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“Introduction to Hospitality Accounting”.

: Accounting And The Business Environment

Topic Objective:
At the end of this topic students will be able:

Describe the nature and types of business organizations.

Explain the role of accounting in business organizations.

Define Generally Accepted Accounting

Principles and describe the basic accounting concepts.

Use the accounting equation to analyze business transactions.

Prepare financial statements and explain the relationships between them.

Explain the role of ethicsin accounting and business.

“Definition/Overview& :

Business: A business (also'ealled fifvh or an enterprise) is alegally recognized organizationa
entity designed t@,pravidegoods and/or services to consumers or corporate entities such as
governments, Charities'or other businesses. Businesses are predominant in capitalist economies,
most being privately owned and formed to earn profit to increase the wealth of owners. A
business is an organization that sells products or services to customers. One magjor goa of a
businessis to generate a profit, which is the difference between the sales price of the goods or
services sold by the business and the cost of the resources used to provide these goods or

Services.

Accounting: Accounting isaservice activity. Its function is to provide quantitative information
primarily financia in nature, about economic entities, that is intended to be useful in making

economic decisions, and in making reasoned choices among alternative courses of action.
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“Key Points& :
1. Business Organizations

An organization that sells products or services to customers and hel psits owner to generate some

profit is known as Business organization.

1.1. Types of Business Organizations
A business organization can be classified by what it providesto its custemers.
1.1.1. Service companies

Service companies perform services for customers. Soffie service companies
provide legal, accounting, medical ,40r bariking services that require lots of
expertise, and others help with pérsonal sérvi ces such as lawn mowing, oil
changing, hair styling, paintingypltimbing, or cleaning. Examplesinclude H&R
Block, Bank ofstAmeficaJiffy Lube, and Merry Maids.

2. Merchandise companies

Merchandise companies, aso known as retail companies, sell products that are
made by another company. Examples of merchandise companies include Wal-
Mart, Sears, Amazon.com, and Ace Hardware. Many of these companies keep

large volumes of goods on hand for sale, such as Toys “R& Us.
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1.1.3. Manufacturing companies

Manufacturing companies make their own products that are sold directly to the
final customer or to other companies who distribute the products to customers.

Toyota, Intel, and Apple are al examples of manufacturing companies.

1.2. Forms of Business Organizations

A business organization can aso be classified based on how it is organized, and a
business can be organized in one of three basic forms, as a proprietorship, a partnership,

or a corporation.

1.2.1. Proprietorship
A Proprietorship:

0 Hasasingle owner, called the proprietor, who is often the manager.
0 Tendsto he asmall merchandising store or the professional business of a

phydieian, attérney, or accountant.

1.2.2. Partnership
A partnership:

0 Joinstwo or moreindividuals as co-owners. Each owner is a partner.

0 Isabusinesssuch asaretail store or professional organization of
physicians, attorneys, or accountants.

0 Issmall or medium-sized, but may be gigantic, exceeding 2,000 partners.
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1.2.3. Corporation
A Corporation:

0 Isowned by stockholders, or shareholders. Stockholders purchase an
ownership interest in a corporation by buying shares of its stock.

0 Canbesmall, with as few as one stockholder, but are usually quite large
because they get funds from many owners or stockholders.

0 Beginswhen the state approvesits articles of incorporation.

0 Isalegal entity separate from its owners that conducts businessin its own

name.

2. Accounting and Accountability

Business organizations are part of alarger community becawse blisingssés provide goods and

services to the community, as well as employment ferSameeonimunity members.

2.1. Organization Acceuntability

Accountability%s respaensibility for one’s actions. Organization accountability is the

organization’s fiduciary responsibility to manage its resources carefully. Many different
individuds and groups of people, called stakeholders, have an interest in organizations.
Stakeholders include investors, creditors, suppliers, employees, customers, government

agencies, and investees.

2.2. Business’s Activities

A business’s activities can be grouped into three categories.

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in

2.2.1. Financing activities

Organizations and their management attract investors and creditors who provide
cash or other assets to the organization. In exchange, organizations and their
management use these resources responsibly to operate the business profitably,

and repay amounts owed when due while maintaining a positive cash balance.

2.2.2. Investing activities

Organizations and their management obtain items needed to operate the business.
Some of these are physical, long-term things such as building spaceequipment,
and furniture. Othersinclude stock in or loans to other companies,as away of
using extra cash profitably. In exchange, organizati@ns and thelr management pay

suppliers and investees for these items in atignel y manper.

2.2.3. Operating activities

Organizations andtheir Management generate a profit from the sale of goods or

Services:

0 “Organizations use resources to sell goods or services. In exchange for the
resources used, management pays suppliers and employees on time and
provides a safe work environment.

o Customers buy goods or services. In exchange, management provides
guality goods or servicesin atimely manner.

o Organizations and their management meet various regulatory obligations to
the Securities and Exchange Commission, the Internal Revenue Service,
the Federa Trade Commission, and other federal and local government
agencies by reporting financial information, paying taxes, and obeying

laws.
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2.3. Financial Accounting and Management Accounting

To satisfy the needs of stakeholders, managers are required to provide information that
communicates the decisions made and the results obtained from those decisions. Because
organizations are accountabl e to others for actions taken, managers communicate using
accounting as the language of business. Financia accounting produces reports called
financia statements that show financia information about a business. Management
accounting provides financial and nonfinancial information inside the organization. This
forward-looking information helps managers plan, control, and make decisions consistent
with the fiduciary role managers have in operating a business. Management accounting
information must be useful, and the benefits of this information must be greater than the

costs of obtaining it.

2.3.1. Generally Accepted Accountingdrinciples (GAAP)

GAAP are the rules that govesrfinaricial acCounting, the “law& of financial

accounting, and must beifollowed when preparing financial statements.

o Financial statements allow investors and creditors to make investment
decislons.

Oy, Financia statements allow suppliers and customers to determine the
financial condition of a business.

o0 Financia statements report to regulatory agencies such as the Securities
and Exchange Commission, the Internal Revenue Service, and the Federal

Trade Commission.

3. Accounting Concepts and Principles
3.1. The Entity Concept

The most basic concept in accounting isthat of the entity. An accounting entity is an

organization or a section of an organization that stands apart as a separate economic unit.
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The entity concept specifies that boundaries must be drawn around each entity so as not

to confuseits financial affairs with those of other entities.

3.2. The Reliability (Objectivity) Principle

Accounting information is based on the most reliable data available so that investors and
creditors can use thisinformation to make decisions. This guideline isthe reliability, or
objectivity, principle. Reliable datais verifiable, which means that it may be confirmed
by any independent observer. For example, a bank loan is supported by a promissory
note, which is objective evidence of the loan. Without the reliability principle, accounting

data might be based on whims and opinions.

3.3. TheCost Principle

The cost principle states that acquiregdsassets and sefvices should be recorded at their
actual cost, aso called historical cost.{T hetost principle aso holds that the accounting
records should keep thedist@rieal cost of an asset throughout its useful life because this
cost is areliable measute.

3.4. The Going-Concern Concept

Another reason for measuring assets at historical cost is the going-concern concept. This
concept assumes that the entity will stay in business for the foreseeable future, long
enough to use existing resources for their intended purpose. Also, creditors who loan
money to a business or investors who provide money or assets in a business do so
assuming the business will remain in operation indefinitely. To reassure stakeholders that
the business is a going concern, the business may have its financial statements audited by
aCPA firm.
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4. The Accounting Equation

The basic tool of accounting is the accounting equation. It measures the economic resources of a

business and the claims to those resources.

4.1. Assets

Assets are the economic resources of a business that are expected to provide benefits to
the businessin the future. Assets are what the business owns. Cash, merchandise

inventory, furniture, and land are examples of assets.

4.2. Liabilities

Liabilities are outsider claims to the assets of a bdsiness—liabilities are debts owed to
outsiders. These outside parties, caled creditors, include organizations that loan money
or provide supplies, merchandise, futniture, erdtildings.

4.3. Owner’s,.Equity

Owner®s equity, or capital, represents the insider claims to the assets of a business. Equity
means ownership, so owner’s equity is the owner’s claim to the company’s assets that

comes from investing in the business.

4.4. Components of Owner’s Equity

By rearranging the accounting equation, we see that owner’s equity is the amount of an
entity’s assets left after itsliabilities are subtracted.

Owner’s Equity = Assets — Liabilities
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The owner’s equity, or capital, of a business can increase in two ways:

o Owner investments increase equity when the owner invests cash and other
assets in the business.
0 Revenuesincrease owner’s equity when the business sells goods or

services to customers.

The owner’s equity of a business can decrease in two ways:

o Owner withdrawals decrease owner’s equity when the owner takes assets
out of the business for personal use.
0 Expenses decrease owner’s equity when the business uses up, résources to

deliver goods or provide services to customers,

4.5. Accounting for Business Transactions

Businessis an organization that is accouhtabletO its stakehol ders, the business must
account for al actual transagtions. A trariSaction is any event that affects the financial
position of the business and ¢an be measured reliably. A transaction involves an
exchange. In @iy transaction, something is received by the business, and something is

given,

5. Financial Statements

To present the results of the transactions we analyzed, we need to prepare financia statements.
Financia statements include the following:

Income statement

Statement of owner’s equity
Balance sheet

Statement of cash flows
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5.1. Income Statement

An Income Statement, also called a Profit and Loss Statement (P&L), isafinancial
statement for companies that indicates how Revenue (money received from the sale of
products and services before expenses are taken out, al'so known asthe "top line") is
transformed into net income (the result after al revenues and expenses have been
accounted for, also known as the "bottom line"). The purpose of the income statement is
to show managers and investors whether the company made or lost money during the

period being reported.

5.2. Statement of Owner’s Equity

Statement of owner’s equity answers this question by presefitingthe amount of the
owner’s claim to assets and the changes to that claim,during aspécific time period, such

asamonth or ayear, as follows:

Remember that increases in ewper:s’equity come from Owner investments
Net income (Reyenues — Expénses, when revenues are greater than expenses)

Decreases 1h owner’ssequity result from Owner withdrawals

© O O O

NetHess(Revenues — Expenses, when expenses are greater than revenues)

5.3. Balance Sheet

In financial accounting, a balance sheet or statement of financial position is a summary of
aperson's or organization's balances. Assets, liabilities and ownership equity are listed as
of aspecific date, such as the end of itsfinancial year. A balance sheet is often described
as a snapshot of acompany's financial condition. Of the four basic financial statements,

the balance sheet is the only statement which appliesto asingle point in time.
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5.4. Statement of cash flows

In financial accounting, a cash flow statement or statement of cash flowsisafinancia
statement that shows a company's incoming and outgoing money (sources and uses of
cash) during atime period (often monthly or quarterly). The statement shows how
changes in balance sheet and income accounts affected cash and cash equivalents, and
breaks the analysis down according to operating, investing, and financing activities. As
an analytical tool the statement of cash flowsis useful in determining the short-term
viability of acompany, particularly its ability to pay bills.

6. Ethical Decision Making
6.1. Ethicsin Accounting and Business

Ethics are the principles of right behavior that guide degision making. These principles
are based on values of responsibility, fairnéss, trustwerthiness, respect, caring, and
citizenship; the general rule of ethicSistobringno physical or emotiona harm to others.
Organizations create a cultuge with standards representing the expected behavior of its
members, sometimes in the fornrof a code of ethics. Asindividuas, we aso have beliefs
about what isgight or'wtong. Ethical dilemmas can arise when personal beliefs or
organizational'culture differ from ethical principles. Stakeholders need relevant, reliable,
and compaiable information about a company. Companies naturally want to look as good

as possible. The potential for conflict here is significant.

6.2. Standar ds of Professional Conduct

The American Institute of Certified Public Accountants (the AICPA), has a Code of
Professional Conduct that provides guidance to CPAsin their work. The preamble to the
Code states: “[A] certified public accountant assumes an obligation of self-discipline
above and beyond the requirements of laws and regulations . . . [and] an unswerving

commitment to honorable behavior. . . .&
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Similarly, Certified Management Accountants (CMAS) have standards. The opening
paragraph of the Standards of Ethical Conduct of the Institute of Management
Accountants (IMA) states: “Management accountants have an obligation to the
organizations they serve, their profession, the public, and themselves to maintain the
highest standards of ethical conduct.&

: Recording Business Transactions

Topic Objective:
At the end of this topic students will be able:

Describe the role of accounts in summarizing business fransactians.
Explain double-entry accounting.
Record and summarize business transagtions.

Prepare and use atria balance tg cregiefinaricial statements.

“Definition/Overview& :

Transactions: A transaction is any event that affects the financial position of the business and
can be measured reliably. A transaction involves an exchange. In any transaction, something is

received by the business, and something is given.
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“Key Points& :
1. The Role of Accountsin Summarizing Business Transactions
1.1. Transactions

All business transactions, like personal transactions, involve an exchange. So,
transactions are the economic events—the exchanges—that have a measurable impact on

the financial position of the business.

1.2. Accounts

The key summary device of accounting is the account. Thisis the detailed record of all
the changes that have occurred in a particular asset, liability; or ewner?s equity as a result

of transactions.

1.3. Assets

Assets are the economic resources of a business expected to provide benefits to the

business in thefutureNMost businesses use the following asset accounts:
4.3.1."Cash

The Cash account isarecord of cash transactions. Cash includes money, such as

the business’s bank account balance, paper currency, coins, and checks.

1.3.2. Accounts Receivable

A business may sell goods or servicesin exchange for an oral or implied promise
of future cash receipt. Such sales are made on credit, on account. The Accounts

Receivable account holds the amounts that customers owe the business for goods
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or services that have already been provided, how much the company can expect to

recelve from customers in the future.

1.3.3. Notes Receivable

A business may sell goods or services or loan money and receive a promissory
note. A note receivableis awritten pledge that the customer or borrower will pay
afixed amount of money by certain date. Notes Receivable is arecord of the

promissory notes that the business expects to collect in cash.

1.3.4. Prepaid Expenses

A business often pays certain expenses, suchas rent aadsfisurance, in advance. A
prepaid expense is an asset because the prepayment provides a future benefit for
the business. A separate asset.aceourit Is USEd for each prepaid expense. Prepaid
Rent and Prepaid

Insurance are exarnples oF prepaid expense accounts.

1.85. Land

The Land account is arecord of the cost of land a business owns and usesin its

operations.

1.3.6. Buildings

The cost of a business’s buildings, its offices, warehouses, and stores, for

example, appear in the Buildings account.
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1.3.7. Equipment, Furniture, and Fixtures

A business has a separate asset account for each type of equipment. Examples
include Computer Equipment, Office Equipment, and Store Equipment. The

Furniture and Fixtures account likewise shows the cost of these assets.

1.4. Liabilities

A business generally has fewer liability accounts than asset accounts because a business’s

liabilities can be summarized in afew categories:

1.4.1. Accounts Payable

A business may purchase goods or servigésin‘exchange for an ora or implied
promise of future payment. Such piirchases are made on credit, on account. The
Accounts Payable account shipws-howsattuch cash the business must pay suppliers

for goods or servicesthal have afeady been received.

1.42 Notes'Payable

Notes Payabl e represents amounts the business must pay because it signed

promissory notes to borrow money or to purchase goods or services.

1.4.3. Accrued Liabilities

An accrued liability isaliability for an expense that has been incurred but has not
yet been paid. Taxes Payable, Interest Payable, and Salary Payable are accrued

liability accounts.
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1.5. Owner’s Equity

The owner’s claim to the assets of the business is called owner’s equity, or capital. In a

proprietorship or a partnership, owner’s equity is split into separate accounts:

1.5.1. Capital

The Capital account summarizes the owner’s claim to the assets of the business.
Capital can be computed by subtracting its total liabilities from its total assets.
The Capital balance equals the owner’s investments in the business plus net

income and minus any net loss and owner withdrawals.

1.5.2. Withdrawals

When a business owner withdraws(Cash.or other assets from the business for
personal use, the business’s assets-and.eWner’s equity decrease. The amounts
taken out appear in aseparate agedunt titled Withdrawals or Drawing. The
Withdrawals aGcount decreases owner’s equity. If withdrawals were recorded
directlyipn the'€apital account, the amount of owner withdrawals might be lost

among the other Capital account changes.

1.5.3. Revenues

The increases in owner’s equity created by selling goods or services to customers
are caled revenues. This account represents amounts earned by the company even
if the company has not yet been paid for the goods and services provided. A
business will have as many revenue accounts as needed, depending on how many

ways it earnsits revenue.
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1.5.4. Expenses

Expenses are the decreases in owner’s equity from using resources to deliver
goods or provide services to customers. A business needs a separate account for
each type of expense, such as Salary Expense, Rent Expense, Advertising
Expense, and Utilities Expense. Businesses strive to minimize their expensesin

order to maximize net income.

1.6. Chart of Accounts

Organizations use a chart of accountsto list all their accounts along with the,numbers
they assign to them. Accounting is consistent; accounts are listed inthe ¢hart"of accounts
in the balance sheet order of assets, liabilities, capital, withdrawals, revenues, and

expenses. Account numbers usually have two or meke digits.

2. Double-Entry Accounting

The rule that reflects the fact that'every transaction involves at least two accountsis called

double-entry accountirig,

2.1. Rules of Debits and Credits

To understand double-entry accounting, you need to know the rules of debits and credits.
The |eft side of any account is called the debit side, sometimes abbreviated as Dr. The
right side of any account is called the credit side, sometimes shown as Cr. Y ou may be

confused by the words debit and credit, especialy if you use adebit or credit card.
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2.2. T-Account

A T-account is an informal account form used to summarize transactions. It isn’t really
used in accounting for business transactions, but it does provide a handy way of getting
used to debits and credits. The T-account gets its name from the fact that it is shaped like
the letter “T& .

2.3. Normal Balance

An account’s normal balance falls on the side of the account where increases are

recorded.

3. Recording and Summarizing Business Transactions

In real life, the accounting process actually beginsiwhen busiyiess transactions are entered in a
journal. The journal is the chronological, or'date-ardessfecord of the transactions of a business.
The accounting system tracks each@xchiange by Creating a record in the journa showing the
transaction, the date it occurred, andhow' it affected the business’s accounts. Because of the
double-entry system of\accounting—where each exchange involves at least two accounts—every

journal entry includles an equal amount of debits and credits.

3.1. TheTransaction Analysis

To properly record, or journalize transactions in the journal and summarize them in the
T-accounts, you will complete a five-step transaction anaysis. Steps 1 through 4 analyze
the transaction for the journal entry. Step 5 reflects the posting of the transaction from the

journal into the accounts.
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3.2. Balancing the Accounts

After transactions are recorded and posted to accounts, you will calculate each account’s
balance. A balance is the difference between the account’s total debits and its total
credits.

3.3. Details of Journalsand L edgers

The journal and the ledger provide information that creates a “trail& that can be used to

follow transactions through the accounting records of a business.

4. Trial Balance

Thetria balance lists all the accounts of a business andgheir faal ancesin balance sheet order. A
trial balance can be constructed at any time, but isimost.commionly put together at the end of the
accounting period. Because the total of the Gebit4alanees should equal the total of the credit

bal ances, the purpose of the trial balance is to sufnmarize all account balances to be certain that
total debits equal total creditsbefarethefinancial statements are prepared. After completing the

trial balance, you can freparethie financial statements. Set up the financia statements.

4.1. Trial BalanceErrors

When recording and posting transactions, accounting errors can and do occur in both
manual and computerized accounting systems. The trial balance helps us find those errors
that cause total debits and total creditsto be unequal. To find an error, you start with the
trial balance and work back through the accounting records through the ledger and

through the journa to the transaction. Errors can occur in the following activities:

0 Preparing thetrial balance
o Calculating account balances

0 Posting amounts into the accounts
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0 Recording journal entries

: The Adjusting Process

Topic Objective:

At the end of thistopic students will be able:

Describe the accounting principles that help businesses measure income.
Describe the four types of adjusting entries.

Make adjusting entries.

Prepare an adjusted trial balance.

Prepare financial statements from an adjusted trial balance.

“Definition/Overview& :

Adjusting Entries. In accountingfaccountancy, adjusting entries are journal entries usually
made at the end of arf aceountivg period to alocate income and expenditure to the period in
which they aetually*eccurred. The revenue recognition principleis the basis of making adjusting
entries that pertaiito unearned and accrued revenues under accrual-basis accounting. They are

sometimes called Balance Day adjustments because they are made on balance day.

Profit: Profit generally isthe making of gain in business activity for the benefit of the owners of
the business. The word comes from Latin meaning "to make progress,” is defined in two

different ways, one for economics and one for accounting.
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“Key Points& :
1. Measuring Business | ncome Using Accounting Principles

One of the primary goalsin businessisto earn aprofit. Generally Accepted Accounting
Principles (GAAP) guide us in measuring net income accurately, and according to GAAP, we
account for transactions on an accrua basis to make this happen. Accrual basis accounting
dictates that we record revenues when they are earned and expenses when they areincurred in
order to produce revenues. In this way, revenues of a period are matched against the expenses of
that period. The basic accounting period is typically one year long, and nearly all businesses

prepare annual financial statements.

2. Typesof Adjusting Entries

At the end of that period, the accountant prepares atriabalariee and uses it to prepare financial
statements. However, before most business can pr&pare.correct financial statements, the
accountant will have to prepare adjusting eniri es=Adjusling entries are journal entries needed to
ensure that accrual basis accountinghis accomplished so that business income can be measured

accurately.

Two types of adjustments are made for deferrals:

Divide prepaid expenses, supplies, buildings, equipment, or other assets between periods. These
assets will be used, or expensed, over more than one time period after the cash has been paid. We
wait to record the expenses until the point in time when we use the items.

Divide unearned revenues between periods. These liabilities represent obligations to provide
goods or services and will be earned over more than one time period after the cash has been
received. We wait to record the revenues until the point in time that we deliver the goods or

provide the services to the customer.

Two types of adjustments are made for accruals:
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Accrue, or record, unrecorded expenses. These liabilities represent the company’s obligation to
pay for unrecorded expenses that have been incurred, or used, in the current period. We record
the expenses in the current period even though we have not yet paid for them.

Accrue, or record, unrecorded revenues. These assets represent the company’s right to receive
payments from customers or other parties for unrecorded revenues that have been earned. We
record the revenues in the current period, even though we have not yet received cash from the

customers.

