weighted Average MethodWeighted Average Method

Example
The Kellogg Company uses 3 departments (Mixing, 
Baking, and Freezing/Packaging) to produce waffles.  

Information for the Mixing Department is:

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Equivalent Units – Refinements
 Weighted Average Method

 

Equivalent Units Equivalent Units –– RefinementsRefinements
 Weighted Average MethodWeighted Average Method

Example -
 

Continued 

Mixing Department Raw Materials information:
All ingredients (materials) are added at the beginning of the 

mixing process
All units, regardless of degree of completion, are 100% 

complete as to materials

Mixing Department Conversion Cost information:
Conversion costs refers to the sum of labor costs and 

overhead costs.
The units are 70% complete with respect to conversion costs.

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Equivalent Units – Refinements
 Weighted Average Method

 

Equivalent Units Equivalent Units –– RefinementsRefinements
 Weighted Average MethodWeighted Average Method

Example -
 

Continued 

Computation of Mixing Department’s Equivalent Units

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Equivalent UnitsEquivalent UnitsEquivalent Units

Refined Equivalent Units of Production Formula

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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The Mixing DepartmentThe Mixing Department’’s output during the period s output during the period 
consists of 20,000 units completed and transferred consists of 20,000 units completed and transferred 
out, and 5,000 units in ending work in process 60% out, and 5,000 units in ending work in process 60% 
complete as to materials and conversions costs.  complete as to materials and conversions costs.  
Beginning inventory is 1,000 units, 40% complete as to Beginning inventory is 1,000 units, 40% complete as to 
materials and conversion costs.  The equivalent units of materials and conversion costs.  The equivalent units of 
production are:production are:

a.a.
 

22,60022,600
 

b. 23,000 

c. 24,000
 

d. 25,000

Let’s ReviewLetLet’’s Reviews Review

LO 5: Compute equivalent units.LO 5: Compute equivalent units.
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Production Cost ReportProduction Cost ReportProduction Cost Report

Key document used to understand activities.

Prepared for each department and shows:
Production Quantity
Cost data

Four steps in preparation:
Step 1:

 

Compute physical unit flow
Step 2:

 

Compute equivalent units of production
Step 3:

 

Compute unit production costs
Step 4:

 

Prepare a cost reconciliation schedule

LO 6:  Explain the four steps necessary to prepare a LO 6:  Explain the four steps necessary to prepare a 
production cost report.production cost report.
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Flow of Costs in Making Eggo Waffles Flow of Costs in Making Flow of Costs in Making EggoEggo Waffles Waffles 

LO 6:  Explain the four steps necessary to prepare a LO 6:  Explain the four steps necessary to prepare a 
production cost report.production cost report.
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Comprehensive Example of Process Costing Comprehensive Example of Process Costing Comprehensive Example of Process Costing 

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.

Basic Information



Chapter 
21-37

Comprehensive Example ContinuedComprehensive Example ContinuedComprehensive Example Continued

Step 1:  Compute Physical Unit Flow.

Physical units
actual units to be accounted for during
a period, regardless of work performed

Total units to be accounted for
units started (or transferred) into 
production during the period + units in 
production at beginning of period

Total units accounted for
units transferred out during period + units in 
production at end of period

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 1:  Compute Physical Unit Flow -continued

LO 6: Explain the four steps necessary to prepare a LO 6: Explain the four steps necessary to prepare a 
production cost report.production cost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 
Step 2:  Compute Equivalent Units of Production

Measure of a department’s productivity

Two computations required:
one for materials and one for conversion costs

Beginning work in process ignored

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 3:  Compute Unit Production Costs
Costs expressed in terms of equivalent units of production

When equivalent units of production are different for 
materials and for conversion costs, three unit costs are 
computed:

Materials

Conversion

Total Manufacturing

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 3:  Compute Unit Production Cost -
 

continued
Total Materials Cost Computation:

Direct Materials Cost in Beginning Work in Process

 

$  50,000
Conversion Costs Added to Production During Month    400,000

Total Materials Costs

 

$450,000

The Computation of Unit Materials Costs:

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 3:  Compute Unit Production Cost -
 

continued
Conversion Cost Computation:

Conversion Costs in Beginning Work in Process

 

$  35,000
Conversion Costs Added to Production During Month     170,000

Total Conversion Costs

 

$205,000

The Computation of Unit Conversion Costs: 

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 3:  Compute Unit Production Cost –
 

continued

Total Manufacturing Cost Per Unit

The computation of unit total manufacturing cost:

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Comprehensive Example Continued Comprehensive Example Continued Comprehensive Example Continued 

Step 4:  Prepare Cost Reconciliation Schedule
Costs Charged to Mixing Department:

Cost of Beginning Work in Process

 

$   85,000
Costs Started into Production During Period

 

570,000
Total Costs to be Accounted For

 

$ 655,000

LO 6: Explain the four steps necessary to prepare a production cLO 6: Explain the four steps necessary to prepare a production cost report.ost report.
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Production Cost Report - Mixing Department Production Cost Report Production Cost Report -- Mixing Department Mixing Department 

LO 7: Prepare a production cost report.LO 7: Prepare a production cost report.
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Largo Company has unit costs of $10 for materials Largo Company has unit costs of $10 for materials 
and $30 for conversion costs.  If there are 2,500 and $30 for conversion costs.  If there are 2,500 
units in ending work in process, 40% complete as to units in ending work in process, 40% complete as to 
conversion costs and fully complete as to materials conversion costs and fully complete as to materials 
cost, the total cost assignable to the ending work cost, the total cost assignable to the ending work 
in process inventory is:in process inventory is:

a.a.

 

$45,000$45,000.

b. $55,000.

c. $75,000.

d. $100,000. 

Let’s Review   LetLet’’s Review   s Review   

LO 6:  Explain the four steps necessary to LO 6:  Explain the four steps necessary to prepraepreprae a production cost report.a production cost report.
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Contemporary Developments Contemporary Developments Contemporary Developments 

Just-in-Time (JIT) Processing

A processing system that is dedicated to having the right 
products or parts as they are needed 

Objective:

 

To eliminate all manufacturing inventories to make 
funds and space available for more productive purposes

Elements of JIT:

 

Dependable suppliers; Multi-skilled 
workforce; Total quality control system

Benefits of JIT:

 

Reduced inventory; Enhanced product 
quality; Reduced rework and storage costs; Savings from 
improved flow of goods

LO 8: Explain justLO 8: Explain just--inin--time (JIT) processing.time (JIT) processing.



Chapter 
21-48

Contemporary Developments Contemporary Developments -- JITJIT

LO8: Explain justLO8: Explain just--inin--time (JIT) processingtime (JIT) processing
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Contemporary Developments Contemporary Developments Contemporary Developments 

Activity-Based Costing (ABC)

An overhead cost allocation system that focuses on activities 
performed in producing a product. 

Traditional Costing System:

 

allocates overhead to products 
using predetermined unit-based output rate

ABC System:

 

allocates overhead to multiple activity cost 
pools and assigns cost pools to products using cost drivers 
that represent activities used

Assumptions of ABC:

 

All overhead costs for an activity must 
have the same cost driver and should respond proportionally 
to changes in the activity of the cost driver.

LO 9: Explain activityLO 9: Explain activity--based costing (ABC).based costing (ABC).



Chapter 
21-50

Contemporary Developments Contemporary Developments Contemporary Developments 

Activity-Based Costing (ABC) -
 continued

May be used with either a job order or a 
process costing system. 

Primary Benefit:  More accurate and 
meaningful product costing

Secondary Benefit:

 

Improved cost data 
regarding an activity may lead to reduced 
costs for that activity

ABC

 

makes managers realize that 
activities not products

 

ultimately 
determine company profitability

LO 9: Explain activityLO 9: Explain activity--based costing (ABC).based costing (ABC).
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Chapter Review - Brief Exercise 21-8 Chapter Review Chapter Review -- Brief Exercise 21Brief Exercise 21--8 8 
Production costs chargeable to the Finishing Department in June Production costs chargeable to the Finishing Department in June 
in in CastillaCastilla

 

Company are materials $15,000, labor $29,500, Company are materials $15,000, labor $29,500, 
overhead $18,000.  Equivalent units of production are materials overhead $18,000.  Equivalent units of production are materials 
20,000 and conversion costs 19,000.  20,000 and conversion costs 19,000.  Compute the unit costs Compute the unit costs 
for materials and conversion costs.for materials and conversion costs.

LO 6:  Explain the four steps necessary to prepare a cost producLO 6:  Explain the four steps necessary to prepare a cost production report.tion report.

Unit costs for Materials:

$15,000  ÷

 

20,000 units  =  $.75 per unit

Unit costs for Conversion Costs:

Conversion Costs  =  $29,500  +  18,000  =  $47,500

$47,500  ÷

 

19,000  =  $2.50 per unit

Total Manufacturing Costs per Unit:

$.75  +  $2.50  =  $3.25 per unit
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Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
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CHAPTER CHAPTER 2222

COST COST -- VOLUME VOLUME -- 
PROFITPROFIT

Accounting Principles,  Eighth Edition
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Study ObjectivesStudy ObjectivesStudy Objectives

1.
 

Distinguish between variable and fixed costs.
2.

 
Explain the significance of the relevant range.

3.3.
 

Explain the concept of mixed costs.Explain the concept of mixed costs.
4.4.

 
List the five components of costList the five components of cost--volumevolume--profit profit 
analysis.analysis.

5.5.
 

Indicate what contribution margin is and how it Indicate what contribution margin is and how it 
can be expressedcan be expressed

6.6.
 

Identify the three ways to determine the Identify the three ways to determine the 
breakbreak--even point.even point.
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Study ObjectivesStudy ObjectivesStudy Objectives

7.7.
 

Give the formulas for Give the formulas for 
determining sales required determining sales required 
to earn target net incometo earn target net income

8.8.
 

Define margin of safety, Define margin of safety, 
and give the formulas for and give the formulas for 
computing it.computing it.

9.9.
 

Describe the essential Describe the essential 
features of a costfeatures of a cost--volumevolume--

 profit income statement.profit income statement.



Chapter 
22-5

Preview of ChapterPreview of ChapterPreview of Chapter

To manage any business, you must understand:To manage any business, you must understand:

How costs respond to changes in sales volume
and

The effect of costs and revenues on profit

To understand costTo understand cost--volumevolume--profit (CVP), you must profit (CVP), you must 
know how costs behaveknow how costs behave
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Cost-Volume-ProfitCostCost--VolumeVolume--ProfitProfit

Cost Behavior 
Analysis 

Cost Behavior Cost Behavior 
AnalysisAnalysis

Cost-Volume- 
Profit Analysis 
CostCost--VolumeVolume-- 
Profit AnalysisProfit Analysis

Variable costsVariable costs
Fixed costsFixed costs
Relevant rangeRelevant range
Mixed costsMixed costs
Identifying Identifying 
variable and fixed variable and fixed 
costscosts

Basic componentsBasic components
CVP income statementCVP income statement
BreakBreak--even analysiseven analysis
Target net incomeTarget net income
Margin of safetyMargin of safety
Changes in business Changes in business 
environmentenvironment
CVP income statement CVP income statement 
revisitedrevisited
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Cost Behavior AnalysisCost Behavior AnalysisCost Behavior Analysis

Cost Behavior Analysis is Cost Behavior Analysis is 
the study of how specific costs respond to the study of how specific costs respond to 
changes in the level of business activity.changes in the level of business activity.

Some costs change; others remain the sameSome costs change; others remain the same

Helps management plan operations and decide Helps management plan operations and decide 
between alternative courses of actionbetween alternative courses of action

Applies to all types of businesses and entitiesApplies to all types of businesses and entities

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Cost Behavior Analysis - continuedCost Behavior Analysis Cost Behavior Analysis -- continuedcontinued

Starting point is Starting point is measuring key business activitiesmeasuring key business activities

Activity levels may be expressed in terms of:Activity levels may be expressed in terms of:
Sales dollars (in a retail company)Sales dollars (in a retail company)
Miles driven (in a trucking company)Miles driven (in a trucking company)
Room occupancy (in a hotel)Room occupancy (in a hotel)
Dance classes taught (by a dance studio)Dance classes taught (by a dance studio)

Many companies use more Many companies use more 
than one measurement basethan one measurement base

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Cost Behavior Analysis - continuedCost Behavior Analysis Cost Behavior Analysis -- continuedcontinued
For an activity level to be useful: For an activity level to be useful: 

Changes in the level or volume of activity Changes in the level or volume of activity 
should be correlated with changes in costsshould be correlated with changes in costs

The activity level selected is called theThe activity level selected is called the
activity or volume indexactivity or volume index

The activity index:The activity index:
Identifies the activity that causes changes in Identifies the activity that causes changes in 
the behavior of coststhe behavior of costs
Allows costs to be classified according to their Allows costs to be classified according to their 
response to changes in activity as either:response to changes in activity as either:

Variable Costs     Fixed Costs     Mixed CostsVariable Costs     Fixed Costs     Mixed Costs

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Variable CostsVariable CostsVariable Costs

Costs that Costs that vary vary in totalin total directly and directly and 
proportionately with changes in the activity levelproportionately with changes in the activity level

Example:Example:
 

If the activity level If the activity level increasesincreases
 

10 percent, 10 percent, 
total variable costs total variable costs increaseincrease

 
10 percent 10 percent 

Example: If the activity level Example: If the activity level decreasesdecreases
 

by 25 by 25 
percent, total variable costs percent, total variable costs decreasedecrease

 
by 25 by 25 

percentpercent

Variable costs Variable costs remain constant per unit at every remain constant per unit at every 
level of activity.level of activity.

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Variable Costs – ExampleVariable Costs Variable Costs –– ExampleExample

Damon Company manufactures radios that Damon Company manufactures radios that 
contain a $10 clockcontain a $10 clock

Activity index is the number of radios producedActivity index is the number of radios produced

For each radio produced, the total cost of the For each radio produced, the total cost of the 
clocks increases by $10:clocks increases by $10:

If 2,000 radios are made, the total cost of the clocks If 2,000 radios are made, the total cost of the clocks 
is $20,000 (2,000 X $10)is $20,000 (2,000 X $10)

If 10,000 radios are made, the total cost of the clocks If 10,000 radios are made, the total cost of the clocks 
is $100,000 (10,000 X $10)is $100,000 (10,000 X $10)

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Variable Costs – GraphsVariable Costs Variable Costs –– GraphsGraphs

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Fixed CostsFixed CostsFixed Costs

Costs that Costs that remain the same in total regardless of regardless of 
changes in the activity level.changes in the activity level.

Per unit costPer unit cost
 

variesvaries
 

inversely with activity:with activity:
As volume increases, 

unit cost declines, and vice versa

Examples include:Examples include:
Property taxesProperty taxes
InsuranceInsurance
RentRent
Depreciation on buildings and equipmentDepreciation on buildings and equipment

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.
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Fixed Costs - ExampleFixed Costs Fixed Costs -- ExampleExample

Damon Company leases its productive facilities for Damon Company leases its productive facilities for 
$10,000 per month$10,000 per month

Total fixed costs of the facilities remain constant Total fixed costs of the facilities remain constant 
at all levels of activity at all levels of activity --

 
$10,000 per month$10,000 per month

On a On a per unitper unit basis, the cost of rent decreases as basis, the cost of rent decreases as 
activity increases and vice versaactivity increases and vice versa

At 2,000 radios, the unit cost is At 2,000 radios, the unit cost is $5$5
($10,000 ($10,000 ÷÷ 2,000 units)2,000 units)

At 10,000 radios, the unit cost is At 10,000 radios, the unit cost is $1$1
($10,000 ($10,000 ÷÷ 10,000 units)10,000 units)

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.



Chapter 
22-15

Fixed Costs - GraphsFixed Costs Fixed Costs -- GraphsGraphs

LO 1:  Distinguish between variable and fixed costs.LO 1:  Distinguish between variable and fixed costs.



Chapter 
22-16

Variable costs are costs that:Variable costs are costs that:

a.a.
 

Vary in total directly and proportionately with Vary in total directly and proportionately with 
changes in the activity levelchanges in the activity level.

b. Remain the same per unit at every activity level. 

c. Neither of the above.

d. Both (a) and (b) above. 

Let’s ReviewLetLet’’s Reviews Review

LO 1: LO 1: Distinguish between variable and fixed costsDistinguish between variable and fixed costs..



Chapter 
22-17

Relevant RangeRelevant RangeRelevant Range

Throughout the range of possible levels of activity, Throughout the range of possible levels of activity, 
a a straight-line relationship usually does not exist

 for for eithereither
 

variable costs or fixed costs variable costs or fixed costs 

The relationship between variable costs and The relationship between variable costs and 
changes in activity level is often changes in activity level is often curvilinear

For fixed costs, the relationship is also For fixed costs, the relationship is also nonlinear
 

––
 some fixed costs will not change over the entire some fixed costs will not change over the entire 

range of activities while other fixed costs may range of activities while other fixed costs may 
changechange

LO 2:  Explain the significance of the relevant range.LO 2:  Explain the significance of the relevant range.



Chapter 
22-18

Relevant Range - GraphsRelevant Range Relevant Range -- GraphsGraphs

LO 2:  Explain the significance of the relevant range.LO 2:  Explain the significance of the relevant range.



Chapter 
22-19

Relevant Range Relevant Range Relevant Range 

Defined as the range of activity over which a Defined as the range of activity over which a 
companycompany

 
expects to operate during a year

Within this range, a straightWithin this range, a straight--line relationshipline relationship
 usually exists for both variable and fixed costsusually exists for both variable and fixed costs

LO 2:  Explain the significance of the relevant range.LO 2:  Explain the significance of the relevant range.



Chapter 
22-20

The relevant range is:The relevant range is:

a.a.
 

The range of activity in which variable costs will The range of activity in which variable costs will 
be curvilinearbe curvilinear.

b. The range of activity in which fixed costs will be 
curvilinear. 

c. The range over which the company expects to 
operate during a year.

d. Usually from zero to 100% of operating capacity. 

Let’s ReviewLetLet’’s Reviews Review

LO 2: Explain the significance of the relevant range.LO 2: Explain the significance of the relevant range.



Chapter 
22-21

Mixed CostsMixed CostsMixed Costs

Costs that have Costs that have 
both a variable a variable 
cost element cost element 
and a fixeda fixed
cost elementcost element

Sometimes calledSometimes called
semivariable cost

Change Change in total 
but not 
proportionately
with changes inwith changes in
activity levelactivity level

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-22

Mixed Costs: High–Low MethodMixed Costs: HighMixed Costs: High––Low MethodLow Method

Mixed costs must be classified into their Mixed costs must be classified into their fixed 
and and variable

 
elementselements

One approach to separate the costs is called the One approach to separate the costs is called the 
high-low method

Uses the total costs incurred at both the high and Uses the total costs incurred at both the high and 
the low levels of activity to classify mixed coststhe low levels of activity to classify mixed costs

The difference in costs between the high and low The difference in costs between the high and low 
levels levels represents variable costs, since only 
variable costs change as activity levels changechange

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-23

Mixed Costs: 
Steps in High–Low-Method 

Mixed Costs: Mixed Costs: 
Steps in HighSteps in High––LowLow--Method Method 

STEP 1:
 

Determine variable cost per unit using the 
following formula:

STEP 2:
 

Determine the fixed cost by subtracting 
the total variable cost at

 
either the high 

or the low activity level from the total cost 
at that level

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-24

Mixed Costs: 
High–Low-Method Example

 

Mixed Costs: Mixed Costs: 
HighHigh––LowLow--Method ExampleMethod Example

High Level of Activity:High Level of Activity:

 

April                 $63,000        50,000 milesApril                 $63,000        50,000 miles
Low Level of Activity:      Low Level of Activity:      January              January              30,000 30,000 20,000 miles20,000 miles

Difference         $33,000       30,000 milesDifference         $33,000       30,000 miles

Step 1:Step 1:
 

Using the formula, variable costs per unit areUsing the formula, variable costs per unit are
$33,000 $33,000 ÷÷

 
30,000 = 30,000 = $1.10 variable cost per mile$1.10 variable cost per mile

Data for Metro Transit Company for 4 month period:

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-25

Mixed Costs: 
High–Low-Method Example

 

Mixed Costs: Mixed Costs: 
HighHigh––LowLow--Method ExampleMethod Example

Step 2:Step 2:
 

Determine the fixed costs by subtracting total Determine the fixed costs by subtracting total 
variable costs at variable costs at either the high or low activity the high or low activity 
level from the total cost at that same levellevel from the total cost at that same level

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-26

Mixed Costs:
 High–Low-Method Example

 

Mixed Costs:Mixed Costs:
 HighHigh––LowLow--Method ExampleMethod Example

Maintenance costs:Maintenance costs:
$8,000 per month plus $1.10 per mile$8,000 per month plus $1.10 per mile

To determine maintenance costs at a particular To determine maintenance costs at a particular 
activity level:activity level:

1.
 

multiply the activity level times the 
variable cost per unit

2.
 

then add that total to the fixed cost

EXAMPLE:
 

If the activity level is 45,000 miles, the If the activity level is 45,000 miles, the 
estimated maintenance costs would be $8,000 estimated maintenance costs would be $8,000 
fixed and $49,500 variable ($1.10 X 45,000 fixed and $49,500 variable ($1.10 X 45,000 
miles) for a total of $57,500.miles) for a total of $57,500.

LO 3:  Explain the concept of mixed costs.LO 3:  Explain the concept of mixed costs.



Chapter 
22-27

Mixed costs consist of a:Mixed costs consist of a:

a.a.
 

Variable cost element and a fixed cost elementVariable cost element and a fixed cost element.

b. Fixed cost element and a controllable cost 
element. 

c. Relevant cost element and a controllable cost 
element.

d. Variable cost element and a relevant cost 
element. 

Let’s ReviewLetLet’’s Reviews Review

LO 3: Explain the concept of mixed costs.LO 3: Explain the concept of mixed costs.



Chapter 
22-28

Cost-Volume-Profit AnalysisCostCost--VolumeVolume--Profit AnalysisProfit Analysis

Study of the Study of the effects of changes of costs and 
volume on a companyon a company’’s profitss profits

A critical factor in management decisionsA critical factor in management decisions

Important in profit planningImportant in profit planning

LO 4:  List the five components of costLO 4:  List the five components of cost--volumevolume--profit analysis.profit analysis.



Chapter 
22-29

Cost-Volume-Profit AnalysisCostCost--VolumeVolume--Profit AnalysisProfit Analysis

CVP analysis considers the interrelationships CVP analysis considers the interrelationships 
among five basic componentsamong five basic components

LO 4:  List the five components of costLO 4:  List the five components of cost--volumevolume--profit analysis.profit analysis.



