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Instructional Design 
 
This Self-Study course is designed to lead you through a learning process using instructional 
methods that will help you achieve the stated learning objectives. You will be provided with 
course objectives and presented with comprehensive information and facts demonstrated in ex-
hibits and/or case studies. Review questions will allow you to check your understanding of the 
material, and a qualified assessment will test your mastery of the course.  
 
Please familiarize yourself with the following instructional features to ensure your success in 
achieving the learning objectives. 
 
Course CPE Information 
The preceding section, “Course CPE Information,” details important information regarding CPE. 
If you skipped over that section, please go back and review the information now to ensure you 
are prepared to complete this course successfully. 
 
Table of Contents 
The table of contents allows you to quickly navigate to specific sections of the course. 
 
Learning Objectives and Content 
Learning objectives clearly define the knowledge, skills, or abilities you will gain by completing 
the course. Throughout the course content, you will find various instructional methods to help 
you achieve the learning objectives, such as examples, case studies, charts, diagrams, and expla-
nations. Please pay special attention to these instructional methods, as they will help you achieve 
the stated learning objectives. 
 
Review Questions 
The review questions accompanying this course are designed to assist you in achieving the 
course learning objectives. The review section is not graded; do not submit it in place of your 
qualified assessment. While completing the review questions, it may be helpful to study any un-
familiar terms in the glossary in addition to course content. After completing the review ques-
tions, proceed to the review question answers and rationales. 
 
Review Question Answers and Rationales 
Review question answer choices are accompanied by unique, logical reasoning (rationales) as to 
why an answer is correct or incorrect. Evaluative feedback to incorrect responses and reinforce-
ment feedback to correct responses are both provided. 
 
Glossary 
The glossary defines key terms. Please review the definition of any words you are not familiar 
with. 
 
Index 
The index allows you to quickly locate key terms or concepts as you progress through the in-
structional material. 
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Qualified Assessment 
Qualified assessments measure (1) the extent to which the learning objectives have been met and 
(2) that you have gained the knowledge, skills, or abilities clearly defined by the learning objec-
tives for each section of the course. Unless otherwise noted, you are required to earn a minimum 
score of 70% to pass a course. If you do not pass on your first attempt, please review the learning 
objectives, instructional materials, and review questions and answers before attempting to retake 
the qualified assessment to ensure all learning objectives have been successfully completed. 
 
Answer Sheet 
Feel free to fill the Answer Sheet out as you go over the course. To enter your answers online, 
follow these steps:  

1. Go to www.westerncpe.com.  
2. Log in with your username and password. 
3. At the top right side of your screen, hover over “My Account” and click “My CPE.”  
4. Click on the big orange button that says “View All Courses.”  
5. Click on the appropriate course title.  
6. Click on the blue wording that says “Qualified Assessment.”  
7. Click on “Attempt assessment now.”  

 
Evaluation 
Upon successful completion of your online assessment, we ask that you complete an online 
course evaluation. Your feedback is a vital component in our future course development.  
 
 

Western CPE Self-Study 
243 Pegasus Drive 

Bozeman, MT 59718 
Phone: (800) 822-4194 

Fax: (206) 774-1285 
Email: wcpe@westerncpe.com 
Website: www.westerncpe.com 

 
 
 
 
 
 
 
 
 
 
 
 
Notice:  This publication is designed to provide accurate information in regard to the subject matter covered. It is 
sold with the understanding that neither the author, the publisher, nor any other individual involved in its distribution 
is engaged in rendering legal, accounting, or other professional advice and assumes no liability in connection with 
its use. Because regulations, laws, and other professional guidance are constantly changing, a professional should be 
consulted should you require legal or other expert advice. Information is current at the time of printing.
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Chapter 1 -The Role of the Accountant 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the financial and managerial responsibilities of the accountant. 
 