3. Adjusting the Accounts

At the end of the accounting period, the accountant prepares the financial statements by first

preparing atrial balance.

3.1. Deferrals
3.1.1. Dividing Assets between PeriGds

0 Prepaid Rent: Prepaid¥ent and prepaid insurance are examples of prepaid
expenses, items that are paid for before they are used. Often, landlords require
tenantsto payi rent in advance and this prepayment creates an asset for the renter.

0 Supplies: Supplies are accounted for in the same way as prepaid expenses.

0 Depreciation on Long-Term Assets: A specia type of deferral relates to long-
term assets. Long-term assets are long-lived, tangible assets used in the operation
of abusiness. Long-term assets last for more than a year.

0 The Accumulated Depreciation Account

3.1.2. Dividing Liabilities between Periods

0 Unearned Revenues: Some businesses collect cash from customers in advance.

Receiving cash from a customer before earning it creates aliability called
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unearned revenue, or deferred revenue, because the company owes a product or a

service to the customer.

3.2. Accruals
3.2.1. Accruing Expenses

0 Sdary Payable

3.2.2. Accruing Revenues

Accounts receivable, as we just discussed, some expenses occur bef@rethey are paid,
which creates an accrued expense. Likewise, businesses sometimes alsb earn revenue
before they receive the cash. Assets such as Accounts Regéivabl €'and Interest
Receivable hold this accrued revenue amountuntii“eash is received.

4. The Adjusted Trial Balance

A useful step in preparingthe finaneia statementsisto list the accounts and their adjusted
balances on an adjusted thigl balance to make sure total debits still equal total credits after
adjusting entries havebeen recorded and posted. Preparing the adjusted trial balance by using the
following steps:

4.1 Step 1

Copy account titles and trial balance amounts directly from the trial balance. Place debit
balances in the debit column and credit balances in the credit column of the Trial Balance

columns.
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4.2. Step 2

Enter the adjusting journal entriesinto the correct debit or credit column of the
Adjustments section of the worksheet. Label each entry with the letter that identifiesit as
one of the adjusting entries recorded in Exhibit 3-7.

4.3. Step 3

Calculate new, adjusted balances for each account. Start with the balance from the Trid
Balance columns. Add or subtract the change in the balance as shown in the Adjustments
section. Enter the new balance into the correct debit or credit column of the'Adjusted
Trial Balance columns. Remember that accounts will be affected differently By adjusting

entries.

: Completing The Accounting Cycle

Topic Objective:
At the end of this topic Studentswill be able:

Explain the steps,in the accounting cycle.

Prepare aworksheet.

Prepare financial statements using the worksheet.
Close the revenue, expense, and withdrawal s accounts.

Classify assets and liabilities as current or long-term.
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“Definition/Overview& :

Accounting Cycle: The Accounting Cycleis a series of steps which are repeated every reporting
period. The process starts with making accounting entries for each transaction and goes through
closing the books. Use thistutoria for an overview of the accounting cycle, covering activities

required both during and at the end of the accounting period.

“Key Points& :
1. The Accounting Cycle

Accountants use financial accounting to prepare financia statement§that.communicate the
decisions made and the results obtained from those deciSions. ®he financial statements “tell the
story& of the business’s past activities. The accounting=eycle’is the process of gathering financial

information and preparing these financial staterfients:

1.1. Step 1

The acCountantidentifies business transactions by examining source documents,

contracts, and internal business reports.

0 Source documents are documents that represent a business transaction.

0 Business contracts include bank loans, mortgage loans, lease agreements, and
other arrangements. Contracts obligate the business to repay the loan or mortgage,
pay for the use of assets owned by someone else, or fulfill some other requirement
agreed to in the document.

0 Internal business reports include lists of assets used to calculate depreciation as

well as payroll registers that show payments to employees.
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1.2. Step 2

The accountant records these transactions in the journal.

1.3.Step 3

The accountant posts the journal entries into accounts in the ledger. Steps 1 through 3

happen throughout the accounting period as the business engages in transactions.

1.4. Step 4

At the end of the accounting period, the accountant prepares asvorksheet,or sometimes
simply prepares atrial balance, and usesthis as a basis f@r agytstingthe accounts. If a
business prepares only atrial balance, then it wili'use'thisitrial balance to complete the
rest of the stepsin the cycle instead of the iorksheet,

15 Step 5

Using theworkstiegl, the accountant prepares the financial statements.

16.Step 6

Using the worksheet, the accountant records adjusting entries in the journal and posts

them to accounts in the ledger.

1.7.Step 7

Using the worksheet, the accountant records closing entries in the journal and posts them

to accounts in the ledger.
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1.8. Step 8

The accountant prepares a post-closing trial balance.

2. The Wor ksheet

Accountants often use a worksheet, a document that holds the trial balance, adjustments, and
adjusted trial balance, to summarize data for the financial statements. The worksheet is not part
of the ledger or the journal, and it is not afinancial statement. It is merely atool that accountants
use to gather information before financial statements are prepared. Listing all thiesactounts and
their unadjusted balances hel ps identify the accounts that need adjustmient. Once eompl eted, the
worksheet is useful when journalizing adjusting and closing entfiesiafid whén preparing financial
statements.

3. Completing the Accounting Cygle

The worksheet hel ps accolintaiits prepare the financial statements, record the adjusting entries,

and close the accounts.

3.1. TheFour Closing Entries

At the end of the accounting period, the results of the business’s operating activities and
owner withdrawal activity move from the temporary accounts to the owner’s equity

permanent account. To journalize closing entries, complete the following steps:
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3.1.1. Step 1

Close the revenue accounts and move their balances into the Income Summary
account. Income Summary is atemporary, holding account that collects revenue
and expense amounts during the closing process. The Income Summary account is

only used during this process.

3.1.2. Step 2

Close the expense accounts and move their balances into the Income Summary

account.

3.1.3.Step 3

At this point, Income Summary noW holds reyenues and expenses, which meansiit
now holds net income or netoss.-€l asethe Income Summary account by moving

its balance, the net incore or netfoss, into the owner’s capital account.

3.1, Step 2

Close the owner’s withdrawals account and move the total amount withdrawn into

the owner’s capital account.

3.2. Post-Closing Trial Balance

The accounting cycle ends with the preparation of a post-closing trial balance. Thistrial
balance lists the accounts and their adjusted bal ances after closing. Only assets, liabilities,
and capital appear on the post closing trial balance. No temporary accounts revenues,
expenses, or withdrawals are included because they have been closed. The accountsin

the ledger are now up-to-date and ready for the next period’s transactions.
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4. Classifying Assetsand Liabilities

Liquidity refers to a business’s ability to pay its bills. Since bill-paying ability relies on cash,
liquidity depends on how quickly a company can convert assets into cash. Managers are
interested in liquidity because business difficulties arise from a shortage of cash. A classified
balance sheet lists assets and liabilitiesin classes in the order of their liquidity, so that the

financial statement users can analyze the business’s ability to pay its bills on time.

4.1. Assets
4.1.1. Current Assets

Current assets are assets that will be converted to\cashy, sefd, or used up during the
next 12 months or within the business’s ‘nerrmal Operating cycleif thecycleis
longer than a year. The operatirig,cycCle 1S tfie length of time abusiness needsto
obtain resources, use the resotifcesto sell goods and services to customers, and
collect cash fromtheses Customers. For most businesses, the operating cycleisa

few month&\Cash, Accounts

Receivable, Notes Receivable due within ayear, and Prepaid Expenses are current
assgfs.

4.1.2. Long-Term Assets

Long-term assets are generally long-lived, tangible assets, although this category
usually includes all assets other than current assets. One category of long-term
assetsis caled plant assets or fixed assets and can be seen on the balance sheet as
property, plant, and equipment. Land, buildings, furniture, fixtures, and

equipment are examples of these assets.
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4.2. Liabilities
4.2.1. Current Liabilities

Current liabilities are the debts or obligations of the business that must be paid
with cash or fulfilled with goods and services within one year or the entity’s
operating cycleif the cycleislonger than a year. Accounts Payable, Notes
Payable due within one year, Salary Payable, Interest Payable, and Unearned
Revenue are current liabilities.

4.2.2. Long-Term Liabilities

Long-term liabilities are obligations that extend beyone one year. ©ften, a
business owner signs a contract to repay a note of mortgage Over several years.
The portion of the note or mortgage payable within one year will be a current
liability. The remaining balance will be.along-term liability.

: Accounting For ARetail Business

Topic Obj ective:
At the end of thistopic students will be able:

Describe the supply chain that links suppliers, retailers, and customers.

Journalize transactions between the supplier and retailer.

Journalize transactions between the retailer and customer.

Journalize shipment transactions and identify other selling expensesin aretail business.
Prepare a retailer’s financial statements.

Compute the gross profit percentage and inventory turnover rate.
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“Definition/Overview& :

Supply Chain: A supply chain or logistics network is the system of organizations, people,
technology, activities, information and resources involved in moving a product or service from
supplier to customer. Supply chain activities transform natural resources, raw materials and
components into a finished product that is delivered to the end customer. In sophisticated supply
chain systems, used products may re-enter the supply chain at any point whereresidual valueis

recyclable. Supply chainslink value chains.

“Key Points& :
1. The Supply Chain

A supply chainisthe chain of transactians betwéen businesses that supply goods and the
customers that ultimately use these goods; it begins when a manufacturer purchases raw
materials and uses thefto'praduce products. Merchandisers, wholesalers and retailers, buy these
manufactured goods and defiver them to the ultimate user, the customer. Wholesalers typically
buy large lots of products from manufacturers and resell them to retailers. Retailers buy goods
from manufacturers or wholesalers, then sell smaller quantities to the public, the final consumers.
Thus, this sequence of eventsinvolves the flow of materials, completed goods, and related

information between manufacturers, wholesale and/or retail merchandisers, and customers.

1.1. The Supplier/Retailer Relationship
Activities between suppliers and retailersi.e. Retailers:

0 ldentify suppliers, either manufacturers or wholesalers.

0 Purchase goods from these suppliers, often on credit.
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0 Pay cash to suppliers for goods purchased.

0 Return goods purchased from suppliers as necessary.

1.2. Retail Inventory Systems

The products that manufacturing and whol esal e businesses supply retailers become
inventory of theretailer. Inventory refers to the goods that the retailer owns and has
available to sdll to its customers; it is the products that the business holds for sale as part
of its normal operations. Retail businesses buy and sell products, also called merchandise
inventory, instead of services. Throughout the remainder of the book we refer to
merchandise inventory simply as inventory. It is typically a retailer’s most fpportant
asset because it is probably the business’s largest current asset, as well as,the*center of
merchandising transactions. Businesses that have inventorytuseone of'two systems to

keep track of the cost of goods:

1.2.1. Periodic Inventoty System

Periodic InventorysSystem is a system of accounting for inventory that does not
keep a Cantihueus, running record of all goods owned. Instead, it only updates the
inventary account periodically. Under this method, the business physically counts
thegoodsin inventory at the end of the accounting period. It then multiplies the
number of each item owned by the cost of the item to get atotal value for the
product. Finaly, it then adds the total value of each product type together to

calculate a new balance for the inventory account.

1.2.2. Perpetual Inventory System

Perpetual Inventory System is a system of accounting for inventory that keeps a
running record of inventory owned and the cost of the inventory sold. Every time

the business engages in a transaction involving inventory, it immediately adjusts
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the balance in the inventory account. In this way, the inventory balanceis
perpetually up-to-date.

1.3. The Retailer/Customer Relationship
Activities between the retailer and the customer i.e. Retailers;

Attract and retain customers.
Sell goods for cash or credit to customers.
Collect cash from customers.

©O O o O

Accept returns of goods sold to customers as necessary.

2. Accounting for the Supplier/Retailer Relationship
Throughout the year, the retailer engages in a numbemofinventory transactions with suppliers:

Cash purchases: Purchase goods for cash pai démmediately.

Credit purchases: Purchase goodsien account'@nd promise to pay cash later.

Pur chase discounts: Receivedeductiorifrom the amount due by paying cash earlier than the due
date.

Purchase reteir ng and allowances: Return damaged goods to supplier for arefund or accepts an
allowance on those goods.

3. Accounting for the Retailer/Customer Relationship
The retailer engages in several different types of business transactions with its customers:

Cash sales: Sell goods for cash received immediately.
Credit sales: Sell goods on account and receive customer’s promise to pay cash later.
Sales discounts: Grant reduction in the amount receivable from customer as an incentive for

customer’s payment within the discount period.
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Salesreturnsand allowances. Accept damaged goods from customer for arefund or grant

customer an allowance for them.

4. Accounting for Delivery and Other Selling Expenses

In addition to purchases and sales transactions, aretailer must aso manage shipping costs and

other selling expenses. Retailers often pay the following costs:

To receive goods from suppliers
To deliver goods to customers

To advertise and sell goods

4.1. Coststo Recelve Goods from Suppliers

Shipping and handling increases the cost of whal you puréhased. The same thing happens
when retail businesses buy merchandise fromsseppliels. When retailers order items, they
often have to pay the cost of getting theseitems shipped to their place of businessin
addition to paying the purchase priceoi"the items themselves. For a business, these
shipping costs are gftef) referted (0 as freight charges. Buyers and sellers specify who will
pay shipping €osts by Seiting shipping terms. Shipping terms specify the point at which
ownership oithe goods transfers from seller to buyer and also fix responsibility for

paying shipping costs.

4.2. Coststo Deliver Goodsto Customers

The cost of shipping goods to customersis usually recorded in a Delivery Expense
account. Delivery Expense is an expense on the income statement and, as an expense
account, normally holds a debit balance. This cost occurs when the seller agrees to ship
goods to the final destination, shipping terms FOB destination.
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4.3. Other Selling Costs

Retail businesses use resources to support their relationships with customers. The costs of

advertising and selling merchandise are expenses of operating a business that sells goods.

5. Preparing a Retailer’s Financial Statements

In the previous chapter, we studied the completion of the accounting cycle. Recall that the cycle
includes the following steps:

Identify business transactions, record them in the journal, and post them to the ledger.
Prepare atria balance or worksheet, adjusting the accounts as necessary.

Prepare financial statements.

Journalize and post adjusting and closing entries.

Prepare a post-closing trial balance.

6. Two Key Ratiosfor Decision M.akihg

Inventory isthe most impertant asset.for aretail business becauseit is often the largest current
asset and the focus of retai I operations. Statement readers use several ratios to evaluate
operations invol ving,ihventory, including the gross profit percentage and the rate of inventory

turnover.

6.1. The Gross Profit Percentage

Gross profit, also called gross margin, is akey tool in evaluating retail operations,

remember that gross profit is net sales revenue minus the cost of goods sold. Thus, gross
profit is the amount left over from sales after deducting the cost of the merchandise sold.
Retailers strive to maximize gross profit, and the gross profit percentage shows how well

they are meeting this goal. Gross profit percentage, also called the gross margin
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percentage, measures the relationship between gross profit and sales. It is computed by

dividing gross profit by net sales revenue.

6.2. The Rate of I nventory Turnover

Owners and managers strive to sell inventory quickly because inventory generates no
profit until it is sold. The faster a business produces sales, the higher the sales revenue
available to create income will be. Inventory turnover, the ratio of cost of goods sold to
average inventory, measures the number of times a company sells, or turns over, its

average level of inventory during a period.

Instructions

» In Section 2 of this course you will cover these topics.
» Internal Control And Cash

. Receivables
. Inventory
» Long-Term Assels. Plant Assets And Intangibles

» You may take'as much time as you want to compl ete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before
semester end date.

» If you want to continue remaining courses later, you may save the course and |leave.
Y ou can continue later as per your convenience and this course will be avalible in your
areato save and continue later.

: Internal Control And Cash

Topic Objective:

At the end of thistopic students will be able:
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Define fraud and describe the different types of fraud in business.
Describe an internal control system.

Apply interna controls for cash and prepare bank reconciliation.
Record journal entries for the petty cash fund.

Report cash on the balance sheet.

“Definition/Overview& :

Fraud: A fraud is a deception made for personal gain. In criminal law, fraud i€the Csime or
offense of deliberately deceiving another in order to damage them — usually;ito oltain property
or services unjustly. Fraud can be accomplished through the aidiof Targed objects. In the criminal
law of common law jurisdictions it may be called "theftdsy*deeeption,” "larceny by trick,"

"larceny by fraud and deception” or something sinilar, ‘

Internal Control: In accounting'and organizational theory, Internal control is defined asa
process effected by an@rganization's structure, work and authority flows, people and
management infofmation systems, designed to help the organization accomplish specific goals or
objectives. It is anheans by which an organization's resources are directed, monitored, and
measured. It plays an important role in preventing and detecting fraud and protecting the

organization's resources, both physical and intangible.
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“Key Points& :
1. Fraud in Business

Fraud involves deceit or trickery that causes financial harm to a business, its stakeholders, or
both. Accordingly, the accounting profession believes that fraud includes intentional actions that

result in a misstatement of the financial statements.

1.1. TheFraud Triangle

For fraud to occur, fraud investigators believe that three factors must be present:
perceived pressure, perceived opportunity, and rationalization. Figure 1.presents the
Fraud Triangle, which shows the connection of the three factors necessarysto commit

fraud.

1.2. Fraud

The accountingwprofession believes that business fraud invol ves misstated financial

statement§,\so'it believes that there are really two types of fraud as follows:

0 Misappropriation, or theft, of business assets

o0 Fraudulent financia reporting caused by falsifying accounting records

1.2.1. Employee Embezzlement

Employee embezzlement is employee fraud invol ving misappropriation of assets,
which occurs when employees steal from their employers. Employee fraud
involving disbursement schemes occurs when an employee tricks a company into

giving up cash for an invalid reason. Examples of disbursement schemes include:
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0 Check tampering: Employee writes a fraudulent check and makes the
check payable to him. Or, the employee obtains a check intended for an
outside party, endorses the check, and then cashesiit.

o Cashregister schemes: Employee gives afase refund for returned
merchandise by filling out arefund form, putting it in the cash register, then
taking the cash and pocketing it. Another, related scheme happens when the
empl oyee accepts cash from the customer for a purchase but does not record
the transaction in the cash register, keeping the cash for personal use.

0 Expense schemes. Employee over-hills the company for travel and other
business-related expenses, such as lunches, hotels, air travel, parking fees,
and cab fares.

1.2.2. Management Fraud

Management fraud typically involves fraudutentfiranei a reporting by management. This
intentional misrepresentation of finaneid, information on the financia statementsis
driven by greed, such as a mandger’s desite to receive a larger cash bonus, or pressure to
keep his job by showingwwhers that the business is more profitable than it redly is.
These pressures, cOmbihed with the opportunity to manipulate financial information and
the rationalizatiortthat an unethical solution isreally acceptable, lead managersto

commitifraud.

2. Organization Accountability for Fraud
2.1. Objectives of Internal Control

The most effective way for abusinessto prevent fraud is to eliminate the perceived
opportunity for an employee to freely steal an asset or for a manager to report false
financial information. This opportunity can be reduced through internal controls.

Interna control isaplan, or process, that hel ps an organization achieve these objectives:
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0 Safeguard assets and report financial information properly.
o0 Operate efficiently and effectively.
o Comply with laws and regulations that apply to the organization’s

operations.

2.2. Control Activities

Control activities are the policies and procedures of an internal control system. The types
of control activities used by an organization vary from firm to firm. Generally, the
controls chosen for an entity are based on its control environment, the company’s
assessment of risk, the size and structure of the company, as well as the natuge of its

operations. Common control activities include:
2.2.1. Separation of duties

Do not allow any one employee to berespersibletor more than one of the

following functions:

0 Authorizing transactions
0 Maintainihg eustody of assets
0 K®epingaccounting records
Assigning artindividual with responsibility for more than one of these duties

cregtes an opportunity for fraud.

2.2.2. Physical safeguards

Limit the number of employees who have access to the business’s assets, such as
cash, inventory, and supplies, as well asits financial records. For instance, use
cash registers, vaults, and locked storage units to control access to assets. Use
passwords to restrict access to computerized accounting records and limit contact

with journals and ledgers to the accounting staff. Allowing too many people
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access to assets and records creates opportunity for fraud and makes it more
difficult to find the perpetrator.

2.2.3. Proper authorization

Establish and require appropriate authorization for transactions. For example, in a
small business, the owner could review and approve a purchase invoice before a
check iswritten to pay the amount. In alarger company, price lists and credit
policies set criteria for credit sales transactions. Good authorization procedures
reduce the chance that an unauthorized transaction may occur, thusgproviding an

employee with access to assets.

2.2.4. Adequate documents and recor d§

Implement a system to provide®yidence oitransactions. An audit trail, atrail of
business documents andirecords, evidences the details of business transactions.
Documents include checks artl invoices, and records include journals and |edgers.
Documents should bepre-numbered, so gaps in the numbered sequence draw
attention. Greating an effective audit trail diminishes the chance that inappropriate

activitywill go unnoticed.

2.2.5. Independent checks on performance

Assign an employee who does not have access to assets or the accounting records

to check for errors and discrepancies.
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2.3. Accountability for Internal Control

Auditsinvolve the examination of the company’s financial statements and the accounting
system that produces them. To evaluate the system and the reports that it generates,
auditors also examine internal controls. Audits can be internal or external. Internal audits
are assessments conducted by employees of the business. They check to see that
employees are following company policies and procedures, and that operations are
running efficiently. Internal auditors aso determine whether the company is following
applicable legal requirements. Because fraud has occurred so frequently in so many large,
publicly owned companiesin recent years, a number of regulatory changes have affected

accounting and auditing.

2.4. Limitations of Internal Control

Although some reliance may be placed on interfal=etitrols to reduce the amount of fraud
in abusiness, an internal control systerfiigan provide only reasonable, rather than
absolute, assurance that fraud will be prevented or detected. The effectiveness of interna

control systemsis limited for the fol [dwing reasons:

o Efmployees can make mistakes by using poor judgment while following
controls, misunderstand policies and procedures, and become tired, careless,
or distracted while applying controls.

Controls can be poorly designed.

Collusion of two or more people can circumvent controls.

Management can override controls.