Chapter 
22-30

Assumptions Underlying CVP AnalysisAssumptions Underlying CVP AnalysisAssumptions Underlying CVP Analysis

Behavior of both costs and revenues is Behavior of both costs and revenues is linear
 throughout the throughout the relevant range

 
of the activity indexof the activity index

All costs can be classified as either All costs can be classified as either variable or fixed
 with reasonable accuracywith reasonable accuracy

Changes in Changes in activity
 

are the only factors that affect are the only factors that affect 
costscosts

All units All units produced are sold

When more than one type of product is sold, the When more than one type of product is sold, the sales 
mix will remain constant 

LO 4:  List the five components of costLO 4:  List the five components of cost--volumevolume--profit analysis.profit analysis.



Chapter 
22-31

Which of the following is Which of the following is NOTNOT
 

involved in CVP analysis?involved in CVP analysis?

a.a.
 

Sales mixSales mix.

b. Unit selling prices. 

c. Fixed costs per unit.

d. Volume or level of activity. 

Let’s ReviewLetLet’’s Reviews Review

LO 4: List the five components of costLO 4: List the five components of cost--volumevolume--profit analysis.profit analysis.



Chapter 
22-32

CVP Income StatementCVP Income StatementCVP Income Statement

A statement for internal use
Classifies costs and expenses as fixed or variable  
Reports contribution margin in the body of the 
statement.

Contribution margin –
amount of revenue
remaining after
deducting variable costs 

Reports the same net
income

 
as a traditional

income statementincome statement

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressed.pressed.



Chapter 
22-33

CVP Income Statement - ExampleCVP Income Statement CVP Income Statement -- ExampleExample

VargoVargo
 

Video Company produces DVD players. Video Company produces DVD players. 
Relevant data for June 2008: Relevant data for June 2008: 

Unit selling price of DVD playerUnit selling price of DVD player

 

$500$500
Unit variable costsUnit variable costs

 

$300$300
Total monthly fixed costsTotal monthly fixed costs

 

$200,000$200,000
Units soldUnits sold

 

1,6001,600

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressed.pressed.



Chapter 
22-34

Contribution Margin Per UnitContribution Margin Per UnitContribution Margin Per Unit

Contribution margin is availableContribution margin is available
 

to cover fixed 
costs and to contribute to income

The formula for The formula for contribution margin per unit and and 
the computation for the computation for VargoVargo

 
Video are:Video are:

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressed.pressed.



Chapter 
22-35

CVP Income Statement-CM effectCVP Income StatementCVP Income Statement--CM effectCM effect

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressedpressed..



Chapter 
22-36

Contribution Margin RatioContribution Margin RatioContribution Margin Ratio

Shows the percentage of each sales dollar Shows the percentage of each sales dollar 
available to apply toward fixed costs and profitsavailable to apply toward fixed costs and profits

The formula for The formula for contribution margin ratio and the and the 
computation for computation for VargoVargo

 
Video are:Video are:

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressed.pressed.



Chapter 
22-37

Contribution Margin RatioContribution Margin RatioContribution Margin Ratio

Ratio helps to determine the effect of changes in 
sales on net income

LO 5:  Indicate what contribution margin is and how it can be exLO 5:  Indicate what contribution margin is and how it can be expressed.pressed.



Chapter 
22-38

Contribution margin:Contribution margin:

a.a.
 

Is revenue remaining after deducting variable Is revenue remaining after deducting variable 
costscosts.

b. May be expressed as contribution margin per 
unit. 

c. Is selling price less cost of goods sold.

d. Both (a) and (b) above. 

Let’s ReviewLetLet’’s Reviews Review

LO 5: Indicate what contribution margin is and how it can be expLO 5: Indicate what contribution margin is and how it can be expressed.ressed.



Chapter 
22-39

Break-Even AnalysisBreakBreak--Even AnalysisEven Analysis

Process of finding the Process of finding the break-even point
level of activity at which level of activity at which total revenues equal

 total costs (both fixed and variable)(both fixed and variable)

Can be computed or derivedCan be computed or derived
from a mathematical equation,
by using contribution margin, or
from a cost-volume profit (CVP) graph

Expressed either in sales units
 

or in sales dollars

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-40

Break-Even Analysis: Mathematical EquationBreakBreak--Even Analysis: Mathematical EquationEven Analysis: Mathematical Equation
Break-even occurs where total sales equal variable 
costs plus fixed costs; i.e., net income is zero. 
The formula for the The formula for the break-even point and the and the 
computation for computation for VargoVargo

 
Video are:Video are:

To find To find sales dollarssales dollars required to breakrequired to break--even:even:
1000 units X $500 = $500,000 (break1000 units X $500 = $500,000 (break--even dollars)even dollars)

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-41

Break-Even Analysis:
 Contribution Margin Technique

 

BreakBreak--Even Analysis:Even Analysis:
 Contribution Margin TechniqueContribution Margin Technique

At the break-even point, contribution margin must 
equal total fixed costs

(CM = total revenues –
 

variable costs)

The break-even point can be computed using either
 contribution margin per unit or contribution margin 

ratio.

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-42

Contribution Margin TechniqueContribution Margin TechniqueContribution Margin Technique

When the BEP in units is desired, contribution margin 
per unit is used in the following formula which shows 
the computation for Vargo

 
Video: 

When the BEP in dollars is desired, contribution 
margin

 
ratio is used in the following formula which 

shows the computation for Vargo
 

Video:

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-43

Break-Even Analysis: Graphic PresentationBreakBreak--Even Analysis: Graphic PresentationEven Analysis: Graphic Presentation

A cost-volume profit (CVP) graph shows costs, volume 
and profits.
Used to visually find the break-even point
To construct a CVP graph:To construct a CVP graph:

Plot the total sales line starting at the zero 
activity level

Plot the total fixed cost using a horizontal line
Plot the total cost line (starts at the fixed-cost 

line at zero activity
Determine the break-even point from the 

intersection of the total cost line and the 
total sales line

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-44

Break-Even Analysis: Graphic PresentationBreakBreak--Even Analysis: Graphic PresentationEven Analysis: Graphic Presentation

LO 6:  Identify the three ways to determine the breakLO 6:  Identify the three ways to determine the break--even point.even point.



Chapter 
22-45

GossenGossen
 

Company is planning to sell 200,000 pliers for Company is planning to sell 200,000 pliers for 
$4 per unit.  The contribution margin ratio is 25%.  If $4 per unit.  The contribution margin ratio is 25%.  If 
GossenGossen

 
will break even at this level of sales, what are will break even at this level of sales, what are 

the fixed costs?the fixed costs?

a.a.
 

$100,000$100,000.

b. $160,000. 

c. $200,000.

d. $300,000. 

Let’s ReviewLetLet’’s Reviews Review

LO 6: Identify the three ways to determine the breakLO 6: Identify the three ways to determine the break--even point.even point.



Chapter 
22-46

Break-Even Analysis: Target Net IncomeBreakBreak--Even Analysis: Target Net IncomeEven Analysis: Target Net Income

Level of sales necessary to achieve a specified 
income

Can be determined from each of the approaches used Can be determined from each of the approaches used 
to determine breakto determine break--even sales/units:even sales/units:

from a mathematical equation,
by using contribution margin, or
from a cost-volume profit (CVP) graph

Expressed either in sales units
 

or in sales dollars

LO 7:  Give the formulas for determining sales required LO 7:  Give the formulas for determining sales required 
to earn target net income.to earn target net income.



Chapter 
22-47

Break-Even Analysis: Target Net IncomeBreakBreak--Even Analysis: Target Net IncomeEven Analysis: Target Net Income

Mathematical EquationMathematical Equation

Using the formula for the Using the formula for the break-even point,
 

simply 
include the desired net income as a factor.

 
The The 

computation for computation for VargoVargo
 

Video is as follows:Video is as follows:

LO 7:  Give the formulas for determining sales required to LO 7:  Give the formulas for determining sales required to 
earn target net income.earn target net income.



Chapter 
22-48

Break-Even Analysis: Target Net IncomeBreakBreak--Even Analysis: Target Net IncomeEven Analysis: Target Net Income

Contribution Margin TechniqueContribution Margin Technique

To determine the required sales in units for Vargo
 Video: 

To determine the required sales in dollars for Vargo
 Video:

LO 7: Give the formulas for determining sales required to LO 7: Give the formulas for determining sales required to 
earn target net income.earn target net income.



Chapter 
22-49

The mathematical equation for computing required The mathematical equation for computing required 
sales to obtain target net income is:sales to obtain target net income is:

Required sales =Required sales =

a.a.
 

Variable costs + Target net incomeVariable costs + Target net income.

b. Variable costs + Fixed costs + Target net income. 

c. Fixed costs + Target net income.

d. No correct answer is given. 

Let’s ReviewLetLet’’s Reviews Review

LO 7:  Give the formulas for determining sales required to LO 7:  Give the formulas for determining sales required to 
earn target net income.earn target net income.



Chapter 
22-50

Break-Even Analysis: Margin of SafetyBreakBreak--Even Analysis: Margin of SafetyEven Analysis: Margin of Safety

Difference between actual or expected sales and 
sales at the break-even point

Measures the “cushion”
 

that management has if 
expected sales fail to materialize

May be expressed in dollars or as a ratio

To determine the margin of safety in dollars for 
Vargo

 
Video assuming that actual/expected sales are 

$750,000:

LO 8: Define margin of safety, and give the formulas for computiLO 8: Define margin of safety, and give the formulas for computing it.ng it.



Chapter 
22-51

Break-Even Analysis: Margin of SafetyBreakBreak--Even Analysis: Margin of SafetyEven Analysis: Margin of Safety

Margin of Safety RatioMargin of Safety Ratio

Computed by dividing the margin of safety in dollars 
by the actual or expected sales

To determine the margin of safety ratio for Vargo
Video assuming that actual/expected sales are 
$750,000:

The higher the dollars or the percentage, the The higher the dollars or the percentage, the 
greater the margin of safetygreater the margin of safety

LO 8: Define margin of safety, and give the formulas for computiLO 8: Define margin of safety, and give the formulas for computing it.ng it.



Chapter 
22-52

CVP Income Statement RevisitedCVP Income Statement RevisitedCVP Income Statement Revisited

LO 9: Describe the essential features of a costLO 9: Describe the essential features of a cost--volumevolume--

 
profit income statement.profit income statement.



Chapter 
22-53

Marshall Company had actual sales of $600,000 when Marshall Company had actual sales of $600,000 when 
breakbreak--even sales were $420,000.  What is the margin even sales were $420,000.  What is the margin 
of safety ratio?of safety ratio?

a.a.
 

25%25%.

b. 30%. 

c. 33 1/3%.

d. 45%. 

Let’s ReviewLetLet’’s Reviews Review

LO 8:  Define margin of safety, and give the formulas for LO 8:  Define margin of safety, and give the formulas for 
computing it.computing it.



Chapter 
22-54

Chapter Review - Brief Exercise 22-4 Chapter Review Chapter Review -- Brief Exercise 22Brief Exercise 22--4 4 

DeinesDeines

 

Company accumulates the following data concerning a Company accumulates the following data concerning a 
mixed cost, using miles as the activity level.mixed cost, using miles as the activity level.

MilesMiles

 

TotalTotal

 

MilesMiles

 

TotalTotal
DrivenDriven

 

CostCost

 

DrivenDriven

 

CostCost
January

 

8,000

 

$14,150$14,150

 

MarchMarch

 

8,5008,500

 

$15,000$15,000
February  7,500February  7,500

 

$13,600$13,600

 

AprilApril

 

8,2008,200

 

$14,490$14,490

Compute the variable and fixed cost elements using the high-

 
low method.



Chapter 
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Chapter Review - Brief Exercise 22-4 Chapter Review Chapter Review -- Brief Exercise 22Brief Exercise 22--4 4 

High Level of Activity:High Level of Activity:

 

March             $15,000        8,500 milesMarch             $15,000        8,500 miles
Low Level of Activity:       Low Level of Activity:       February           1February           13,600 3,600 7,500 miles7,500 miles

Difference       $ 1,400         1,000 milesDifference       $ 1,400         1,000 miles

Step 1Step 1:  :  
Variable Cost per Unit =  $1,400 Variable Cost per Unit =  $1,400 ÷÷

 

1,000 miles1,000 miles
=  =  $1.40 variable cost per mile$1.40 variable cost per mile

Step 2:Step 2:

 

HighHigh

 

LowLow
Total Cost:Total Cost:

 

$15,000          $13,600$15,000          $13,600
Variable Cost:Variable Cost:

8,500 X $1.408,500 X $1.40

 

11,900 11,900 
7,500 X $1.407,500 X $1.40

 

10,500 10,500 
Total Fixed CostsTotal Fixed Costs

 

$ 3,100$ 3,100

 

$ 3,100$ 3,100
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Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
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CHAPTER CHAPTER 2323

BUDGETARY BUDGETARY 
PLANNINGPLANNING

Accounting Principles,  Eighth Edition



Chapter 
23-3

Study ObjectivesStudy ObjectivesStudy Objectives

1.
 

Indicate the benefits of budgeting.
2.

 
State the essentials of effective budgeting.

3.3.
 

Identify the budgets that comprise the master Identify the budgets that comprise the master 
budget.budget.

4.4.
 

Describe the sources for preparing the Describe the sources for preparing the 
budgeted income statement.budgeted income statement.

5.5.
 

Explain the principal sections of a cash budget.Explain the principal sections of a cash budget.
6.6.

 
Indicate the applicability of budgeting in Indicate the applicability of budgeting in 
nonmanufacturingnonmanufacturing

 
companies.companies.



Chapter 
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Preview of ChapterPreview of ChapterPreview of Chapter

Budgeting is critical to financial wellBudgeting is critical to financial well--being being 

Use budgets in planning and controlling operationsUse budgets in planning and controlling operations

Specific focus is on how budgeting is used as a Specific focus is on how budgeting is used as a 
planning toolplanning tool by management.by management.



Chapter 
23-5

Budgetary PlanningBudgetary PlanningBudgetary Planning

Budgeting 
Basics 

Budgeting Budgeting 
BasicsBasics

Preparing the 
Operating 
Budgets 

Preparing the Preparing the 
Operating Operating 
BudgetsBudgets

Budgeting in 
Non- 

manufacturing 
Companies 

Budgeting in Budgeting in 
NonNon-- 

manufacturing manufacturing 
CompaniesCompanies

Budgeting & accountingBudgeting & accounting
BenefitsBenefits
Essentials of effective Essentials of effective 
budgetingbudgeting
Length of budget periodLength of budget period

Budgeting processBudgeting process
Budgeting and human Budgeting and human 
behaviorbehavior
Budgeting and longBudgeting and long-- 
range planningrange planning
The master budgetThe master budget

SalesSales
ProductionProduction
Direct materialsDirect materials
Direct laborDirect labor
Manufacturing Manufacturing 
overheadoverhead
Selling and Selling and 
administrative administrative 
expenseexpense
Budgeted income Budgeted income 
statementstatement

MerchandisersMerchandisers
ServiceService
NotNot--forfor--profitprofit

Preparing the 
Financial 
Budgets 

Preparing the Preparing the 
Financial Financial 
BudgetsBudgets

CashCash
Budgeted Budgeted 
balance sheet balance sheet 



Chapter 
23-6

Budgeting BasicsBudgeting BasicsBudgeting Basics

BudgetBudget
A formal written statement of managementA formal written statement of management’’s plans s plans 
for a specified future time period, expressed in for a specified future time period, expressed in 
financial termsfinancial terms
Primary way to communicate agreedPrimary way to communicate agreed--upon upon 
objectives to all parts of the companyobjectives to all parts of the company
Promotes efficiencyPromotes efficiency
Control deviceControl device --

 
important basis for performance important basis for performance 

evaluation once adoptedevaluation once adopted



Chapter 
23-7

Budgeting Basics – Role of AccountingBudgeting Basics Budgeting Basics –– Role of AccountingRole of Accounting

Historical accounting data on revenues, costs, and Historical accounting data on revenues, costs, and 
expenses help in formulating future budgetsexpenses help in formulating future budgets

Accountants normally responsible for presenting Accountants normally responsible for presenting 
managementmanagement’’ss budgeting goals in budgeting goals in financial termsfinancial terms

The budget and its administration are, however, The budget and its administration are, however, 
entirely managemententirely management’’s responsibilitys responsibility



Chapter 
23-8

Budgeting Basics - BenefitsBudgeting Basics Budgeting Basics -- BenefitsBenefits

Requires all levels of management to Requires all levels of management to plan aheadplan ahead
 and formalize goals on a recurring basisand formalize goals on a recurring basis

ProvidesProvides
 

definite objectivesdefinite objectives for evaluating for evaluating 
performance at each level of responsibilityperformance at each level of responsibility

Creates anCreates an
 

early warning systemearly warning system for potential for potential 
problemsproblems

LO 1:  Indicate the benefits of budgeting.LO 1:  Indicate the benefits of budgeting.



Chapter 
23-9

Budgeting Basics - BenefitsBudgeting Basics Budgeting Basics -- BenefitsBenefits

FacilitatesFacilitates
 

coordination of activitiescoordination of activities within the within the 
businessbusiness

Results inResults in
 

greater management awarenessgreater management awareness of the of the 
entityentity’’s overall operations and the impact of s overall operations and the impact of 
external factors external factors 

Motivates personnelMotivates personnel throughout organization to throughout organization to 
meet planned objectivesmeet planned objectives

LO 1:  Indicate the benefits of budgeting.LO 1:  Indicate the benefits of budgeting.



Chapter 
23-10

Budgeting Basics - BenefitsBudgeting Basics Budgeting Basics -- BenefitsBenefits

LO 1:  Indicate the benefits of budgeting.LO 1:  Indicate the benefits of budgeting.

A budget is A budget is 
anan

 
aid aid to managementto management

not a substitutenot a substitute for management.for management.



Chapter 
23-11

Which of the following is Which of the following is notnot
 

a benefit of budgeting?a benefit of budgeting?

a.a.
 

Management can plan aheadManagement can plan ahead.

b. An early warning system is provided for 
potential problems. 

c. It enables disciplinary action to be taken at 
every level of responsibility.

d. The coordination of activities is facilitated. 

Let’s ReviewLetLet’’s Reviews Review

LO 1: Indicate the benefits of budgeting.LO 1: Indicate the benefits of budgeting.



Chapter 
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Effective BudgetingEffective BudgetingEffective Budgeting

Depends on a Depends on a sound organizational structuresound organizational structure with with 
authority and responsibility for all phases of authority and responsibility for all phases of 
operations clearly definedoperations clearly defined

Based on Based on research and analysisresearch and analysis
with realistic goalswith realistic goals

Accepted by all levels ofAccepted by all levels of
managementmanagement

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-13

The Budget PeriodThe Budget PeriodThe Budget Period

May be prepared forMay be prepared for
 

any period of timeany period of time
Most common  Most common  --

 
one yearone year

Supplement with monthly and quarterly budgetsSupplement with monthly and quarterly budgets
Different budgets may Different budgets may cover different time cover different time 
periodsperiods

Long enoughLong enough
 

to provide an attainable goal and to provide an attainable goal and 
minimize seasonal or cyclical fluctuationsminimize seasonal or cyclical fluctuations
Short enoughShort enough

 
for reliable estimates for reliable estimates 

Continuous twelveContinuous twelve--month budgetmonth budget
Drop the month just ended and add a future Drop the month just ended and add a future 
monthmonth
Keeps management planning a full year aheadKeeps management planning a full year ahead

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-14

The Budgeting ProcessThe Budgeting ProcessThe Budgeting Process

Base budget goals on past performanceBase budget goals on past performance

Collect data from organizational Collect data from organizational 
unitsunits

Begin several months before end of Begin several months before end of 
current yearcurrent year

Develop budget within theDevelop budget within the
 

framework offramework of
 aa

 
sales forecastsales forecast

Shows potential industry salesShows potential industry sales
Shows companyShows company’’s expected shares expected share

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-15

The Budgeting ProcessThe Budgeting ProcessThe Budgeting Process

Factors considered in Sales Forecasting:Factors considered in Sales Forecasting:
General economic conditions General economic conditions 
Industry trendsIndustry trends
Market research studiesMarket research studies
Anticipated advertising and promotionAnticipated advertising and promotion
Previous market share Previous market share 
Price changes Price changes 
Technological developmentsTechnological developments

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-16

Budgeting and Human BehaviorBudgeting and Human BehaviorBudgeting and Human Behavior

Participative BudgetingParticipative Budgeting
May inspire higher levels of performance or May inspire higher levels of performance or 
discourage additional effortdiscourage additional effort
Depends on how budget developed and Depends on how budget developed and 
administeredadministered
Invite each level of management to participateInvite each level of management to participate

This This ““bottombottom--toto--toptop”” approach is calledapproach is called
Participative BudgetingParticipative Budgeting

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-17

Participative BudgetingParticipative BudgetingParticipative Budgeting

Advantages:Advantages:
More accurate budget estimatesMore accurate budget estimates because lower because lower 
level managers have more detailed knowledge of level managers have more detailed knowledge of 
their areatheir area
Tendency to perceive process as fairTendency to perceive process as fair due to due to 
involvement of lower level managementinvolvement of lower level management

Overall goalOverall goal
 

--
 

produce a budget considered fair produce a budget considered fair 
and achievable by managers while still meeting and achievable by managers while still meeting 
corporate goalscorporate goals

Risk of unreliable budgets greater when they are Risk of unreliable budgets greater when they are 
““toptop--downdown””

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-18

Participative BudgetingParticipative BudgetingParticipative Budgeting

Disadvantages:Disadvantages:

Can be Can be time consumingtime consuming
and and costlycostly
Can foster budgetaryCan foster budgetary
““gaminggaming””

 
through through 

budgetary slack:budgetary slack:

situation where managerssituation where managers
 

intentionallyintentionally
 underestimate budgeted revenues or underestimate budgeted revenues or 

overestimate budgeted expenses so that overestimate budgeted expenses so that 
budget goals are easier to meetbudget goals are easier to meet

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.



Chapter 
23-19

Participative BudgetingParticipative BudgetingParticipative Budgeting

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.

Flow of budget data from lower management to top levelsFlow of budget data from lower management to top levels



Chapter 
23-20

Budgeting Versus Long Range PlanningBudgeting Versus Long Range PlanningBudgeting Versus Long Range Planning

LO 2:  State the essentials of effective budgeting.LO 2:  State the essentials of effective budgeting.

Three basic differences between Budgeting 
and Long Range Planning:

Time period involved
Emphasis

Detail presented

Time period:
Budgeting is short-term –

 
usually one year

Long range planning -
 

at least five years



Chapter 
23-21

The essentials of effective budgeting do The essentials of effective budgeting do notnot include:include:

a.a.
 