Introduction 
This book is designed to give the accountant a practical knowledge of how to complete many 
accounting tasks, as well as impart an understanding of the more critical accounting standards. 
Before engaging in these tasks, it is necessary to first address the concept of accountancy, and how 
this book addresses each of the accountancy concepts. We also cover the differences between fi-
nancial and managerial accounting, describe the various accounting positions, note the responsi-
bilities of the accounting department, and finish with a discussion of how the department is orga-
nized. In total, these topics provide an overview of the role of the accountant. 
 
 
The Accountancy Concept 
Accountancy is the practice of recording, classifying, and reporting on financial transactions for a 
business. These tasks are expanded upon as follows: 

• Recordation. The recording of accounting transactions usually involves several key busi-
ness transactions that are handled on a repetitive basis, which are issuing customer in-
voices, paying supplier invoices, recording cash receipts from customers, and paying em-
ployees. These tasks are handled by the billing clerk, accounts payable clerk, cashier, and 
payroll clerk, respectively. There are also a number of accounting transactions that are non-
repetitive in nature, and so require the use of journal entries to record them in the account-
ing records. The fixed asset accountant, general ledger clerk, and tax accountant are most 
likely to be involved in the use of journal entries. 

• Classification. The results of the efforts of the preceding accountants are accumulated into 
a set of accounting records, of which the summary document is the general ledger. The 
general ledger consists of a number of accounts, each of which stores information about a 
particular type of transaction, such as product sales, depreciation expense, accounts receiv-
able, debt, and so on. Certain high-volume transactions, such as customer billings, may be 
stored in a sub-ledger, with only its totals rolling into the general ledger. The ending bal-
ances in the general ledger may be altered with adjusting entries each month, mostly to 
record expenses incurred for which no supplier invoices have yet been received. The infor-
mation in the general ledger is used to derive financial statements, and may also be the 
source of information used for internal management reports. 

• Reporting. The reporting aspects of accountancy are substantial, and so have been divided 
into smaller areas of specialization, which are: 

o Financial accounting. This area is the province of the general ledger accountant, 
controller, and chief financial officer, and is concerned with the accumulation of 
business transactions into financial statements. These documents are presented 
based on sets of rules known as accounting frameworks, of which the best known 
are Generally Accepted Accounting Principles (GAAP) and International Financial 
Reporting Standards (IFRS). 
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o Management accounting. This area is the province of the cost accountant and fi-
nancial analyst, who investigate ways to improve the profitability of a business and 
present their results to management. Their reports may be derived from the main 
system of accounts, but may also include separate data accumulation systems. Man-
agement accounting is not governed by any accounting framework – the structure 
of the reports issued to management can be tailored to the needs of the business. 

 
Financial and managerial accounting are addressed at greater length in the next section. 

 
In short, the full range of accountancy tasks involve the recordation, classification, and reporting 
of business transactions. We can translate these three general areas of accountancy into a number 
of more specific activities and knowledge areas, which are noted in the following table, along with 
the chapters in which additional information is located. 
 

Accountancy Basic Activities 

Accountancy Area Type of Activity or Knowledge Area 
Recordation The chart of accounts (Chapter 2) 
 The general ledger and trial balance (Chapter 3) 
 Accounting procedures (Chapter 4) 
  
Classification Accounting for receivables (Chapter 5) 
 Accounting for investments (Chapter 6) 
 Accounting for inventory (Chapter 7) 
 Accounting for property, plant, and equipment (Chapter 8) 
 Accounting for intangibles (Chapter 9) 
 Accounting for equity (Chapter 10) 
 Revenue recognition (Chapter 11) 
 Accounting for payroll (Chapter 12) 
 Accounting for stock-based compensation (Chapter 13) 
 Accounting for income taxes (Chapter 14) 
 Accounting for business combinations (Chapter 15) 
 Foreign currency matters (Chapter 16) 
 Accounting for changes and error corrections (Chapter 17) 
  
Reporting Closing the books (Chapter 18) 
 The financial statements (Chapter 19) 
 Public company financial reporting (Chapter 20) 
 Management reports (Chapter 21) 

 
In addition, there are practical operational aspects to accountancy that should be considered. The 
accountant is likely to be judged on the efficiency and effectiveness with which certain accounting 
tasks are completed. Also, the accountant will likely be expected to provide some interpretation of 
the financial statements, and to apply basic analysis skills to the results and financial position of a 
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business. The following table notes the specific activities and knowledge areas, as well as the 
related chapters that apply to these additional concepts. 
 