© O O O

The cost of implementing some internal controls may exceed the benefits of

these controls.
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3. Internal Control for Cash

Cash is the most liquid asset of any business because it’s the medium of exchange. Also, cashis
easy to conceal and has no identifying marks that link it to its owner, making it relatively easy to
steal.

3.1. Internal Control over Cash Receipts

Companies typically receive cash over the counter and through the mail. Good internal
control dictatesthat all cash receipts should be deposited for safekeeping in the bank

quickly. Each source of cash needs its own security measures.

3.1.1. Cash Receipts over the Counter

The point-of-sale terminal, the casti register, provides control over the cash
receipts for a retail business."Consider.adViacy’s store. Macy’s issues a receipt for
each transaction to ensure that evéry sale is recorded; a customer cannot receive a
receipt unless the registerrecords the transaction. When the clerk enters a
transactien in the register, the machine records it and the cash drawer opens to
receiyve cash: At the end of the day, a manager checks to see that the proper
amgunt of cash was collected by comparing the cash in the drawer against the
machine’s record of sales. This step helps prevent theft from cash register
schemes.

3.1.2. Cash Receipts by Mail

Many companies receive cash by mail, especialy if they sell products or services
on credit. Figure 2 shows how companies can control cash received by mail.
Generally, an employee who has no other involvement in the sales or collection

process, often a mailroom employee opens all incoming mail and prepares a
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control listing of amounts received. The mailroom then sends all customer checks
to the treasurer, who has the cashier deposit the money in the bank and collects a
receipt. The remittance advices, often check stubs, go to the accounting
department and serve as a basis for making journal entries to Cash and customer
receivable accounts. As afinal step, the controller compares the bank deposit
amount from the treasurer with the debit to Cash from the accounting department.
The amount of cash received according to the mailroom should match the debit to
Cash and should equal the amount deposited in the bank. This procedure ensures
that cash receipts are safe in the bank, and the company accounting records are up

to date.

3.2. Internal Control over Cash Payments

A good separation of duties between operations@nd Whritihg checks for cash payments
providesinternal control over those payments,Also, saking payments by check is

another important control for several\reasens:

o The check providesa written record of the payment.
0 An authorized Officia studies the evidence supporting the payment.

@, Thedfficia approves the payment by signing the check.

3.2.1. Purchase and Payment Process

Toillustrate the internal control over cash payments by check in a company large
enough to separate duties, suppose Bicycles Plus buys its inventory from Specialized.
This purchase and payment process will differ lightly between companies, but

generally the process follows these steps, as shown in figure 3:

0 Bicycles Plusfaxes a purchase order to Specialized, its supplier. By
preparing this document, Bicycles Plus is placing an order to buy bicycles.

0 Specialized shipsthe goods and sends an invoice back to Bicycles Plus.
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0 Bicycles Plusreceives the bicycles and prepares areceiving report as
evidencethat it got its bikes.
o After matching the information on these documents, Bicycles Plus sends a

check to Specialized. By writing the check, Bicycles Plus pays Specialized.

For good internal control, the purchasing agent, the individual who buys the bikes,
should neither receive the goods nor approve the payment. Otherwise, the purchasing
agent could buy goods and have them shipped to his home. Or he can receive
kickbacks from suppliers by having the supplier bill his employer too mugh,

approving the payment and splitting the excess with the supplieriIheicontroller, as the
person responsible for the accounting function, should rot sign the'ehecks for similar
reasons; she could sign a check payable to herself,thefi mahiptiate the accounting

records to hide thisimproper payment.

3.2.2. Streamlined_Rayment Procedur es

Technology s streanilining payment procedures. Evaluated receipts settlement (ERS)
compresses the approval process for payment into a single step: comparing the
receiving report to the purchase order. If those documents match, the matching proves
that the business got the items it ordered. The business then pays the supplier without

receiving an invoice.

3.3. TheBank Account

Keeping cash in a bank account helps a depositor, or bank customer, control cash because
banks have established practices for safeguarding customers’ money. Several documents

are used to control cash in abank account.
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3.4. Preparing the Bank Reconciliation

The basic format, showing items that typically appear on a bank reconciliation. They all
cause differences between the bank balance and the book balance, the balance according
to the company’s accounting records. When establishing the procedures for a bank
reconciliation, keep in mind our discussion of separation of duties; the person who
prepares the bank reconciliation should have no other responsibilities related to cash.
Otherwise, the bank reconciler could steal cash and manipulate the reconciliation to
conceal the theft.

3.5. Online Banking

Online banking allows businesses to pay bills and view acebunt.activity electronically.
The company doesn’t have to wait until the end of the manthio.get a bank statement.

With online banking, the account can be recenciled ahany time and kept current.

4. Petty Cash

A business may chogséito keep a petty cash fund, which is afund containing a small amount of
cash used to pay 10k minor expenditures, such as the purchase of postage stamps or a shipment of
asmall package."€ash is easy to stea and the thief is often able to do so without leaving

evidence. For this reason, petty cash funds need controls such as the following:

0 Designate a custodian for the petty cash fund to fix responsibility for the fund.

0 Establish the fund as an imprest account by keeping a specific, fixed amount of cash on
hand so that any missing amount can be easily identified.

0 Keepthefund in asafe, locked location and only allow the custodian to have access to
the fund.

0 Support al payments from the fund with awritten record documenting the purpose and

amount of the payment.
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5. Reporting Cash on the Balance Sheet

Cash is the first asset listed because it’s the most liquid. Businesses often have several bank
accounts and severa petty cash funds, but they customarily combine all cash amountsinto a
single total. On the bal ance sheet, this total may be called Cash, or it may be listed as Cash and
Cash Equivalents. Cash on the balance sheet includes coin, currency, checks on hand, petty cash,
checking accounts, payroll checking accounts, money orders, and traveler’s checks. In short,
cash consists of anything that a bank will take as a deposit. Cash equivalents include very liquid,
very safe short-term investments that so closely resemble cash that they are included with cash
on the balance sheet. Theseitems are liquid because they can readily be converted into cash, and

are safe because they have little risk of losing their value

: Receivables

Topic Objective:
At the end of this topic students will be able:

Describe the types of salesiand receiviables and discuss the related internal controls.
Use the direct write-off mgthod'to account for uncollectible receivables.

Use the allowance method to account for uncollectible receivables.

Account for notes receivable.

Calculate the quick ratio and days’ sales in receivables

“Definition/Overview& :

Sales: A saleisthe pinnacle activity involved in selling products or services in return for money

or other compensation. It is an act of completion of acommercial activity. The "deal is closed"”,
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means the customer has consented to the proposed product or service by making full or partial

payment (as in case of installments) to the seller.

Recelvable: Receivableis one of a series of accounting transactions dealing with the billing of
customers who owe money to a person, company or organization for goods and services that
have been provided to the customer. In most business entities thisis typically done by generating
an invoice and mailing or electronically delivering it to the customer, who in turn must pay it
within an established timeframe called credit or payment terms.

“Key Points& :
1. Sales and Receivables

The challenges that many businesses fage to aitraet and keep the right customers, provide
internal controlsto protect cash'eollections from customers, track amounts due from these

customers, and estimate restilting bad debts.

1.1. Typesof Sales

Recall that liquidity, a primary goal of businesses, means having enough cash to pay bills
on time. Selling goods or providing services can provide a steady inflow of cash to pay

for the operating expenses of a business.

1.1.1. Cash Sales

Cash sales are the easiest type to track because customers give currency or a

check at the time of sale. The business does not need to keep records of the
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individual customers. Recording a cash sale requires increasing the Cash account
and increasing the Sales Revenue account for the amount of the sale. Although
cash sales are easy to account for, businesses may limit their sales potential by not

providing options for customers to buy now and pay |ater.

1.1.2. Bank Credit Card Sales

One dternative that hel ps businesses attract more customers is the acceptance of
bank credit cards, sometimes called bank cards. Bank credit cards are aform of
credit cards issued by most banks, which allow customers to buy ngw and pay the
bank later. VISA and MasterCard are the two main examples. Retailers taking a
bank credit card as payment do not have to worry about collegtingthe cash or
keep accounts receivable records because the barik iSstiing the cards bears the
responsibility of collecting the amounts gitie from the customers. Bank credit card
purchases are reported on a monthly statement prepared by the bank, and
cardholders write one check to thebankeio pay the amount due. The retailer
accepting the card typically paysithe bank a small service feeto cover the
processing costs. Theretaller records the cost as a credit card expense at the time
of sdle.

1.1.3. Debit Card Sales

Businesses can a so attract customers by accepting debit card payments rather
than cash. Debit cards allow the debit card users the freedom to pay for purchases
without carrying cash or writing a check. They also offer advantagesto retailers
because retailers collect the cash from the bank and don’t need records of

accounts receivable.
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1.1.4. Credit Card Sales

Credit card sales, which alow customers to buy now and pay later, are common
in both traditional and online retailing. Customers will present the retailer with
credit cards such as American Express or Discover to pay for purchases. These
credit card owners then write one check to the credit card company to cover
purchases made and reported on a monthly statement. Retailers also benefit from
credit card sales. They do not have to check a customer’s credit rating. The credit
card company has aready done so. Retailers do not have to keep accounts

receivable records, and they do not have to collect cash from customers.

However, these benefits do not come free begause therstéiler must pay a small

fee for accepting these cards, just asit*doesor acCepting bank credit cards and

debit cards. The seller receivestess than the Tull amount of the sale because the
credit card company charges afee of 1% to 5% of the sale. The retailer then

records this fee relatéd'to the Sale as a credit card expense.

4.1.5."8ales on Account

Cash, bank credit card, debit card, and credit card sales are common methods of

salesin retail, business-to-customer environment.

1.2. Types of Receivables

The two major types of receivables are accounts receivable and notes receivable.
Accounts Receivable in the general ledger serves as a control account because it
summarizes, or controls, the total of the receivables from all customers. The information

on theindividual customer accounts within the subsidiary ledger provides information for
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preparing monthly billing statements. The total of the customer account balancesin the
subsidiary ledger should equal the balance of the Accounts Receivable control account. If
not, an error existsin therecords. Notes receivable are more formal than accounts
receivable. The debtor promises in writing to pay the creditor a definite sum at afuture

date, and a promissory note, serves as the evidence of this pledge.

1.3. Internal Control over Receivables

Businesses that sell on credit receive most cash receipts by mail. Because of the amount
of these receipts, interna control over collectionsisimportant, and acritical el ement of
internal control is the separation of duties. No one person should be reSponsible for more
than one of the following tasks: authorizing transactions, maijatai ningicustody of assets,

or keeping accounting records.

1.4. Managing the Collection of Regelvables
Most large companies have a exedit department to evaluate potential customers.

The extension ©f, credit, tequires a balancing act. The company doesn’t want to lose sales
to goqd custorners, but it also wants to avoid selling to customers who do not pay their
bills. Uncallectible receivables become an expense of doing business on credit, which
reduces net income. For good internal control over credit management, separation of
dutiesis again important. The credit department should have no access to cash. For
example, a credit employee who handles cash might pocket money received from a
customer. The employee could then label the customer’s account as uncollectible,
authorizing the company to remove it from the accounting records. The company would

stop billing that customer, and the employee would have covered the theft.

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in 52

2. The Direct Write-Off Method

Credit sales will allow a business to attract more customers, but may also result in drawing some
customers that will never pay the amount that they owe the business. These uncollectible
accounts create an uncollectible accounts expense for the seller, and this account isaselling
expense that reduces operating income for the year. The amount of this expense varies from year
to year. The problem with accounting for uncollectible accounts is that, at the time of sae, it is
not known which receivable amounts will never be paid; if it was known, these customers would
not be allowed to make credit purchases and would instead have to pay cash at the time of the
sale. One way of accounting for uncollectible accounts is the direct write-off method. Under this
method, the decision to write off a customer’s account receivable as uncollectible gccurs when

the business knows with certainty that the customer will not pay.

3. The Allowance M ethod
Most companies use the allowance method tes&gcount for tincollectible accounts.

Under this method, the income statemefit matchés Uncollectible Accounts Expense against the
revenue that the credit sales crigateg.|It aso allows the balance sheet to show the amount of
accounts receivabl e redlistically expected to be collected in the future. When the allowance

method is used:

The amount of uncollectible accounts receivableis estimated.

The current estimate of uncollectible accounts receivable is debited to Uncollectible Accounts
Expense and credited to Allowance for Uncollectible Accounts, which is a contra-asset account.
This entry is recorded as an adjusting entry at the end of the period.

When a customer’s account receivable balance is written off, the amount is debited to Allowance

for Uncollectible Accounts and credited to Accounts Receivable.

3.1. Estimating Uncollectible

Under the allowance method, two basic methods are used to estimate uncollectible:
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3.1.1. Percent-Of-Sales M ethod

The percent-of-sales method computes uncollectible accounts expense as a
percentage of net credit sales. Net credit sales are equal to total credit salesless
the related sales discounts and sales returns and allowances. We will simply call it
credit salesin this chapter. This method is also called the income-statement
approach because it focuses on Uncollectible Accounts Expense, an account that

appears on the income statement.

3.1.2. Aging M ethod

The second popular approach for estimating uncdl | e¢tibl es.iS'the aging method.
This method is also called the balance-shéet approach because it focuses on
accounts receivable, which appears.on the balgnce sheet. In the aging approach,

the accountant compl etes two,steps:

SL2INSTEP 1

Calculate the balance needed in the Allowance for Uncollectible Accounts
at the end of the period.

0 Group individual accounts based on their age, and calculate the total
amount of accounts receivable for each group: 1-30 days, 31-60 days,
61-90 days, or over 90 days.

o Multiply the total for each group by a percentage representing the
estimated portion of that total that will never be collected. The older
the group, the higher percentage of the balance that will likely not be
collected; in other words, the longer it has been since a customer made

acredit purchase, thelesslikely it is that the customer will pay the
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amount due. The result will be the dollar amount of each category
expected to be uncollectible.

0 Calculate the balance needed in the Allowance for Uncollectible
Accounts at the end of the period by adding the estimated uncollectible

amounts for each group together.

3.122.STEP 2

Calculate the uncollectible accounts expense. Compare the ending balance
of the Allowance for Uncollectible Accounts before adjustment to the
amount needed, as calculated in step 1. The difference is the'amount of the
adjustment to Allowance for Uncollectible AccountsiandWncoliectible

Accounts Expense.

3.2. Recovery of Accounts PreviouslyWritten Oft

When an account receivableis wiritten off as uncollectible, the receivable does not cease
to exist. The customer 'stilhowesthe money, but the business stops pursuing collection
and writes off; the account. Some companies turn delinguent receivables over to an
attorney anelrecover some of the cash through a process called recovery of an

uncollectilBle account.

4. Notes Receivable

Notes receivable are more formal than accounts receivable because, for a note receivable, the

debtor signs a promissory note as evidence of the debt. Terms used to account for notes follow:

A promissory note is awritten promise to pay a specified amount of money at afuture date.
The maker of the note is the party who signs the note and promises to pay the required amount;

the maker of the noteis also known as the debtor.
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The payee of the note is the party to whom the maker promises future payment; the payee of the
note is the creditor.

The principal is the amount loaned by the payee and borrowed by the maker of the note.

Interest is the fee for using money. It is revenue earned by the payee for loaning the money; it is
an expense incurred by the maker as the cost of borrowing the money.

The interest period is the time span of the note during which interest is computed. It extends
from the original date of the note to the maturity date. It is aso referred to as the note term, or
simply time.

Theinterest rate is the percentage rate of interest specified by the note. Interest rates are almost
always stated for a period of one year.

The maturity date of the note is the date when final payment of the note is duegit,is @ so called
the due date.

The maturity value of the note is the sum of the principal plus interest‘Gue at maturity.

4.1. Accruing Interest Revenue

A note receivable may be outstanding at.the end of an accounting period. Recall that
interest revenue is earnedh@ver thine, not just when cash isreceived. Thus, the interest
revenue earnechon theyibte up to year-end is part of that year’s earnings and represents
accrued revenue. Torecord this accrued revenue, we will create and increase the asset,
Interest Receivable, and increase a revenue account, Interest Revenue, much like the

entry we made to accrue service revenue earned but not yet received

4.2. Dishonored Notes Receivable

If the maker of a note does not pay at maturity, the maker dishonors, or defaults on, the
note. Because the term of the note has expired, the note agreement is no longer in force.
But the payee still has a claim against the maker. In this case, the payee will transfer the

amount of the note plus interest from Notes Receivable to Accounts Receivable.
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5. MoreRatiosfor Decision Making
The balance sheet lists assets in order of liquidity:

Cash comes first because it is the most liquid asset.

Short-term investments appear next because they are amost asliquid as cash.

Current receivables are less liquid than short-term investments because the company must collect

the receivables; hence, they appear next on the balance sheet.

Merchandise inventory is less liquid than receivables because, to generate cash, the goods must
first be sold, so they follow the other current assets.

Prepaid expenses generally appear next because they are the least liquid.

: Inventory

Topic Objective:
At the end of this topic students will be abl &;

Describe inventory and discussthe refated interna controls.

Compute inventory costs using first-in, first-out (FIFO), last-in, first-out (LIFO), and average
cost methods andyjournalize inventory transactions.

Compare the effects Of'the different costing methods on the financial statements.

Apply the lower-of-cost-or-market (LCM) rule to value inventory.

Report inventory on the balance sheet and measure the effect of inventory errors.

Estimate ending inventory by the gross profit method.

“Definition/Overview& :

Inventory: Inventory isalist for goods and materials, or those goods and materials themselves,

held available in stock by a business. Inventory are held in order to manage and hide from the
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customer the fact that manufacture/supply delay islonger than delivery delay, and also to ease
the effect of imperfections in the manufacturing process that lower production efficiencies if

production capacity standsidle for lack of materials.

FIFO: FIFO isan acronym for First In, First Out, an abstraction in ways of organizing and
manipulation of datarelative to time and prioritization. This expression describes the principle of
a queue processing technique or servicing conflicting demands by ordering process by first-
come, first-served (FCFS) behaviour: what comesin first is handled first, what comes in next

waits until thefirst isfinished, etc.

LIFO: LIFO isan acronym which stands for last in, first out. In camputer science and queueing
theory this refers to the way items stored in some types of data structures are processed. By
definition, in a LIFO structured linear list, el ements-eartantybe edded or taken off from only one
end, called the "top".

“Key Points&
1. Inventory
1.1. Typesof Inventory

In addition to cash and receivables, management has a responsibility to protect inventory
and to properly report it and cost of goods sold in the financial statements. Let’s begin
our consideration of inventory by examining the assets that a company can hold as
inventory during the accounting period. Inventory represents the goods that a business
owns and has available to sell to its customers; it is the products that the business holds
for sale as part of its normal operations. Wholesalers and retailers have an inventory of

goods available for resale, while manufacturers have inventory of raw materials to be
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used in production, work in process of partially completed goods, and finished goods
ready to sell. These inventories will be discussed in alater chapter. Even though service,
retail, and manufacturing businesses may have inventories of suppliesfor office,
janitorial, and other use, these inventories are accounted for as supplies; Inventory isthe

account used to hold the cost of goods available for sale, not for use, by the business.

Inventory is acurrent asset usualy listed after receivables on the balance sheet. In a
perpetual inventory system, retailers track the related cost of goods sold appearing on the
income statement by recording activity in this account and the merchandise inventory
account as it occurs. Manufacturers calculate the cost of goods manufactured by
analyzing the activity in the raw materials and work in process inventory\accounts, and
calculate the cost of goods sold by anayzing the activity irithe finished goods inventory

account.

1.2. Inventory Shrinkage

In recent years, a number of major retail businesses filed for bankruptcy due to inventory
losses. Billiops'ef doltarsin sales are lost each year due to inventory shrinkage. Inventory
shrinkageisithe loss of inventory; it is the difference between actual inventory value and
the inventary value recorded in the accounting records. Each loss decreases the inventory
value as well as net income. Anyone can be involved in shrinkage, including employees,

customers, managers, and suppliers:

o0 Employee theft: Employee theft of goods can occur when the store is opened or
closed.

0 Customer shoplifting: Customer theft of goods can occur during store hours.

0 Administrative error: Loss from poor purchasing decisions, poor physical
organization, and poor inventory management can result in damage, spoilage,

spillage, or obsolescence, or errorsin counting inventory.

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in

0 Vendor fraud: Vendors can charge excessive prices for merchandise or accept

payment for merchandise that is never received.

1.3. Internal Controlsover Inventory

The objectives of internal controls for inventory are to ensure inventory is physicaly safe
and secure, reasonably well organized, not obsolete, properly recorded, and properly

valued. Additionally, aretailer can prevent losses in other ways related to employee

management:

o  Obtain reference checks on employees.

0  Educate employees on the costs of inventory shrinkage.

o  Giveemployee discounts in order to monitor employeeptirchases.

o0 Reward employees who recover goods from shoplifters©r identify fellow

employees who are stealing.

2. Inventory Costing M ethods

The objectives of internal control&far inventory include ensuring proper recording and valuation
of inventory. With thiSyurposein mind, we will now look at methods for calculating the cost of

inventory, and we Will.review the journal entries to record inventory activity.

2.1. Inventory Cost Flows

The Inventory account is a current asset with a normal debit balance. In a perpetual
inventory system, purchases of goods for resale increase the balance of the Inventory
account, while sales of goods to customers decrease the account’s balance. The Inventory
account al so reflects purchase discounts, purchase returns and allowances, and shipping
costs related to the purchase of goods. In a perpetual inventory system, companies

determine the number of unitsin inventory from inventory accounting records verified by
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aphysical count. The physical count provides an internal control over the number of units

on hand.

The cost of the inventory flows through the Inventory account as items are purchased and
sold. The cost of the units on hand in inventory at the beginning of the period is added to
the net cost of units purchased for the period to determine the cost of goods available for
sde.

2.2. First-In, First-Out (FIFO) Method

Assume that Adler’s Outfitters uses the FIFO method to account for s inventory. FIFO
costing is consistent with the physica movement of inventoryfor most companies. Under
FIFO, thefirst inventory costs incurred by Adlereactiperiod are the first costs to be
assigned to cost of goods sold. Simply put{FIEQ assumes that the first inventory items
owned are the first inventory items SaldéRLF@-€aves in ending inventory the last, the

most recent, costs incurred.