TopTop--down budgetingdown budgeting.

b. Management acceptance. 

c. Research and analysis.

d. Sound organizational structure. 

Let’s ReviewLetLet’’s Reviews Review

LO 2: State the essentials of effective budgeting.LO 2: State the essentials of effective budgeting.



Chapter 
23-22

The Master BudgetThe Master BudgetThe Master Budget

A set of interrelated budgets that constitutes a plan A set of interrelated budgets that constitutes a plan 
of action for a specified time periodof action for a specified time period
Contains two classes of budgets:Contains two classes of budgets:
Operating budgets:Operating budgets:

Individual budgets that result in the preparation Individual budgets that result in the preparation 
of the budgeted income statement of the budgeted income statement ––

 
establish establish 

goals for sales and production personnelgoals for sales and production personnel
Financial budgets:Financial budgets:

The capital expenditures budget, the cash The capital expenditures budget, the cash 
budget, and the budgeted balance sheet budget, and the budgeted balance sheet ––

 
focus focus 

primarily on cash needs to fund operations and primarily on cash needs to fund operations and 
capital expenditurescapital expenditures

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-23

The Master Budget - ComponentsThe Master Budget The Master Budget -- ComponentsComponents

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-24

Operating Budgets:  Sales BudgetOperating Budgets:  Sales BudgetOperating Budgets:  Sales Budget

First budget preparedFirst budget prepared

Derived from the sales forecastDerived from the sales forecast
ManagementManagement’’s s best estimatebest estimate of sales revenue of sales revenue 
for the budget periodfor the budget period
Every other budget depends on the sales Every other budget depends on the sales 
budgetbudget

Prepared by multiplyingPrepared by multiplying
expected unit sales volume for each product expected unit sales volume for each product 

times times 
anticipated unit selling priceanticipated unit selling price

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-25

Operating Budgets:  Sales BudgetOperating Budgets:  Sales BudgetOperating Budgets:  Sales Budget

Expected sales volume: 3,000 units in the first Expected sales volume: 3,000 units in the first 
quarter with 500quarter with 500--unit increments for each unit increments for each 
following quarterfollowing quarter
Sales price: $60 per unitSales price: $60 per unit

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example Example ––
 

Hayes CompanyHayes Company



Chapter 
23-26

Operating Budgets:  Production BudgetOperating Budgets:  Production BudgetOperating Budgets:  Production Budget

Shows the Shows the units that must be producedunits that must be produced to meet to meet 
anticipated salesanticipated sales
Derived from sales budget plus the desired change Derived from sales budget plus the desired change 
in ending finished goods (ending finished goods less in ending finished goods (ending finished goods less 
the beginning finished goods units)the beginning finished goods units)
Required production in units formula:Required production in units formula:

Essential to have a realistic estimate of ending Essential to have a realistic estimate of ending 
inventory inventory 

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-27

Operating Budgets:  Production BudgetOperating Budgets:  Production BudgetOperating Budgets:  Production Budget

Hayes Co. believes it can meet future sales needs withHayes Co. believes it can meet future sales needs with
an ending inventory of 20% of next quarteran ending inventory of 20% of next quarter’’s saless sales

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

ExampleExample
 

––
 

Hayes CompanyHayes Company



Chapter 
23-28

Operating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials Budget

Shows both the Shows both the quantityquantity andand
 

costcost of direct of direct 
materials to be purchasedmaterials to be purchased
Derived from the direct materials units required Derived from the direct materials units required 
for production (from the production budget) plus for production (from the production budget) plus 
the desired change in ending direct materials unitsthe desired change in ending direct materials units

Budgeted cost of direct materials to be Budgeted cost of direct materials to be 
purchased = required units of direct materials X purchased = required units of direct materials X 
anticipated cost per unitanticipated cost per unit

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-29

Operating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials Budget

Key component in budgeting process Key component in budgeting process ––
 desired ending inventorydesired ending inventory

An ending inventory of 10% of next An ending inventory of 10% of next 
quarterquarter’’s production requirements is s production requirements is 
sufficientsufficient

The manufacturing of each unit The manufacturing of each unit 
requires 2 pounds of raw materials at requires 2 pounds of raw materials at 
an expected price of $4 per poundan expected price of $4 per pound

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example Example ––
 

Hayes CompanyHayes Company



Chapter 
23-30

Operating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials BudgetOperating Budgets:  Direct Materials Budget

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example Example ––
 

Hayes CompanyHayes Company



Chapter 
23-31

Operating Budgets:  Direct Labor Budget Operating Budgets:  Direct Labor Budget Operating Budgets:  Direct Labor Budget 

Shows both the Shows both the quantity of hours and quantity of hours and 
cost of direct laborcost of direct labor necessary to necessary to 
meet production requirementsmeet production requirements

Critical in maintaining a labor force Critical in maintaining a labor force 
that can that can meet expected productionmeet expected production

Total direct labor cost formula:Total direct labor cost formula:

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-32

Operating Budgets:  Direct  Labor BudgetOperating Budgets:  Direct  Labor BudgetOperating Budgets:  Direct  Labor Budget

Direct labor hours from the production budgetDirect labor hours from the production budget
Two hours of direct labor required for each unitTwo hours of direct labor required for each unit
Anticipated hourly wage rate $10Anticipated hourly wage rate $10

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example Example ––
 

Hayes CompanyHayes Company



Chapter 
23-33

Operating Budgets:  Manufacturing OverheadOperating Budgets:  Manufacturing OverheadOperating Budgets:  Manufacturing Overhead

Shows the expected manufacturing overhead Shows the expected manufacturing overhead 
costs for the budget periodcosts for the budget period
Distinguishes between Distinguishes between fixedfixed andand

 
variablevariable

 overhead costsoverhead costs

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example –
 

Hayes Company
Fixed cost amounts are assumed
Expected variable costs per direct 

labor hour:
indirect materials: $1.00
indirect labor:        $1.40
utilities:                 $0.40
maintenance:          $0.20



Chapter 
23-34

Operating Budgets:  Manufacturing OverheadOperating Budgets:  Manufacturing OverheadOperating Budgets:  Manufacturing Overhead

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-35

Operating Budgets:  Selling and Administrative Operating Budgets:  Selling and Administrative Operating Budgets:  Selling and Administrative 

Projection of anticipated operating expensesProjection of anticipated operating expenses

Distinguishes between Distinguishes between fixedfixed andand
 

variablevariable costscosts

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.

Example –
 

Hayes Company
Fixed cost amounts are assumed
Expected variable costs per unit sold 
(from sales budget):

sales commissions:  $3.00
freight-out:  $1.00



Chapter 
23-36

Operating Budgets:  Selling and Administrative Operating Budgets:  Selling and Administrative Operating Budgets:  Selling and Administrative 

LO 3:  Identify the budgets that comprise the master budget.LO 3:  Identify the budgets that comprise the master budget.



Chapter 
23-37

A sales budget is:A sales budget is:

a.a.
 

Derived from the production budgetDerived from the production budget.

b. Management’s best estimate of sales revenue for 
the year. 

c. Not the starting point for the master budget.

d. Prepared only for credit sales. 

Let’s ReviewLetLet’’s Reviews Review

LO 3: Identify the budgets that comprise the master budget.LO 3: Identify the budgets that comprise the master budget.



Chapter 
23-38

Operating Budgets: 
Budgeted Income Statement

 

Operating Budgets: Operating Budgets: 
Budgeted Income StatementBudgeted Income Statement

Important Important endend--product of the operating budgetsproduct of the operating budgets
Indicates Indicates expected profitabilityexpected profitability of operationsof operations
Provides a Provides a basis for evaluatingbasis for evaluating company performancecompany performance
Prepared from the operating budgetsPrepared from the operating budgets

Sales BudgetSales Budget
Production BudgetProduction Budget
Direct Materials BudgetDirect Materials Budget
Direct Labor BudgetDirect Labor Budget
Manufacturing Overhead BudgetManufacturing Overhead Budget
Selling and Administrative Expense BudgetSelling and Administrative Expense Budget

LO 4:  Describe the sources for preparing the budgeted income stLO 4:  Describe the sources for preparing the budgeted income statement.atement.



Chapter 
23-39

Operating Budgets: 
Budgeted Income Statement

 

Operating Budgets: Operating Budgets: 
Budgeted Income StatementBudgeted Income Statement

Example Example ––
 

Hayes CompanyHayes Company

To find cost of goods sold:To find cost of goods sold:
First, determine the unit cost of one KitchenFirst, determine the unit cost of one Kitchen--matemate

Second, determine Cost of Goods Sold by multiplying units Second, determine Cost of Goods Sold by multiplying units 
sold times unit cost:sold times unit cost:

15,000 units X $44 = $660,00015,000 units X $44 = $660,000

LO 4:  Describe the sources for preparing the budgeted income stLO 4:  Describe the sources for preparing the budgeted income statement.atement.



Chapter 
23-40

Operating Budgets: 
Budgeted Income Statement

 

Operating Budgets: Operating Budgets: 
Budgeted Income StatementBudgeted Income Statement

Additional estimated data for budgeted income statement:Additional estimated data for budgeted income statement:
Interest Expense Interest Expense --

 

$100$100

 

Income Taxes Income Taxes --

 

$12,000$12,000

LO 4:  Describe the sources for preparing the budgeted income stLO 4:  Describe the sources for preparing the budgeted income statement.atement.



Chapter 
23-41

Each of the following budgets is used in preparing the Each of the following budgets is used in preparing the 
budgeted income statement budgeted income statement exceptexcept

 
the:the:

a.a.
 

Sales budgetSales budget.

b. Selling and administrative budget. 

c. Capital expenditure budget.

d. Direct labor budget. 

Let’s ReviewLetLet’’s Reviews Review

LO 4: Describe the sources for preparing the budgeted income staLO 4: Describe the sources for preparing the budgeted income statement.tement.



Chapter 
23-42

Financial Budgets:  Cash BudgetFinancial Budgets:  Cash BudgetFinancial Budgets:  Cash Budget

Shows Shows anticipated anticipated cash flowscash flows

Often considered to be the Often considered to be the most important output most important output 
in preparing financial budgetsin preparing financial budgets

Contains three sections:Contains three sections:
Cash ReceiptsCash Receipts
Cash DisbursementsCash Disbursements
FinancingFinancing

Shows beginning and ending cash balancesShows beginning and ending cash balances

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-43

Operating Budgets: 
Budgeted Income Statement

 

Operating Budgets: Operating Budgets: 
Budgeted Income StatementBudgeted Income Statement

Basic FormatBasic Format

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-44

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Cash Receipts SectionCash Receipts Section
Includes expected receipts from the principal sourcesprincipal sources of 
revenue –

 

usually cash sales and collections on credit sales
Shows expected interest and dividends receipts as well as 
proceeds from planned sales of investments, plant assets, 
and capital stock

Cash Disbursements SectionCash Disbursements Section
Includes expected cash paymentsexpected cash payments for direct materials and 
labor, taxes, dividends, plant assets, etc.

Financing SectionFinancing Section
Shows expected borrowings and repaymentsexpected borrowings and repayments of borrowed 
funds plus interest

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-45

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Must prepare in 
sequence
Ending cash balance of Ending cash balance of 
one period is the one period is the 
beginning cash balance beginning cash balance 
for the nextfor the next
Data obtained from Data obtained from 
other budgets and from other budgets and from 
managementmanagement
Often prepared for the Often prepared for the 
year on a monthly basisyear on a monthly basis

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-46

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Example Example ––
 

Hayes Company Hayes Company AssumptionsAssumptions
January 1, 2008 cash balance:January 1, 2008 cash balance: $38,000$38,000
Sales:Sales: collect 60% in quarter sold; 40% in next quarter;collect 60% in quarter sold; 40% in next quarter;

collect December 31, 2007 Accounts Receivable in Quarter 1collect December 31, 2007 Accounts Receivable in Quarter 1
Expected sale of short term investments:Expected sale of short term investments: $2,000 in Quarter 1$2,000 in Quarter 1
Direct Materials:Direct Materials: pay 50% in quarter purchased; 50% in nextpay 50% in quarter purchased; 50% in next

pay December 31, 2007 Accounts Payable in Quarter 1pay December 31, 2007 Accounts Payable in Quarter 1
Direct Labor:Direct Labor: pay 100% in quarter incurredpay 100% in quarter incurred
Manufacturing Overhead and Selling/Administrative Expenses:Manufacturing Overhead and Selling/Administrative Expenses:

pay (except depreciation) in quarter incurredpay (except depreciation) in quarter incurred
Expected purchase of truck:Expected purchase of truck:

 

$10,000 cash in Quarter 2$10,000 cash in Quarter 2
Estimated annual income taxes:Estimated annual income taxes:

 

Equal payment each quarterEqual payment each quarter
Loans:Loans: Pay in earliest quarter with sufficient cash (i.e., cash on hanPay in earliest quarter with sufficient cash (i.e., cash on hand d 

exceeds the $15,000 minimum required balance)exceeds the $15,000 minimum required balance)

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-47

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Example Example ––
 

Hayes CompanyHayes Company
Usually prepare schedule of collections from customers

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-48

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Example Example ––
 

Hayes CompanyHayes Company
Prepare schedule of cash payments for direct materials

Now prepare the Cash Budget based on the assumptions 
and preceding schedules

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-49

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-50

Financial Budgets: Cash BudgetFinancial Budgets: Cash BudgetFinancial Budgets: Cash Budget

Contributes to more effective cash management

Shows managers the need for additional financing 
before actual need arises

Indicates when excess cash will be available

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-51

Financial Budgets:  Budgeted Balance SheetFinancial Budgets:  Budgeted Balance SheetFinancial Budgets:  Budgeted Balance Sheet

A projection of financial 
position at the end of end of 
the budgeted periodthe budgeted period

Developed from the 
budgeted balance sheet 
for the preceding year 
and the budgets for the 
current year

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-52

Financial Budgets:  Budgeted Balance SheetFinancial Budgets:  Budgeted Balance SheetFinancial Budgets:  Budgeted Balance Sheet

Example Example ––
 

Hayes CompanyHayes Company

Additional data:

LO 5:  Explain the principal sections of a cash budget.LO 5:  Explain the principal sections of a cash budget.



Chapter 
23-53

Expected direct materials purchases in Read Company Expected direct materials purchases in Read Company 
are $70,000 in the first quarter and $90,000 in the are $70,000 in the first quarter and $90,000 in the 
second quarter.  Forty percent of the purchases are second quarter.  Forty percent of the purchases are 
paid in cash as incurred, and the balance is paid in the paid in cash as incurred, and the balance is paid in the 
following quarter.  The budgeted cash payments for following quarter.  The budgeted cash payments for 
purchases in the second quarter are:purchases in the second quarter are:

a.a.
 

$96,000$96,000

b. $90,000 

c. $78,000

d. $72,000 

Let’s ReviewLetLet’’s Reviews Review

LO 5: Explain the principal sections of a cash budget.LO 5: Explain the principal sections of a cash budget.



Chapter 
23-54

Budgeting:  MerchandisersBudgeting:  MerchandisersBudgeting:  Merchandisers

Sales BudgetSales Budget:  starting point and key factor in 
developing the master budget
Use a purchases budgetpurchases budget instead of a production 
budget
DoesDoes

 
notnot use the manufacturing budgetsuse the manufacturing budgets

 
(direct 

materials, direct labor, manufacturing overhead)
To determine budgeted merchandise purchases:

LO 6:  Indicate the applicability of budgeting in LO 6:  Indicate the applicability of budgeting in 
nonnon--manufacturing companies.manufacturing companies.



Chapter 
23-55

Budgeting:  MerchandisersBudgeting:  MerchandisersBudgeting:  Merchandisers

Example Example ––
 

Lima CompanyLima Company
Budgeted sales for July $300,000 and for August $320,000
Cost of Goods Sold:  70% of sales
Desired ending inventory:  30% of next month’s Cost of 

Goods Sold

LO 6:  Indicate the LO 6:  Indicate the appliabilityappliability of budgeting in of budgeting in 
nonmanufacturingnonmanufacturing companies.companies.



Chapter 
23-56

Budgeting:  Service CompaniesBudgeting:  Service CompaniesBudgeting:  Service Companies

Critical factor in budgeting is coordinating coordinating 
professional staff needs with anticipated servicesprofessional staff needs with anticipated services
Problems if overstaffedoverstaffed:

Disproportionately high labor costs
Lower profits due to additional salaries
Increased staff turnover due to lack of 
challenging work

Problems if understaffedunderstaffed:
Lost revenues because existing and future client 
needs for services cannot be met
Loss of professional staff due to excessive work 
loads

LO 6:  Indicate the applicability of budgeting in LO 6:  Indicate the applicability of budgeting in 
nonnon--manufacturing companies.manufacturing companies.



Chapter 
23-57

Budgeting:  Not-for-Profit CompaniesBudgeting:  NotBudgeting:  Not--forfor--Profit CompaniesProfit Companies

Just as important as for profit-oriented company
However, budget process differs significantly from 
that of a profit-oriented company
Budget on the basis of cash flows

 
(expenditures and 

receipts), not on a revenue and expense basis
The starting point is usually
expenditures, not receipts

Management’s task is to find
receipts needed to support
planned expenditures
Budget must be strictly followed,
overspending often illegal

LO 6:  Indicate the applicability of budgeting in LO 6:  Indicate the applicability of budgeting in 
nonnon--manufacturing companies.manufacturing companies.



Chapter 
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The budget for a merchandiser differs from a budget The budget for a merchandiser differs from a budget 
for a manufacturer because:for a manufacturer because:

a.a.
 

A merchandise purchases budget replaces the A merchandise purchases budget replaces the 
production budget.production budget.

b. The manufacturing budgets are not applicable. 

c. None of the above.

d. Both (a) and (b) above

Let’s ReviewLetLet’’s Reviews Review

LO 6: Indicate the applicability of budgeting in LO 6: Indicate the applicability of budgeting in 
nonnon--manufacturing companies.manufacturing companies.



Chapter 
23-59

Chapter Review - Brief Exercise 23-8 Chapter Review Chapter Review -- Brief Exercise 23Brief Exercise 23--8 8 

PerinePerine
 

Company has completed all of its operating Company has completed all of its operating 
budgets.  The sales budget for the year shows 50,000 budgets.  The sales budget for the year shows 50,000 
units and total sales of $2,000,000.  The total unit units and total sales of $2,000,000.  The total unit 
cost of making one unit of sales is $22.  Selling and cost of making one unit of sales is $22.  Selling and 
administrative expenses are expected to be administrative expenses are expected to be 
$300,000.  Income taxes are estimated to be $300,000.  Income taxes are estimated to be 
$150,000.$150,000.

Prepare a budgeted income statement for the year 
ending December 31, 2008.



Chapter 
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Chapter Review - Brief Exercise 23-8 Chapter Review Chapter Review -- Brief Exercise 23Brief Exercise 23--8 8 

PerinePerine

 

CompanyCompany
Budgeted Income StatementBudgeted Income Statement

For Year Ending December 31, 2008For Year Ending December 31, 2008

SalesSales

 

$2,000,000$2,000,000
Cost of Goods Sold (50,000 units @ $22)Cost of Goods Sold (50,000 units @ $22)

 

1,100,0001,100,000
Gross ProfitGross Profit

 

900,000900,000
Selling & Administrative ExpensesSelling & Administrative Expenses

 

300,000300,000
Income from OperationsIncome from Operations

 

600,000600,000
Income Tax ExpenseIncome Tax Expense

 

150,000150,000
Net IncomeNet Income

 

$450,000$450,000
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CHAPTER CHAPTER 2424

BUDGETARY BUDGETARY 
CONTROL AND CONTROL AND 

RESPONSIBILITY RESPONSIBILITY 
ACCOUNTINGACCOUNTING

Accounting Principles,  Eighth Edition



Chapter 
24-3

Study ObjectivesStudy ObjectivesStudy Objectives

1.
 

Describe the concept of budgetary control.
2.

 
Evaluate the usefulness of static budget 
reports.

3.3.
 

Explain the development of flexible budgets and Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.

4.4.
 

Describe the concept of responsibility Describe the concept of responsibility 
accounting.accounting.

5.5.
 

Indicate the features of responsibility reports Indicate the features of responsibility reports 
for cost centers.for cost centers.



Chapter 
24-4

Study ObjectivesStudy ObjectivesStudy Objectives

6.6.
 

Identify the content of responsibility reports Identify the content of responsibility reports 
for profit centers.for profit centers.

7.7.
 

Explain the basis and formula used in evaluating Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Preview of ChapterPreview of ChapterPreview of Chapter

Considers how budgets are used by management to Considers how budgets are used by management to 
control operationscontrol operations

Focuses on two aspects of management control:Focuses on two aspects of management control:
Budgetary controlBudgetary control

Responsibility accountingResponsibility accounting
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Budgetary Control and 
Responsibility Accounting

 

Budgetary Control and Budgetary Control and 
Responsibility AccountingResponsibility Accounting

The Concept 
of Budgetary 

Control 

The Concept The Concept 
of Budgetary of Budgetary 

ControlControl

Static Budget 
Reports 

Static Budget Static Budget 
ReportsReports

Types of 
Responsibility 

Centers 

Types of Types of 
Responsibility Responsibility 

CentersCenters

Budget reportsBudget reports
Control activitiesControl activities
Reporting Reporting 
systemssystems

ExamplesExamples
Use and Use and 
limitationslimitations

Cost centersCost centers
Profit centersProfit centers
Investment Investment 
centerscenters
Performance Performance 
evaluationevaluation

The Concept of 
Responsibility 

Accounting 

The Concept of The Concept of 
Responsibility Responsibility 

AccountingAccounting

Controllable Controllable vsvs 
noncontrollablenoncontrollable
Reporting Reporting 
system system 

Flexible 
Budgets 
Flexible Flexible 
Budgets Budgets 

Why flexible Why flexible 
budgets?budgets?
DevelopmentDevelopment
Case studyCase study

ReportsReports
Management Management 
by exceptionby exception
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The Concept of Budgetary ControlThe Concept of Budgetary ControlThe Concept of Budgetary Control

A major function of management is to control A major function of management is to control 
operationsoperations
Takes place by means of Takes place by means of budget reportsbudget reports which which 
compare compare actual actual results with results with plannedplanned objectivesobjectives
Provides management with feedback on operationsProvides management with feedback on operations
Budget reports can be prepared as frequently as Budget reports can be prepared as frequently as 
neededneeded
Analyze Analyze differences differences between actual and planned between actual and planned 
results and determines causesresults and determines causes

LO 1: Describe the concept of budgetary control.LO 1: Describe the concept of budgetary control.
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The Concept of Budgetary ControlThe Concept of Budgetary ControlThe Concept of Budgetary Control

Budgetary control involves the following activitiesBudgetary control involves the following activities

LO 1: Describe the concept of budgetary control.LO 1: Describe the concept of budgetary control.
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The Concept of Budgetary ControlThe Concept of Budgetary ControlThe Concept of Budgetary Control

Works best when a company has a Works best when a company has a formalized formalized 
reporting systemreporting system which:which:

Identifies the nameIdentifies the name of the budget report of the budget report 
(such as the sales budget or the manufacturing (such as the sales budget or the manufacturing 
overhead budget)overhead budget)
States the frequencyStates the frequency of the report (such as of the report (such as 
weekly or monthly)weekly or monthly)
Specifies the purposeSpecifies the purpose of the reportof the report
Indicates recipientIndicates recipient of the reportof the report

LO 1: Describe the concept of budgetary control.LO 1: Describe the concept of budgetary control.
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The Concept of Budgetary ControlThe Concept of Budgetary ControlThe Concept of Budgetary Control

Schedule below illustrates a partial budgetary control Schedule below illustrates a partial budgetary control 
system for a manufacturing companysystem for a manufacturing company
Note the frequency of reports and their emphasis on Note the frequency of reports and their emphasis on 
controlcontrol

LO 1: Describe the concept of budgetary control.LO 1: Describe the concept of budgetary control.
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Budgetary control involves all but one of the following:Budgetary control involves all but one of the following:

a.a.
 