Accountancy Additional Activities 

Accountancy Area Type of Activity or Knowledge Area 
Operations Cash receipts management (Chapter 22) 
 Collection tactics (Chapter 23) 
 Payroll management (Chapter 24) 
  
Analysis Budgeting (Chapter 25) 
 Capital budgeting (Chapter 26) 
 Business ratios (Chapter 27) 
 Cost object analysis (Chapter 28) 

 
Financial and Managerial Accounting 
In general, financial accounting refers to the aggregation of accounting information into financial 
statements, while managerial accounting refers to the internal processes used to account for and 
improve upon business transactions. There are a number of differences between financial and man-
agerial accounting, which fall into the following categories: 

• Aggregation. Financial accounting reports on the results of an entire business. Managerial 
accounting almost always reports at a more detailed level, such as profits by product, prod-
uct line, customer, and geographic region. 

• Efficiency. Financial accounting reports on the profitability (and therefore the efficiency) 
of a business, whereas managerial accounting reports on specifically what is causing prob-
lems and how to fix these issues. 

• Proven information. Financial accounting requires that records be kept with considerable 
precision, which is needed to prove that the financial statements are correct. Managerial 
accounting frequently deals with estimates, rather than proven and verifiable facts. 

• Reporting focus. Financial accounting is oriented toward the creation of financial state-
ments, which are distributed both within and outside of a company. Managerial accounting 
is more concerned with operational reports, which are only distributed within a company. 

• Standards. Financial accounting must comply with various accounting standards, whereas 
managerial accounting does not have to comply with any standards when it compiles in-
formation for internal consumption. 

• Systems. Financial accounting pays no attention to the overall system that a company has 
for generating a profit, only its outcome. Conversely, managerial accounting is interested 
in the location of bottleneck operations, and the various ways to enhance profits by resolv-
ing bottleneck issues. 

• Time period. Financial accounting is concerned with the financial results that a business 
has already achieved, so it has a historical orientation. Managerial accounting may address 
budgets and forecasts, and so has a somewhat greater orientation toward the future. 

• Timing. Financial accounting requires that financial statements be issued following the end 
of a reporting period. Managerial accounting may issue reports much more frequently, 
since the information it provides is of most relevance if managers can see it right away. 
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• Valuation. Financial accounting addresses the proper valuation of assets and liabilities, and 
so is involved with impairments, revaluations, and so forth. Managerial accounting is not 
concerned with the value of these items, only their productivity. 

 
There is also a difference in the accounting certifications typically earned by accountants working 
in these areas. People with the Certified Public Accountant designation have been trained in finan-
cial accounting, while those with the Certified Management Accountant designation have been 
trained in managerial accounting. 
 
Types of Accountants 
The following is a list and brief description of the more commonly recognized types of account-
ants: 

• Billing clerk. This position is responsible for invoicing customers, submitting the invoices 
to customers by whatever means are required, issuing credit memos, and keeping billing 
records up-to-date. 

• Bookkeeper. This position originates accounting transactions and compiles the information 
into financial statements. It also reconciles general ledger accounts. This position is re-
sponsible for, and likely personally handles, the invoicing of customers, processing of cash 
receipts, payment of suppliers, and tracking of fixed assets. The bookkeeper also handles 
sales and income taxes. The bookkeeper position is only found in a small accounting de-
partment. 

• Budget analyst. This position is responsible for coordinating the assembly of the annual 
budget, loading it into the accounting software, comparing it to actual results, and reporting 
on variances. 

• Cashier. This position handles and properly records incoming and outgoing cash, including 
the processing of bills, coins, credit cards, and debit cards. This can involve the use of a 
cash register. Accurate cash recordation is emphasized. 