2.3. Last-in, Rirst-Out (LIFO) Method

Now imagine that Adler uses the LIFO method instead of FIFO. Under the LIFO method,
the last, most recent costs incurred are the first costs assigned to the cost of goods sold.
Thus, LIFO assumes that the last inventory items owned are the first inventory items
sold. Ending inventory’s cost comes from the oldest, earliest costs of the period. LIFO
costing does not follow the actual flow of goods for most companies, but it doesn’t have
to match; the point of choosing an inventory costing method isto allow businesses to
make assumptions about which goods are sold and which remain in inventory so they
don’t have to track each item. When costs are increasing, LIFO often resultsin the

highest cost of goods sold, and the lowest income tax, the main advantage of LIFO.
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2.4. Average Cost Method

Suppose Adler’s QOutfitters uses the average cost method to account for its inventory of
suede jackets. With this method, the business computes a new, weighted average cost per
unit after each purchase based on the number of items purchased at each price. Ending

inventory and cost of goods sold are then based on the average cost per unit.

3. Comparing FIFO, LIFO, and Average Cost

Figure 1 compares the FIFO, LIFO, and average cost methods of costing inventory assuming
that, over time, inventory costs are increasing. Different methods have different bengfits. FIFO is
the most popular inventory costing method, LIFO is next most popular, anchaveragecost ranks
third.

4. Valuing I nventory Using L owen-of *Cost-ar<M ar ket (LCM)

When the cost of replacin@these itemisis lower than the historical cost, the price of theitems at
the time of purchase, thelower-of-cost-or-market rule (LCM) applies. LCM requires businesses
to report inveritary irthe financial statements at whichever islower, the historical cost, or the
market value of each inventory item. For inventory, market value generally means current
replacement cogt, that is, the cost to replace the inventory on hand at that point in time. The
lower-of -cost-or-market method is an example of an important accounting principle,
conservatism. Conservatism in accounting means reporting items in the financial statements at

amounts that |ead to the most cautious immediate results.

5. Reporting Inventory on the Balance Sheet

Several accounting principles have specia relevance to inventory. Conservatism, discussed

previoudy, is one of them. Most businesses will report inventory on the balance sheet at the
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lower-of cost-or-market value; however, others will use the concept of materiality to decide
whether inventory needs to be written down to its current replacement cost. The materiality
concept states that a company must perform strictly proper accounting only for items that are
significant for the business’s financial statements. Information is significant, or in accounting
terminology, material, when its presentation in the financial statements would cause someone to
change a decision; stated differently, amaterial amount is one large enough to make a difference
to auser of the financial statements. The full disclosure principle holds that a company’s
financia statements should report enough information for outsiders to make knowledgeable
decisions about the company. To provide this information, accountants typically include a set of

disclosures or footnotes to accompany the financia statements.

5.1. Financial Statement Presentation of Inventory

Aswe mentioned earlier, inventory is a current gSset often listed after receivables on the
balance sheet. In addition to showing the ifiventary amount, a business must disclose the
costing method used (specific-identificatian, =0, LIFO, or average cost) and the

valuation of inventory at thelower-of -CeSt-or-market value

5.2. Effectsofil nvernitory Errors

Business managers are accountabl e for accurately reporting the value of inventory at the
end of the period. An accurate count of the inventory items on hand helps managers
calculate the inventory’s value. However, errors in the inventory count can and do occur

dueto:

0 Human error

0 Incorrectly counting inventory

o Double counting inventory; for example, counting it in one location and then
moving it to another location to be counted again

0 Not counting one section of the storeroom or excluding incoming goods shipped

FOB shipping point
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o Failureto recognize obsolete or damaged goods, resulting in failure to write down
their value accordingly
Some of these errors are perhaps made intentionally and thus may represent fraudulent

activities, so internal controls are necessary to ensure an accurate count of inventory.

Long-Term Assets: Plant Assets And I ntangibles

Topic Objective:
At the end of this topic students will be able:

Define and describe the life cycle of long-term assets.
Calculate and record the acquisition of plant assets.
Cdculate and record the depreciation of plant assets.
Calculate and record the disposal of plant assets.
Cdculate and record the depletion of natural resourCes.
Account for intangible assets.

Report long-term assets on the bal ance sheet.

“Definition/Overview& :

L ong-term assets. Long-term assets or non-current assets are those assets usually in service
over one year such as lands and buildings, plants and equipment, and long-term investments.
These often receive favorable tax treatment over current assets. Tangible long-term assets are
usually referred to as fixed assets.
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“Key Points& :
1. Long-Term Assets

Long-term assets are resources owned by a business and employed for more than one year. These

assets support daily operations and are not held for sale to customers.
Long-term assets include the following:

Pant assets: Long-lived, tangible assets used in the operations of the business. Examplesinclude
land, land improvements, buildings, equipment, furniture, and fixtures, as well as natural
resources, such as ore deposits and timber.

Intangible assets: Long-lived resources without physical form thatg€present rights, such as

patents, copyrights, trademarks, trade names, and franchises,

Long-term assets may elther be donated to @r putehased by a business. Asthe asset is used, a
portion of its cost is expensed against the revenués earned from its use. The following expenses
relate to long-term assets:

Depreciation is the allocation of the cost of assets such as buildings, equipment, and machinery,
to expense ovextheiruseful life.
Depletion is the alocation of the cost of natural resources to expense over their useful life.

Amortization is the alocation of the cost of intangible assets to expense over their useful life.

Organizational accountability applies to long-term assets as well as current ones. Business
managers are responsible for developing internal controls for long-term assets. These assets are
often expensive, and some long-term assets such as computers are easy to steal, so the following

internal controls are important. In addition to the general internal control activities, some

specifics apply:

Tag or otherwise label each newly purchased plant asset with an identification number.
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Create asubsidiary ledger for long-term assets, listing each asset and its identification number,
date of purchase, location, and person responsible for it.

In each plant asset’s account in the subsidiary ledger, record the cost, depreciation data, and
subsequent disposal date and amount of the asset.

Periodically make sure the total balance of all asset subsidiary accounts agrees with the general
ledger account balances shown on the balance sheet.

Inspect each asset at least once ayear, noting its condition and whether it remainsin use.

2. Measuring the Cost of Plant Assets

The cost principle says that an asset should be carried on the balance sheet at its historical cost,
the amount actually paid for the asset. The general rule for measuring cost I§to ificlude all

amounts paid to acquire the asset and make it ready for its intendediuse’

2.1. Land and Land I mprovements

The cost of land generally iifeludes its purchase price, brokerage commission, survey and
legal fees, and anyunpaid property taxes the purchaser pays. It aso includes the cost of
clearing the léanchand reshoving any unwanted buildings. The cost of land is not
depreeiated hecause it is never really exhausted. The cost does not include fencing,
paving, spinkler systems, and lighting. These plant assets, called land improvements, are
recorded separately because they are subject to depreciation.

2.2. Buildings, Equipment, Machinery, Furniture, and Fixtures

A business may hire a contractor to construct a building, or it may buy a building already
built. The costs to construct a building include fees, permits, and the cost of material,
labor, and overhead. When an existing building is purchased, its cost can include many of
the items mentioned in our discussion of land, such as commissions, legal fees, and

unpaid taxes, plus other costs such as those needed to repair and renovate the building for

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in

itsintended use. The cost of equipment and machinery includes purchase price less any
discounts, shipping charges, insurance while in transit, sales and other taxes, purchase
commission, installation costs, and the cost of testing the asset before it is used. Furniture
and fixtures consist of desks, chairs, file cabinets, and display racks. The cost of furniture
and fixtures includes the basic cost of each asset |ess any discounts, plus all other coststo
get the assets ready for use, such as transportation costs and sales tax. Nearly all

companies have furniture and fixtures.

2.3. A Lump-Sum (Basket) Purchase of Assets

A company may purchase several assets as agroup, in abasket purchase™arasingle
price. For example, acompany may pay one price for land, |amtl impreverents, and a
building. For accounting purposes, the company must identify'the cost of each asset
because each is used, or depreciated, differentlygand fand is not depreciated at all. The
total cost of the assets purchased is divided ameng the assets according to their relative
appraised, or market, values. This allpcatirenteehnique is caled the relative-sales-value
method.

2.4. CapitahExpenditures

Even after an asset has been purchased, it may be necessary to spend money on it.
Businesses buy resources for usein daily operations. These expenditures may be
consumed over more than one period and treated as an asset. Conversely, they may be
consumed in the current period and treated as an expense. Expenditures that increase the
asset’s capacity or efficiency or that extend the asset’s useful life are called capital
expenditures because they result in the capitalization, or increase, of an asset. Other
expenditures do not extend an asset’s efficiency, life, or capacity, but merely maintain the
asset in working order. These costs are recorded as expenses and immediately subtracted

from the revenue they produced.
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3. Measuring Plant Asset Depr eciation

Recogni zing depreciation expense matches the portion of the asset cost used in the period against
the revenue earned by the asset in that period. Depreciation is an expense that reflects the wear
and tear or the obsolescence of plant assets. An asset is obsolete when another asset can do the
job much more efficiently. Thus, an asset’s useful life may be shorter than its physical life.
Accountants usually depreciate computers over a short period, perhaps two to four years, even
though the computers can continue working much longer. In all cases, the asset’s cost is
depreciated over the period that the asset is truly useful. Depreciation of a plant asset is based on
three factors:

Cost isthe amount paid to acquire the asset and get it ready for use. This factar,is khown because
it relates to an event that already happened.

Useful lifeisthe estimated length of service of an asset. Useful lif€&may be expressed in years,
units of output, miles, or another measure of productivity.Fer examplera building’s life is stated
in years, a bookbinding machine in the number of bGOKS#t"Cah bind, and adelivery truck in
miles. '

Residual value, also called salvage valUg, is the estimated cash value of a plant asset at the end of
its useful life. Imagine that a mashine"s,useful life is seven years. After seven years, the
company expects to sell the'machine as scrap metal. The expected cash receipt is the machine’s
estimated residuahyvalue. Thie estimated residual value of the asset is excluded from the amount
of cost depreciaied beCause the business expects to receive this amount at the end. If the asset has
no residua value, then the business depreciates the full cost of the asset. Cost minus residual
valueis called depreciable cost.

3.1. Depreciation M ethods

Three major methods exist for computing depreciation. These methods all ocate different
amounts of depreciation to each period, but they al result in the same total depreciation
for the asset because they al need to account for the same depreciable cost.
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3.1.1. Straight-Line (SL) Method

The straight-line (SL) method allocates an equal amount of depreciation to each
year of a plant asset’s use. Depreciable cost is divided by useful life in years to
determine annual depreciation. Straight-line depreciation remains the samein
each year of the asset’s life; depreciation under this method can also be expressed

as arate that can be applied to depreciable cost.

3.1.2. Unit-Of-Production (UOP) Method

The units-of -production (UOP) method all ocates a fixed amount of depreciation
to each unit of output produced by a plant asset.

3.1.3. Double-Declining Balance (DBE).Method

The double-declining-balance (DBB }wméthod is an accelerated depreciation
method because it regords moresdepreciation near the start of a plant asset’s life
than at the end'of its life;unlike the straight-line method. Although other

accel eréied methods are available, double-declining-balance is the one often used.
Thisymethod multiplies the plant asset’s decreasing book value by a constant

pexgentage that is double, or 2 times, the straight-line depreciation rate.

The DDB method differs from the other methods in two ways:

0 Residual value is ignored at the start of the asset’s life. In the first year,
depreciation is computed on the asset’s full cost.

0 Final-year depreciation is the amount needed to bring the asset to residua
value. Final-year depreciation is a “plug& figure; the residual value is
known, and we work backwards to determine what the depreciation

expense must bein thislast year.
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4. Disposing of a Plant Asset

Eventually, an asset stops being useful. The asset may be worn out or obsolete, and accordingly,
the owner disposes of it. To account for the disposal properly, we first update the depreciation on
the asset. We can then measure the asset’s final book value accurately and calculate any gain or
loss that may result from the disposition. When recording the disposal of a plant asset, the
business must do the following:

Remove the balances in the asset account and its accumulated depreciation account.

Assets accounts have debit balances, so to remove the value of the asset sold, the asset account is
credited.

Accumulated Depreciation accounts, as contra-asset accounts, haveefedit balances; to remove
the accumulated depreciation on the asset sold, the accumul ated depfeci ation account is debited.
Record again or loss if the cash or trade-in value receiyed diffess from the asset’s book value.
Gains and losses are reported on the income staterngat

A loss occurs when the cash or trade-in valueséceived s less than the book value of the asset.

L osses decrease net income and, likexexpenses, are recorded with debits.

A gain occurs when the cash or tradiesin value received is greater than the book value of the
asset. Gains increase netingome, and like revenues, are recorded with credits.

Record the vawue Qf ‘afy cash received if the asset was sold.

Record the value of any new asset obtained if the old asset was exchanged in trade, and also
record any cash payment made in addition to the trade-in value of the asset exchanged.

4.1. Exchanging Plant Assets

Businesses often exchange old plant assets for newer, more efficient assets. The most
common exchange transaction is the trade-in of an asset for asimilar type of new asset.
In these trades, no gains are recognized because the business still owns the same type of
asset that it owned before the trade. The cost of the new asset becomes the book value of
the old asset plus any cash paid in the exchange.
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4.2. Retiring a Plant Asset

Sometimes abusinessis unable to sell or exchange an asset and must instead retire it

without receiving cash or atrade-in value in return.

5. Accounting for Natural Resour ces

Natural resources are plant assets and are usually listed below Property, Plant, and Equipment on
the balance sheet. Examplesinclude iron ore, oil, natural gas, and timber. Natural resources are
like inventories in the ground such as oil or on top of the ground such as timbér“kheacquisition
cost of the natural resourceis recorded as an asset. As the natural resatirces are extracted and
sold, aportion of their cost is expensed through depletion. Depl étionexpenseis that portion of

the cost of natural resources that is used in aparticular period»A Ecount for depletion as follows:

Compute depletion over the asset’s estimated-tSeful Tife lising the units-of production method.
Record depletion in Depletion Expenséand Accurmul ated Depletion, a contra asset account

similar to Accumulated Deprecigtion.

6. Accounting fot fatangible Assets

Rather than having physical form, intangible assets provide benefit to their owners because they
convey special rights. The acquisition cost of an intangible asset is recorded as an asset.
Intangible assets are listed after the plant assets on the balance sheet. The cost of the intangible
asset istransferred to expense through amortization; the systematic reduction of the intangible

asset’s carrying value on the books. Account for most intangible assets as follows:

Compute amortization over the asset’s estimated useful life, usually by the straight-line method.
Obsolescence often shortens an intangible’s useful life.

Theresidual value of most intangiblesis zero.

Amortization expense for an intangible asset can be recorded directly against the asset account

without using a separate account for accumulated amortization.
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6.1. Patents

A patent is afedera government grant giving the holder the exclusive 20-year right to

produce and sell an invention. The invention may be a product or a process.

6.2. Copyrights

A copyright is the exclusive right to reproduce and sell abook, musical composition,
film, or other work of art, or intellectual property. Copyrights also protect computer

software programs. A company may pay alarge sum to purchase an existig copyright.

6.3. Trademarks and Trade Names

Trademarks and trade names are assetsthal Tepresent distinctive products or services,
such as the CBS “eye& and NBC’s peacock. Legally protected slogans include
Chevrolet’s “Like a Rock& ang Avis'Rent A Car’s “We try harder.& The cost of a
trademark or tradethame is amortized over its useful life.

6.4. Franchises and Licenses

Franchises and licenses are privileges granted by a private business or a government to
sell products or services under specified conditions. The acquisition cost of afranchise or

license is amortized over its useful life.

6.5. Goodwill

The term goodwill in accounting has a specific meaning, which is perhaps different from

how it isused in everyday life. In accounting, goodwill isthe excess of the cost to
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purchase another company over the market value of the net assets purchased, where net
assets are equal to total assets minustotal liabilities. Goodwill has some special features:

0 Goodwill isrecorded only by a company that purchases another company. An
outstanding reputation may create extra value or goodwill for a company, but that
company never records goodwill for its own business. Instead, goodwill is
recorded only by the acquiring entity when it buys another company, becauseit is
the willingness of an entity to pay extrafor goodwill that provesit exists.

o Accordingto GAAP, goodwill is not amortized. Instead, the company measures
the current value of its purchased goodwill each year. If the goodwill increasesin
value, the company does not record it because this extra goodwill was not
purchased. On the other hand, if goodwill’s value decreases, then, the,Company

records aloss and reduces the value of goodwill.

7. Presenting Long-Term Assets on the Balance Siveet

The use of long-term assets in business opefations affects the income statement and the balance
sheet. The income statement can inglude depreeiation, depletion, and amortization expense, as
well as gains and losses on disposal of assets, and loss on goodwill. Footnotes to the financial
statements will describethe methods used to compute depreciation, depletion, and amortization.
When a busingss hias an intangible asset, the balance sheet will show the amount after the
Property, Plant, aagl Equipment section of the assets. The footnotes to the financials will include
adescription of the intangible asset and its estimated useful life

Instructions

» In Section 3 of this course you will cover these topics:
. Current Liabilities And Payrall

. Corporations And Stockholders Equity
. Long-Term Liabilities
. The Statement Of Cash Flows

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in

» You may take as much time as you want to complete the topic coverd in section 3.
Thereis no time limit to finish any Section, However you must finish All Sections before
semester end date.

» If you want to continue remaining courses later, you may save the course and |leave.
Y ou can continue later as per your convenience and this course will be avalible in your
areato save and continue later.

: Current Liabilities And Payroll

Topic Objective:
At the end of this topic students will be able:

Account for current liabilities of known amount.
Account for estimated and contingent liabilities.
Calculate the current ratio and working capital .
Cdculate payroll amounts.

Describe the payroll process.

Record basic payroll transactions.

Report current liabilities ofithé bal arice sheet.

“Definition/Overview& :

Current Liabilities: In accounting, current liabilities are considered liabilities of the business
that are to be settled in cash within the fiscal year or the operating cycle, whichever period is

longer.

Contingent liabilities: Contingent liabilities are liabilities that may or may not be incurred by an

entity depending on the outcome of afuture event such as a court case. These liabilities are
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recorded in a company's accounts and shown in the balance sheet when both probable and
reasonably estimable. A footnote to the balance sheet describes the nature and extent of the
contingent liabilities. The likelihood of loss is described as probable, reasonably possible, or
remote. The ability to estimate alossis described as known, reasonably estimable, or not

reasonably estimable.

Payroll: In acompany, payroll isthe sum of al financial records of salaries, wages, bonuses,

and deductions.

“Key Points& :
1. Current Liabilities of Known Amount

Liabilities represent debts or obligatioris owedtoothers outside the business. Businesses may
owe money for goods or servigés,purChased on account. Businesses may also have the obligation
to provide a good or serviéennthe future or to repay principal and interest on loans received

earlier. Payroll, payrdll taxes, and sales tax also represent amounts due from most companies.

1.1. Accounts Payable

Amounts owed for products or services purchased on account are accounts payable, and
are backed by the general reputation and credit standing of the debtor. Businesses
increase the balance of accounts payable every time they purchase products or services
on account. They decrease the balance of accounts payable as they make cash payments

on the amounts they owe to their suppliers.
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1.2. Short-Term Notes Payable and I nterest Payable

Short-term notes provide a common way of obtaining operating funds or making
purchases. Short-term notes payable are promissory notes that must be paid within one
year. Interest payable represents the interest that is due on such notes. To record the
purchase of inventory in exchange for a short-term note, companies increase Inventory
and Notes Payable, Short-Term. If the note won’t be paid until the next fiscal year, they
accrue the interest at year-end. This match’s interest expense against the revenues
resulting from sale of the inventory financed through the note. Interest incurred on the
note since the time of signing is recorded by increasing both Interest Expense and Interest
Payable.

1.3. Sales Tax Payable

Most states levy salestax on retail salessFhewaS est way for the states to collect thetax is
to require retailers to serve as callectionvégents and collect the sales tax from the
customer in addition ta theypri ce'of the item sold. The retailers keep track of the sales tax
collected anddhen payit to the state at regular intervals. In this way, sales tax represents a
liability to retallers; they have collected tax that is paid by the consumer but is owed to
the state gevernment. As retailers collect the sales tax at the time of sale, they increase
the current liability, Sales Tax Payable. Then the retailers pay the collected sales taxes to

the state government and decrease Sales Tax Payable.

1.4. Current Portion of Long-Term Notes Payable

Some long-term notes payable and bonds payable are paid in installments. The current
portion of long-term notes payable is the amount of the principal payable within one year,
acurrent liability. The remaining portion of the long-term debt is along-term liability. At

the end of the fiscal year, the company may make an adjusting entry to shift the
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installment of the long-term notes payable due in the next year to a current liability

account.

1.5. Accrued Expenses

Accruals are revenues earned or expenses incurred before cash has been exchanged.
Accrued expenses, such as salary, tax, and the interest we accounted for earlier in the
chapter, are also called accrued liabilities because recording these amounts increases both
expenses and liabilities. Asin the case of interest, accrued expenses arise when an
expense is matched against the revenue it produced in one time period, butthe payment

of the expenseismade in alater period.

1.6. Unear ned Revenues

Also remember from Chapter 3 that anctherterm 16r unearned revenuesis deferred
revenues. By receiving cash from custbmers before earning the revenue, the business has
an obligation to provideqgoodswr services to the customer. Let’s consider an example.
Business 2.0 sdlls threeryearinagazine subscriptions and collects cash in advance. By
receivingcash befare earning the revenue, Business 2.0 has aliability to provide
magazifhes during the next three years. The liability account used to record this obligation

is called Unearned Subscription Revenue.

2. Estimated and Contingent Liabilities

A business may know that aliability exists but not know the exact amount owed. This liability
must be reported on the balance sheet. A prime example isaliability called Estimated Warranty

Payable, which is common for companies that manufacture products.
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2.1. Estimated Warranty Payable

Many companies guarantee their products against defects under warranty agreements.
Ninety-day warranties and one-year warranties are common. If the product fails to

perform within that time period, the customer may return it for repair or for arefund.