Modifying future plansModifying future plans.

b. Analyzing differences. 

c. Using static budgets.

d. Determining differences between actual and 
planned results. 

Let’s ReviewLetLet’’s Reviews Review

LO 1: Describe the concept of budgetary control.LO 1: Describe the concept of budgetary control.
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Static Budget ReportsStatic Budget ReportsStatic Budget Reports

When used in budgetary control, each budget When used in budgetary control, each budget 
included in the master budget is considered to be included in the master budget is considered to be 
staticstatic

A A static budgetstatic budget is a projection of budget data at is a projection of budget data at 
one level of activityone level of activity

Ignores data for different levels of activityIgnores data for different levels of activity

Compares actual results with the budget data at the Compares actual results with the budget data at the 
activity level used in the master budgetactivity level used in the master budget

LO 2: Evaluate the usefulness of static budget reports.LO 2: Evaluate the usefulness of static budget reports.
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Static Budget Reports:  Sales BudgetStatic Budget Reports:  Sales BudgetStatic Budget Reports:  Sales Budget

Example Example –– Hayes CompanyHayes Company

Budget and actual sales data for the KitchenBudget and actual sales data for the Kitchen--
 mate product for the first and second quarters mate product for the first and second quarters 

of 2008 are:of 2008 are:

LO 2:  Evaluate the usefulness of static budget reports.LO 2:  Evaluate the usefulness of static budget reports.
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Static Budget Reports:  Sales BudgetStatic Budget Reports:  Sales BudgetStatic Budget Reports:  Sales Budget

Example –
 

Hayes Company, 1st Quarter

Shows that sales are $1,000 under budget – an unfavorable
 result.

Difference is less than 1% of budgeted sales  -

 

assume 
immaterial (not significant) to top management with no 
corrective action taken

LO 2: Evaluate the usefulness of static budget reports.LO 2: Evaluate the usefulness of static budget reports.
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Static Budget Reports:  Sales BudgetStatic Budget Reports:  Sales BudgetStatic Budget Reports:  Sales Budget

Example Example ––
 

Hayes Company, 2nd QuarterHayes Company, 2nd Quarter

Shows that sales were $10,500, or 5%, below budget
Material difference between budgeted and actual sales
Merits investigation -

 

begin by asking the sales manager the 
cause(s) –

 

consider corrective action

LO 2:  Evaluate the usefulness of static budget LO 2:  Evaluate the usefulness of static budget reortsreorts..
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Static Budget Reports – Uses and LimitationsStatic Budget Reports Static Budget Reports –– Uses and LimitationsUses and Limitations

Appropriate for evaluating a managerAppropriate for evaluating a manager’’s s 
effectiveness in controlling costs when:effectiveness in controlling costs when:

Actual level of activity closely approximates the Actual level of activity closely approximates the 
master budget activity levelmaster budget activity level
Behavior of the costs is fixed in                   Behavior of the costs is fixed in                   
response to changes in activityresponse to changes in activity

Appropriate for fixed costsAppropriate for fixed costs

Not appropriate for variable costsNot appropriate for variable costs

LO 2: Evaluate the usefulness of static budget reports.LO 2: Evaluate the usefulness of static budget reports.
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A static budget is useful in controlling costs when A static budget is useful in controlling costs when 
cost behavior is:cost behavior is:

a.a.
 

MixedMixed.

b. Fixed. 

c. Variable.

d. Linear. 

Let’s ReviewLetLet’’s Reviews Review

LO 2: Evaluate the usefulness of static budget reports.LO 2: Evaluate the usefulness of static budget reports.



Chapter 
24-18

Flexible BudgetsFlexible BudgetsFlexible Budgets

Budgetary process more useful Budgetary process more useful 
if it is if it is adaptable to changes in adaptable to changes in 
operating conditionsoperating conditions
Projects budget data for Projects budget data for 
various levels of activityvarious levels of activity
Essentially, a series of static Essentially, a series of static 
budgets at different activity budgets at different activity 
levelslevels
Can be prepared for each type Can be prepared for each type 
of budget in the master budgetof budget in the master budget

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Flexible BudgetsFlexible BudgetsFlexible Budgets

Example Example ––
 

Barton SteelBarton Steel
Static budget for the Forging Department at a 10,000 unit level:Static budget for the Forging Department at a 10,000 unit level:

LO 3: Explain the development of flexible budgets LO 3: Explain the development of flexible budgets 
and the usefulness of flexible budget reports.and the usefulness of flexible budget reports.
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Flexible BudgetsFlexible BudgetsFlexible Budgets

Example Example ––
 

ContinuedContinued
Demand increases Demand increases ––

 

produce 12,000 units rather than 10,000produce 12,000 units rather than 10,000

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Flexible BudgetsFlexible BudgetsFlexible Budgets

Example Example ––
 

Continued Continued 
Very large variances in budget report due to increased Very large variances in budget report due to increased 
demand for steel ingotsdemand for steel ingots

Total Total unfavorableunfavorable difference of $132,000 difference of $132,000 ––

 

12% over 
budget

Comparison based on budget data for 10,000 units Comparison based on budget data for 10,000 units --

 

the the 
original activity level which is original activity level which is not relevantrelevant

Meaningless to compare actual variable costs for 12,000 Meaningless to compare actual variable costs for 12,000 
units with budgeted variable costs for 10,000 unitsunits with budgeted variable costs for 10,000 units
Variable cost increase with productionVariable cost increase with production

Budgeted variable amounts should increase 
proportionately with production

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Flexible BudgetsFlexible BudgetsFlexible Budgets

Example Example ––
 

ContinuedContinued
Budget data for variable costs at 10,000 units:Budget data for variable costs at 10,000 units:

Calculate variable costs at the 12,000 unit level:Calculate variable costs at the 12,000 unit level:

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Flexible BudgetsFlexible BudgetsFlexible Budgets
Example Example ––

 
ContinuedContinued::

New budget report (no change in fixed costs):New budget report (no change in fixed costs):

LO 3: Explain the development of flexible budgetsLO 3: Explain the development of flexible budgets

 

and and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Developing The Flexible BudgetDeveloping The Flexible BudgetDeveloping The Flexible Budget

Steps:

Identify the activity index and the relevant 
range of activity
Identify the variable costs and determine the 
budgeted variable cost per unit of activity for 
each cost
Identify the fixed costs and determine the 
budgeted amount for each cost
Prepare the budget for selected increments of 
activity within the relevant range

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example Example ––
 

Fox Manufacturing CompanyFox Manufacturing Company

Monthly comparisons of actual and budgeted manufacturing Monthly comparisons of actual and budgeted manufacturing 
overhead costs for Finishing Departmentoverhead costs for Finishing Department
2008 master budget2008 master budget

Expected operating capacity of 120,000 direct labor hoursExpected operating capacity of 120,000 direct labor hours
Overhead costs:Overhead costs:

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reportsthe usefulness of flexible budget reports
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example –
 

Steps for Fox Manufacturing Company
Identify the activity index and the relevant range

activity index: direct labor hours
relevant range: 8,000 –

 

12,000 direct labor hours per 
month

Identify the variable costs and determine the budgeted 
variable cost per unit of activity for each cost

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example –
 

Steps for Fox Manufacturing Company

Identify the fixed costs and determine the Identify the fixed costs and determine the 
budgeted amount for each costbudgeted amount for each cost

Three fixed costs per month: Three fixed costs per month: 
depreciation $15,000depreciation $15,000
property taxes $5,000property taxes $5,000
supervision $10,000supervision $10,000

Prepare the budget for selected increments  of Prepare the budget for selected increments  of 
activity within the relevant rangeactivity within the relevant range

Prepared in increments of 1,000 direct Prepared in increments of 1,000 direct 
labor hourslabor hours

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example Example ––
 

Step 4 for Fox Manufacturing CompanyStep 4 for Fox Manufacturing Company

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example Example ––
 

Fox Manufacturing CompanyFox Manufacturing Company
Formula to determine total budgeted costs from the budget Formula to determine total budgeted costs from the budget 
at any level of activity:at any level of activity:

Determine total budgeted costs for Fox Manufacturing Determine total budgeted costs for Fox Manufacturing 
Company with fixed costs of $30,000 and total variable cost Company with fixed costs of $30,000 and total variable cost 
$4 per unit:$4 per unit:

At 9,000 direct labor hours :  $30,000 + ($4 X 9,000) = At 9,000 direct labor hours :  $30,000 + ($4 X 9,000) = 
$66,000$66,000
At 8,622 direct labor hours:   $30,000 + ($4 X 8,622) = At 8,622 direct labor hours:   $30,000 + ($4 X 8,622) = 
$64,488$64,488

LO 3: Explain the development of flexible budgets and the LO 3: Explain the development of flexible budgets and the 
usefulness of flexible budget reports.usefulness of flexible budget reports.
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Developing The Flexible Budget – A Case StudyDeveloping The Flexible Budget Developing The Flexible Budget –– A Case StudyA Case Study

Example Example ––
 

Fox Manufacturing CompanyFox Manufacturing Company
Graphic flexible budget data highlighting 10,000 Graphic flexible budget data highlighting 10,000 
and 12,000 activity levelsand 12,000 activity levels

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Flexible Budget ReportsFlexible Budget ReportsFlexible Budget Reports

Monthly comparisons of actual and budgeted Monthly comparisons of actual and budgeted 
manufacturing overhead costs manufacturing overhead costs 

A type of internal reportA type of internal report

Consists of Consists of twotwo
 

sections:sections:
Production dataProduction data

 
for a selected activity index, for a selected activity index, 

such as direct labor hourssuch as direct labor hours
Cost dataCost data

 
for variable and fixed costs for variable and fixed costs 

Widely used in production and service departments Widely used in production and service departments 
to to evaluate a managerevaluate a manager’’s performances performance in in 
production control and cost controlproduction control and cost control

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.



Chapter 
24-32

Flexible Budget Reports - ExampleFlexible Budget Reports Flexible Budget Reports -- ExampleExample

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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Management by ExceptionManagement by ExceptionManagement by Exception

Focus of top managementFocus of top management’’s review of a budget s review of a budget 
report:report:

differences between actual and planned resultsdifferences between actual and planned results

Able to focus on problem areasAble to focus on problem areas

Investigate onlyInvestigate only
 

material material andand
 

controllable controllable 
exceptionsexceptions

Express Express materiality materiality as a as a 
percentage difference from budget  percentage difference from budget  --

 either over or under budgeteither over or under budget
ControllabilityControllability relates to those itemsrelates to those items
controllable by the managercontrollable by the manager

LO 3: Explain the development of flexible budgets and LO 3: Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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At 9,000 direct labor hours, the flexible budget for At 9,000 direct labor hours, the flexible budget for 
indirect materials is $27,000.  If $28,000 of indirect indirect materials is $27,000.  If $28,000 of indirect 
materials costs are incurred at 9,200 direct labor materials costs are incurred at 9,200 direct labor 
hours, the flexible budget report should show the hours, the flexible budget report should show the 
following difference for indirect materials:following difference for indirect materials:

a.a.
 

$1,000 unfavorable$1,000 unfavorable.

b. $1,000 favorable. 

c. $400 favorable.

d. $400 unfavorable. 

Let’s ReviewLetLet’’s Reviews Review

LO 3:LO 3:

 

Explain the development of flexible budgets and Explain the development of flexible budgets and 
the usefulness of flexible budget reports.the usefulness of flexible budget reports.
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The Concept of Responsibility AccountingThe Concept of Responsibility AccountingThe Concept of Responsibility Accounting

Involves accumulating and Involves accumulating and 
reporting costsreporting costs on the basis of on the basis of 
the manager who has the the manager who has the 
authority to make the dayauthority to make the day--toto--day day 
decisions about the itemsdecisions about the items

Means a manager's performance Means a manager's performance 
is evaluated on the matters is evaluated on the matters 
directly under the manager's directly under the manager's 
controlcontrol

LO 4:   Describe the concept of responsibility accounting.LO 4:   Describe the concept of responsibility accounting.
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The Concept of Responsibility AccountingThe Concept of Responsibility AccountingThe Concept of Responsibility Accounting

Conditions for using responsibility accounting:Conditions for using responsibility accounting:
Costs and revenues can be Costs and revenues can be directly directly 
associatedassociated with the specific level of with the specific level of 
management responsibilitymanagement responsibility
The costs and revenues can be The costs and revenues can be controlledcontrolled by by 
employees at the level of responsibility with employees at the level of responsibility with 
which they are associatedwhich they are associated
Budget data can be developed for evaluating Budget data can be developed for evaluating 
the the manager's effectivenessmanager's effectiveness in controlling in controlling 
the costs and revenuesthe costs and revenues

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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The Concept of Responsibility AccountingThe Concept of Responsibility AccountingThe Concept of Responsibility Accounting

Levels of responsibility for controlling costs Levels of responsibility for controlling costs 

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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The Concept of Responsibility AccountingThe Concept of Responsibility AccountingThe Concept of Responsibility Accounting

Responsibility centerResponsibility center --
 

any individual who has any individual who has 
control and is accountable for activitiescontrol and is accountable for activities
May extend from the lowest levels of management May extend from the lowest levels of management 
to the top strata of managementto the top strata of management
Responsibility accounting is especially valuable in a Responsibility accounting is especially valuable in a 
decentralized companydecentralized company

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.

control of operations delegated control of operations delegated 
to many managers throughout to many managers throughout 
the organizationthe organization
segment –

 
area of responsibility 

for which reports are prepared
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The Concept of Responsibility AccountingThe Concept of Responsibility AccountingThe Concept of Responsibility Accounting

Two Two differencesdifferences from budgeting in reporting costs from budgeting in reporting costs 
and revenues:and revenues:

Distinguishes between Distinguishes between controllablecontrollable and and 
noncontrollablenoncontrollable costscosts
Emphasizes or includes Emphasizes or includes only items controllable only items controllable 
by the individual managerby the individual manager in performance in performance 
reportsreports

Applies to Applies to bothboth profit and notprofit and not--forfor--profit entitiesprofit entities
Profit entities:Profit entities:

 
maximize net incomemaximize net income

NotNot--forfor--profit:profit:
 

minimize cost of providing minimize cost of providing 
servicesservices

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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Controllable Vs. Noncontrollable
 Revenues and Costs

 

Controllable Vs. Controllable Vs. NoncontrollableNoncontrollable
 Revenues and CostsRevenues and Costs

Can control all costs and revenuesCan control all costs and revenues
 

at some level of at some level of 
responsibility within the companyresponsibility within the company

Critical issueCritical issue under responsibility accounting:under responsibility accounting:

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.

Whether the cost or revenue is controllableWhether the cost or revenue is controllable
at the level of responsibility with which at the level of responsibility with which 

it is associatedit is associated
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Controllable Vs. Noncontrollable
 Revenues and Costs

 

Controllable Vs. Controllable Vs. NoncontrollableNoncontrollable
 Revenues and CostsRevenues and Costs

All costs controllable by top managementAll costs controllable by top management

Fewer costs controllable as one moves down to Fewer costs controllable as one moves down to 
lower levels of managementlower levels of management

Controllable costsControllable costs --
 

costs incurred directly by a costs incurred directly by a 
level of responsibility that are controllable at level of responsibility that are controllable at 
that levelthat level

NoncontrollableNoncontrollable costscosts –– costscosts
 

incurred indirectly incurred indirectly 
which are allocated to a responsibility levelwhich are allocated to a responsibility level

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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Responsibility Reporting SystemResponsibility Reporting SystemResponsibility Reporting System

Involves preparation of a report for Involves preparation of a report for each level each level 
of responsibilityof responsibility in the company's organization in the company's organization 
chartchart

Begins with the Begins with the lowestlowest level of responsibility level of responsibility 
and and moves upwardmoves upward to higher levelsto higher levels

Permits management by exception at each level Permits management by exception at each level 
of responsibilityof responsibility

Each higher level can obtain the detailed report Each higher level can obtain the detailed report 
for each lower levelfor each lower level

LO 4:  Describe the concept  of responsibility accounting.LO 4:  Describe the concept  of responsibility accounting.
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Responsibility Reporting System - ExampleResponsibility Reporting System Responsibility Reporting System -- ExampleExample

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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LO 4:  Describe the concept of LO 4:  Describe the concept of 
responsibility accounting.responsibility accounting.
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Responsibility Reporting SystemResponsibility Reporting SystemResponsibility Reporting System

Also permits comparative evaluationsAlso permits comparative evaluations

Plant manager can rank each department Plant manager can rank each department 
managermanager’’s effectiveness in controlling s effectiveness in controlling 
manufacturing costsmanufacturing costs

Comparative rankings provide incentive for a Comparative rankings provide incentive for a 
manager to control costsmanager to control costs

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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Types of Responsibility CentersTypes of Responsibility CentersTypes of Responsibility Centers

Three basic types:Three basic types:
Cost centersCost centers
Profit centersProfit centers
Investment centersInvestment centers

Type indicates degree of responsibility that Type indicates degree of responsibility that 
managers have for the performance of the centermanagers have for the performance of the center

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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Types of Responsibility CentersTypes of Responsibility CentersTypes of Responsibility Centers

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.

Cost CenterCost Center
•

 

Incurs costs but does not directly generate revenues
•

 

Managers have authority to incur costs 
•

 

Managers evaluated on ability to control costs
•

 

Usually a production department or a service 
department

Profit CenterProfit Center
••

 

Incurs costs and generates revenuesIncurs costs and generates revenues
••

 

Managers judged on profitability of centerManagers judged on profitability of center
••

 

Examples include individual departments of a retail Examples include individual departments of a retail 
store or branch bank officesstore or branch bank offices
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Types of Responsibility CentersTypes of Responsibility CentersTypes of Responsibility Centers

LO 4:  Describe the concept of responsibility LO 4:  Describe the concept of responsibility acdountingacdounting..

Investment CenterInvestment Center
Incurs costs, generates revenues, and has Incurs costs, generates revenues, and has 

investment funds available for useinvestment funds available for use
Manager evaluated on profitability of center and Manager evaluated on profitability of center and 

rate of return earned on fundsrate of return earned on funds
Often a subsidiary company or a product lineOften a subsidiary company or a product line
Manager able to control or significantly influence Manager able to control or significantly influence 

investment decisions such as plant expansioninvestment decisions such as plant expansion
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Types of Responsibility CentersTypes of Responsibility CentersTypes of Responsibility Centers

LO 4:  Describe the concept of responsibility accounting.LO 4:  Describe the concept of responsibility accounting.
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Under responsibility accounting, the evaluation of a Under responsibility accounting, the evaluation of a 
managermanager’’s performance is based on matters that s performance is based on matters that 
the manager:the manager:

a.a.
 

Directly controlsDirectly controls.

b. Directly and indirectly controls. 

c. Indirectly controls.

d. Has shared responsibility for with another 
manager. 

Let’s ReviewLetLet’’s Reviews Review

LO 4: Describe the concept of responsibility accounting.LO 4: Describe the concept of responsibility accounting.
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Responsibility Accounting for Cost CentersResponsibility Accounting for Cost CentersResponsibility Accounting for Cost Centers

Based on a managerBased on a manager’’s ability to meet budgeted goals s ability to meet budgeted goals 
for controllable costsfor controllable costs

Results in responsibility reports which Results in responsibility reports which compare compare 
actual controllable costs with flexible budget actual controllable costs with flexible budget 
datadata

Include only Include only controllable costscontrollable costs
 

in reportsin reports
No distinction between variable and fixed costsNo distinction between variable and fixed costs

LO 5:  Indicate the features of responsibility reports for cost LO 5:  Indicate the features of responsibility reports for cost centers.centers.
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Responsibility Accounting for Cost CentersResponsibility Accounting for Cost CentersResponsibility Accounting for Cost Centers

Example Example ––
 

Fox Manufacturing CompanyFox Manufacturing Company
Assumes department manager can control all manufacturing 
overhead costs except depreciation, property taxes, and 
his own monthly salary of $4,000

LO 5:  Indicate the features of responsibility reports for cost LO 5:  Indicate the features of responsibility reports for cost centers.centers.
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Responsibility Accounting for Profit CentersResponsibility Accounting for Profit CentersResponsibility Accounting for Profit Centers

Based on detailed information Based on detailed information 
about both about both controllable revenuescontrollable revenues

 and and controllable costscontrollable costs

Manager Manager controls operating controls operating 
revenuesrevenues earned, such as sales earned, such as sales 

Manager Manager controls all variable controls all variable 
costscosts incurred by the center incurred by the center 
because they vary with salesbecause they vary with sales

LO 6:  Identify the content of responsibility reports for profitLO 6:  Identify the content of responsibility reports for profit centers.centers.
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Responsibility Accounting for Profit CentersResponsibility Accounting for Profit CentersResponsibility Accounting for Profit Centers

Direct and Indirect Fixed Costs Direct and Indirect Fixed Costs ––
 

both may be presentboth may be present

Direct fixed costsDirect fixed costs
Relate specifically to one

 

responsibility center
Incurred for the sole benefit of the center
Called traceable coststraceable costs

 

since they can be traced directly 
to one center

Most controllableMost controllable

 

by the profit center manager

Indirect fixed costsIndirect fixed costs
Pertain to a company's overall operating activities 
Incurred for the benefit of more than one profit center 
Called common costscommon costs

 

since they apply to more than one 
center

Most are

 

not controllablenot controllable

 

by the profit center manager

LO 6:  Identify the content of responsibility reports for profitLO 6:  Identify the content of responsibility reports for profit centers.centers.
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Responsibility Accounting for Profit CentersResponsibility Accounting for Profit CentersResponsibility Accounting for Profit Centers

Responsibility ReportResponsibility Report
Shows Shows budgeted budgeted andand

 
actual actual controllable controllable revenues revenues 

and costsand costs
Prepared using the costPrepared using the cost--volumevolume--profit income profit income 
statement format:statement format:

Deduct controllable fixed costs from the contribution Deduct controllable fixed costs from the contribution 
marginmargin
Controllable margin Controllable margin --

 

excess of contribution margin over excess of contribution margin over 
controllable fixed costs controllable fixed costs 

best measure of managerbest measure of manager’’s performance in s performance in 
controlling revenues and costscontrolling revenues and costs

Do Do notnot report report noncontrollablenoncontrollable

 

fixed costsfixed costs

LO 6:  Identify the content of responsibility reports for profitLO 6:  Identify the content of responsibility reports for profit centers.centers.
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Responsibility Accounting for Profit CentersResponsibility Accounting for Profit CentersResponsibility Accounting for Profit Centers

Example Example ––
 

Mantle Manufacturing CompanyMantle Manufacturing Company
$60,000 indirect fixed costs not controllable by manager$60,000 indirect fixed costs not controllable by manager

LO 6:  Identify the content of responsibility reports for profitLO 6:  Identify the content of responsibility reports for profit centers.centers.