The matching principle says to record warranty expense in the same period that the
revenue from the sale of the product is recorded. Therefore, the warranty expense occurs
at the time of the sale, not at the time that the warranty claim is made by the customer.
However, a challenge arises because, at the time of the sale, the company does not know
the exact amount of warranty expense that will be incurred because it does not know how
many products will fail to perform. Businesses handle this issue by estimating warranty

expense and the related liability according to past experience with the preduct.

2.2. Contingent Liabilities

A contingent liability is not an actudligbiitysdfistead, it is a potentia liability that
depends on afuture event. @ompanies mtst record contingent liabilitiesif the situation

meets two criteria. A ligbilityamust be recorded for a contingency when:

0 Itisprobablethat the company will beliable, and
0 Theamaount of the liability can be reasonably estimated.

Businesses use judgment in determining whether the two criteria are met. To assess the
likelihood that they will become liable, entities use past experience and consult their
attorneys.

3. MoreRatiosfor Decision Making

Accounting is designed to provide information for decision making by stakeholders. For

example, abank considering lending money to a company must predict whether the company
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can repay the loan. If the business already has alot of debt, repayment is less certain than if it
doesn’t owe too much money. Two of the most widely used decision aids in assessing the short-
term liquidity of a business are the current ratio and the measure of working capital. The current
ratio measures a company’s ability to pay its current liabilities by comparing those liabilities

against current assets.

A company prefersto have a high current ratio because that meansit has plenty of current assets
to pay current liabilities. An increasing current ratio over time indicates improvement in a
company’s ability to pay current debts. Working capital also measures a company’s ability to
meet short-term obligations with current assets. A positive result indicates that.the Business has
more current assets than it has current liabilities, and thus shows that current assets could pay
current liabilities. A negative result indicates the opposite; currentdiabilities are greater than the

current assets of the entity.

4. Accounting for Payroall

Large companies typically gothrowgh atormal process of hiring employees. When a new
employee begins workK\the paytol| process begins. Businesses that hire employees need to
properly account £6x, empl oyee compensation in order to comply with federal and state law.
Accordingly, an agcounting system should include a process that ensures the correct and timely

payments to the following:

Employees for work performed

The federal and state governments for taxes due from employees and employers

Third parties for employee benefits and charitable contributions Employee compensation for
work performed can take many forms:

A salary isaset amount of pay for a period of time such as a year, month, or week.

Wages are pay amounts stated at an hourly rate, such as $10 per hour, times the number of hours
worked. The hours worked will vary among employees and may even vary from pay period to

pay period for the same employee.
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A commission is pay stated as a percentage of a sale amount, such as 5% commission on asae.
A bonusis pay for exceptiona performance over and above the base salary, wage, or
commission. The bonusis often paid in a single amount after yearend for performance during
that year.

4.1. Gross Pay and Net Pay

Businesses need to compute and account for two amounts of employee pay. Gross pay is
the total amount of salary, wages, commission, and bonus earned by the employee during
apay period. Gross pay is the amount of pay before taxes or any other amounts are
deducted. Gross pay is the expense to the employer for the employee’sgfforts. In addition
to regular earnings, gross pay may include overtime pay for an empleyeewho works
extra hours. For businesses involved in interstate commerce, overtime earnings must be
computed according to afederal law called the Faikabor Stapdards Act. The act says
that most employees must be paid at least grne'and a half times their regular pay rate for
any hours they work over 40 in one workweek.

4.2. Employee PayralliDeductions

The federal"government requires businesses, as employers, to act as collection agents for
employeetaxes. Thus, employers subtract taxes and other amounts from employee gross
pay to determine net pay. These amounts withheld from an employee’s pay are called
deductions. Some deductions, such as taxes, are required; others, including union dues,
insurance premiums, charitable contributions, and other amounts withheld at the
employee’s request, are optional. Payroll deductions become the liability of employers,

who collect the funds withheld then pay the government and other outside parties.
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4.3. Optional Deductions

As a convenience to employees, many companies make payroll deductions and disburse
cash according to employee instructions. Deductions for retirement savings plans, giftsto
charitable organizations such as the United Way and Habit for Humanity, insurance
payments, and union dues are some common examples. Like taxes withheld, these
amounts represent liabilities to employers until they are turned over to the appropriate
parties.

4.4. Employer Payroll Taxes

Payroll taxes that employers pay increase the cost of employee conipensatiori;‘and thus
represent an expense to the employer in addition to the costof the comjpensation itself.
They aso are liabilities that the employer owes to the federal“apd state governments until
paid.

4.5. Other Payroll Considexations

Our discussiqrte thispaint centered on the computation of payroll amounts based on
federal payrallilaws, such as the Fair Labor Standards Act and the FICA law that created
socia security and unemployment tax. Y ou need to know that states also pass laws
governing payroll. These laws can vary significantly from one state to another and create

differencesin the way that employers need to account for payroll.

5. The Payroll Process

The payroll process, which begins with the hiring of employees, requires many documents,
including the W-4 form that employees complete upon hire. Employers keep the forms and wage

or salary information for employees in employees’ personnel files. These data, along with
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information from time sheets or time cards, are used to continue the payroll process through

computation of employee gross pay, deduction amounts, and net pay.

5.1. Payroll Register

Each pay period, companies organize payroll datain a specia record called the payroll
register. The payroll register is a document containing information about the current pay
period’s payroll, listing all employees and showing gross pay, withholding amounts, and
net pay for each. The payroll register serves as a check register because it shows the

check numbers of all checks used to pay payroll.

5.2. Payroll Checks

Most companies pay employees by check orday ‘€eetronie'fund transfer (EFT),
sometimes referred to as automatic deposit. A paycheck has an attachment that details the
payroll amounts. If the employee authirizes the company to make deposits directly to his
or her own bank account, the employer still furnishes the employee with the attachment,

or pay stub that sh@ws the payroll amounts.

5.3. Employee Earnings Record
Employers must file payroll tax returns with the federal and state governments.

One important return, Form 941, Employer’s Quarterly Federal Tax Return, details total
employee compensation, the amount of federal income tax withheld, as well astotal
FICA taxes owed on compensation. This report must be filed no later than one month
after the end of aquarter. Another important form that must be filed is Form 940,
Employer’s Annual Federal Unemployment (FUTA) Tax Return, an annual return
showing compensation related to federal unemployment tax, and the tax due on this

compensation.
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5.4. Internal Control over Payroll

Two main types of internal controls are used in the payroll process. One set deals with

ensuring the efficiency of the payroll process and the other protects disbursements of pay.

5.4.1. Efficiency

Reconciling the bank account can be time-consuming because of many
outstanding payroll checks. To reduce the number of outstanding checks for the
payroll bank account, many companies actually use two bank agcewnts for payroll
transactions. They pay the payroll from one bank account oneéymorith and from the
other payroll account the next month. This way they'gén recéncile each account

every other month, which makes the receficiliatioh process faster and smoother.

5.4.2. Safeguar dingsPayr oll Diglbur sements

Owners an@hmanagers of small businesses can monitor their payrolls by personal
contact withiemployees. Large corporations cannot. A particular risk isthat a
paychieck may be written to afictitious person and cashed by a dishonest
employee. To guard against this and other crimes, large businesses typically adopt
strict internal control policies for payrolls. The duties of hiring and firing
employees should be separated from payroll accounting and from passing out
paychecks. Issuing paychecks to employees with a photo ID ensures that only
actual employees receive pay. A formal timekeeping system helps ensure that
employees actually worked the number of hours claimed. Employees may punch
time cards at the start and end of the workday to prove their attendance and

number of hours worked.
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6. Payroll Entries

Businesses continue the payroll process by recording payroll transactions. The payroll register
serves as a key source of information necessary to record the three types of payroll transactions

that occur on aregular basis.

6.1. Record Employee Compensation

Employers record the expense of compensating employees as well as the liabilities for
amounts withheld from compensation. The payroll register serves as the source of the

information necessary to make these journal entries.

6.2. Record Employer Payroll Taxesand Contributions tO\E#fiployee Benefits

Remember that employers are obligated tofpay.socialsecurity and unemployment taxes.
The tax amounts are aso an expenséof the employer because they add to the cost of
having employees. Employexs maay choese to pay for health insurance, contribute to
retirement plans, or provide Gtherincentives to obtain and motivate employees. Again,

these expenses‘are relatéd to employees’ work.

6.3. Record Payments of Compensation, Taxes, and Benefits
Most employers must record at |east three cash payments for payrolls.

0 Net Pay to Employees. When companies pay employees, they decrease Salary
Payable and Cash.

o Payroll Taxesand Other Deductions. Employers must send the government two
sets of payroll taxes: those withheld from employees’ pay and those paid by the
employer. Due dates vary depending on the tax being paid and the amount of the

tax.
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0 Benefits: Employers that pay for employees’ insurance coverage and retirement

plans need to write checks to fulfill these obligations.

7. Reporting Current Liabilities

At the end of each accounting period, companies report all of their current liabilities on the

bal ance sheet. Management can fraudulently report liabilities. Managers may be tempted to show

a higher level of income in order to raise money from investors, obtain a bank loan, or to just

keep their job by making the company look more successful than it is. Thus, managers may be

tempted to overlook some expenses and liabilities at the end of the accounting period and

deliberately not make necessary accruals.

. Corporations And Stockholders Equity

Topic Objective:

At the end of this topic students will e @bl e:

Compare the three forms of ausi ness organization.

Describe stockholders’ equity and classes of stock.

Record the issuance of stock.

Account for cash dividends.

Account for stock dividends and stock splits.
Account for treasury stock.

Report stockholders’ equity.
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“Definition/Overview& :

Corporation: A corporationisalega personality, usually used to conduct business.
Corporations exist as a product of corporate law, and their rules balance the interests of the
shareholders that invest their capital and the employees who contribute their labor. People work
together in corporations to produce. In modern times, corporations have become an increasingly
dominant part of economic life. People rely on corporations for employment, for their goods and

services, for the value of the pensions, for economic growth and social devel opment.

Stockholders’ Equity: Stockholders' equity isthisinterest in remaining assets, spread among
individual shareholders of common or preferred stock.

“Key Points& :
1. For ms of Business Or ganizations
1.1. Proprietership

A proprietQrship has a single owner who is an agent of the business and thus able to bind
it to contracts. The owner is personally liable for the business’s debts and must pay
personal income taxes on the business’s earnings. Many people start their own business
becauseit isfairly easy to do so and sole owners typically enjoy the independence of
running their own business. However, a proprietorship may have trouble raising capital to
start or expand the business. Also, it may be managed with the limited expertise of the

owner, and the life of the proprietorship is limited by the owner’s choice or death.
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1.2. Partnership

A partnership joins two or more individuals as co-owners who, through mutual agency,
may bind the business to contracts. Partners are personally liable for the business’s debts
and must pay personal income taxes on the business’s earnings. A partnership can raise
more money than a proprietorship and can aso benefit from the collaboration of good
partners. However, a partnership may have trouble finding responsible partners, and ones
willing to be liable for partnership debts. Again, it may be difficult to get partnersto
agree on the terms of a partnership agreement and to maintain good rel ations among
partners while running the business. Finaly, the life of the partnership is limited by the

partners’ choice or death.

1.3. Corporation

A corporation is a business usually owned by=miany"Steckhol ders. These people hold
shares of stock as evidence of ownershifain a buginiess that is typically operated by
managers chosen by a board of @irectars. The owners have no personal obligation for the
corporation’s liabilities.«At most; they can lose the amount they invested in the
corporation when they bought stock. Because owners can freely buy and sell shares of
stock, theowRership of a corporation is easily transferred and itslife is separate from the

life of Its owriers. In this way, the life of a corporation may be indefinite.

2. Corporations: An Overview

The corporation is the dominant form of business organization in the United States.
Proprietorships and partnerships are more numerous, but corporations do much more business

and are far larger.
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2.1. Organizing a Cor poration

A corporation is a business entity formed under the laws of a particular state. Formation
of a corporation begins when the incorporators obtain a charter from the state in which
the corporation will organize. The shares of stock represent an ownership interest in the
corporation and will be offered for sale to the public; upon purchase, the buyers of these
shares become stockholders or shareholders. The incorporators pay fees, sign the charter,
and file documents with the state. The corporation then becomes alegal entity. The
stockholders agree to a set of bylaws, which act as the constitution of the newly formed
business. Ultimate control of the corporation rests with the stockholders as they vote their

shares of stock.

The ownership of stock entitles stockholders to four basi¢ righits, uniess specific rights are
withheld by contract:

o Right to vote. StockholdessPartiCipate in management by voting on matters
that come before thefn. This is & stockholder’s sole right to manage the
corporation, &ach Shake of stock carries one vote.

o Right tG'veceive dividends. Stockholders receive dividends in proportion to
their ownership interest. Each share of stock receives an equal dividend with
evely other share of the same class.

o Right to receive assets upon liquidation. Stockholders receive their
proportionate share of any assets remaining after the corporation pays its
liabilitiesin liquidation, or in other words, when it goes out of business.

o Right to preemption. Stockholders can maintain their proportionate ownership
in the corporation in the event that additional shares of stock are offered for
sae.
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2.2. Stockholders’ Equity

The balance sheet of a corporation reports assets and liabilities in the same way that the
bal ance sheet of a proprietorship or a partnership does. However, the owners’ equity of a
corporation, the stockholders’ equity, is reported differently. State laws require

corporations to report the sources of their capital; the two basic types are the following:

2.2.1 Paid-in capital

Paid-in capital, also called contributed capital, represents amounts received from,
or paid in by, the stockholders. The sale of stock to stockholders incheases
stockholder investment in the business through the capital paid by stoekholdersin

the purchase.

2.2.2. Retained earnings

Retained earning is eapital earned by the profitable operations of the corporation.
The net incomeé ot'the business increased owner’s equity while net loss decreased
it. Agaify,the same is true for corporations, and Retained Earnings is the account
usethto hold'the accumulated earnings or losses of the business over the
corporation’s lifetime. Also, just as owner withdrawals decrease owner’s equity,
distributions of earnings to corporate owners, called dividends, likewise decrease
the retained earnings of a corporation. Hence, retained earnings are the

cumulative profits earned and kept by the corporation.

2.3. Classes of Stock

Owner’s equity, or capital, is the insider claims to the assets of a business. Stock
represents the capital of a corporation, soit iscalled capital stock. A corporation issues

stock certificates to investors when they buy stock; stock certificates serve as evidence of
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stock ownership. A shareisthe basic unit of stock and a corporation may issue a stock
certificate for any number of shares based on the number of shares purchased. Stock that
is held by the stockholdersis said to be outstanding stock because it is out in the hands of
the shareholders. The total shares of stock outstanding represent 100% ownership of the

corporation.

2.3.1 A corporation can issue different types of stock. The two basic classes of

stock are;

o Common stock, the basic ownership interest in a corporation, isissued by
every corporation.

0 Preferred stock is an ownership interest that may be preferred byiinvestors
because it gives its owners certain advantages over the cQmmipn stéckhol ders.
Preferred stockholders receive dividends, usually/ at.a fixed'rate, before the
common stockholders, and receive assetabefare thie€ommon stockholders if
the corporation liquidates.

2.3.2 Stock may or may not he'asigned avalue at incorporation as follows:

o] Par value is @ arbitraryWalue assigned to a share of its stock by a
comparly. Campaties maintain a minimum amount of stockholders’ equity
Tar the'protection of creditors, called legal capital. For corporations with
par-value stock, legal capital is usualy the par value of the shares issued.

o} No-par stock is stock that does not have a par vaue.

o] Stated value is assigned to some no-par stock, which makes it comparable
to par-value stock. The stated valueis an arbitrary amount that is similar to

par value.

3. Issuing Stock

Large corporations such require huge quantities of money to operate. They generally cannot
finance al their operations through borrowing, so they raise capital by issuing stock.
Corporations may sell the stock directly to stockholders or use the services of an underwriter. An

underwriter agrees to buy all the stock it cannot sall to its clients. The price that the corporation
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receives from issuing stock is called the issue price. Usually, the issue price exceeds the stock’s

par value because, as previously mentioned, par valueistypically set quite low.

3.1. Issuing Common Stock

Common stock may beissued at par value, at a premium, as no-par common stock, and
as no-par common stock with a stated value. Common stock can also be exchanged for
assets other than cash.

3.1.1. Common Stock at a Premium

Most corporations set par value low and issue comndon stock for a price above
par. The amount received above par is called,a premitm«A premium is not
income to the company because the entitysis@ealivig with its own stockholders,

not its customers.

3.1.2. No-Far Common Stock

Wihien a conmipany issues stock that has no par value, there can be no premium
begause there is no excess of the sale price of the stock over its par value. Less
than 10% of corporations issuing stock will issue no-par stock. Regardless of the
stock’s issue price, a company records the sale by increasing both Cash and
Common Stock for the same amount. No Paid-1n Capital in Excess of Par account

is needed for no-par stock.
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3.1.3. No-Par Common Stock with a Stated Value

Accounting for the sale of no-par stock that has a stated value isidentical to
accounting for par-value stock, except that the account Paid-In Capital in Excess
of Stated Vaueis used to record any amount received above the stated val ue.

3.1.4. Common Stock for Assets Other Than Cash

A corporation may issue stock and receive assets other than cash in exchange. It
records the assets received at their current market value and increases the capital

accounts accordingly.

3.2. Issuing Preferred Stock

Accounting for preferred stock follows thefpattern illustrated for common stock. Most
preferred stock isissued at par valué, Therefare; Paid-1n Capital in Excess of Par israre
for preferred stock.

4. Accounting fof‘Cash Dividends

If the corporation has been profitable and has sufficient cash, it may distribute earnings in the
form of cash to the stockholders. Such distributions are cash dividends. Corporations declare
dividends from retained earnings and then pay them with cash. The corporation must have

enough retained earnings to declare dividends and also have enough cash to pay them.

4.1. Dividend Dates

The board of directors, as the policy setters of a corporation, declares a dividend before
the corporation pays it. The corporation has no obligation to pay adividend until itis

declared because the board must first determineif it isin the best interest of the company

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in

91



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in 92

to do so. However, once the dividend is declared, it becomes alegal liability of the entity.
A dividend ultimately decreases both the assets and the retained earnings of the

corporation. The three dates involved in the issuance of a dividend are the following:

0 Thedate of declaration. On the declaration date, the board of directors
announces the intention to pay the dividend. This declaration creates a
liability for the corporation equal to the amount of the dividend declared.

0 Thedate of record. Those stockholders owning the stock on the date of
record, usually aweek or two after declaration will receive the dividend
when it’s paid.

0 Thedate of payment. Payment of the dividend typically follaws the date of
record by aweek or two.

4.2. Dividends on Preferred and Common Stock

On the date of declaration, the cash dividefid isecorgled by decreasing Retained Earnings
and increasing Dividends Payable. Same-acceufitants debit a Dividends account, which,
like Withdrawals, is closed t@ Rétained'Earnings at the end of the fiscal year. Most
businesses, however, debitRetaitied Earnings, as shown here. Dividends Payableisa

current liability“aecauseit is usually paid within a few weeks of declaration.

4.3. Dividends on Cumulative and Non-cumulative Preferred Stock

The alocation of adividend may be more complex if the preferred stock is cumulative. In
some years, a corporation may not pay adividend to their preferred stockholders. This
practiceis called passing the dividend, and the passed dividends are said to be dividends
in arrears. The owners of cumulative preferred stock must receive all dividendsin arrears

plus the current year’s dividend before the common stockholders get a dividend.
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5. Stock Dividends and Stock Splits

A corporation may dispense earnings to the stockholders of the company in severa different
ways. In addition to distributing a dividend in the form of cash, corporations can distribute a

stock dividend or split their stock.

5.1. Stock Dividends

A stock dividend is a corporation’s distribution of its own stock to its stockholders. A

company issues stock dividends:

0 To provide dividends but conserve cash. A company may. wantito keep
cash in the business, yet it may also wish to distribute dividends in some
form.

0 Toreduce the market price of its gtock. §tock dividends may cause the
market price of the company(’s stack to/fall because of the increased supply
of the stock. A company_e6ul dwStock dividends make the stock less

expensive anghthus moreuettractive to investors.

5.2. Stock, Splits

A stock split results when the number of shares authorized, issued, and outstanding is
increased and the stock’s par value is reduced by the same proportion. A stock split
decreases the market price of the stock because of the increase in its supply, so the intent

of asplit is often to make the stock more affordable.

5.3. Comparison of Cash Dividends, Stock Dividends, and Stock Splits
Cash dividends, stock dividends, and stock splits affect stockholders’” equity differently:

0 A cash dividend decreases Retained Earnings and Cash. Common Stock
and Paid-In Capital in Excess of Par are unchanged.
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0 A stock dividend increases the number of shares of stock outstanding. It
decreases Retained Earnings and increases Common Stock and Paid-In
Capital in Excess of Par if the market price of the stock is greater than par
at the date of declaration.

0 A stock split increases the number of shares of stock authorized, issued,
and outstanding. Par value per share decreases. All account balances

remain unchanged.

6. Treasury Stock

When a company issues stock and then buys its own stock back from stockholders,this
reacquired stock is called treasury stock. In effect, the corporation holds the,stock in‘its treasury.
When a company buys its own stock back, the company gives up @ash.and becomes a smaller
entity because of the reduced cash and shares outstanding, A, corporalieri may repurchase its
stock for several reasons:

0 Toincrease net assets by Huyingits shares low and hoping to sell them for
ahigher pricedlater.

0 To decreasethe supply of stock available to support the stock’s market
phice,

On, To avoid atakeover by an outside party.

0 To obtain stock that can be used to grant stock options to employees or
purchase another company.

0 To reduce the amount of dividends paid or distributed.

6.1. Purchase of Treasury Stock

A corporation purchasing treasury stock records the transaction by increasing Treasury
Stock and decreasing Cash. Under the cost method, treasury stock is recorded at its
acquisition cost without considering its par value or the value at which it was originally
issued. The Treasury Stock account is a stockholders’ equity account that has a debit

balance, which is the opposite of the other equity accounts, because it represents a
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reduction in ownership interest. Therefore, Treasury Stock is a contra-equity account.
The Treasury Stock account is reported beneath Retained Earnings in the stockholders’
equity section of the balance sheet, and its balance is subtracted from the sum of total

paid-in capital and retained earnings.