Chapter 
24-57

In a responsibility report for a profit In a responsibility report for a profit 
center, controllable fixed costs are center, controllable fixed costs are 
deducted from contribution margin to show:deducted from contribution margin to show:

a.a.
 

Profit center marginProfit center margin

b. Controllable margin

c. Net income

d. Income from operations

Let’s ReviewLetLet’’s Reviews Review

LO 6:  Identify the content of responsibility reports for profitLO 6:  Identify the content of responsibility reports for profit centers.centers.
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Responsibility Accounting for
 Investment Centers

 

Responsibility Accounting forResponsibility Accounting for
 Investment CentersInvestment Centers

Return on Investment (ROI)Return on Investment (ROI)

Primary basis for evaluating the performance of Primary basis for evaluating the performance of 
a manager of an investment centera manager of an investment center

Shows the effectiveness of the manager in using Shows the effectiveness of the manager in using 
the assets at his/her disposalthe assets at his/her disposal

Useful performance measureUseful performance measure

Factors in ROI formula are controllable by Factors in ROI formula are controllable by 
manager manager 

LO 7:  Explain the basis and formula used in evaluating LO 7:  Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Responsibility Accounting for 
Investment Centers

 

Responsibility Accounting for Responsibility Accounting for 
Investment CentersInvestment Centers

Computation of ROI Computation of ROI (example data assumed)(example data assumed)::

Operating assets include Operating assets include current assets and plant current assets and plant 
assets used in operationsassets used in operations by the center and by the center and 
controlled by manager. controlled by manager. 
Exclude Exclude nonoperatingnonoperating assetsassets such as idle plant such as idle plant 
assets and land held for future useassets and land held for future use
Base average operating assets on the beginning and Base average operating assets on the beginning and 
ending cost or book values of the assetsending cost or book values of the assets

LO 7:  Explain the basis and formula used in evaluating LO 7:  Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Responsibility Accounting for 
Investment Centers

 

Responsibility Accounting for Responsibility Accounting for 
Investment CentersInvestment Centers

Responsibility ReportResponsibility Report
Scope of managerScope of manager’’s responsibility affects s responsibility affects 
content content 
Investment center is an independent entity Investment center is an independent entity 
for operating purposesfor operating purposes
All fixed costs controllable by center All fixed costs controllable by center 
managermanager
Shows budgeted and actual ROI below Shows budgeted and actual ROI below 
controllable margincontrollable margin

LO 7:  Explain the basis and formula used in evaluating LO 7:  Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Responsibility Accounting for Investment CentersResponsibility Accounting for Investment CentersResponsibility Accounting for Investment Centers

Example Example ––
 

Mantle Manufacturing CompanyMantle Manufacturing Company

LO 7: Explain the basis and formula used in evaluating LO 7: Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Judgmental Factors in ROIJudgmental Factors in ROIJudgmental Factors in ROI

ROI approach includes two judgmental factors:ROI approach includes two judgmental factors:

Valuation of operating assetsValuation of operating assets
May be valued at acquisition cost, book value, appraised May be valued at acquisition cost, book value, appraised 
value, or market valuevalue, or market value
Each alternative provides a reliable basis for evaluating Each alternative provides a reliable basis for evaluating 
performance as long as it is performance as long as it is consistently consistently applied between applied between 
periodsperiods

Margin (income) measureMargin (income) measure
May be controllable margin, income from operations, or May be controllable margin, income from operations, or 
net incomenet income
Only controllable margin is a valid basis for evaluating Only controllable margin is a valid basis for evaluating 
performance of investment center managerperformance of investment center manager

LO 7: Explain the basis and formula used in evaluating LO 7: Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Improving ROI – Increasing Controllable MarginImproving ROI Improving ROI –– Increasing Controllable MarginIncreasing Controllable Margin

Increase ROI by increasing sales Increase ROI by increasing sales oror by reducing by reducing 
variable and controllable fixed costsvariable and controllable fixed costs

Increase sales by 10%Increase sales by 10%
Sales increase $200,000 and contribution margin Sales increase $200,000 and contribution margin 

increases $90,000 ($200,000 X .45)increases $90,000 ($200,000 X .45)
Thus, controllable margin increases to $690,000 Thus, controllable margin increases to $690,000 

($600,000 + $90,000)($600,000 + $90,000)
New ROI is 13.8%New ROI is 13.8%

LO 7: Explain the basis and formula used in evaluating LO 7: Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Improving ROI –
 Reducing Average Operating Assets

 

Improving ROI Improving ROI ––
 Reducing Average Operating AssetsReducing Average Operating Assets

Reduce average operating assets by 10% or $500,000Reduce average operating assets by 10% or $500,000
Average operating assets become $4,500,000 Average operating assets become $4,500,000 

[$5,000,000 [$5,000,000 --

 

($5,000,000 X 10%)]($5,000,000 X 10%)]
Controllable margin remains unchanged at $600,000Controllable margin remains unchanged at $600,000
New ROI becomes 13.3%New ROI becomes 13.3%

LO 7: Explain the basis and formula used in evaluating LO 7: Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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In the formula for return on investment (ROI), the In the formula for return on investment (ROI), the 
factors for controllable margin and operating assets factors for controllable margin and operating assets 
are, respectively:are, respectively:

a.a.
 

Controllable margin percentage and total Controllable margin percentage and total 
operating assets.operating assets.

b. Controllable margin dollars and average 
operating assets. 

c. Controllable margin dollars and total assets.

d. Controllable margin percentage and average 
operating assets.

Let’s ReviewLetLet’’s Reviews Review

LO LO 7: Explain the basis and formula used in evaluating 7: Explain the basis and formula used in evaluating 
performance in investment centers.performance in investment centers.
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Principles of Performance EvaluationPrinciples of Performance EvaluationPrinciples of Performance Evaluation

Management functionManagement function
 

that compares actual results that compares actual results 
with budget goalswith budget goals

At center of responsibility accountingAt center of responsibility accounting

Includes both Includes both behavioral and reportingbehavioral and reporting principlesprinciples
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Principles of Performance Evaluation -
 Behavioral Principles

 

Principles of Performance Evaluation Principles of Performance Evaluation --
 Behavioral PrinciplesBehavioral Principles

Behavioral principles Behavioral principles ––
 

human factor critical in human factor critical in 
evaluating performance:evaluating performance:

Managers should have Managers should have direct input into the direct input into the 
process of establishing budget goalsprocess of establishing budget goals

 
for their for their 

area of responsibilityarea of responsibility
Without this input, managers may view goals as Without this input, managers may view goals as 
unrealistic or arbitraryunrealistic or arbitrary
Affects motivation to meet targetsAffects motivation to meet targets

The evaluation should be The evaluation should be based entirely on based entirely on 
matters that are controllablematters that are controllable by the managerby the manager

Criticism of Criticism of noncontrollablenoncontrollable

 

matters reduces matters reduces 
effectiveness of evaluationeffectiveness of evaluation
May lead to negative reactions by manager and May lead to negative reactions by manager and 
doubts about fairness of evaluationdoubts about fairness of evaluation
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Principles of Performance Evaluation -
 Behavioral Principles

 

Principles of Performance Evaluation Principles of Performance Evaluation --
 Behavioral PrinciplesBehavioral Principles

Top management should Top management should support the evaluation support the evaluation 
processprocess

Managers lose faith in process when top management Managers lose faith in process when top management 
ignores, overrules, or bypasses established proceduresignores, overrules, or bypasses established procedures

The evaluation process must allow managers to The evaluation process must allow managers to 
respond to their evaluationsrespond to their evaluations

Evaluation is not a oneEvaluation is not a one--way streetway street
Managers must be able to defend their performanceManagers must be able to defend their performance
Evaluation without feedback is impersonal and ineffectiveEvaluation without feedback is impersonal and ineffective

The evaluation should The evaluation should identify both good and poor identify both good and poor 
performanceperformance

Praise is a powerful motivatorPraise is a powerful motivator
Manager compensation should include rewards for meeting Manager compensation should include rewards for meeting 
goalsgoals
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Principles of Performance Evaluation -
 Reporting Principles

 

Principles of Performance Evaluation Principles of Performance Evaluation --
 Reporting PrinciplesReporting Principles

Reporting principles for performance reports Reporting principles for performance reports 
include reports whichinclude reports which

Contain only Contain only data that are controllable by the data that are controllable by the 
managermanager of the responsibility centerof the responsibility center
Provide Provide accurate and reliable budget dataaccurate and reliable budget data to to 
measure performancemeasure performance
Highlight significant differencesHighlight significant differences between between 
actual results and budget goalsactual results and budget goals
Are Are tailortailor--mademade for the intended evaluationfor the intended evaluation
Are Are prepared at reasonable intervalsprepared at reasonable intervals
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Chapter Review - Brief Exercise 24-8 Chapter Review Chapter Review -- Brief Exercise 24Brief Exercise 24--8 8 

For the year ending December 31, 2008, For the year ending December 31, 2008, KasparKaspar
 Company accumulates the following data for the Company accumulates the following data for the 

Plastics Division which it operates as an investment Plastics Division which it operates as an investment 
center:  contribution margin $700,000 budget, center:  contribution margin $700,000 budget, 
$715,000 actual; controllable fixed costs $300,000 $715,000 actual; controllable fixed costs $300,000 
budget, $309,000 actual.  Average operating assets budget, $309,000 actual.  Average operating assets 
for the year were $2,000,000.for the year were $2,000,000.

Prepare a responsibility report for the Plastics 
Division beginning with contribution margin.
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Chapter Review - Brief Exercise 24-8 Chapter Review Chapter Review -- Brief Exercise 24Brief Exercise 24--8 8 

KasparKaspar

 

CompanyCompany
Responsibility ReportResponsibility Report

For Year Ending December 31, 2008For Year Ending December 31, 2008

BudgetBudget

 

Actual           DifferenceActual           Difference
Contribution MarginContribution Margin

 

$700,000$700,000

 

$715,000$715,000

 

$15,000$15,000

 

FF
Controllable Fixed CostsControllable Fixed Costs

 

300,000300,000

 

309,000309,000

 

9,0009,000

 

U U 
Controllable MarginControllable Margin

 

$400,000$400,000

 

$406,000$406,000

 

$ 6,000$ 6,000

 

FF

Favorable Favorable ––

 

FF
Unfavorable Unfavorable --

 

UU
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Standard Costs and
Balanced Scorecard
Standard Costs and
Balanced Scorecard

Accounting Principles,  Eighth Edition
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1.
 

Distinguish between a standard and a budget.
2.

 

Identify the advantages of standard costs.
3.

 

Describe how companies set standards.
4.

 

State the formulas for determining direct materials and direct 
labor variances.

5.
 

State the formulas for determining manufacturing overhead 
variances.

6.
 

Discuss the reporting of variances.
7.

 

Prepare an income statement for management under a standard 
costing  system.

8.
 

Describe the balanced scorecard approach to performance 
evaluation.

Study ObjectivesStudy ObjectivesStudy Objectives
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The Need for 
Standards 

The Need for The Need for 
StandardsStandards

Standards vs. 
budgets
Why standard 
costs?

Setting 
Standard Costs 

Setting Setting 
Standard CostsStandard Costs

Analyzing and 
Reporting 

Variances from 
Standards 

Analyzing and Analyzing and 
Reporting Reporting 

Variances from Variances from 
StandardsStandards

Balanced 
Scorecard 
Balanced Balanced 
ScorecardScorecard

Financial 
perspective
Customer 
perspective
Internal 
process 
perspective
Learning and 
growth 
perspective

Direct 
materials 
variances
Direct labor 
variances
Manufacturing 
overhead 
variances
Reporting 
variances
Statement 
presentation

Ideal vs. 
normal
Case study

Standard Costs and Balanced ScorecardStandard Costs and Balanced ScorecardStandard Costs and Balanced Scorecard
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Both standards and budgets are predetermined 
costs, and both contribute to management planning 
and control.

There is a difference: 

A standard is a unit amount. 

A budget is a total amount

Distinguishing between Standards and Budgets

LO 1  Distinguish between a standard and a budget.LO 1  Distinguish between a standard and a budget.

The Need for StandardsThe Need for StandardsThe Need for Standards
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Advantages of Standard Costs

Facilitate management 
planning

Useful in setting selling 
prices

Illustration 25-1

Promote greater economy 
by making employees more 

“cost-conscious”

Contribute to management 
control by providing basis 

for evaluation of cost 
control

Useful in highlighting 
variances in management 

by exception

Simplify costing of 
inventories and reduce 

clerical costs

LO 2  Identify the advantages of standard costs.LO 2  Identify the advantages of standard costs.

The Need for StandardsThe Need for StandardsThe Need for Standards
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Setting standard costs requires input from all 
persons who have responsibility for costs and 
quantities.

Standards should change whenever managers 
determine that the existing standard is not a 
good measure of performance.

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task
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25-8 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Ideal versus Normal Standards
Companies set standards at one of two levels: 

Ideal standards
 

represent optimum levels of 
performance under perfect operating conditions. 

Normal standards
 

represent efficient levels of 
performance that are attainable under expected 
operating conditions.

Properly set, normal standards should be rigorous but 
attainable.
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Most companies that use standards set them at a(n):  
a.

 
optimum level.  

b.
 

ideal level.  
c.

 
normal level.  

d.
 

practical level.

QuestionQuestion

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task
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25-10 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

A Case Study
To establish the standard cost of producing a product, 
it is necessary to establish standards for each 
manufacturing cost element—

direct materials, 
direct labor, and
manufacturing overhead. 

The standard for each element is derived from the 
standard price to be paid and the standard quantity to 
be used.
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25-11 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Direct Materials
The direct materials price standard

 
is the cost per 

unit of direct materials that should be incurred.
Illustration 25-2
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25-12 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Direct Materials
The direct materials quantity standard

 
is the 

quantity of direct materials that should be used per 
unit of finished goods.

Illustration 25-3

The standard direct materials cost is $12.00 ($3.00 x 4.0 pounds).
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The direct materials price standard should include an 
amount for all of the following except:  

a.
 

receiving costs.  
b.

 
storing costs. 

c.
 

handling costs.  
d.

 
normal spoilage costs.

Review QuestionReview Question

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task
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25-14 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Direct Labor
The direct labor price standard

 
is the rate per hour 

that should be incurred for direct labor.
Illustration 25-4
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25-15 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Direct Labor
The direct labor quantity standard

 
is the time that 

should be required to make one unit of the product.
Illustration 25-5

The standard direct labor cost is $20 ($10.00 x 2.0 hours).



Chapter 
25-16 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

Manufacturing Overhead
For manufacturing overhead, companies use a 
standard predetermined overhead rate

 
in setting 

the standard. 

This overhead rate is determined by dividing 
budgeted overhead costs by an expected standard 
activity index, such as standard direct labor hours or 
standard machine hours.
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25-17 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

The company expects to produce 13,200 gallons during the 
year at normal capacity.  It takes 2 direct labor hours 
for each gallon.

The standard manufacturing overhead rate per gallon is 
$10 ($5 x 2 hours)

Illustration 25-6

Manufacturing Overhead
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Setting Standard Costs—a Difficult TaskSetting Standard CostsSetting Standard Costs——a Difficult Taska Difficult Task

The total standard cost per unit is the sum of the 
standard costs of direct materials, direct labor, and 
manufacturing overhead.  

Illustration 25-7

Total Standard Cost Per Unit

The total standard cost per gallon is $42.
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One of the major management uses of standard 
costs is to identify variances from standards.   

Variances
 

are the differences between total 
actual costs and total standard  costs.

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Analyzing and Reporting Variances From 
Standards

 

Analyzing and Reporting Variances From Analyzing and Reporting Variances From 
StandardsStandards
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A variance is favorable if actual costs are:  
a.

 
less than budgeted costs.  

b.
 

less than standard costs.  
c.

 
greater than budgeted costs.  

d.
 

greater than standard costs

QuestionQuestion

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances
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When actual costs exceed standard costs, the 
variance is unfavorable.

When actual costs are less than standard costs, the 
variance is favorable.

To interpret properly the significance of a variance, 
you must analyze it to determine the underlying 
factors.  Analyzing variances begins by determining 
the cost elements that comprise the variance.

LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances
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25-22 LO 3  Describe how companies set standards.LO 3  Describe how companies set standards.

For each manufacturing cost element, a company 
computes a total dollar, price, and quantity variance.

Illustration 25-10

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances
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Illustration:
 

Inman Corporation manufactures a single product.  
The standard cost per unit of product is shown below.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Direct materials—2 pounds of plastic at $5.00 per pound 10.00$    
Direct labor—2 hours at $12.00 per hour 24.00      
Variable manufacturing overhead 12.00      
Fixed manufacturing overhead 6.00        

Total standard cost per unit 52.00$   

The predetermined manufacturing overhead rate is $9 per 
direct labor hour ($18.00/2).  It was computed from a master 
manufacturing overhead budget based on normal production of 
180,000 direct labor hours (90,000 units) for

Illustration continued
LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 

materials and direct labor variances.materials and direct labor variances.

$18.00
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the month.  The master budget showed total variable costs of 
$1,080,000 ($6.00 per hour) and total fixed overhead costs of 
$540,000 ($3.00 per hour).  Actual costs for November in 
producing 7,600 units were as follows.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Direct materials (15,000 pounds) 73,500$   
Direct labor (14,900 hours) 181,780     
Variable overhead 88,990      
Fixed overhead 44,000      

Total manufacturing costs 388,270$ 

The purchasing department buys the quantities of raw 
materials that are expected to be used in production each 
month.  Raw materials inventories, therefore, can be ignored.

LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Materials Variances
In producing 7,600 units, the company used 15,000 pounds of 
direct materials. These were purchased at a cost of $4.90 
per unit ($73,500/15,000 pounds).  The standard quantity of 
materials is 15,200 pounds (7,600 x 2).  The total materials 
variance

 
is computed from the following formula.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Total Materials 
Variance       
(TMV)

Actual Quantity 
x Actual Price 
(AQ) x (AP)

Standard Quantity 
x Standard Price 

(SQ) x (SP)
- =

$2,500 F
$73,500    

(15,000 x $4.90)
$76,000     

(15,200 x $5.00)
- =
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Materials Variances
Next, the company analyzes the total variance to 
determine the amount attributable to price (costs) and to 
quantity (use).  The materials price variance

 
is computed 

from the following formula.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Materials Price 
Variance       

(MPV)

Actual Quantity 
x Actual Price 
(AQ) x (AP)

Actual Quantity   
x Standard Price 

(AQ) x (SP)
- =

$1,500 F
$73,500    

(15,000 x $4.90)
$75,000     

(15,000 X $5.00)
- =
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Materials Variances
The materials quantity variance

 
is determined from the 

following formula.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Materials 
Quantity   
Variance       
(MQV)

Actual Quantity 
x Standard Price 

(AQ) x (SP)

Standard Quantity 
x Standard Price 

(SQ) x (SP)
- =

$1,000 F
$75,000     

(15,000 X $5.00)
$76,000     

(15,200 x $5.00)
- =

Companies sometimes use a matrix to analyze a variance.
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Price Variance

$73,500 – $75,000 = $1,500 F

Quantity Variance

$75,000 – $76,000 = $1,000 F

Total Variance

$73,500 – $76,000 = $2,500 F

LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Matrix for Direct Materials VariancesMatrix for Direct Materials VariancesMatrix for Direct Materials Variances
1 2 3

1 2- 2 3-

1 3-

Actual Quantity
× Actual Price

(AQ) × (AP)
15,000 x $4.90 = $73,500

Standard Quantity
× Standard Price

(SQ) × (SP)

15,200 x $5.00 = $76,000

Actual Quantity
× Standard Price

(AQ) × (SP)

15,000 x $5.00 = $75,000



Chapter 
25-29

Causes of Material Variances

Materials price variance
 

–
 

factors that affect the price 
paid for raw materials include the availability of quantity 
and cash discounts, the quality of the materials 
requested, and the delivery method used. To the extent 
that these factors are considered in setting the price 
standard, the purchasing department

 
is responsible

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Materials quantity variance
 

–
 

if the variance is due to 
inexperienced workers, faulty machinery, or 
carelessness, the production department

 
is responsible.

LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Labor Variances
In producing 7,600 units, the company incurred 14,900 
direct labor hours at an average hourly rate of $12.20 
($181,780 / 14,900 hours). The standard hours allowed for 
the units produced were 15,200 hours (7,600 units x 2 
hours). The standard labor rate was $12 per hour. The total 
labor variance

 
is computed as follows.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Total Labor 
Variance       

(TLV)

Actual Hours     
x Actual Rate  
(AH) x (AR)

Standard Hours    
x Standard Rate 

(SH) x (SR)
- =

$620 F
$181,780    

(14,900 X $12.20)
$182,400     

(15,200 X $12.00)
- =
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Labor Variances
Next, the company analyzes the total variance to 
determine the amount attributable to price (costs) and to 
quantity (use).  The labor price variance

 
is computed from 

the following formula.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Labor Price 
Variance       

(LPV)

Actual Hours     
x Actual Rate  
(AH) x (AR)

Actual Hours        
x Standard Rate 

(AH) x (SR)
- =

$2,980 U
$181,780   

(14,900 X $12.20)
$178,800    

(14,900 X $12.00)
- =
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LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Direct Labor Variances
The labor quantity variance

 
is determined from the 

following formula.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Labor 
Quantity 
Variance       

(LQV)

Actual Hours     
x Standard Rate 

(AH) x (SR)

Standard Hours    
x Standard Rate 

(SH) x (SR)
- =

$3,600 F
$178,800    

(14,900 X $12.00)
$182,400    

(15,200 X $12.00)
- =

Companies sometimes use a matrix to analyze a variance.
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Price Variance

$181,780 – 178,800 = $2,980 U

Quantity Variance

$178,800 – 182,400 = $3,600 F

Total Variance

$181,780 – 182,400 = 620 F

LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.