6.2. Sale of Treasury Stock

A company may resell its treasury stock at its cost, above cost, or below cost.

6.2.1. Sale at Cost

If the treasury stock is resold for its cost, the entry t6 record the sale increases
Cash and decreases Treasury Stock for the same amountsthat was used to record

the purchase.

6.2.2. Sale above Cast

If tregstiry stoekis resold for more than its cost, the difference is credited to anew
account, Paid-1n Capital from Treasury Stock; remember that paid-in capital
represents amounts received from stockholders, and in this case too, the excess of

the resale price over the cost of the stock comes from the company’s shareholders.

6.2.3. Sale below Cost

The resale price of treasury stock can be less than its cost. The shortfall first
decreases Paid-In Capital from Treasury Stock. If this account’s balance is too

small, then Retained Earnings is reduced for the remaining amount.
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7. Reporting Stockholders’ Equity
7.1. Stockholders’ Equity Section of the Balance Sheet

We mentioned earlier in the chapter that capital comes from two basic sources, amounts
received from stockholders and amounts earned by operating profitably. Accordingly,
stockholders’ equity on the balance sheet is separated into two primary sections, paid-in
capital and retained earnings, and may also reflect the reduction of equity for treasury
stock purchased. Check out the order in which the equity accounts appear on the

Statement:

Paid-In Capita

Preferred Stock

Common Stock

Paid-1n Capital in Excess of Par
Paid-1n Capital from Treasury Stock
Retained Earnings

O O O O O o o

Treasury Stock

Many companies label Paid-th Capital in Excess of Par as Additional Paid-In Capital on
the balange sheet. lHowever, they are careful not to include any excess of par related to
preferred stockiin this item because that paid-in capital belongsto the preferred
stockholders. If preferred stock isissued at an amount above par, a separate paid-in
capital account would hold this excess, and this account would be reported immediately
below Preferred Stock. Aswe said previously, though, preferred stock issuance above par

israre.

7.2. Statement of Stockholders’ Equity

Rather than include a detailed stockholders’ equity section in the balance sheet, many
companies choose to report a statement of stockholders’ equity. The statement of

stockholders’ equity reports the changes in all categories of equity during the period.
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Topic Objective:
At the end of thistopic students will be able:

Describe mortgages and |eases and record mortgage and |ease transactions.
Describe bonds payable.

Account for bond issuance and bond interest.

Account for bond repayment.

Report long-term liabilities on the balance sheet.

“Definition/Overview& :

Long-term Liabilities: Long-term liahilitiesi@re liabilities with a future benefit over one year,
such as notes payabl e that mature greater thah one year. In accounting, the long-term liabilities
are shown on the right winig,of the @ ance-sheet representing the sources of funds, which are

generally bounded inforig of Capital assets.

“Key Points& :
1. Long-Term Liabilities: Mortgages and L eases
1.1. Mortgage Notes Payable

Mortgage notes payable are amounts due on loans taken out for the purchase of land,
buildings, or both that are repaid over along-term period. A mortgage is an example of a
secured note because it gives the lender the right to take specified assets, called collateral,
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if the mortgagee is unable to repay the loan. A mortgage is paid off through specified
periodic payments of principal and interest.

Recording mortgage note activity islargely the same as recording notes payabl e activity.
A mortgage is recorded as aliability at the face amount borrowed. Periodic payments
reduce the balance of the mortgage over the term of the note and aso pay interest. An
amortization schedule helps track the portion of each payment allocated to principa and
to interest.

1.2. LeaseLiabilities

A leaseisarenta agreement in which the |essee obtainsithewse of,ah asset by paying

rent to the property owner, the lessor. Examples©r assets|eased include the following:

0 Real estate, such as offices, warehouses, parking lots, and antenna sites
0 Vehicles, such as automabiles, frucks, and trailers
0 Equipment including'computers, copiers, and fax machines, as well as machines

used in providing services

A businessimay prefer to lease rather than obtain aloan to purchase an asset for several

reasons.

0 It can obtain financing more easily: A leaseis generaly easier to obtain than a
loan.

o It may want to save cash: Making monthly |ease payments uses less cash
initially than paying the full cost of an asset or making alarge down payment at
the time of purchase. Monthly |ease payments may also preserve cash because the
loan obtained to purchase an asset probably specifies a higher interest rate than the

rate charged in alease agreement.
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0 It can adapt to changesin technology: Leasing assets affected by changesin
technology, such as computers, allows a business to upgrade to new models more
easily. Thelessor isresponsible for selling or scrapping the old equipment, thus
relieving the lessee of another responsibility of ownership.

0 It can take advantage of tax savings: A company can expense each entire lease
payment of some |eases as they incur them. Because expenses reduce net income,

the ability to expense leasing costs may reduce income taxes owed by the business.

Some leases are rentals, while others are really purchases. Accordingly, accountants

divide leases into two types:

0 Anoperating leaseis rental agreement for the use of an asset.

0 A capital leaseis an agreement for the purchase of lénd, depreciable assets, or both
with aloan. Capital leases often occur when.the |essorisess that the asset will have
little or no value at the end of the |ease"peried; so these agreements are typically

both long-term and non-canceleble.

2. Bonds Payable

Successful companies areéxdways seeking ways to expand or grow their businesses. Expansion
might include puréhasing land, building, or equipment costing millions of dollars. To obtain the
funding needed for expansion, companies can sell stock, borrow cash from alending institution,
or issue bonds to the public. Issuing bondsis away of borrowing alarge amount of money
because bonds payable are loans issued to multiple bondholders, and a bond issue is the total
amount of all bonds sold to bondholders. Bonds Payable thus represents the total of all bonds
owed. Interest on bondsistypically paid semiannually, and the bond is usually repaid on its
maturity date.
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2.1. Types of Bonds

Bonds can be issued with different characteristics or features, as follows:

(0]

(0]

(0]

All the bonds in a particular issue may mature at a specified time, as term bonds.
Alternately, they may mature in installments, called serial bonds.

Secured, or mortgage, bonds give the bondholder the right to take specified assets
of the issuer, called collateral, if the company failsto pay interest or principal.
Unsecured bonds, called debentures, are backed only by the good faith of the
borrower.

Normally, companies wait until maturity to pay off, or retire, their bonds payable.
However, sometimes companies retire their bonds prior to maturity, usually to
relieve the pressure of paying interest. Bonds may be callabl&bonids, wiich means
that the corporation may call, or pay off, those bond€ at aspecitied price whenever
it chooses. Callable bonds give the issuer thedlexibilityte'pay off the bonds
whenever it is beneficia for them to geso:

Convertible bonds may be copwéfted into the common stock of the issuing
company at the option ofithe investor. By issuing convertible bonds, companies
can borrow at lQwer interest rates than if they issued nonconvertible bonds. If a

company’s stack price’increases, investors can then swap the bonds for stock.

2.2. Present Value

Money earns income over time, afact called the time value of money. The time value of

money ideais based on the thought that $1 today is worth more than $1 in the future

because $1 today can be invested and, with interest, become more than $1 at alater date.

2.3. Bond Interest Rates

Bonds are issued, or sold, at market price, which is the amount an investor iswilling to

pay for a bond. Because bonds involve the payment of interest, usually semiannually,

plus the repayment of principal at maturity, the market price is the present value of these
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two sets of payments to be received by bondholdersin the future. In other words, the
bond price is the sum of the present value of the principal payment plus the present value
of all the stated interest payments; the investor iswilling to pay this amount because this
is exactly what he will receive in the future. The two interest rates work together to set
the price of abond. Target may issue its 10% bonds when the market rate has risen to
11%.Will the Target bonds attract investorsin this market? No, because investors can
earn 11% on other bonds. Therefore, Target will have to discount its bonds, offering them
to investors at a price less than maturity value. The difference between the lower market
price and the bond’s maturity value is a discount. Conversely, if the market interest rate is
8%, Target’s 10% bonds will be so attractive that investors will pay more than maturity
value for them. The difference between the higher market price paid by,the hondholder

and the maturity valueis a premium.

2.4. Bond Prices

A bond issued at a price above its maturity, ergar, valueisissued at a premium, and a
bond issued at a price bel ovennaturity velue is sold at a discount. As abond nears
maturity, its market price movestoward its maturity value. On the maturity date, the
market valuei'a bondexactly equals its maturity value because the company pays that
amount to retife thebond. After abond isissued, investors may buy and sell it through
the bond Mmarket just as they buy and sell stocks through the stock market. Bond prices

are quoted at a percentage of their maturity value.

3. Issuing Bonds Payable and Paying I nter est

A company may sell bonds at maturity value, at a discount, or at a premium.
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3.1. Issuing Bonds Payable at M aturity Value

A company issuing bonds at maturity, or par, value increases Cash and Bonds Payable for

the maturity amount of the bonds.

3.2. Issuing Bonds Payable at a Discount

Bonds are often issued at a discount because market conditions may force the issuing
corporation to accept a discounted price for its bonds. The reduced amount received is

recorded as Discount on Bonds Payable, which is a contra account to Bonds Payable.

3.3. Issuing Bonds Payable at a Premium

Bonds may be issued at a premium because the bond market may allow the issuing
corporation to capture a price for its bondsiabove thei” maturity value. The additional
amount received is recorded as Prerijum-en Berids Payable, which isaliability account.
The issuance of bonds at a gremjum is‘tafe because companies don’t like to pay a stated
interest rate higher than the rmarket rate.

3.4. Adjusting Entriesfor Interest Expense

Companies issue bonds when they need cash, so the dates of the semiannual interest
payments seldom coincide with the end of afiscal year. Accordingly, interest expense
must be accrued at the end of the accounting period to measure income accurately. In the
case of bonds, however, the accrual entry to recognize interest expense should aso

include the amortization of any bond discount or premium.
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4. Retirement of Bonds
4.1. Early Retirement of Bonds Payable

Whether the bonds are called or purchased in the open market, the journal entry made to
record their early repayment is the same. To account for the retirement of bonds before

their maturity date, a company must:

0 Record interest expense and amortization of any discount or premium up to the
retirement date.

Record the retirement:

Remove the maturity value of the bonds.

Remove any discount or premium remaining.

Decrease cash for the market price paid to redeem the bonds.

Compute the gain or loss on retiring the bonds.

O O O o o o

Gain on Retirement of Bonds Payable = Carryifg Value — Market Price When
Carrying Vaue > Market Price )

0 Losson Retirement of BondsPayalle=-Varket Price — Carrying Vaue When
Carrying Vaue < Market Price

5. Reporting Liahilitieseg the Balance Sheet

Long-term liabilities on the balance sheet include mortgages, capital leases, and bonds payable.
Any interest payable on these items will be shown as a current liability. The current portions of
mortgage notes payable, |eases payable, and bonds payable due within the next fiscal year will

also be shown as current liabilities. Bonds payable are reported on the balance sheet at maturity

value plus bond premium or minus bond discount.
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: The Statement Of Cash Flows

Topic Objective:
At the end of this topic students will be able:

Explain the purposes of the statement of cash flows and describe its elements.
Distinguish among operating, investing, and financing cash flows.

Prepare a statement of cash flows by the indirect method.

Prepare a statement of cash flows by the direct method.

“Definition/Overview& :

Cash Flows: Cash flow (also called net cash flow) is the'balance of the amounts of cash being
received and paid by a business during a defined périod Qf tipie, sometimes tied to a specific
project. Cash flow as a generic term may béusetl.differéntly depending on context, and certain
cash flow definitions may be adapted by analysts'and users for their own uses. Common terms
(with relatively standardized defihitions)'include operating cash flow and free cash flow.

“Key Points& :
1. Basic Concepts. Statement of Cash Flows

A balance sheet reports financial position and balance sheets for two periods show whether cash
increased or decreased. The statement of cash flows reports cash flows, cash receipts and cash
payments, during the period. It shows where cash came from and where it went. It explains the
causes of the change in cash during any given time period and is therefore dated “Year Ended
December 31, 2008& or “Month Ended June 30, 2008.
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1.1. Purpose of Cash Flow Statement
The statement of cash flows serves severa purposes:

0 Predicts future cash flows. Past cash receipts and payments are good predictors of
future cash flows.

0 Evauates management decisions. If managers make wise decisions, the business
prospers. If they make unwise choices, the business suffers. The statement of cash
flows reports cash flows resulting from the operating, investing, and financing
decisions the company is making. Stakeholders use cash flow information to
evaluate managers’ decisions.

0 Predicts ability to make debt payments to lenders and te’pay dividends to
stockholders. Lenders want to collect interest andpringipal_ori their loans.
Stockholders want dividends on their invgStments.| The statement of cash flows

helps predict whether the business can make these payments.

2. Operating, I nvesting, and Finahcing Activities
Consider that businegses engege in three types of activities affecting cash flows:

0 Qperalitig activities create revenues, expenses, gains, and losses, and thus include
the daily activities of buying and selling products and services. In addition to
staying liquid, the other, major goal of businesses is to operate profitably; these
operating activities are the business events that affect net income on the income
statement as the result of accrual accounting. Because companies use resources
and incur debt to run on adaily basis, operating activities also affect the current
assets and current liabilities shown on the balance sheet.

0 Investing activities increase and decrease long-term assets, such as land, buildings,
and equipment, and even stock investments in other entities. The purchases and

sales of these assets are investing activities. Loans to others and collections of
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loans are also investing activities. Investing activities are less vital to the life of the
business than operating activities.

0 Financing activities obtain cash to launch a business and keep it running.
Financing includes issuing stock, borrowing money, buying and selling treasury
stock, and paying dividends. Paying off borrowings is another financing activity.
Financing cash flows relate to long-term liabilities and owners’ equity. They are
the least important of the three categories of cash flows, which iswhy they are
reported last.

2.1. Two Formatsfor Operating Activities

Accountants can report operating activities on the statement of cashiflows in €fther or two

formats:

o0 Theindirect method, which reconciles net'income to net cash provided by
operating activities. ‘
0 Thedirect method, which reparts‘all, casii receipts and cash payments from

operating activities.

The two methodsuse different computations but produce the same amount of cash flows
from operations. Theindirect and direct methods have no effect on investing or financing

activities.

2.2. Non-cash Investing and Financing Activities

Companies sometimes make investments that do not require cash. They also finance
without exchanging cash. Examples of investing and financing activities that do not
require cash include:

0 Acquisition of an asset by issuing common stock

0 Acquisition of an asset by issuing a note payable

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in

106



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in

(0]

Payment of note payable by issuing common stock

3. Preparing the Statement of Cash Flows by the Indirect Method

To prepare the statement of cash flows, you need data from the income statement and the balance

sheet. To prepare the statement of cash flows by the indirect method, use information from

preceding financial statementsto perform the following steps:

(0]

(0]

STEP 1. Lay out the template

STEP 2: Use the comparative balance sheet to determine the increase or decrease
in cash. The change in cash is the “check figure& for the statement Qf cash flows.
STEP 3: From the income statement, take net income, depreciation,depletion, and
amortization expense, and any gains or losses on the sale of assets.

STEP 4: Use data from the income statement and balafice sheet to complete the
statement of cash flows. The statement is€omphete only after the year-to-year

changesin al balance sheet accounts have beeri explained.

3.1. Cash Flows from.@perating Activities

The operating Section'alithe cash flow statement begins with net income, taken from the

income statement. Additions and subtractions, which follow, are labeled “Adjustments to

reconcile et income to net cash provided by operating activities.& Operating activities

are related to the transactions that determine net income: Revenues, expenses, gains, and

| osses.

3.1.1. Depreciation, Depletion, and Amortization Expenses

These expenses do not affect cash, and are sometimes referred to as “non-cash
expenses.& They are added back to net income to reconcile net income to cash

flow.
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3.1.2. Gainsand L osses on the Sale of Long-Term Assets

Sales of long-term assets are investing activities. A gain or losson asaleis
included in net income in the operating activities section and therefore must be
adjusted out of net income on the statement of cash flows.

3.1.3. Changesin the Current Asset and Current Liability Accounts

Most current assets and current liabilities result from operating activities. For
example, accounts receivable result from sales, inventory relates to cost of goods
sold, and so on. Changes in the current accounts are reported as adjustments to net

income on the cash flow statement.

3.2. Cash Flows from Investing Activities

Investing activities affect long-term‘asset-aceauits, such as Plant Assets and Investments.

Let’s see how to compute the, investingieésh flows.

3.2:4, Computing Acquisitions and Sales of Plant Assets

Companies keep separate accounts for Land, Buildings, Equipment, and other
plant assets. But for computing investing cash flows, it is helpful to combine these
accountsinto a single Plant Assets account. Also, we subtract accumul ated
depreciation from the assets’ cost and work with a single net figure for plant

assets. This practice simplifies the computations.

3.3. Cash Flows from Financing Activities

Financing activities affect the liability and stockholders’ equity accounts, such as
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Long-Term Notes Payable, Bonds Payable, Common Stock, and Retained Earnings.

3.3.1. Computing Issuances and Payments of L ong-Term Notes Payable

In computing the cash flows related to the issuance and payment of long-term
debt, the beginning and ending balances of Long-Term Notes Payable or Bonds.
Payable are taken from the balance sheet. If either the amount of new issuances or

the payments is known, the other amount can be cal cul ated.

3.3.2. Computing Issuances of Stock and Purchases of TreaSiimy Stock

Cash flows for these financing activities can be detefmined by‘anal yzing the stock
accounts. For example, the amount of a newaissuance ef,£0mmon stock is

determined from Common Stock.

4. Preparing the Statement ofCashiElowsby the Direct M ethod

The Financial Accounting Standards Board (FASB), as the organization that determines how
accounting is pragticed in the United States, has expressed a preference for the direct method of
reporting cash fléis from operating activities. Unfortunately, few companies use this method
because it takes more computations than the indirect method. A recent survey indicated that
almost 80% of managers, investors, and analysts polled preferred the indirect method. However,
the direct method provides clearer information about the sources and uses of cash. Remember
that investing and financing cash flows are exactly the same regardless of whether the direct or
indirect method is used to report operating cash flows.

The following steps to prepare the statement of cash flows using the direct method to report cash

flow from operating activities:
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STEP 1. Lay out the template of the statement of cash flows by the direct method.

STEP 2: Use the comparative balance sheet to determine the increase or decrease in cash.

The change in cash is the “check figure& for the statement of cash flows.

» In Section 4 of this course you will cover these topics:
. Financial Statement Analysis

. Introduction To Management Accounting
» Job Order Costing
. Process Costing

» You may take as much time as you want to completethe topic coverd in section 4.
Thereis no time limit to finish any Section, Howgver you must finish All Sections before
semester end date. )

» If you want to continue remaining c@urses later; you may save the course and |leave.
Y ou can continue later as per your gonienience and this course will be avalible in your
areato save and continue latef}

: Financial Staterment Analysis

Topic Objective:
At the end of this topic students will be able:

Explain the purpose of financial statement analysis.

Perform ahorizontal analysis of comparative financial statements.

Perform avertica analysis of financial statements and prepare common-size financia
statements.

Compute commonly used financia ratios.

M easure economic value added.
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Utilize non-financia datain analyzing financial statements.

“Definition/Overview& :

Financial Statement: Financial statements (or financia reports) are formal records of a

business financia activities.

“Key Points& :
1. Purpose of Financial Statement Analysis

Many different parties or stakeholders haved@n ifiterest in‘a business’s performance. These people
range from creditors, such as banks.or Bondholders, to individual investors, to professional Wall
Street analysts. Financial statement andlysis is the process that these parties utilize when they
examine financial statement$and other datain order to predict the future of afirm. By
determining the fimangia outlook of abusiness, stakeholders or users of financia information are

able to make infarmed decisions about it.

Examination of financial statements enables the following comparisons of a company’s

performance:

From one year to another
With a competing company
Within itsindustry

Evaluation of a business’s financial well-being is based on the two fundamental goals of business

entities, profitability and liquidity, and how well the business is meeting each of these goals. The
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importance of these goals is underscored by red flags, or warning signs, that may signal financial
trouble. If the following conditions are present, the company may be arisky investment and not

particularly creditworthy.

Earnings problems: Have income from operations and net income decreased significantly for
severa yearsin arow? Has income turned into aloss? Most companies cannot survive many
consecutive loss years.

Decreased cash flow: Cash flow validates earnings. Is cash flow from operations consistently
lower than net income? Are the sales of plant assets amajor source of cash? If so, the company
may face a cash shortage.

Too much debt: How does the company’s debt ratio compare to that of major competitors and
to the industry average? If the debt ratio is much higher than average, the compammay be
unable to pay its debts.

Inability to collect receivables: Isthe average number of days it takes to,collect accounts
receivables growing faster than for other companies in the industty? Again, a cash shortage may
be looming. )

Buildup of inventories: Isinventory turnoverstewingdown? If so, the company may be unable
to sell goods, or it may be overstatifig ifiventory:

Movement of sales, inventory, andreceivables. Sales, receivables, and inventory generaly
move together. Increased saleslead to higher receivables and usually require more inventories to

meet demand,, Strange movements among these items may spell trouble.

2. Horizontal Analysis

Many decisions hinge on whether financial statement amounts are increasing or decreasing.

Users want to know:

Have amounts risen or fallen compared to last year?

By how much?

The study of percentage changesin comparative statementsis called horizontal analysis.

Computing a percentage change in comparative statements requires two steps:
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STEP 1. Compute the dollar amount of the change from the earlier base period to the later
period.
STEP 2: Divide the dollar amount of change by the earlier, base-period amount; it is against this

base that the comparison is being made.

2.1. Trend Percentages

Trend percentages are aform of horizontal analysis because they too are computed by
comparing financial statement amounts over time, perhaps the most recent three to five
years. Trend percentages indicate the direction a business is taking. They are computed
by first selecting a base year and setting its amounts equal to 100%; the earliest year
studied is the base year.

3. Vertical Analysis

Horizontal analysis highlights changes overtimésineefitrast, vertical analysis of afinancial
statement shows the relationship ofgeach item t8"a common, base amount; every item on the
statement is reported as a percentage of that base. For an income statement, net sales are the
base. For a balance shéet, total, assets are the base. By expressing all financial statement amounts
as a percentage of, the base, these amounts are presented in proportion to it. Suppose, for
instance, that a cOmpany’s gross profit is 70% of net sales under normal conditions. A drop to
60% may cause the company to suffer aloss. Investors typically view alarge declinein gross

profit with alarm.

3.1. How Do We Compare One Company with Another?

Benchmarking is this practice of comparing a company with others. Commonsize
statements help us benchmark a company’s performance against the industry average or

against another company, maybe an industry leader or key competitor.
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3.1.1. Benchmarking Against the Industry Average

We study a company to gain insight into past results and future performance. To
this point, our analysis has been limited to comparing one company to itself. This
information is helpful, but it does not consider how other companies performed
over the same time period. If a company’s net income is increasing as a
percentage of sales, for example, isthis attributable to good management, a

favorable economic environment for the industry, or both?

3.1.2. Benchmarking Against a Key Competitor

Y ou can also use common-size statements to compare two Ok moke compani es.
Converting the two companies’ income statements £0 common'size enables direct
comparison not meaningfully accomplished4n dollar améunts; the dollar amounts
vary and are not easily comparable beeause6fithe'difference in the sizes of the

firms.

4. Using Ratiosto M ake Decisions

Ratios represent compari sofis between financial statement amounts. Analyzing ratiosis an
important part of*inding any red flags indicating financial problems so that meaningful
conclusions can be reached and informed decisions can be made about a business. Although
many different financial ratios can be computed, we will examine some of the ones most
commonly used.

4.1. Liquidity Ratios
4.1.1. Working Capital

Working capital measures the ability to meet short-term obligations with current
assets, and is calculated by subtracting current liabilities from current assets.
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4.1.2. Current Ratio

The current ratio is a measure related to working capital, and probably represents
the tool most widely used to evaluate liquidity. Thisratio is equal to current assets
divided by current liabilities. The current ratio measures ability to pay current
liabilities with current assets.

4.1.3. Quick Ratio

Another measure associated with liquidity isthe quick, or acid-test, rétio. This
stricter indicator of bill-paying ability than the currentsatio tells whether the
entity could pay al its current liabilitiesif they camegdte imfnediately. To
compute the quick ratio, add cash, short-#erm fayestments, and net current
receivables and divide this sum by €urrent liabilities. Inventory and prepaid
expenses are two current assets aotineldded in the acid test because they are the
least-liquid current assets.

4.2. Profitahility Ratios
4.2.1. Profit Margin or Rate of Return on Net Sales

In business, the term return is used broadly as a measure of profitability. Consider
aratio called the profit margin, also called rate of return on net sales, or simply
return on sales. This ratio shows the percentage of each sales dollar earned as net

income.
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4.2.2. Rate of Return on Total Assets

The rate of return on total assets, or ssmply return on assets, measures how well a
business is using its assets to earn a profit. Two groups finance a company’s
assets, the creditors and the stockholders. Creditors typically earn interest on the
money they loan. Stockholders invest in stock and expect areturn on their
investment in the form of the company’s net income. The sum of interest expense
and net income is thus the return to the two groups that have financed the

company’s assets, and is measured against the assets used to produce this return.

4.2.3. Rate of Return on Common Stockholders’ Equity

A popular measure of profitability is rate of return @h commonistockholders’
equity, often shortened to return on equity, This ratio sheWs the relationship
between net income and common steekhialdery’ equity, how much incomeis
earned for every $1 invested by“the commion stockholders. To compute thisratio,
we first subtract any preferred@ivigends from net income to get net income
available to the eemmon stockholders. We then divide net income available to
common stgekhplders’by average common equity during the year. Common

equlityiis total stockholders’ equity minus preferred equity.

4.2.4. Earnings per Share of Common Stock

An earnings per share of common stock, or ssmply earnings per share (EPS), is
perhaps the most widely quoted of al financial statistics. EPSisthe only ratio that
must appear on the face of the income statement for publicly owned companies.
EPS is the amount of net income earned for each share of the company’s
outstanding common stock. Earnings per share is computed by dividing net
income available to common stockholders by the number of common shares
outstanding during the year. Preferred dividends are subtracted from net income

because the preferred stockhol ders have a prior claim to dividends.

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in 117

4.3. Asset Utilization Ratios
4.3.1. Inventory Turnover

Inventory turnover measures the number of times a company sellsits average
level of inventory during ayear. A high rate of turnover indicates that a company
can sell itsinventory fairly easily, but alow rate indicates difficulty in selling
merchandise. To compute inventory turnover, we divide cost of goods sold by the
average inventory for the period.

4.3.2. Accounts Receivable Turnover

Accounts receivabl e turnover measures the ability to Golléct cash from credit
customers. The higher the ratio, the mere.sueeessiul the businessisin collecting
cash. However, areceivable turfpver that iIStoo high may indicate that a company
is not extending credit freely ehough to make salesto al potentially good
customers. To camputethe actounts receivable turnover, we divide net credit

sales by av@rage net ‘accounts receivabl e.

4.3.3. Days’ Sales in Receivables

The days’ sales in receivables ratio also measures the ability to collect
receivables. This ratio tells us how many days’ sales remain in Accounts

Receivable. To compute the ratio, we follow atwo-step process:

o STEP 1: Divide net sales by 365 days to figure average sales for
one day.
o STEP 2: Divide this average day’s sales amount into average net

accounts receivable.
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4.4. Debt Utilization Ratios
4.4.1. Debt Ratio

This relationship between total liabilities and total assetsis called the debt ratio. This
ratio shows the proportion of assets financed with debt and thus allows lenders to

evaluate the risk of loaning funds to a business.

4.4.2. Times-Interest-Earned Ratio

The debt ratio says nothing about a company’s ability to pay interest. Analysts use the
times-interest-earned ratio to relate income to interest expense. This ratious also called
the interest-coverage ratio. It measures the number of times gpeérating,incéme can cover
interest expense and is calculated by dividing income fram @pératiofis, or operating
income, by interest expense. A high interest covgrage ¥atio indicates ease in paying
interest expense, while alow ratio suggests difficulty;

4.5. Analyzing Stock Investiments

In addition toanayzing Tiquidity, profitability, and asset and debt utilization, investors
may want to evaluate stock investments based on the return provided by the investments.

Investors purchase stock to earn areturn in one of two ways:

o Receiving again from selling the stock at a price above the purchase price
paid
o Receiving dividends
The ratios we examine in this section help anal ysts assess stock in terms of market price
appreciation or dividends.
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45.1. Price/lEarnings Ratio

The price/earnings ratio is the ratio of the market price of a share of common
stock to the company’s earnings per share. It shows the market price of $1 of
earnings. Thisratio, abbreviated P/E, appears in the Wall Street Journa stock
listings for publicly-owned companies. P/E ratios play an important part in
decisionsto buy, hold, and sell stocks.

4.5.2. Dividend Yield

Dividend yield istheratio of dividends per share to the’stock®s market price per
share. This ratio measures the percentage of a stock §#harket'value that is
returned annually as dividends. Preferreg’stockholders, who invest primarily to
receive dividends, pay special attenition,to dividend yield.

5. Economic Value Added

EVA measures whether anbusiness’s operations have increased its stockholder wealth. The idea
behind EVA isithat theireturns to the company’s stockholders as net income and to its creditors
as interest expense should exceed the company’s capital charge. The capital charge is the amount
that lenders and stockholders charge for the use of their money. A positive EVA amount suggests
an increase in stockholder wealth, and the company’s stock should remain attractive. A negative
EVA indicates a decrease in stockholder wealth, resulting in stockholders who will probably be

unhappy and sell the stock, causing a decrease in the stock price.

6. Analyzing Non-financial Data

Analyzing financia statements requires more than performing horizontal and vertical anaysis

and computing the standard ratios. The non-quantitative parts of the annual report may hold
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more important information than the financial statements. For example, the president’s letter may
describe aturnover of top managers. The management discussion and analysis will reveal
management’s opinion of the year’s results. The auditor’s report may indicate a major problem

with the company.

6.1. President’s Letter to the Stockholders

The president of the company gives hisor her view of the year’s results and outlines the
direction top management is charting for the company. Often, the president will highlight

the major decisions made during the year.

6.2. Management Discussion and Analysis (MD&A)

Management is accountable for its actions. Jhe MP&A Section of the annual report
discusses why net income was up or dewn, fiow th&company invested the stockholders’
money, and plans for future spending:{I'hrough the MD& A, investors may learn of the
company’s plan to discentinuésa product line or to expand into new markets. These
forward-looking data ale not\permitted in the historical financia statements, which are

based on pastirarisactions.

6.3. Auditor Report

Investors are aware of the possibility for management biasin the financial statements. For
this reason, the Securities and Exchange Commission, afederal agency, requires that al
financial statements of public corporations be audited by independent Certified Public
Accountants. Investors want to know whether the company followed Generally Accepted
Accounting Principles and presented its financial statement amounts fairly. The auditor’s
report is how stakeholders gain assurance that they can rely on a company’s financial

statements to make decisions.
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: Introduction To Management Accounting

Topic Objective:
At the end of this topic students will be able:

Distinguish management accounting from financial accounting.

Identify trends in the business environment and the role of management accountability.
Classify costs and prepare an income statement for a service company.

Classify costs and prepare an income statement for a merchandising company.

Classify costs and prepare an income statement for a manufacturing company.

Use reasonabl e standards to make ethical judgments.

“Definition/Overview& :

M anagement Accountin@yManagement accounting is concerned with the provisions and use of
accounting informatiQn t@rmanagers within organizations, to provide them with the basis to make
informed busifiess degisions that will allow them to be better equipped in their management and

control functions.
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“Key Points& :
1. Management Accountability

Accountability is responsibility for one’s actions. Management accountability is the manager’s
responsibility to the various stakeholders of the company. Many different stakeholders have an

interest in an organization.

To keep the stakehol ders happy, managers provide information about their decisions and the

results of those decisions. Thus, management accountability requires two forms of accounting:

Financial accounting for external reporting

Management accounting for internal planning and control

Financial accounting satisfies management’s accountabilityte:

Owners and creditors for their investment decisiens
Regulatory agencies, such as the Segurities Exgliange Commission, the Federa Trade
Commission, and the Internal ‘Reveniue Service

Customers and soci ety*to ensiice that the company acts responsibly

Managers are responsible to external stakeholders, so they must plan and control operations

carefully.

Planning means choosing goals and deciding how to achieve them.

Controlling means eval uating operations by comparing actual results to the budget.

2. Today’s Business Environment

Today’s business environment affects everyone. Managers of both large corporations and mom-

and-pop businesses must consider recent trends, such as the following.
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Shift toward a Service Economy: Service companies provide healthcare, communication,
banking, and other important benefits to society.

Global Competition: To be competitive, many companies are moving operations to other
countries to be closer to new markets. Other companies are partnering with foreign companies to
meet local needs.

Time-Based Competition: The Internet, el ectronic commerce (e-commerce), and express
delivery speed the pace of business. Customers who instant message around the world won’t
wait two weeks to receive DV Ds purchased on Amazon.com. Timeis the new competitive turf
for world-class business. To compete, companies have developed the following:

Advanced I nformation Systems. Many companies use enterprise resource planning (ERP)
systemsto integrate all their worldwide functions, departments, and data. ERP.systéms help to
streamline operations, and that enables companies to respond quickly to changesin the
marketpl ace.

E-Commer ce: Companies use the Internet in everyday operations ofigelling and customer
service.

Just-in-time M anagement: Inventory heldt60%ong becomes obsolete. Storing goods takes
space that costs money. The just-in-tinie phil@sophly hel ps managers cut costs by speeding the
transformation of raw materialsinto fimished products. Just-in-time (JIT) means producing just in
time to satisfy needs. Idealiy, suppliers deliver materials for today’s production in exactly the
right quantities jyst intimefor you to begin production, and finished units are completed just in
time for delivery, to cistomers.

Total Quality Management: Companies must deliver high-quality goods and servicesto stay
alive. Tota quality management (TQM) is a philosophy designed to provide customers with
superior products and services. Companies achieve this goal by continuously improving quality
and reducing or eliminating defects and waste. In TQM, each business function sets higher and

higher goals.

www.bsscommunitycollege.in  www.bssnewgeneration.in www.bsslifeskillscollege.in



www.onlineeducation.bhar atsevaksamaj .net www.bssskillmission.in 124

3. Service Companies, M erchandising Companies, and M anufacturing Companies

Compare and contrast the accounting by three different types of businesses. We begin with
service companies. As with other types of businesses, service companies seek to provide these

things:

Quality services

At areasonable price

In atimely manner

Management is accountable to owners to generate a profit and provide a reasonable return on the
owner’s investment in the company. Service companies have the simplest accounting. Service
companies carry no inventories of products for sale. All of their costs are period costs. Period

costs are those costs that are incurred and expensed in the same accountingperiad.

3.1. Merchandising Companies

Merchandising companies, resell praduststhey-buy from suppliers. Merchandisers keep
an inventory of products. S@y,managersiele accountable for the purchasing, storage, and
sale of the products. Merchandising companies’ inventoriable product costs include only
the goods’ purChase cest plus freight in. In a perpetual inventory system, the activity in
the Inyentomny account provides the information for the cost-of-goods-sold section of the

income statement.

3.2. Manufacturing Companies

M anufacturing companies use labor, equipment, supplies, and facilities to convert raw
materials into finished products. Managers in manufacturing companies must use these
resources to create a product that customers want. They are responsible for generating
profits and maintaining positive cash flows. In contrast with service and merchandising
companies, manufacturing companies have a broad range of production activities. That

requires tracking costs in three kinds of inventory:
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0 Materialsinventory: Raw materials used in making a product.

0 Work in process inventory: Goods that are in the manufacturing process but not
yet complete. Some production activities have transformed the raw materials, but
the product is not yet ready for sale. A baker’s work in process inventory includes
dough ready for cooking. A boat manufacturer’s work in process could include a
frame without an engine or seats.

o0 Finished goods inventory: Completed goods that have not yet been sold. Finished
goods are the products that the manufacturer sells to a merchandiser.

3.2.1. Inventoriable Product Costs

The completed product in finished goods inventory holds inuentoriable product
cost. The inventoriable product cost includes three €omponentsof manufacturing

costs:

0 Direct materials

o Direct labor

0 Manufacturingieverhead
Direct material§ ard direct |abor are examples of direct costs. A direct cost isa
cost thatvear bedirectly traced to a cost object, such as a product. A cost object is
sontething that managers want to monitor. Managers may want to know the cost
of‘@product or of adepartment, a sales territory, or an activity. Costs that cannot
be traced directly to a cost object are indirect costs. In manufacturing companies,

product costs include direct costs and indirect costs.

3.2.2. A Closer Look at Manufacturing Overhead

0 Manufacturing overhead includes only those indirect costs that are related to
the manufacturing operation. Insurance and depreciation on the
manufacturing plant’s building and equipment are indirect manufacturing

costs, so they are part of manufacturing overhead. In contrast, depreciation
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on delivery trucksis not part of manufacturing overhead. Instead,
depreciation on delivery trucksis acost of moving the product to the
customer. Its cost is delivery expense (a period cost), not an inventoriable
product cost. Similarly, the cost of auto insurance for the salesforceis
marketing expense (a period cost), not manufacturing overhead.

o Manufacturing overhead also includes indirect materials and indirect |abor.
The spices used in cakes become physical parts of the finished product. But
these costs are minor compared with flour and sugar for the cake. Since
those low-priced materials’ costs can’t conveniently be traced to particular
finished products, these costs are called indirect materials and become part

of manufacturing overhead

: Job Order Costing

Topic Objective:
At the end of this topic students will be able:

Distinguish between job order'costing and process costing.

Record materials and |alder'in &job order costing system.

Record manufacturing overhead in ajob order costing system.

Record compl etiori’and sales of finished goods and the adjustment for under- or over allocated
overhead.

Calculate unit costs for a service company.

“Definition/Overview& :

Job Order Costing: Job order costing is afundamental managerial accounting. It differsfrom
Process costing in that the flow of costsistraced by job instead of by process. For instance, think
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of an assembly line making cookies. Job order costing would track how much material is placed
in each cookie. Process costing tracks the amount of dough used, the baking time, and other
aspects of the process of making cookies. Job costing istypically used for special orders or when
the product made is unique. Process costing is used when the products are more homogeneous in

nature.

“Key Points& :
1. How Much Does |t Cost to M ake a Product? Two Approaches

Cost accounting systems accumul ate cost information so that managers‘can measure how much it

costs to produce each unit of merchandise. These unit costS'hel pimanagers

Set selling prices that will lead to profits
Compute cost of goods sold for the income Siatémerit
Compute the cost of inventory for the balance Sheet

1.1. Job @rder Cosling

Some comnipani es manufacture batches of unique products or specialized services. A job
order costing system accumulates costs for each batch, or job. Law firms, music studios,
health-care providers, building contractors, and furniture manufacturers are examples of

companies that use job order costing systems.

1.2. Process Costing

Other companies such as Procter and Gamble and PepsiCo, produce identical units
through a series of production steps or processes. A process costing system accumul ates

the costs of each process needed to compl ete the product.
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2. Job Order Costing for Manufacturing Products
2.1. How Job Costs Flow Through the Accounts: An Overview

The job order costing system tracks costs as raw materials move from the storeroom to
the production floor to finished products. When the job’s units are sold, the costing

system moves the costs from Finished Goods Inventory to Cost of Goods Sold.

3. Job Order Costing: Allocating Manufacturing Over head

All manufacturing overhead costs are accumulated as debits to a single gerigral fedgeraccount—
Manufacturing Overhead. We have aready assigned the costs of infirect materials and indirect
labor to manufacturing overhead. The actual manufacturing,overheadhcasts (such asindirect
materials, indirect labor, plus depreciation, utilities snsuranee and property taxes on the plant)
are debited to Manufacturing Overhead as they"ecctir throtighout the year. By the end of the year,
the Manufacturing Overhead account has accdmulated all the actual overhead costs as debits

3.1. Allocating Manufacturing Over head to Jobs
Companies perform two steps in allocating manufacturing overhead:

0 Compute the predetermined overhead rate. The predetermined
manufacturing overhead rate (sometimes called the budgeted overhead rate)
IS computed.

0 Allocate manufacturing overhead costs to jobs as the company makes its

products.
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4. Accounting for Completion and Sale of Finished Goods and Adjusting M anufacturing

Overhead

Now you know how to accumulate and assign the cost of direct materials, direct labor, and

overhead to jobs. To complete the process, we must:

Account for the completion and sale of finished goods
Adjust manufacturing overhead at the end of the period

5. Job Order Costing in a Service Company

Service firms have no inventory. These firmsincur only non-inventoriable costs. But their
managers still need to know the costs of different jobsin order to set pricesfor their Services.

Merchandising company can set the selling price of its products thi$ same way.

. Process Costing

Topic Objective:
At the end of this topic Studentswill be able:

Distinguish betWween process costing and job order costing.

Compute equivaent units.

Use process costing to assign costs to units completed and to units in ending work in process
inventory.

Use the wel ghted-average method to assign costs to units completed and to unitsin ending work

in process inventory in a second department.

“Definition/Overview& :

Process Costing: Process costing is an accounting methodology that traces and accumulates

direct costs, and allocates indirect costs of a manufacturing process. Costs are assigned to
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products, usualy in alarge batch, which might include an entire month's production. Eventually,
costs have to be allocated to individual units of product. It assigns average costs to each unit, and
is the opposite extreme of Job costing which attempts to measure individual costs of production
of each unit. Process costing is usually a significant chapter-length topic in textbooks of Cost
accounting. Process costing is atype of operation costing which is used to ascertain the cost of a
product at each process or stage of manufacture. CIMA defines process costing as " The costing
method applicable where goods or services result from a sequence of continuous or repetitive
operations or processes. Costs are averaged over the units produced during the period”. Process
costing is suitable for industries producing homogeneous products and where productionisa
continuous flow. A process can be referred to as the sub-unit of an organization specifically

defined for cost collection purpose.

“Key Points& :
1. Process Costing in a Second Dépar tment
1.1. The Weighted-Aver age Process Costing M ethod

Companies may use different inventory methods. For manufacturing companies, two

methods are commonly used for process costing:

0 Weighted-average
o HFO (first-in, first-out)
The difference in the two methods involves the treatment of the costs of beginning

inventory.

2. How M anager s Use a Production Cost Report

Accountants prepare cost reports to help production managers evaluate the efficiency of their

manufacturing operations. Both job order and process costing are similar in that they
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Accumulate costs as the product moves through production

Assign costs to the units (such as gallons of gasoline or number of crayons) passing through that
process

The difference between job order costing and process costing lies in the way costs are
accumulated. Job order costing uses ajob cost sheet and process costing uses a production cost
report.

How do managers use the production cost report?

Controlling cost: For materials the company may need to change suppliers or acertain
component. Labor may need different employee job requirements. New productien, égui pment
may help save on labor cost.

Evaluating perfor mance: Managers are often rewarded based Gn RgWv well"they meet the
budget.

Pricing products: Must set its selling price high énough to cover the manufacturing cost, plus
marketing and distribution costs.

Identifying the most profitable padugts: Selling price and cost data help managers figure out
which products are most profitabie, They can then promote the most profitable products.
Preparing the finangial, statements: Finally, the production cost report aids financial reporting.

It provides inyentony data for the bal ance sheet and cost of goods sold for the income statement.

Instructions

» In Section 5 of this course you will cover these topics:
. Cost-Volume-Profit Analysis

. The Master Budget And Responsibility Accounting
. Flexible Budgets And Standard Costs
. Specia Business Decisions And Capital Budgeting

» You may take as much time as you want to compl ete the topic coverd in section 5.
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Thereis no time limit to finish any Section, However you must finish All Sections before
semester end date.

» If you want to continue remaining courses later, you may save the course and |leave.
Y ou can continue later as per your convenience and this course will be avaible in your
areato save and continue later.

: Cost-Volume-Profit Analysis

Topic Objective:
At the end of this topic students will be able:

Identify how changes in volume affect costs.

Use CVP analysis to compute breakeven points.

Use CVP analysis for profit planning, and graph the CVP.relations.
Use CVP methods to perform sensitivity analyses.

Calculate the breakeven point for multiple pretiuct finesor services.