Matrix for Direct Labor VariancesMatrix for Direct Labor VariancesMatrix for Direct Labor Variances
1 2 3

1 2- 2 3-

1 3-

Actual Hours
× Actual Rate
(AH) × (AR)

14,900 x $12.20 = $181,780

Standard Hours
× Standard Rate

(SH) × (SR)

15,200 x $12.00 = $182,400

Actual Hours
× Standard Rate

(AH) × (SR)

14,900 x $12.00 = $178,800
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Causes of Labor Variances

Labor price variance
 

–
 

usually results from two factors: 
(1) paying workers higher wages than expected, and (2) 
misallocation of workers.  The manager who authorized 
the wage increase is responsible for the higher wages. 
The production department generally is responsible 
variances resulting from misallocation of the workforce.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Labor quantity variances
 

-
 

relates to the efficiency 
of workers.  The cause of a quantity variance generally 
can be traced to the production department.

LO 4  State the formulas for determining direct LO 4  State the formulas for determining direct 
materials and direct labor variances.materials and direct labor variances.
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25-35 LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Manufacturing Overhead Variances
Manufacturing overhead variances involves total overhead 
variance, overhead controllable variance, and overhead 
volume variance.

Manufacturing overhead costs are applied to work in 
process on the basis of the standard hours allowed for 
the work done.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances
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Total Overhead Variance
The total overhead variance

 
is the difference between actual 

overhead costs and overhead costs applied to work done.

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Total Overhead Costs:
Variable overhead 88,990$   
Fixed overhead 44,000      132,990$ 

Overhead Applied:
Standard hours allowed 15,200      
Rate per direct labor hour 9$            136,800$ 

Total Overhead Variance 3,810$     F

*

 

Standard per unit overhead cost ($18) ÷

 

2 direct labor hours per unit.

*
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The overhead variance
 

is generally analyzed through a 
price variance and a quantity variance.  

Overhead controllable variance
 

(price variance) shows 
whether overhead costs are effectively controlled.

Overhead volume variance
 

(quantity variance) relates to 
whether fixed costs were under-

 
or over-applied during 

the year.

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Total Overhead Variance
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Overhead Controllable Variance
Compare actual overhead costs incurred with budgeted costs 
for the standard hours allowed.

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Budgeted Overhead:
Monthly budgeted fixed overhead

($540,000/12 months) 45,000$      
Standard hours allowed 15,200      
Variable overhead rate ($12/2) 6$            91,200         

Actual Overhead Costs:
Variable overhead 88,990$   
Fixed overhead 44,000      132,990       

Overhead Controllable Variance 3,210$         F

$136,200
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Overhead Volume Variance
Difference between normal capacity hours and standard hours 
allowed times the fixed overhead rate.

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Budgeted Overhead:
Normal capacity (in hours) 15,000      
Less: Standard hours allowed 15,200      

200           
Fixed overhead rate ($6/2) 3$            
Overhead volume variance 600           F
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In computing the overhead variances, it is important to 
remember the following.

1.
 

Standard hours allowed are used in each of the 
variances.

2.
 

Budgeted costs for the controllable variance are 
derived from the flexible budget.

3.
 

The controllable variance generally pertains to 
variable costs.

4.
 

The volume variance pertains solely to fixed costs.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.
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Causes Of Manufacturing Overhead Variances

Controllable variance
 

-
 

variance rests with the
 production department.  Cause of an unfavorable 

variance may be: 

1.
 

higher than expected use of indirect materials, 
indirect labor, and factory supplies, or 

2.
 

increases in indirect manufacturing costs.

LO 5  State the formulas for determining manufacturing overhead LO 5  State the formulas for determining manufacturing overhead variances.variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

Overhead volume variance
 

–
 

variance can rest with the 
production department, if the cause is inefficient use of 
direct labor or machine breakdowns.  
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Reporting Variances

All variances should be reported to appropriate levels 
of management as soon as possible.

The form, content, and frequency of variance reports 
vary considerably among companies.

Facilitate the principle of “management by 
exception.”

Top management normally looks for significant 
variances.

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

LO 6  Discuss the reporting of variances.LO 6  Discuss the reporting of variances.
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Statement 
Presentation 
of Variances
In income statements 
prepared for 
management under a 
standard cost 
accounting system, 
cost of goods sold is 
stated at standard 
cost and the 
variances are 
disclosed separately. 

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

LO 7  Prepare an income statement for management LO 7  Prepare an income statement for management 
under a standard costing system.under a standard costing system.

Illustration 25-28
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Which of the following is incorrect about variance 
reports?  

a.
 

They facilitate “management by exception”.  
b.

 
They should only be sent to the top level of 
management.  

c.
 

They should be prepared as soon as possible.  
d.

 
They may vary in form, content, and frequency 
among companies.

Review QuestionReview Question

Analyzing and Reporting VariancesAnalyzing and Reporting VariancesAnalyzing and Reporting Variances

LO 7  Prepare an income statement for management LO 7  Prepare an income statement for management 
under a standard costing system.under a standard costing system.
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The balanced scorecard
 

incorporates financial and 
nonfinancial measures in an integrated system that links 
performance measurement and a company’s strategic goals. 

The balanced scorecard evaluates company performance 
from a series of “perspectives.”

 
The four most commonly 

employed perspectives are as follows.

Balanced ScorecardBalanced ScorecardBalanced Scorecard

LO 8  Describe the balanced scorecard approach to performance evLO 8  Describe the balanced scorecard approach to performance evaluation.aluation.
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Which of the following would not be an objective 
used in the customer perspective of the balanced 
scorecard approach?  

a.
 

Percentage of customers who would recommend 
product to a friend.  

b.
 

Customer retention.  
c.

 
Brand recognition.  

d.
 

Earning per share.

Review QuestionReview Question

Balanced ScorecardBalanced ScorecardBalanced Scorecard

LO 8  Describe the balanced scorecard approach to performance evLO 8  Describe the balanced scorecard approach to performance evaluation.aluation.
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In summary, the balanced scorecard does the following:
1.

 

Employs both financial and nonfinancial measures. 

2.
 

Creates linkages so that high-level corporate goals can be 
communicated all the way down to the shop floor. 

3.
 

Provides measurable objectives for such nonfinancial 
measures as product quality, rather than vague statements 
such as “We would like to improve quality.”

4.
 

Integrates all of the company’s goals into a single 
performance measurement system, so that an inappropriate 
amount of weight will not be placed on any single goal.

Balanced ScorecardBalanced ScorecardBalanced Scorecard

LO 8  Describe the balanced scorecard approach to performance evLO 8  Describe the balanced scorecard approach to performance evaluation.aluation.



Chapter 
25-48

“Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.”

CopyrightCopyrightCopyright
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INCREMENTAL INCREMENTAL 
ANALYSIS AND ANALYSIS AND 

CAPITAL CAPITAL 
BUDGETINGBUDGETING
Accounting Principles,  Eighth Edition
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Study ObjectivesStudy ObjectivesStudy Objectives

1.
 

Indicate the steps in management’s decision-
 making process.

2.
 

Describe the concept of incremental analysis.
3.3.

 
Identify the relevant costs in accepting an Identify the relevant costs in accepting an 
order at a special price.order at a special price.

4.4.
 

Identify the relevant costs in a makeIdentify the relevant costs in a make--oror--buy buy 
decision.decision.

5.5.
 

Give the decision rule for whether to sell or Give the decision rule for whether to sell or 
process materials.process materials.
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Study Objectives – ContinuedStudy Objectives Study Objectives –– ContinuedContinued

6.6.
 

Identify the factors to consider in retaining or Identify the factors to consider in retaining or 
replacing equipment.replacing equipment.

7.
 

Explain the relevant factors in whether to 
eliminate an unprofitable segment.

8.
 

Determine which products to make and sell when 
resources are limited.

9.9.
 

Contrast annual rate of return and cash payback Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.

10.10.
 

Distinguish between the net present value and Distinguish between the net present value and 
internal rate of return methods.internal rate of return methods.
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Preview of ChapterPreview of ChapterPreview of Chapter

An  important purpose of management accounting is An  important purpose of management accounting is 
to provide managers with relevant information for to provide managers with relevant information for 
decision making. decision making. 

Considers uses of incremental analysis and capital Considers uses of incremental analysis and capital 
budgeting in managementbudgeting in management’’s decision making processs decision making process
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Incremental Analysis
 and

 Capital Budgeting
 

Incremental AnalysisIncremental Analysis
 andand

 Capital BudgetingCapital Budgeting

Incremental 
Analysis 

Incremental Incremental 
AnalysisAnalysis

Capital 
Budgeting 

Capital Capital 
BudgetingBudgeting

ManagementManagement’’s decisions decision-- 
making processmaking process
How incremental How incremental 
analysis worksanalysis works
Types of incremental Types of incremental 
analysisanalysis

Process for Process for 
evaluationevaluation
Annual rate of returnAnnual rate of return
Cash paybackCash payback
Discounted cash Discounted cash 
flowflow
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Management’s Decision-Making ProcessManagementManagement’’s Decisions Decision--Making ProcessMaking Process

Important management functionImportant management function
Does not always follow a set patternDoes not always follow a set pattern
Decisions vary in scope, urgency, and importanceDecisions vary in scope, urgency, and importance
Steps usually involved in process include:Steps usually involved in process include:

LO 1:  Identify the steps in managementLO 1:  Identify the steps in management’’s decisions decision--making process.making process.
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Management’s Decision-Making ProcessManagementManagement’’s Decisions Decision--Making ProcessMaking Process

Considers both financial and nonConsiders both financial and non--financial financial 
informationinformation

Financial informationFinancial information includes revenues and 
costs as well as their effect on overall 
profitability

NonNon--financial informationfinancial information includes effect on 
employee turnover, the environment, or overall 
company image

LO 1: Identify the steps in managementLO 1: Identify the steps in management’’s decisions decision--making process.making process.
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Management’s Decision-Making ProcessManagementManagement’’s Decisions Decision--Making ProcessMaking Process

Incremental Analysis ApproachIncremental Analysis Approach

Decisions involve a Decisions involve a choicechoice among alternative actionsamong alternative actions
Financial data relevant to a decision are the Financial data relevant to a decision are the data data 
that vary in the future among alternativesthat vary in the future among alternatives

Both costs and revenues may vary or
Only revenues may vary or
Only costs may vary

LO 2:  Describe the concept of incremental analysis.LO 2:  Describe the concept of incremental analysis.
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Management’s Decision-Making ProcessManagementManagement’’s Decisions Decision--Making ProcessMaking Process

Incremental AnalysisIncremental Analysis

Process used to identify the financial Process used to identify the financial 
data that change under alternative data that change under alternative 
courses of actioncourses of action
Identifies probable effects of decisions Identifies probable effects of decisions 
on future earningson future earnings
Also called Also called differential analysisdifferential analysis because because 
it focuses on differencesit focuses on differences

LO 2:  Describe the concept of incremental analysis.LO 2:  Describe the concept of incremental analysis.
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How Incremental Analysis WorksHow Incremental Analysis WorksHow Incremental Analysis Works

Basic ExampleBasic Example

Comparison of Alternative B with Alternative A:
Incremental revenue is $15,000 less under Alternative B
Incremental cost savings of $20,000 is realized
Alternative B produces $5,000 more net income

LO 2:  Describe the concept of incremental analysis.LO 2:  Describe the concept of incremental analysis.
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How Incremental Analysis WorksHow Incremental Analysis WorksHow Incremental Analysis Works

LO 2:  Describe the concept of incremental analysis.LO 2:  Describe the concept of incremental analysis.

Sometimes involves changes that seem Sometimes involves changes that seem 
contrary to intuitioncontrary to intuition

Variable costs sometimes Variable costs sometimes do not changedo not change
 under alternativesunder alternatives

Fixed costs sometimes Fixed costs sometimes changechange
 

between between 
alternativesalternatives

Incremental analysis Incremental analysis notnot
 

the same as CVP the same as CVP 
analysisanalysis
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Incremental analysis is the process of identifying the Incremental analysis is the process of identifying the 
financial data thatfinancial data that

a.a.
 

Do not change under alternative courses of Do not change under alternative courses of 
actionaction.

b. Change under alternative courses of action. 

c. Are mixed under alternative courses of action.

d. None of the above.

Let’s ReviewLetLet’’s Reviews Review

LO 2: Describe the concept of incremental analysis.LO 2: Describe the concept of incremental analysis.
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Types of Incremental Analysis Types of Incremental Analysis Types of Incremental Analysis 

Accept an order at a special priceAccept an order at a special price

Make or buyMake or buy

Sell products or process furtherSell products or process further

Retain or replace equipmentRetain or replace equipment

Eliminate an unprofitable business segmentEliminate an unprofitable business segment

Allocate limited resourcesAllocate limited resources

LO 2:  Describe the concept of incremental analysis.LO 2:  Describe the concept of incremental analysis.



Chapter 
26-15

Accept an Order at a Special PriceAccept an Order at a Special PriceAccept an Order at a Special Price

Obtain additional business by making a major price Obtain additional business by making a major price 
concession to a specific customerconcession to a specific customer

Assumes that sales of products in other markets Assumes that sales of products in other markets 
are not affected by special orderare not affected by special order

Assumes that company is not operating at full Assumes that company is not operating at full 
capacitycapacity

LO 3:  Identify the relevant costs in accepting an order at a spLO 3:  Identify the relevant costs in accepting an order at a special price.ecial price.
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Accept an Order at a Special PriceAccept an Order at a Special PriceAccept an Order at a Special Price

ExampleExample

Customer offers to buy a special order of 2,000 units Customer offers to buy a special order of 2,000 units 
at $11 per unitat $11 per unit

No effect on normal salesNo effect on normal sales
No effect on plant capacity; currently operating at 80% No effect on plant capacity; currently operating at 80% 
which is 100,000 unitswhich is 100,000 units
Current variable manufacturing cost = $8 per unitCurrent variable manufacturing cost = $8 per unit
Current fixed manufacturing costs = $400,000 or $4 per unitCurrent fixed manufacturing costs = $400,000 or $4 per unit
Normal selling price = $20 per unitNormal selling price = $20 per unit

Based strictly on total cost of $12 per unit ($8 + $4), Based strictly on total cost of $12 per unit ($8 + $4), 
rejectreject offer as cost exceeds selling price of $11offer as cost exceeds selling price of $11

LO 3:  Identify the relevant costs in accepting an order at a spLO 3:  Identify the relevant costs in accepting an order at a special price.ecial price.
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Accept an Order at a Special PriceAccept an Order at a Special PriceAccept an Order at a Special Price

Example Example --
 

ContinuedContinued
Fixed costs do not change since within existing capacity Fixed costs do not change since within existing capacity ––

 

thus thus 
fixed costs are not relevantfixed costs are not relevant
Variable manufacturing costs and expected revenues change Variable manufacturing costs and expected revenues change ––

 thus thus both are relevant to the decisionboth are relevant to the decision

LO 3:  Identify the relevant costs in accepting an order at a spLO 3:  Identify the relevant costs in accepting an order at a special price.ecial price.

Decision:  Accept the offer; Income increases by $6,000Decision:  Accept the offer; Income increases by $6,000
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Make or BuyMake or BuyMake or Buy

Example:
The following costs are The following costs are 
incurred to incurred to make

 

25,000 25,000 
switches:switches:

LO 4:  Identify the relevant costs in a makeLO 4:  Identify the relevant costs in a make--oror--buy decision.buy decision.

AlternativelyAlternatively, the , the 
switches can be switches can be 

purchased

 

for $8 per for $8 per 
switch ($200,000)switch ($200,000)

Eliminates all variable Eliminates all variable 
costs of making costs of making 

switchesswitches

Eliminates $10,000 of Eliminates $10,000 of 
fixed costs; however, fixed costs; however, 

$50,000 remain$50,000 remain

Must decide whether to make the component parts or Must decide whether to make the component parts or 
to buy them from othersto buy them from others
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Make or BuyMake or BuyMake or Buy

Example Example --
 

ContinuedContinued
Total manufacturing cost is $1 higher than purchase price
Must absorb at least $50,000 of fixed costs under either option

LO 4:  Identify the relevant costs in a makeLO 4:  Identify the relevant costs in a make--oror--buy decision.buy decision.

Decision:  Continue to make switches Decision:  Continue to make switches 
as purchasing adds $25,000 to costas purchasing adds $25,000 to cost
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Make or BuyMake or BuyMake or Buy

Opportunity CostOpportunity Cost

the the potential benefitpotential benefit
 that may be obtained that may be obtained 

from following an from following an 
alternative course of alternative course of 
actionaction

must be considered in must be considered in 
incremental analysisincremental analysis

LO 4:  Identify the relevant costs in a makeLO 4:  Identify the relevant costs in a make--oror--buy decision.buy decision.
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Make or BuyMake or BuyMake or Buy

Example Example ––
 

ContinuedContinued
Assume that buying the switches allows the company to use 
the released capacity to earned $28,000 in additional income
The $28,000 lost income is an additional cost of making the 
switches –

 

an opportunity cost

LO 4:  Identify the relevant costs in a makeLO 4:  Identify the relevant costs in a make--oror--buy decision.buy decision.

Decision:  Buy the switches as company is $3,000 better offDecision:  Buy the switches as company is $3,000 better off
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In a makeIn a make--oror--buy decision, relevant costs are:buy decision, relevant costs are:

a.a.
 

Manufacturing costs that will be savedManufacturing costs that will be saved.

b. The purchase price of the units. 

c. Opportunity costs.

d. All of the above.

Let’s ReviewLetLet’’s Reviews Review

LO 4: Identify the relevant costs in a makeLO 4: Identify the relevant costs in a make--oror--buy decision.buy decision.
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Sell or Process FurtherSell or Process FurtherSell or Process Further

May have option to sell product at a given point in May have option to sell product at a given point in 
production or to process further and sell at a production or to process further and sell at a 
higher pricehigher price

Decision Rule:Decision Rule:

Process further as long as the incremental Process further as long as the incremental 
revenue from such processing exceeds the revenue from such processing exceeds the 
incremental processing costs incremental processing costs 

LO 5:  Give the decision rule for whether to sell or LO 5:  Give the decision rule for whether to sell or 
process materials further.process materials further.
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Sell or Process FurtherSell or Process FurtherSell or Process Further

Example:
Costs to manufacture one unfinished table:Costs to manufacture one unfinished table:

Direct materialsDirect materials

 

$ 15$ 15
Direct laborDirect labor

 

$ 10$ 10
Variable manufacturing overheadVariable manufacturing overhead

 

$  6$  6
Fixed manufacturing overheadFixed manufacturing overhead

 

$$

 

44
Manufacturing cost per unitManufacturing cost per unit

 

$35

Selling price of unfinished unit is $50Selling price of unfinished unit is $50
Used capacity used to finish tables to sell for $60 per tableUsed capacity used to finish tables to sell for $60 per table
Relevant unit costs of finishing table:Relevant unit costs of finishing table:

Direct materials increase $2Direct materials increase $2
Direct labor increase $4Direct labor increase $4
Variable overhead increase $2.40 (60% of direct labor)Variable overhead increase $2.40 (60% of direct labor)
No change in fixed overheadNo change in fixed overhead

LO 5:  Give the decision rule for whether to sell or LO 5:  Give the decision rule for whether to sell or 
process materials further.process materials further.



Chapter 
26-25

Sell or Process FurtherSell or Process FurtherSell or Process Further
Example Example ––

 
ContinuedContinued

LO 5:  Give the decision rule for whether to sell or LO 5:  Give the decision rule for whether to sell or 
process materials further.process materials further.

Decision:  Process furtherDecision:  Process further
Incremental revenue ($10) exceeds incremental processing costs Incremental revenue ($10) exceeds incremental processing costs 

($8.40); income increases $1.60 per unit($8.40); income increases $1.60 per unit
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Retain or Replace EquipmentRetain or Replace EquipmentRetain or Replace Equipment

Example:
Assessment of replacement of factory machine:Assessment of replacement of factory machine:

Old MachineOld Machine

 

New MachineNew Machine
Book ValueBook Value

 

$ 40,000$ 40,000
CostCost

 

$ 120,000$ 120,000
Remaining useful lifeRemaining useful life

 

four yearsfour years

 

four yearsfour years
Salvage valueSalvage value

 

--00--

 

--00--

Variable manufacturing costs decrease from $160,000 to Variable manufacturing costs decrease from $160,000 to 
$125,000 if new machine purchased$125,000 if new machine purchased

LO 6:  Identify the factors to consider in retaining or replacinLO 6:  Identify the factors to consider in retaining or replacing equipment.g equipment.
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Retain or Replace EquipmentRetain or Replace EquipmentRetain or Replace Equipment
Example Example ––

 
ContinuedContinued

LO 6:    Identify the factors to consider in retaining or LO 6:    Identify the factors to consider in retaining or 
replacing equipment.replacing equipment.

Decision:  Replace the EquipmentDecision:  Replace the Equipment
The lower variable costs due to replacement more than offset theThe lower variable costs due to replacement more than offset the

 cost of the new equipmentcost of the new equipment
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Retain or Replace EquipmentRetain or Replace EquipmentRetain or Replace Equipment

Additional ConsiderationsAdditional Considerations

The book value of old machine does The book value of old machine does 
not affect the decision.not affect the decision.

Book value is a sunk cost.Book value is a sunk cost.
Costs which cannot be changed by Costs which cannot be changed by 
future decisions (sunk cost) are future decisions (sunk cost) are 
not relevant in incremental not relevant in incremental 
analysis.analysis.

However, any trade-in allowance or 
cash disposal value of the existing 
asset is relevant.

LO 6:  Identify the factors to consider in retaining or LO 6:  Identify the factors to consider in retaining or 
replacing equipment.replacing equipment.
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The decision rule in a sellThe decision rule in a sell--oror--processprocess--further decision further decision 
is:is:

Process further as long as the incremental Process further as long as the incremental 
revenue from processing exceeds:revenue from processing exceeds:

a.a.
 