“Definition/@yerview& :

Cost-Volume-Profit Analysis: In management accounting, Cost-Volume-Profit Analysis (CVP)
isaform of cost accounting. It isasimplified model, useful for elementary instruction and for
short-run decisions. Cost-volume-profit (CVP) analysis expands the use of information provided

by breakeven analysis. A critical part of CVP analysisis the point where total revenues equal

total costs (both fixed and variable costs). At this breakeven point (BEP), a company will
experience no income or loss. This BEP can be an initial examination that precedes more
detailed CVP analyses.
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“Key Points& :
1. Cost Behavior

Some costs increase as the volume of activity increases. Other costs are not affected by volume
changes. Managers need to know how a business’s costs are affected by changes in its volume of

activity. Let’s look at the three different types of costs.

Variable
Fixed
Mixed

1.1. Variable Costs

Tota variable costs change in direct proportion to changdes ifasthe volume of activity. For
our purposes, an activity is abusiness action that’arfects ¢osts. Those activitiesinclude
selling, producing, driving, and calling. These activiti€s can be measured by units sold,
units produced, miles driven, and the\numbenef phone calls placed. So variable costs are
those cost that increase or decrease in total as the volume of activity increases or

decreases.

1.2. Fixeth€osts

In contrast, total fixed costs are costs that do not change over wide ranges of volume. Mi
Tierra’s fixed costs include depreciation on the cars, as well as the salaries of the driving
instructors. The number of students will not affect the amount paid for any of these fixed

Costs.

1.3. Mixed Costs

Costs that have both variable and fixed components are called mixed costs.
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2. High-Low Method to Separate Fixed Cost from Variable Cost

An easy method to separate mixed costs into variable and fixed components is the high-low
method. This method requires you to identify the highest and lowest levels of activity over a

period of time. Using this information, you compl ete three steps:

STEP 1: Calculate the Variable Cost per Unit.
STEP 2: Calculate Total Fixed Costs.
STEP 3: Create and use an equation to show the behavior of a mixed cost.

3. Relevant Range

The relevant range is the band of volume where total fixed cost$refagin coristant and the variable
cost per unit remains constant. To estimate costs, managers needito know the relevant range.

Why? Because

Total “fixed& costs can differ from ong relevént range to another

The variable cost per unit can differiimaifferent relevant ranges

4. Basic CVR Analysis: What Must We Sell to Break Even?
4.1. Assumptions
CVP analysis assumes that

0 Managers can classify each cost as either variable or fixed.

o The only factor that affects costs is change in volume. Fixed costs don’t change.

4.2. How Much Must Chan Sell to Break Even? Three Approaches

Virtualy all businesses want to know their breakeven point. The breakeven point isthe

saleslevel at which operating incomeis zero: Total revenues equal total costs. Sales
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below the breakeven point result in aloss. Sales above breakeven provide a profit. Chan

needs to know how many posters she must sell to break even.
There are severa ways to figure the breakeven point, including the

0 Income statement approach

o Contribution margin approach

5. Using CVP to Plan Profits

For established products and services, managers are more interested in the sales level needed to
earn atarget profit than in the breakeven point. Managers of new business venturesiare also

interested in the profits they can expect to earn.

6. Using CVP for Sensitivity Analysis

Managers often want to predict how changés insSalepriCe, costs, or volume affect their profits.
Managers can use CV P relationships toconduét“Sensitivity analysis. Sensitivity analysisisa
“what if& technique that askswhat results are likely if selling price or costs change, or if an

underlying assumpti@righanges:

6.1. Margin of Safety

The margin of safety isthe excess of expected sales over breakeven sales. The margin of safety
is therefore the “cushion& or drop in sales the company can absorb without incurring aloss.
Managers use the margin of safety to evaluate the risk of both their current operations and their

plans for the future.
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6.2. Information Technology and Sensitivity Analysis

Information technology allows managers to perform lots of sensitivity analyses before launching
anew product or shutting down a plant. Excel spreadsheets are useful for sensitivity analyses.
Spreadsheets can show how one change (or several changes simultaneously) affects operations.

Managers can plot basic CVP datato show profit-planning graphs.

7. Effect of SalesMix on CVP Analysis

Most companies sell more than one product. Selling price and variable costs differ for each
product, so each product line makes a different contribution to profits. The same CWP formulas
we used earlier apply to a company with multiple products. To cal cul ate bréakeven Ter each
product line, we must compute the weighted average contribution #fiargin of all the company’s
products. The sales mix provides the weights. Sales mix isthe cGmbigation of products that
make up total sales.

: The Master Budget And Responsibility Accounting

Topic Objective:
At the end of thistapi¢ students will be able:

Learn how to use a budget.
Prepare an operating budget.
Prepare afinancia budget.

Prepare performance reports for responsibility centers.
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“Definition/Overview& :

Budget: Budget generdly refersto alist of all planned expenses and revenues. A budget isan
important concept in microeconomics, which uses a budget line to illustrate the trade-offs
between two or more goods. In other terms, a budget is an organizationa plan stated in monetary
terms. In summary, the purpose of budgeting is to: Provide aforecast of revenues and
expendituresi.e. construct amodel of how our business might perform financially speaking if
certain strategies, events and plans are carried out and enable the actua financia operation of the

business to be measured against the forecast.

“Key Points& :
1. Why Manager s Use Budgets
1.1. Using Budgets to Plan and Contsoi

Large international coppanieshike Procter & Gamble and nonprofit organi zations use
budgets for the.sameyeasons’you do. Everyone needs to plan and control their actions

and the related reveniues and expenses.

How managers use a budget.

o First, they develop strategies, such as Procter & Gamble’s goal to expand
its international operations.

0 Then companies plan ways to achieve those goals.

0 Thenext stepisto act. Procter & Gamble develops new products and
works with suppliers to cut costs.

0 After acting, managers compare actua results with the budget. Feedback

hel ps managers improve operations.
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0 Most companies, budget cash flows monthly, weekly, and even daily to
ensure they have enough cash.
0 They budget revenues and expenses and thus operating income for months,

quarters, and years.

1.2. The Benefits of Budgeting
Three key benefits of budgeting are that budgeting

0 Forces managersto plan for the future
0 Promotes coordination and communication within the organization

0 Provides abenchmark for evaluating performance

1.2.1. Planning

Y our expected income from the online trael businessfalls short of the target. The sooner
you see this, the sooner you can plarhowsto el ease revenues or cut expenses. The

better your plan, the more ligel y you cammeet your target.

1.2.2. Coordinatiort and Communication

Companies have limited resources. Budgets require managers to coordinate activities so
asto focus on achieving the goals of the organization. Knowledgeable employees and a
reliable online system are valuable resources. The budget helps you decide how much to
spend on these items. Budgets also communicate consistent plans throughout the
company. This communication provides direction for the achievement of the
organization’s goals. The budget will help a salesperson plan how to obtain customers. It

hel ps the office manager assign jobs to provide the best service for clients.
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1.2.3. Benchmarking

Budgets provide a benchmark a performance target that motivates employees and helps
managers evaluate actual results. Companies, compare their actual results to the budget.

The managers are motivated to beat their budgeted figures.

2. Preparing the Master Budget

The overall budget for an organization is called the master budget and has several components.

2.1. Components of the Master Budget

The master budget is the financial plan for the entire organization. | t%includes budgeted
financial statements and supporting schedules. Tdie master budget includes three types of
budgets:

0 The operating budget
0 The capital expenditures Budgét
0 The financi@\bugget

The cash'iaudget combines figures from the budgeted income statement, the capital
expenditures budget, and plans for raising cash and paying debts. The cash budget
projects cash receipts and payments and feeds into the budgeted balance sheet. The
budgeted balance sheet |ooks exactly like an ordinary balance sheet. The only difference
isthat it lists budgeted (projected) figures rather than actual amounts.

3. Preparing the Operating Budget

The budgeted income statement shows planned revenues and expenses for afuture period. The

components of the operating budget are:
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Sales budget

Inventory, purchases, and cost of goods sold budget
Operating expenses budget

Budgeted income statement

3.1. The Sales Budget

We begin the master budget with the sales budget. The sales budget is the detailed plan
for sales revenue in afuture period. Sales managers use this information to plan their
selling and advertising activities. The operations manager uses this information to plan
for purchasing goods, scheduling employees, and renting space. Sales inforfgation helps
accountants anticipate cash collections for the cash budget. Y ou carysee the Ciitical nature
of the sales budget. It drives almost everything in the orgarizatien. The estimated sale
price may be the current price, or it may change to.meet competition. Sales forecast
projects the sales demand, or estimated sal es;basedOn external and internal factors.
External factorsinclude the conditiopGfithe economy and competitors’ products and
prices. Internal factors may include the prigr year’s sales and your company’s credit
policies.

3.2. ThelRventory, Purchases, and Cost of Goods Sold Budget
Once we know budgeted sales, we can prepare the budget for

0 Cost of goods sold on the budgeted income statement
o Ending inventory on the budgeted balance sheet
0 Purchases of inventory

Thisinformation guides the purchase and the management of inventory.
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4. Preparing the Financial Budget
4.1. Preparing the Cash Budget

The cash budget is aso caled the statement of budgeted cash receipts and payments. The
cash budget details how the business expects to go from its beginning cash balance to the
desired ending balance. The cash budget has four major parts:

0 Cash collections from customers

0 Cash paymentsfor purchases

0 Cash payments for operating expenses

0 Cash paymentsfor capital expenditures
Cash collections and payments depend on revenues and expenses, whictiappear in the
operating budget. Thisiswhy the operating budget comes befere the gashrtbudget.

4.2. The Cash Budget

The cash budget projects cash recel ptS.and payments for afuture period. For most

companies Cash recel pts,include;

0 Cash colfectedfitom customers

o Casiweeeived from the sale of long-term assets, such as equipment, land, and
buidings

0 Cashreceved from borrowing

0 Cashreceived from owners of the business

Cash payments include:

0 Cash payments for inventory purchases

o0 Cash payments for operating expenses

0 Cash payments to purchase long-term assets, such as equipment, land, and
buildings

0 Cash payments on loans
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0 Cash payments to the owners of the business

5. Using Information Technology for Sensitivity Analysisand Rolling Up Unit Budgets
5.1. Sensitivity Analysis

The master budget models the company’s planned activities. Top managers pay specia
attention to ensure that the results of the budgeted income statement, the cash budget, and
the budgeted balance sheet support key strategies.

5.2. Rolling Up Individual Unit Budgetsinto the Companywide Budget

Companies like Intel often turn to budget-management softfvareto solve this problem.
The company’s Enterprise Resource Planning (ERR),system (erdata warehouse) should
include software to help managers devel op and ‘apalyze bBudgets. Across the globe,
managers sit at their desks, log onto thesgormipany’sSystem, and enter their numbers. The
software allows them to analyze their@init’s data. When the manager is satisfied with her
unit budget, she can entex it irithe cofnpanywide budget with the click of a mouse. The
unit’s budget autoratically rolls up with the budgets from all other company units around

the world.

6. Responsibility Accounting

You’ve now seen how managers set strategic goals and then budget resources to reach those
goals. Let’s look more closely at how managers use budgets to control operations. Each manager
isresponsible for planning and controlling some part of the firm. A responsibility center is a part
of an organization whose manager is accountable for its activities. Lower-level managers are

often responsible for budgeting and controlling the costs of a single function.
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6.1. Four Types of Responsibility Centers

Responsibility accounting is a system for evaluating the performance of each
responsibility center and its manager. As we have seen, managers use performance
reports to compare plans (budgets) with actions (actual results) for each center. Superiors

then evaluate how well each manager

0 Used his or her budgeted resources to achieve the responsibility center’s goals

o Controlled the operations for which he or she was responsible

. Flexible Budgets And Standard Costs

Topic Objective:
At the end of this topic students will be able:

Prepare a flexible budget for the income statement.

Prepare an income statement performance repert.

Identify the benefits of standard costs,and learn how to set standards.
Compute standard cost variances tor direct materials and direct |abor.
Analyze manufacturipg@verhead in a standard cost system.

Record transdetions'at standard cost and prepare a standard cost income statement.

“Definition/Overview& :

Flexible Budget: The flexible budget is a performance evaluation tool. It cannot be prepared
before the end of the period. A flexible budget adjusts the static budget for the actua level of
output. A flexible budget summarizes costs and revenues for several different volume levels

within arelevant range. Flexible budgets separate variable costs from fixed costs; it isthe

variable costs that put the “flex& in the flexible budget.
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“Key Points& :
1. Create a Flexible Budget
To create aflexible budget, you need to know your

Budgeted selling price per unit
Variable cost per unit
Total fixed costs

Different volume levels within the relevant range

2. Using the Flexible Budget

Why Do Actual Results Differ from the Stati€ Budget? I’s not enough to know that a variance
occurred. That’s like knowing you havé a fever. Tihe doctor needs to know why your temperature
is above normal. Managers mushkn@waihy a variance occurred—to pinpoint problems and take
corrective action. To develop.more useful information, managers divide the static budget

variance into twasbroad caiegories:

Sales volume variance: arises because the number of units actualy sold differed from the
number of units on which the static budget was based.

Flexible budget variance: arises because the company had more or less revenue, or more or less
cost, than expected for the actual level of output.

3. Standard Costing

Most companies use standard costs to develop their flexible budgets. Think of a standard cost as
abudget for asingle unit. In astandard cost system, each input has both a quantity standard and

aprice standard. Pluto Pools has a standard for the following:
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Amount of gunite—a concrete derivative—used per pool (this determines the quantity standard)

Price it pays per cubic foot of gunite (this determines the price standard)

3.1. Price Standards

The price standard for direct materials starts with the base purchase cost of each unit of
inventory. Accountants help managers set a price standard for materials after considering
early-pay discounts, freight in, and receiving costs. World-class businesses demand
continuous reductionsin costs. This can be achieved several ways. Y ou can work with
suppliersto cut their costs. Y ou can use the Internet to solicit price quotes from suppliers
around the world, and you can share information. For direct labor, accountants work with
human resource managers to determine standard labor rates. They must ¢onsitier basic
pay rates, payroll taxes, and fringe benefits. Job descriptions reveal thelevel of
experience needed for each task. Accountants workawithprodustion managers to estimate
manufacturing overhead costs. Production premagerSTderitify an appropriate allocation

base such as direct labor house or directhabor cost.

3.2. Why Do Companiges Use Standard Costs?

U.S. surveys show that more than 80% of responding companies use standard costing.
Over hat'ef responding companies in the United Kingdom, Ireland, Sweden, and Japan
use standard costing. Why? Standard costing hel ps managers

Prepare the budget
Set target levels of performance
Identify performance standards

Set sales prices of products and services

O O O o o

Decrease accounting costs

Standard cost systems might appear to be expensive. Indeed, the company must invest up
front to devel op the standards. But standards can save accounting costs. It is cheaper to
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value inventories at standard rather than actual costs. With standard costs, accountants

avoid the LIFO, FIFO, or average-cost computations.

3.3. Variance Analysis

Once we establish standard costs, we can use the standards to assign costs to production.
At least once a year, we will compare our actual production costs to the standards to
locate variances. A price or rate variance measures how well the business keeps unit
prices of material and labor inputs within standards. As the name suggests, the price
variance is the difference in prices (actua price per unit — standard price per unit) of an
input, multiplied by the actual quantity of the input. A quantity or efficighey \ariance
measures how well the business uses its materials or human resources, The efficiency
variance is the difference in quantities (actual quantity of input used- standard quantity
of input alowed for the actual number of outputs) muttiplied by the standard price per
unit of the input

: Special Business Decisions@And Capital Budgeting

Topic Objective:
At the end of this topi¢ students will be able:

Identify the relevant information for a special business decision.

Make five types of short-term specia decisions.

Use payback and accounting rate of return to make longer-term capital budgeting decisions.
Use discounted cash-flow models to make longer-term capital budgeting decisions.
Compare and contrast the four capital budgeting methods.
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“Definition/Overview& :

Capital Budgeting: Capital budgeting (or investment appraisal) is the planning process used to
determine whether a firm's long term investments such as new machinery, replacement

machinery, new plants, new products, and research and development projects are worth pursuing.

“Key Points& :
1. Relevant I nfor mation

The goal of business is to maximize profits. In this chapter, you’ll se¢’how managers use

information to guide important decisions toward that goal.

1.1. What Information |s Relevantito&Spéeial Business Decision?

Relevant information makes a'difference to a decision and has two distinguishing
characteristics. Rel@want information

0 <JAffettsihe future, and

o Ditféers among your aternative courses of action.

2. How to Make Short-Term Special Decisions

Making short-term decisionsis called the relevant information approach, or the incremental
approach. Under this approach, we consider only the information that’s relevant to the decision.
To be relevant, the information must make a difference to a decision. We’ll show you how to

make five kinds of decisions:

Special salesorders

Dropping a business segment (a product, a department, or aterritory)
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Product mix: which product to emphasize
Outsourcing (make or buy)

Selling as-is or process further

2.1. Special Sales Order Decision

A potential customer may approach a company to buy some wristwatches at a sale price
lower than the regular price. Company must decide whether to accept the specia sales
order. One of the factorsin making the decision is whether the specia order will increase
net income. To answer this question Timex compares the increase in additional revenue
to the increase in additional cost. If the additional revenue exceeds the additional cost,
then net income will increase. In that case, company should accept the order. But if the
additional revenue isless than the additional cost, then net{ncome willdecrease, and

company will reject the order.

2.2. Dropping a Business Segrhent (a Product, a Department, or a Territory)

Some of a company’s product lines, departments, or sales territories may be unprofitable.
Managers need'to elimihate the unprofitabl e business segments. Can the manager find
ways 10 reduce costs or increase revenues? Dropping the segment may improve the
company“s profits. To make this decision, calculate the change in net income if the
segment is dropped. Keep the segment if its revenues are more than its relevant costs.

Drop the segment if its revenues are less than the relevant costs.

2.3. Product Mix: Which Product to Emphasize

Companies have limited resources. Constraints that restrict production or sale of a
product vary from company to company. For a manufacturer, the constraint may be labor
hours, machine hours, or available materials. For a merchandiser, the primary constraint

is cubic feet of display space. Most companies are constrained by sales. The market may
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be very competitive, which may limit the number of units the company can sell. To
manage production constraints, managers must decide which products to make first. Once
again, managers want to maximize profits in the short run, so the most profitable products

will be manufactured first. This product-mix decision requires two steps.

o Compute the contribution margin per unit for each product line.
o Convert the contribution margin per unit into the contribution margin per

constrained resource.

2.4. Outsourcing (Make or Buy) Decisions

To compete in global markets companies identify their core competenciespwhat they do
best and focus on these activities. Aswith the other decisionsg#fnanagers want to know if
outsourcing is more expensive than producing in-house. Thegoal isto minimize costs
and maximize profits. The decision process invelves Cagiparing the relevant costs to
make the item with the relevant costs to outsouree (buy from an outside supplier). If the
cost to make is less than the costs to'autseuree{buy), a company will continue making
the product. But if the cost th,make exceeds the costs to outsource, a company will buy

from the outside supplier.

2.5. How'®o Short-Term and Long-Term Special Decisions Differ?

The special decisions we reviewed pertain to short periods of time, such asayear or less.

In this time frame

o Many costs are fixed and do not vary with the volume of goods or services
produced. Thisiswhy short-term special decisions use the contribution
margin approach, which distinguishes variable from fixed costs.

o There is no need to worry about the time value of money. Managers don’t
bother computing present values of revenues and expenses for these decisions

because the time period is so short.
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In the remainder of the chapter, we turn to longer-term decisions. For long term decisions

o Few, if any, costs are fixed.

o Managers often take into account the time value of money.

3. Using Payback and Accounting Rate of Return to Make Capital Budgeting Decisions

Business expansion usually requires the purchase of additional plant and equipment. Managers
must evaluate various investments, and that leads to what we call capital budgeting. Capital
(expenditures) budgeting is budgeting for the acquisition of capital assets; assets used for the
long term i.e. several years. We use the word capita here in the sense of capital expenditures on
long-term assets. In this context, capital does not refer to common stock or owners’ eguity.
Capital budgeting is not exact. The calculations may appear precise, bt theyiare based on
predictions about an uncertain future. Managers must consider manytinknown factors, such as
changing consumer preferences, competition, and inflatfon. The further into the future the
decision goes, the more likely that actual result will differ from predictions. Long-term decisions
become riskier than short-term decisions. We now, disetiss four popular capital budgeting

models:;

o Payback

o o, /Accounting rate of return

0, Netpresent value

o Internal rate of return
Three of these models compare the net cash inflows from operations each alternative generates.
Generally Accepted Accounting Principles are based on accrual accounting, but capital
budgeting focuses on cash flows. An asset’s desirability depends on its ability to generate net
cash inflows—that is, inflows in excess of outflows—over the asset’s useful life. In capital

budgeting, we use the terms

o cashinflows
o cash outflows
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3.1. Payback Period

Payback is the length of time it takes to recover, in net cash inflows, the dollars of an
investment in along-term asset. The payback model measures how quickly managers
expect to recover their investment dollars. The shorter the payback period, the more
atractive the asset, al el'se being equal.

3.2. Accounting Rate of Return

Companies operate to earn profits. One measure of profitability is the accounting rate of
return on an asset or other investment. Accounting rate of return measures the average

rate of return over the asset’s entire life, computed.

4. Internal Rate of Return

Another discounted cash-flow model for capital’budgeting is the internal rate of return. The
internal rate of return (IRR) isthe ragte of returi{based on discounted cash flows) a company can
expect to earn by investing in'theyargject. It is the discount rate that makes the net present value

of the project’s cash fl&ws ‘equal to zero. The higher the IRR, the more attractive the project.

5. Comparing Capital Budgeting M ethods

Only net present value and internal rate of return consider both profitability and the time value of
money, and that makes these methods superior. How do the net present value and IRR
approaches compare? Net present value indicates the amount of the excess (or deficiency) of a
project’s present value of net cash inflows over (or under) its cost—at a specified discount rate.
But net present value does not show the project’s unique rate of return. The internal rate of
return shows the project’s rate but does not indicate the dollar difference between the project’s
present value and its cost. In most cases, the two discounted cash-flow methods lead to the same

investment decision.
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