Incremental processing costsIncremental processing costs.

b. Variable processing costs. 

c. Fixed processing costs.

d. No correct answer is given.

Let’s ReviewLetLet’’s Reviews Review

LO 5: Give the decision rule for whether to sell or LO 5: Give the decision rule for whether to sell or 
process materials further.process materials further.
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Eliminate an Unprofitable SegmentEliminate an Unprofitable SegmentEliminate an Unprofitable Segment

Key:  Key:  Focus on Relevant CostsFocus on Relevant Costs

Consider effect on related product lines

Fixed costs allocated to the unprofitable segment 
must be absorbedmust be absorbed by the other segments

Net income may decreasedecrease when an unprofitable 
segment is eliminated

Decision Rule:

Retain the segment unless fixed costs eliminated Retain the segment unless fixed costs eliminated 
exceed contribution margin lostexceed contribution margin lost

LO 7:  Explain the relevant factors in whether to LO 7:  Explain the relevant factors in whether to 
eliminate an unprofitable segment.    eliminate an unprofitable segment.    
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Eliminate an Unprofitable SegmentEliminate an Unprofitable SegmentEliminate an Unprofitable Segment

ExampleExample::
Martina Company manufactures three models of 
tennis rackets:  

Profitable lines:  Pro and Master
Unprofitable line:  Champ

Condensed Income Statement data:

Should Champ be eliminated?Should Champ be eliminated?

LO 7:  Explain the relevant factors in whether to LO 7:  Explain the relevant factors in whether to 
eliminate an unprofitable segment.eliminate an unprofitable segment.
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Eliminate an Unprofitable SegmentEliminate an Unprofitable SegmentEliminate an Unprofitable Segment

Example Example ––
 

ContinuedContinued

If Champ is eliminated, allocate its $30,000 fixed 
costs:

2/3 to Pro and 1/3 to Master

Revised Income Statement data:

Total income has decreaseddecreased by $10,000
LO 7:  Explain the relevant factors in whether to LO 7:  Explain the relevant factors in whether to 

eliminate an unprofitable segment.eliminate an unprofitable segment.
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Eliminate an Unprofitable SegmentEliminate an Unprofitable SegmentEliminate an Unprofitable Segment

Example Example ––
 

ContinuedContinued
Incremental analysis of Champ provided the same 
results:  Do Not Eliminate Champ

Decrease in net income is due to Champ’s contribution 
margin  ($10,000) that will not be realized if the 
segment is discontinued.

LO 7:  Explain the relevant factors in whether to LO 7:  Explain the relevant factors in whether to 
eliminate an unprofitable segment.    eliminate an unprofitable segment.    
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Allocate Limited ResourcesAllocate Limited ResourcesAllocate Limited Resources

Resources are always limitedResources are always limited
Floor space for a retail 
firm
Raw materials, direct 
labor hours, or machine 
capacity for a 
manufacturing firm

Management must decide 
which products to make and which products to make and 
sell to maximize net incomesell to maximize net income

LO 8:  Determine which products to make and sell when LO 8:  Determine which products to make and sell when 
resources are limited.resources are limited.
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Allocate Limited ResourcesAllocate Limited ResourcesAllocate Limited Resources

Example:Example:
Collins Company manufactures
deluxe and standard pen and
pencil sets

Limiting resource:
3,600 machine hours per month

Deluxe set has higher contribution margin:  $8
Standard set takes fewer machine hours per unit

LO 8:  Determine which products to make and sell when LO 8:  Determine which products to make and sell when 
resources are limited.resources are limited.
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Allocate Limited ResourcesAllocate Limited ResourcesAllocate Limited Resources

Example: Example: --
 

ContinuedContinued
Must compute contribution margin per unit of 
limited resource

Standard sets have higher contribution margin per 
unit of limited resources

LO 8:  Determine which products to make and sell when LO 8:  Determine which products to make and sell when 
resources are limited.resources are limited.

Decision:  Decision:  Shift sales mix to standard sets or 
increase machine capacity
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Allocate Limited ResourcesAllocate Limited ResourcesAllocate Limited Resources

Example: Example: --
 

ContinuedContinued

Alternative:  Increase machine capacity from 3,600 
to 4,200 machine hours

To maximize net income, all the additional 600 hours 
should be used to produce standard sets

LO 8:  Determine which products to make and sell when LO 8:  Determine which products to make and sell when 
resources are limited.resources are limited.
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If an unprofitable segment is eliminated:If an unprofitable segment is eliminated:

a.a.
 

Net income will always increaseNet income will always increase.

b. Variable expenses of the eliminated segment 
will have to be absorbed by other segments. 

c. Fixed expenses allocated to the eliminated 
segment will have to be absorbed by other 
segments.

d. Net income will always decrease.

Let’s ReviewLetLet’’s Reviews Review

LO 7: Explain the relevant factors in whether LO 7: Explain the relevant factors in whether 
to eliminate an unprofitable segment.to eliminate an unprofitable segment.
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Capital BudgetingCapital BudgetingCapital Budgeting

The process of making capital expenditure decisions The process of making capital expenditure decisions 
in business is known asin business is known as

Capital BudgetingCapital Budgeting

The amount of possible capital expenditures usually 
exceeds the funds available for such expenditures

Capital budgeting involves choosing among various 
capital projects to find the one(s) that will
Maximize a companyMaximize a company’’s return on investments return on investment
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Evaluation ProcessEvaluation ProcessEvaluation Process

Many companies follow a carefully prescribed Many companies follow a carefully prescribed 
process in capital budgeting.process in capital budgeting.

At least once a year:
Proposals are requested from each 
department
The capital budgeting committee screens the 
proposals and submits its findings to the 
officers of the company
Officers select projects and submit list to 
the board of directors for approval
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Evaluation ProcessEvaluation ProcessEvaluation Process

Providing management with relevant Providing management with relevant 
data for capital budgeting decisions data for capital budgeting decisions 
requires familiarity with quantitative requires familiarity with quantitative 
techniques.techniques.

The most common techniques are:

Annual Rate of ReturnAnnual Rate of Return

Cash PaybackCash Payback

Discounted Cash FlowDiscounted Cash Flow
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Evaluation ProcessEvaluation ProcessEvaluation Process

These techniques will be illustrated using the following data These techniques will be illustrated using the following data 
for Tappan Company:for Tappan Company:

Investment in new equipment:  $130,000
Useful life of new equipment:  10 years
Zero salvage and straight-line depreciation
The expected annual revenues and costs of the new 
product that will be produced from the investment are:
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Annual Rate of ReturnAnnual Rate of ReturnAnnual Rate of Return

The annual rate of return technique is based directly The annual rate of return technique is based directly 
on accounting dataon accounting data

It indicates the profitability of a capital expenditureIt indicates the profitability of a capital expenditure

The formula is:The formula is:

The expected annual net income is from the 
projected Income Statement

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.
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Annual Rate of ReturnAnnual Rate of ReturnAnnual Rate of Return

The average investment is derived from the The average investment is derived from the 
following formula:following formula:

For Tappan Company the average investment is:

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.

[($130,00 + $0) ÷

 

2] = $65,000
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Annual Rate of ReturnAnnual Rate of ReturnAnnual Rate of Return

The expected rate of return for Tappan CompanyThe expected rate of return for Tappan Company’’s s 
investment in new equipment is:investment in new equipment is:

The decision rule is:

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.

A project is acceptable if its rate of return is greater than 
management’s minimum rate of return.  When choosing 
among several acceptable projects, the project with the 
higher rate of return is generally more attractive.

$13,000  ÷

 

$65,000 = 20%
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Annual Rate of ReturnAnnual Rate of ReturnAnnual Rate of Return

Principal advantages of the annual rate of return 
technique:

Simplicity of calculations
Management’s familiarity with accounting 
terms used in the calculation

Major limitation of the technique:
It does not consider the time value of moneyIt does not consider the time value of money

As noted in Appendix C, recognition of the time 
value of money can make a significant difference 
between the present and future values of an 
investment.

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.
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Cash PaybackCash PaybackCash Payback

Identifies the time period required to recover the 
cost of the investment

Uses the net annual cash flow produced from the 
investment

Net annual cash flow can be approximated by 
taking net income and adding back depreciation

The formula for computing the cash payback 
period is:

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.
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Cash PaybackCash PaybackCash Payback

Example:Example:

Tappan Company has net annual cash inflows of 
$26,000 ( Net Income $13,000 + Depreciation 
$13,000)

The cash payback period is:

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.

$130,000 $130,000 ÷÷
 

$26,000 = 5 years$26,000 = 5 years
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Cash PaybackCash PaybackCash Payback

Example:Example:
Assume Tappan Company has uneven net annual 
cash inflows 
Now the cash payback period is determined when 
the cumulative net cash flows equal the cost of the 
investment 

LO 9:  Contrast annual rate of return and cash payback LO 9:  Contrast annual rate of return and cash payback 
in capital budgeting.in capital budgeting.
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Which of the following is Which of the following is incorrectincorrect
 

about the annual about the annual 
rate of return technique:rate of return technique:

a.a.
 

The calculation is simpleThe calculation is simple.

b. The accounting terms used are familiar to 
management. 

c. The timing of the cash inflows is not 
considered.

d. The time value of money is considered.

Let’s ReviewLetLet’’s Reviews Review

LO 9: Contrast annual rate of return and cash LO 9: Contrast annual rate of return and cash 
payback in capital budgeting.payback in capital budgeting.
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Discounted Cash FlowDiscounted Cash FlowDiscounted Cash Flow

Discounted cash flow techniques generally 
recognized as best approach to making capital 
budgeting decisions

Techniques consider both:
Estimated total cash inflows, and
The time value of money

Two methods generally used with the discounted 
cash flow techniques are
Net Present Value Method

Internal Rate of Return Method

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.    internal rate of return methods.    
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Net Present Value MethodNet Present Value MethodNet Present Value Method

NPV method compares the present value of the present value of the 
cash inflowscash inflows

 
to the capital outlay required

 
by 

the investment
The differencedifference

 
between the two amounts is 

referred to as the net present valuenet present value
The interest rate used to discount the cash flow 
is the required minimum rate of return 
A proposal is acceptable when the NPV is

 
zero or zero or 

positivepositive
The higher the positive NPV, the more attractive 
the investment

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return.internal rate of return.
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Net Present Value Decision CriteriaNet Present Value Decision Criteria

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.    internal rate of return methods.    
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Example: Equal Annual Cash FlowsExample: Equal Annual Cash Flows
Annual cash flows of $26,000 uniform over asset’s 
useful life
Calculation of present value of annual cash flows 
(annuity) at 2 different discount rates:

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Example: Equal Annual Cash Flows Example: Equal Annual Cash Flows --
 

ContinuedContinued
Analysis of proposal using net present values

NPV positive
 

for both discount rates
Accept

 
proposed capital expenditure at either 

discount rate

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Net Present Value MethodNet Present Value MethodNet Present Value Method
Example: Unequal Annual Cash FlowsExample: Unequal Annual Cash Flows

Different cash flows each year over asset’s useful 
life; calculation of PV of annual cash flows at 2 
different discount rates:

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Example: Unequal Annual Cash Flows Example: Unequal Annual Cash Flows --
 

ContinuedContinued
Analysis of proposal using net present values

NPV positive
 

for both discount rates
Accept

 
proposed capital expenditure at either 

discount rate

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Internal Rate of Return MethodInternal Rate of Return MethodInternal Rate of Return Method

IRR method finds the interest yield of the 
potential investment
IRR –

 
rate that will cause the PV of the proposed 

capital expenditure to equal the PV of the 
expected annual cash inflows
Two steps in method
1.

 

Compute the interval rate of return factor
2.

 

Use the factor and the PV of an annuity of 1 
table to find the IRR.

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Example: Example: 
Step 1:

 
The formula for computing the IRR factor:

IRR factor for Tappan Company, assuming equal 
annual cash inflows:

$130,000 $130,000 ÷÷
 

$26,000 = 5.0$26,000 = 5.0

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Net Present Value MethodNet Present Value MethodNet Present Value Method

Example Example --
 

Continued Continued 
Step 2:

 
IRR is the discount factor closest to the 

IRR factor for the time period covered by the 
annual cash flows.

Closest discount factor to 5.0 is 5.01877; thus IRR 
is approximately 15%

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.     internal rate of return methods.     
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Internal Rate of Return MethodInternal Rate of Return MethodInternal Rate of Return Method

Compare IRR to management’s required 
minimum rate of return

Decision Rule:
Accept the project when the IRR is 
equal to or greater than the required 
rate of return.

Assuming a minimum rate of return for Tappan 
of 10%,  project is accepted since IRR of 15% 
is greater than the required rate.

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.    internal rate of return methods.    
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Internal Rate of Return MethodInternal Rate of Return MethodInternal Rate of Return Method

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.    internal rate of return methods.    
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Comparison of Discounted Cash Flow MethodsComparison of Discounted Cash Flow MethodsComparison of Discounted Cash Flow Methods

LO 10:  Distinguish between the net present value and LO 10:  Distinguish between the net present value and 
internal rate of return methods.    internal rate of return methods.    
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A positive net present value means that the:A positive net present value means that the:

a.a.
 

ProjectProject’’s rate of return is less than the cutoff s rate of return is less than the cutoff 
raterate.

b. Project’s rate of return exceeds the required 
rate of return. 

c. Project’s rate of return equals the required 
rate of return.

d. Project is unacceptable.

Let’s ReviewLetLet’’s Reviews Review

LO 10: Distinguish between the net present value LO 10: Distinguish between the net present value 
and internal rate of return methods.and internal rate of return methods.
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Chapter Review - Brief Exercise 26-9 Chapter Review Chapter Review -- Brief Exercise 26Brief Exercise 26--9 9 

Adler Company is considering purchasing new Adler Company is considering purchasing new 
equipment for $400,000.  It is expected that the equipment for $400,000.  It is expected that the 
equipment will produce annual net income of $10,000 equipment will produce annual net income of $10,000 
over its 10over its 10--year useful life. Annual depreciation will year useful life. Annual depreciation will 
be $40,000.be $40,000.

Compute the payback period.
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Chapter Review - Brief Exercise 26-9 Chapter Review Chapter Review -- Brief Exercise 26Brief Exercise 26--9 9 

First,First,
 

calculate net annual cash inflows:calculate net annual cash inflows:

Net income + depreciationNet income + depreciation
$10,000 + $40,000 = $50,000$10,000 + $40,000 = $50,000

Second,Second,
 

divide capital investment by annual cash divide capital investment by annual cash 
flowsflows

$400,000 $400,000 ÷÷
 

$50,000 = 8 years$50,000 = 8 years



Chapter 
26-67

Copyright ©

 

2008 John Wiley & Sons, Inc. All rights reserved. 
Reproduction or translation of this work beyond that permitted 
in Section 117 of the 1976 United States Copyright Act without 
the express written permission of the copyright owner is 
unlawful. Request for further information should be addressed 
to the Permissions Department, John Wiley & Sons, Inc. The 
purchaser may make back-up copies for his/her own use only 
and not for distribution or resale. The Publisher assumes no 
responsibility for errors, omissions, or damages, caused by the 
use of these programs or from the use of the information 
contained herein.

CopyrightCopyrightCopyright


	Wey_AP_8e_Ch01_Revised
	Slide Number 1
	CHAPTER 1
	Study Objectives
	Slide Number 4
	What is Accounting?
	What is Accounting?
	Who Uses Accounting Data?
	Who Uses Accounting Data?
	Who Uses Accounting Data?
	The Building Blocks of Accounting
	Ethics
	Ethics
	The Building Blocks of Accounting
	The Building Blocks of Accounting
	The Building Blocks of Accounting
	Assumptions
	Forms of Business Ownership
	Assumptions
	Assumptions
	Forms of Business Ownership
	Forms of Business Ownership
	The Basic Accounting Equation
	The Basic Accounting Equation
	The Basic Accounting Equation
	The Basic Accounting Equation
	Owners’ Equity
	Owners’ Equity
	Using The Basic Accounting Equation
	Transactions (Question?)
	Transactions
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Transactions (Problem)
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Financial Statements
	Accounting Career Opportunities
	Copyright

	Wey_AP_8e_Ch02_Revised
	Slide Number 1
	CHAPTER 2
	Study Objectives
	Slide Number 4
	The Account
	Debits and Credits
	Debits and Credits
	Debits and Credits
	Debits and Credits Summary
	Debits and Credits Summary
	Debits and Credits Summary
	Debits and Credits Summary
	Assets and Liabilities
	Owners’ Equity
	Revenue and Expense
	Debits and Credits Summary
	Expansion of the Basic Equation
	Steps in the Recording Process
	The Journal
	Journalizing
	Journalizing
	Journalizing
	Journalizing
	Journalizing
	Journalizing
	Journalizing
	The Ledger
	Chart of Accounts
	Standard Form of Account
	Posting
	Posting
	The Recording Process Illustrated
	The Trial Balance
	The Trial Balance
	The Trial Balance
	Recording Process
	Copyright

	Wey_AP_8e_Ch03_Revised
	Slide Number 1
	CHAPTER 3
	Study Objectives
	Slide Number 4
	Timing Issues
	Timing Issues
	Timing Issues
	Timing Issues
	Timing Issues
	Timing Issues
	Timing Issues
	Timing Issues
	The Basics of Adjusting Entries
	The Basics of Adjusting Entries
	Timing Issues
	Types of Adjusting Entries
	Trial Balance
	Adjusting Entries for Deferrals
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Prepaid Expenses”
	Adjusting Entries for “Unearned Revenues”
	Adjusting Entries for “Unearned Revenues”
	Adjusting Entries for “Unearned Revenues”
	Adjusting Entries for “Unearned Revenues”
	Adjusting Entries for “Unearned Revenues”
	Adjusting Entries for Accruals
	Adjusting Entries for “Accrued Revenues”
	Adjusting Entries for “Accrued Revenues”
	Adjusting Entries for “Accrued Revenues”
	Adjusting Entries for “Accrued Revenues”
	Adjusting Entries for “Accrued Revenues”
	Adjusting Entries for “Accrued Expenses”
	Adjusting Entries for “Accrued Expenses”
	Adjusting Entries for “Accrued Expenses”
	Adjusting Entries for “Accrued Expenses”
	Adjusting Entries for “Accrued Expenses”
	Adjusting Entries for “Accrued Expenses”
	The Adjusted Trial Balance
	Timing Issues
	Preparing Financial Statements
	Preparing Financial Statements
	Preparing Financial Statements
	Preparing Financial Statements
	Slide Number 51
	Slide Number 52
	Slide Number 53
	Alternative Treatment for “Unearned Revenues”
	Alternative Treatment for “Unearned Revenues”
	Summary of Basic Relationships for Deferrals
	Copyright

	Wey_AP_8e_Ch04_Revised
	Slide Number 1
	CHAPTER 4
	Study Objectives
	Slide Number 4
	Using A Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Steps in Preparing a Worksheet
	Preparing Financial Statements from a Worksheet
	Preparing Financial Statements from a Worksheet
	Preparing Financial Statements from a Worksheet
	Preparing Financial Statements from a Worksheet
	Preparing Adjusting Entries from a Worksheet
	Preparing Financial Statements from a Worksheet
	Preparing Financial Statements from a Worksheet
	Closing the Books
	Closing the Books
	Closing the Books
	Closing the Books
	Preparing a Post-Closing Trial Balance
	Summary of the Accounting Cycle
	Correcting Entries—An Avoidable Step
	Slide Number 29
	Slide Number 30
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	The Classified Balance Sheet
	Recording Process
	Reversing Entries 
	Reversing Entries Example
	Copyright

	Wey_AP_8e_Ch05_Revised
	Slide Number 1
	CHAPTER 5
	Study Objectives
	Slide Number 4
	Merchandising Operations
	Merchandising Operations
	Operating Cycles
	Inventory Systems
	Inventory Systems
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Purchases of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Recording Sales of Merchandise
	Completing the Accounting Cycle
	Completing the Accounting Cycle
	Completing the Accounting Cycle
	Completing the Accounting Cycle
	Forms of Financial Statements
	Forms of Financial Statements
	Forms of Financial Statements
	Forms of Financial Statements
	Forms of Financial Statements
	Forms of Financial Statements
	Forms of Financial Statements
	Calculation of Gross Profit
	Determining Cost of Goods Sold Under a Periodic System
	Determining Cost of Goods Sold Under a Periodic System
	Recording Purchases of Merchandise under a Periodic System�
	Recording Purchases of Merchandise under a Periodic System�
	Recording Purchases of Merchandise under a Periodic System
	Recording Purchases of Merchandise under a Periodic System
	Recording Sales of Merchandise under a Periodic System
	Worksheet for a Merchandising Company
	Copyright

	Wey_AP_8e_Ch06_Revised
	Slide Number 1
	CHAPTER 6
	Study Objectives
	Slide Number 4
	Classifying Inventory
	Determining Inventory Quantities
	Determining Inventory Quantities
	Determining Inventory Quantities
	Determining Inventory Quantities
	Determining Inventory Quantities
	Determining Inventory Quantities
	Inventory Costing
	Inventory Costing
	Inventory Costing
	Inventory Costing
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing – Cost Flow Assumptions
	Inventory Costing
	Inventory Costing
	Inventory Costing
	Inventory Errors
	Inventory Errors
	Inventory Errors
	Inventory Errors
	Inventory Errors
	Inventory Errors
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Inventory Cost Flow Methods in Perpetual Inventory Systems
	Inventory Cost Flow Methods in Perpetual Inventory Systems
	Inventory Cost Flow Methods in Perpetual Inventory Systems
	Inventory Cost Flow Methods in Perpetual Inventory Systems
	Copyright

	Wey_AP_8e_Ch07_Revised
	Slide Number 1
	CHAPTER 7
	Study Objectives
	Accounting Information Systems
	Basic Concepts of AIS
	Basic Concepts of AIS
	Basic Concepts of AIS
	Basic Concepts of AIS
	Basic Concepts of AIS
	Subsidiary Ledgers
	Subsidiary Ledgers
	Subsidiary Ledgers
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Special Journals
	Copyright

	Wey_AP_8e_Ch08_Revised
	Slide Number 1
	CHAPTER 8
	Study Objectives
	Slide Number 4
	Internal Control
	Internal Control
	Internal Control
	Internal Control
	Internal Control
	Internal Control
	Internal Control
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Over-the-Counter Receipts
	Mail Receipts
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Cash Controls
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Use of a Bank
	Recording Process
	Reporting Cash
	Copyright

	Wey_AP_8e_Ch09_Revised
	Slide Number 1
	CHAPTER 9
	Study Objectives
	Slide Number 4
	Types of Receivables
	Accounts Receivable
	Recognizing Accounts Receivable
	Recognizing Accounts Receivable
	Recognizing Accounts Receivable
	Recognizing Accounts Receivable
	Accounts Receivable
	Valuing Accounts Receivable
	Presentation of Accounts Receivable
	Presentation of Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Valuing Accounts Receivable
	Disposing of Accounts Receivable
	Disposing of Accounts Receivable
	Disposing of Accounts Receivable
	Disposing of Accounts Receivable
	Disposing of Accounts Receivable
	Notes Receivable
	Notes Receivable
	Notes Receivable
	Recognizing Notes Receivable
	Recognizing Notes Receivable
	Recognizing Notes Receivable
	Notes Receivable
	Notes Receivable
	Notes Receivable
	Notes Receivable
	Notes Receivable
	Notes Receivable
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Copyright

	Wey_AP_8e_Ch10_Revised
	Slide Number 1
	CHAPTER 10
	Study Objectives
	Slide Number 4
	Section 1 – Plant Assets
	Determining the Cost of Plant Assets
	Determining the Cost of Plant Assets
	Determining the Cost of Plant Assets
	Determining the Cost of Plant Assets
	Determining the Cost of Plant Assets
	Determining the Cost of Plant Assets
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation for Partial Year
	Depreciation for Partial Year
	Depreciation for Partial Year
	Depreciation for Partial Year
	Depreciation for Partial Year
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Depreciation
	Expenditures During Useful Life
	Plant Asset Disposals
	Plant Asset Disposals - Retirement
	Plant Asset Disposals - Retirement
	Plant Asset Disposals
	Plant Asset Disposals - Sale
	Plant Asset Disposals - Sale
	Section 2 – Natural Resources
	Section 2 – Natural Resources
	Section 2 – Natural Resources
	Section 2 – Natural Resources
	Section 3 – Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Accounting for Intangible Assets
	Research and Development Costs
	Statement Presentation and Analysis
	Statement Presentation and Analysis
	Exchange of Plant Assets
	Slide Number 57
	Slide Number 58
	Slide Number 59
	Slide Number 60
	Copyright

	Wey_AP_8e_Ch11_Revised
	Slide Number 1
	CHAPTER 11
	Study Objectives
	Slide Number 4
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Accounting for Current Liabilities
	Contingent Liabilities
	Contingent Liabilities
	Contingent Liabilities
	Contingent Liabilities
	Contingent Liabilities
	Payroll Accounting
	Determining the Payroll
	Determining the Payroll
	Determining the Payroll
	Determining the Payroll
	Determining the Payroll
	Determining the Payroll
	Recording the Payroll
	Recording the Payroll
	Recording the Payroll
	Recording the Payroll
	Recording the Payroll
	Recording the Payroll
	Employer Payroll Taxes
	Employer Payroll Taxes
	Employer Payroll Taxes
	Employer Payroll Taxes
	Employer Payroll Taxes
	Employer Payroll Taxes
	Filing and Remitting Payroll Taxes
	Internal Control for Payroll
	Additional Fringe Benefits
	Paid Absences
	Post-Retirement Benefits
	Pensions
	Copyright

	Wey_AP_8e_Ch12_Revised
	Slide Number 1
	CHAPTER 12
	Study Objectives
	Slide Number 4
	Partnership Form of Organization
	Partnership Form of Organization
	Characteristics of Partnerships
	Characteristics of Partnerships
	Characteristics of Partnerships
	Characteristics of Partnerships
	Organizations with Partnership Characteristics
	Organizations with Partnership Characteristics
	Organizations with Partnership Characteristics
	Organizations with Partnership Characteristics
	Organizations with Partnership Characteristics
	Partnership Characteristics
	Partnership Characteristics
	Partnership Agreement
	Forming a Partnership
	Forming a Partnership
	Forming a Partnership
	Forming a Partnership
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Dividing Net Income or Net Loss
	Partnership Financial Statements
	Partnership Financial Statements
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Liquidation of a Partnership
	Slide Number 44
	Purchase of a Partner’s Interest
	Investment of Assets in a Partnership
	Withdrawal of a Partner
	Slide Number 48
	Payment From Partners’ Personal Assets
	Payment From Partnership Assets
	Payment From Partnership Assets
	Payment From Partnership Assets
	Copyright

	Wey_AP_8e_Ch13_Revised
	Slide Number 1
	CHAPTER 13
	Study Objectives
	Slide Number 4
	The Corporate Form of Organization
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Characteristics of a Corporation
	Forming a Corporation
	Ownership Rights of Stockholders
	Ownership Rights of Stockholders
	Ownership Rights of Stockholders
	Ownership Rights of Stockholders
	Stock Issue Considerations
	Stock Issue Considerations
	Stock Issue Considerations
	Stock Issue Considerations
	Corporate Capital
	Corporate Capital
	Corporate Capital
	Accounting for Common Stock Issues
	Accounting for Common Stock Issues
	Accounting for Common Stock Issues
	Accounting for Common Stock Issues
	Accounting for Common Stock Issues
	Accounting for Common Stock Issues
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Accounting for Treasury Stock
	Slide Number 42
	Slide Number 43
	Slide Number 44
	Slide Number 45
	Slide Number 46
	Copyright

	Wey_AP_8e_Ch14_Revised
	Slide Number 1
	CHAPTER 14
	Study Objectives
	Slide Number 4
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Dividends
	Retained Earnings
	Retained Earnings Restrictions
	Prior Period Adjustments
	Prior Period Adjustments
	Retained Earnings Statement
	Retained Earnings Statement
	Retained Earnings Statement
	Slide Number 32
	Slide Number 33
	Slide Number 34
	Slide Number 35
	Slide Number 36
	Copyright

	Wey_AP_8e_Ch15_Revised
	Slide Number 1
	CHAPTER 15
	Study Objectives
	Long-Term Liabilities
	Bond Basics
	Bond Basics
	Bond Basics
	Bond Basics
	Bond Basics
	Bond Basics
	Bond Basics
	Bond Basics
	Accounting for Bond Issues
	Accounting for Bond Issues
	Accounting for Bond Issues
	Issuing Bonds at Face Value
	Issuing Bonds at a Discount
	Issuing Bonds at a Discount
	Issuing Bonds at a Discount
	Issuing Bonds at a Premium
	Issuing Bonds at a Discount
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Bond Retirements
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Accounting for Other Long-Term Liabilities
	Slide Number 39
	Slide Number 40
	Slide Number 41
	Present Value Concepts Related to Bond Pricing
	Present Value Concepts Related to Bond Pricing
	Present Value Concepts Related to Bond Pricing
	Present Value Concepts Related to Bond Pricing
	Present Value Concepts Related to Bond Pricing
	Effective-Interest Method of Bond Amortization
	Effective-Interest Method of Bond Amortization
	Effective-Interest Method of Bond Amortization
	Straight-line Method of Bond Amortization
	Copyright

	Wey_AP_8e_Ch16_Revised
	Slide Number 1
	CHAPTER 16
	Study Objectives
	Long-Term Liabilities
	Why Corporations Invest
	Why Corporations Invest
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Debt Instruments
	Accounting for Stock Investments
	Holdings of Less than 20%
	Holdings of Less than 20%
	Holdings of Less than 20%
	Holdings of Less than 20%
	Slide Number 20
	Slide Number 21
	Slide Number 22
	Slide Number 23
	Slide Number 24
	Slide Number 25
	Slide Number 26
	Slide Number 27
	Slide Number 28
	Slide Number 29
	Slide Number 30
	Slide Number 31
	Slide Number 32
	Slide Number 33
	Slide Number 34
	Slide Number 35
	Balance Sheet Presentation
	Balance Sheet Presentation
	Balance Sheet Presentation
	Balance Sheet Presentation
	Copyright

	Wey_AP_8e_Ch17_Revised
	Slide Number 1
	CHAPTER 17
	Study Objectives
	Statement of Cash Flows
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Slide Number 10
	Slide Number 11
	Slide Number 12
	Slide Number 13
	Slide Number 14
	Slide Number 15
	Slide Number 16
	Slide Number 17
	Slide Number 18
	Slide Number 19
	Step 1: Operating Activities
	Step 1: Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Operating Activities
	Step 2: Investing and Financing Activities
	Investing and Financing Activities
	Investing and Financing Activities
	Investing and Financing Activities
	Investing and Financing Activities
	Statement of Cash Flows
	Investing and Financing Activities
	Investing and Financing Activities
	Investing and Financing Activities
	Statement of Cash Flows
	Investing and Financing Activities
	Slide Number 44
	Slide Number 45
	Slide Number 46
	Slide Number 47
	Slide Number 48
	Slide Number 49
	Slide Number 50
	Slide Number 51
	Copyright

	Wey_AP_8e_Ch18_Revised
	Slide Number 1
	CHAPTER 18
	Study Objectives
	Financial Statement Analysis
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Slide Number 10
	Slide Number 11
	Slide Number 12
	Slide Number 13
	Slide Number 14
	Slide Number 15
	Slide Number 16
	Slide Number 17
	Slide Number 18
	Slide Number 19
	Slide Number 20
	Slide Number 21
	Slide Number 22
	Slide Number 23
	Slide Number 24
	Slide Number 25
	Slide Number 26
	Slide Number 27
	Slide Number 28
	Slide Number 29
	Slide Number 30
	Slide Number 31
	Slide Number 32
	Slide Number 33
	Slide Number 34
	Slide Number 35
	Slide Number 36
	Slide Number 37
	Slide Number 38
	Slide Number 39
	Slide Number 40
	Slide Number 41
	Slide Number 42
	Slide Number 43
	Slide Number 44
	Slide Number 45
	Slide Number 46
	Slide Number 47
	Slide Number 48
	Slide Number 49
	Slide Number 50
	Copyright

	Wey_AP_8e_Ch19
	Slide Number 1
	CHAPTER 19
	Study Objectives
	Study Objectives
	Preview of Chapter
	Slide Number 6
	Managerial Accounting Basics
	Managerial Accounting Basics
	Managerial Accounting Basics
	Managerial Accounting Basics
	Managerial Accounting Basics
	Comparing Managerial and Financial Accounting
	Comparing Managerial and Financial Accounting
	Managerial Accounting Basics
	Managerial Accounting Basics
	Management Functions
	Management Functions
	Management Functions
	Good Ethics – Good Business
	Good Ethics – Good Business
	Good Ethics – Good Business
	Management Functions
	Managerial Cost Concepts
	Manufacturing Costs
	Manufacturing Costs
	Manufacturing Costs
	Manufacturing Costs
	Manufacturing Costs
	Product Versus Period Costs
	Product Versus Period Costs
	Product Versus Period Costs
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs in Financial Statements
	Manufacturing Costs
	Managerial Accounting Today
	Managerial Accounting Today
	Managerial Accounting Today
	Managerial Accounting Today
	Managerial Accounting Today
	Chapter Review - Brief Exercise 19-5
	Chapter Review - Brief Exercise 19-6
	Copyright

	Wey_AP_8e_Ch20
	Slide Number 1
	CHAPTER 20
	Study Objectives
	Study Objectives
	Preview of Chapter
	Slide Number 6
	Cost Accounting Systems
	Cost Accounting Systems
	Job Order Cost System
	Job Order Cost System
	Process Cost System�
	Process Cost System
	Cost Accounting Systems
	Job Order Cost Flows
	Job Order Cost Flows - Overview
	Job Order Cost System
	Job Order Cost Flow
	Accumulating Manufacturing Cost
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Cost 
	Accumulating Manufacturing Costs
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs �to Work in Process   
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process 
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Costs to Work In Process
	Assigning Manufacturing Overhead �to Work in Process   
	Assigning Costs to Finished Goods
	Assigning Costs to Finished Goods
	Assigning Costs to Cost of Goods Sold
	Summary of Job Order Cost Flows
	Summary of Job Order Cost Flows
	Reporting Job Cost Data
	Entries to Report Job Cost Data   
	Under- or Overapplied Manufacturing Overhead
	Under- or Overapplied Manufacturing Overhead
	Under- or Overapplied Manufacturing Overhead
	Chapter Review – Brief Exercise 20-6
	Copyright

	Wey_AP_8e_Ch21
	Slide Number 1
	CHAPTER 21
	Study Objectives
	Study Objectives
	Preview of Chapter
	Slide Number 6
	Nature of Process Cost Systems
	Comparison of Products Produced �Under Process and Job Order Cost Systems
	Let’s Review
	Job Order Cost and Process Cost Flow
	Job Order Cost vs Process Cost Flow
	Similarities and Differences in Cost Systems
	Similarities and Differences in Cost Systems
	Similarities and Differences in Cost Systems
	Major Differences Between Job Order and  Process Cost Systems
	Let’s Review
	Process Cost Flows Illustrated
	Process Cost Flows Illustrated
	Assignment of Manufacturing Costs
	Assignment of Manufacturing Costs
	Assignment of Manufacturing Costs
	Assignment of Manufacturing Costs�
	Assignment of Manufacturing Costs
	Assignment of Manufacturing Costs
	Let’s Review
	Equivalent Units
	Equivalent Units Example Continued
	Equivalent Units – Weighted Average Method�
	Equivalent Units – Refinements�Weighted Average Method
	Equivalent Units – Refinements�Weighted Average Method
	Equivalent Units – Refinements�Weighted Average Method
	Equivalent Units
	Let’s Review
	Production Cost Report
	Flow of Costs in Making Eggo Waffles 
	Comprehensive Example of Process Costing 
	Comprehensive Example Continued�
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Comprehensive Example Continued 
	Production Cost Report - Mixing Department 
	Let’s Review   
	Contemporary Developments 
	Contemporary Developments - JIT
	Contemporary Developments 
	Contemporary Developments 
	Chapter Review - Brief Exercise 21-8 
	Copyright

	Wey_AP_8e_Ch22
	Slide Number 1
	CHAPTER 22
	Study Objectives
	Study Objectives
	Preview of Chapter
	Slide Number 6
	Cost Behavior Analysis
	Cost Behavior Analysis - continued
	Cost Behavior Analysis - continued
	Variable Costs
	Variable Costs – Example
	Variable Costs – Graphs
	Fixed Costs
	Fixed Costs - Example
	Fixed Costs - Graphs
	Let’s Review
	Relevant Range
	Relevant Range - Graphs
	Relevant Range 
	Let’s Review
	Mixed Costs
	Mixed Costs: High–Low Method
	Mixed Costs: �Steps in High–Low-Method 
	Mixed Costs: �High–Low-Method Example
	Mixed Costs: �High–Low-Method Example
	Mixed Costs:�High–Low-Method Example
	Let’s Review
	Cost-Volume-Profit Analysis
	Cost-Volume-Profit Analysis
	Assumptions Underlying CVP Analysis
	Let’s Review
	CVP Income Statement
	CVP Income Statement - Example
	Contribution Margin Per Unit
	CVP Income Statement-CM effect
	Contribution Margin Ratio
	Contribution Margin Ratio
	Let’s Review
	Break-Even Analysis
	Break-Even Analysis: Mathematical Equation
	Break-Even Analysis:�Contribution Margin Technique
	Contribution Margin Technique
	Break-Even Analysis: Graphic Presentation
	Break-Even Analysis: Graphic Presentation
	Let’s Review
	Break-Even Analysis: Target Net Income
	Break-Even Analysis: Target Net Income
	Break-Even Analysis: Target Net Income
	Let’s Review
	Break-Even Analysis: Margin of Safety
	Break-Even Analysis: Margin of Safety
	CVP Income Statement Revisited
	Let’s Review
	Chapter Review - Brief Exercise 22-4 
	Chapter Review - Brief Exercise 22-4 
	Copyright

	Wey_AP_8e_Ch23
	Slide Number 1
	CHAPTER 23
	Study Objectives
	Preview of Chapter
	Slide Number 5
	Budgeting Basics
	Budgeting Basics – Role of Accounting
	Budgeting Basics - Benefits
	Budgeting Basics - Benefits
	Budgeting Basics - Benefits
	Let’s Review
	Effective Budgeting
	The Budget Period
	The Budgeting Process
	The Budgeting Process
	Budgeting and Human Behavior
	Participative Budgeting
	Participative Budgeting
	Participative Budgeting
	Budgeting Versus Long Range Planning
	Let’s Review
	The Master Budget
	The Master Budget - Components
	Operating Budgets:  Sales Budget
	Operating Budgets:  Sales Budget
	Operating Budgets:  Production Budget
	Operating Budgets:  Production Budget
	Operating Budgets:  Direct Materials Budget
	Operating Budgets:  Direct Materials Budget
	Operating Budgets:  Direct Materials Budget
	Operating Budgets:  Direct Labor Budget 
	Operating Budgets:  Direct  Labor Budget
	Operating Budgets:  Manufacturing Overhead
	Operating Budgets:  Manufacturing Overhead
	Operating Budgets:  Selling and Administrative 
	Operating Budgets:  Selling and Administrative 
	Let’s Review
	Operating Budgets: � Budgeted Income Statement�
	Operating Budgets: � Budgeted Income Statement
	Operating Budgets: � Budgeted Income Statement�
	Let’s Review
	Financial Budgets:  Cash Budget
	Operating Budgets: � Budgeted Income Statement�
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets: Cash Budget
	Financial Budgets:  Budgeted Balance Sheet
	Financial Budgets:  Budgeted Balance Sheet
	Let’s Review
	Budgeting:  Merchandisers
	Budgeting:  Merchandisers
	Budgeting:  Service Companies
	Budgeting:  Not-for-Profit Companies
	Let’s Review
	Chapter Review - Brief Exercise 23-8 
	Chapter Review - Brief Exercise 23-8 
	Copyright

	Wey_AP_8e_Ch24
	Slide Number 1
	CHAPTER 24
	Study Objectives
	Study Objectives
	Preview of Chapter
	Slide Number 6
	The Concept of Budgetary Control
	The Concept of Budgetary Control
	The Concept of Budgetary Control
	The Concept of Budgetary Control
	Let’s Review
	Static Budget Reports
	Static Budget Reports:  Sales Budget
	Static Budget Reports:  Sales Budget
	Static Budget Reports:  Sales Budget
	Static Budget Reports – Uses and Limitations
	Let’s Review
	Flexible Budgets
	Flexible Budgets
	Flexible Budgets
	Flexible Budgets
	Flexible Budgets
	Flexible Budgets
	Developing The Flexible Budget
	Developing The Flexible Budget – A Case Study
	Developing The Flexible Budget – A Case Study
	Developing The Flexible Budget – A Case Study
	Developing The Flexible Budget – A Case Study
	Developing The Flexible Budget – A Case Study
	Developing The Flexible Budget – A Case Study
	Flexible Budget Reports
	Flexible Budget Reports - Example
	Management by Exception
	Let’s Review
	The Concept of Responsibility Accounting
	The Concept of Responsibility Accounting
	The Concept of Responsibility Accounting
	The Concept of Responsibility Accounting
	The Concept of Responsibility Accounting
	Controllable Vs. Noncontrollable �Revenues and Costs
	Controllable Vs. Noncontrollable �Revenues and Costs
	Responsibility Reporting System
	Responsibility Reporting System - Example
	Slide Number 44
	Responsibility Reporting System
	Types of Responsibility Centers
	Types of Responsibility Centers
	Types of Responsibility Centers
	Types of Responsibility Centers
	Let’s Review
	Responsibility Accounting for Cost Centers
	Responsibility Accounting for Cost Centers
	Responsibility Accounting for Profit Centers
	Responsibility Accounting for Profit Centers
	Responsibility Accounting for Profit Centers
	Responsibility Accounting for Profit Centers
	Let’s Review
	Responsibility Accounting for�Investment Centers
	Responsibility Accounting for �Investment Centers
	Responsibility Accounting for �Investment Centers
	Responsibility Accounting for Investment Centers
	Judgmental Factors in ROI
	Improving ROI – Increasing Controllable Margin
	Improving ROI – �Reducing Average Operating Assets
	Let’s Review
	Principles of Performance Evaluation
	Principles of Performance Evaluation -�Behavioral Principles
	Principles of Performance Evaluation -�Behavioral Principles
	Principles of Performance Evaluation -�Reporting Principles
	Chapter Review - Brief Exercise 24-8 
	Chapter Review - Brief Exercise 24-8 
	Copyright

	Wey_AP_8e_Ch25
	Slide Number 1
	CHAPTER 25
	Study Objectives
	Standard Costs and Balanced Scorecard
	The Need for Standards
	The Need for Standards
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Setting Standard Costs—a Difficult Task
	Analyzing and Reporting Variances From Standards
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Matrix for Direct Materials Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Matrix for Direct Labor Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Analyzing and Reporting Variances
	Balanced Scorecard
	Balanced Scorecard
	Balanced Scorecard
	Copyright

	Wey_AP_8e_Ch26
	Slide Number 1
	CHAPTER 26
	Study Objectives
	Study Objectives – Continued
	Preview of Chapter
	Slide Number 6
	Management’s Decision-Making Process
	Management’s Decision-Making Process
	Management’s Decision-Making Process
	Management’s Decision-Making Process
	How Incremental Analysis Works
	How Incremental Analysis Works
	Let’s Review
	Types of Incremental Analysis 
	Accept an Order at a Special Price
	Accept an Order at a Special Price
	Accept an Order at a Special Price
	Make or Buy
	Make or Buy
	Make or Buy
	Make or Buy
	Let’s Review
	Sell or Process Further
	Sell or Process Further
	Sell or Process Further
	Retain or Replace Equipment
	Retain or Replace Equipment
	Retain or Replace Equipment
	Let’s Review
	Eliminate an Unprofitable Segment
	Eliminate an Unprofitable Segment
	Eliminate an Unprofitable Segment
	Eliminate an Unprofitable Segment
	Allocate Limited Resources
	Allocate Limited Resources
	Allocate Limited Resources
	Allocate Limited Resources
	Let’s Review
	Capital Budgeting
	Evaluation Process
	Evaluation Process
	Evaluation Process
	Annual Rate of Return
	Annual Rate of Return
	Annual Rate of Return
	Annual Rate of Return
	Cash Payback
	Cash Payback
	Cash Payback
	Let’s Review
	Discounted Cash Flow
	Net Present Value Method
	Net Present Value Method
	Net Present Value Method
	Net Present Value Method
	Net Present Value Method
	Net Present Value Method
	Internal Rate of Return Method
	Net Present Value Method
	Net Present Value Method
	Internal Rate of Return Method
	Internal Rate of Return Method
	Comparison of Discounted Cash Flow Methods
	Let’s Review
	Chapter Review - Brief Exercise 26-9 
	Chapter Review - Brief Exercise 26-9 
	Copyright