• Chief financial officer. This is the top-level accounting position in a business. This position 
is responsible for the accounting, taxation, and treasury staff, as well as for maintaining a 
proper system of controls, strategic planning, risk management, fund raising, investor re-
lations, and investments. 

• Collections clerk. This position collects cash related to overdue accounts receivable by 
whatever means are most efficient and legally allowed, and will also recommend the re-
cordation of some receivables as bad debts. 

• Controller. This position manages the accounting department. In that role, the position is 
responsible for all transactions, controls within the accounting department, and the produc-
tion of financial statements and other financial reports. 

• Cost accountant. This position reports on the cost of activities, products, and processes. 
The position can involve participation in target costing teams, reviewing inventory, ana-
lyzing proposed product or services prices, and many other tasks. 

• Credit manager. This position is usually found in mid-size to larger firms, and is responsi-
ble for reviewing and granting customer credit requests, with the goal of maximizing rev-
enues while minimizing bad debts. 
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• Fixed asset accountant. This position records the cost of fixed assets as acquired and al-
tered over time, as well as their subsequent depreciation and disposition; also includes the 
recordation of asset retirement obligations and impairment charges. 

• Forensic accountant. This position is involved with the examination of financial records 
when there is a suspicion of fraud, as well as the reconstruction of destroyed or damaged 
financial records. Thus, the position tends to be a third-party consultant that moves from 
job to job as required. This is considered a senior-level position, and should have an excel-
lent grounding in audit engagements. 

• General ledger clerk. This position records all journal entries in the general ledger, and 
reconciles all accounts. This person may also prepare several disclosures that accompany 
the financial statements. 

• Payables clerk. This position records incoming supplier invoices, ensures that they have 
been approved for payment, possibly with three-way matching, and pays suppliers. 

• Payroll clerk. This position collects and aggregates timekeeping information, calculates 
gross pay, subtracts payroll deductions to arrive at net pay, and issues payments to employ-
ees. This position usually requires an in-depth knowledge of payroll regulations, as well as 
the operation of payroll software. 

• Project accountant. This position monitors the progress of projects, investigates variances 
from the project budget, and ensures that project billings are issued and payments collected. 

• Tax accountant. This position collects the information needed to complete tax forms, en-
sures that tax reports are filed in a timely manner, and researches tax issues as requested, 
advising management on the impact of different corporate strategies. 

 
Responsibilities of the Accounting Department 
The accounting department is responsible for a broad range of activities, which are sometimes 
performed in conjunction with other departments. In this section, we describe the main accounting 
activities, as well as those areas in which responsibility may be shared with or handed off from 
other departments. The key responsibilities are: 
 
Customer-oriented Responsibilities 

• Credit. Customers requesting credit from the company are reviewed to see if any credit 
will be granted, and the terms under which payments will be made to the company. This 
involves the deployment of a set of policies and procedures governing how to process cus-
tomer invoices where credit is involved, and how to determine the amount of credit to be 
granted. This responsibility is sometimes split off into a separate department that is admin-
istered by the treasurer. 

• Billings. When goods are shipped, the accounting staff is notified and issues an invoice to 
the customer, based on shipping documentation and the related sales order. When services 
are provided, the accounting staff compiles the hours spent on a job, ensures that there is 
sufficient customer-authorized funding available, and then issues an invoice. The billing 
staff may also be involved in the issuance of credits to customers for various product re-
turns or sales allowances. 

• Collections. A separate group within the department typically specializes in the collection 
of overdue invoice payments from customers. This group is trained in collection techniques 
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and interfaces with an outside group of collection attorneys and collection agencies. In a 
small organization, this may be a part-time job for one of the accountants. 

• Cash receipts. When cash is received from customers, the accounting staff applies the cash 
to outstanding invoices and then transports the cash to a bank. There are several variations 
on this basic task, such as handling large amounts of bills and coins in a retail environment, 
or shifting the cash handling task to a bank by using a lockbox. If a lockbox is used, the 
treasurer may be responsible for maintaining it. 

 
Supplier-oriented Responsibilities 

• Payables. The accounting staff receives invoices from suppliers, ensures that the invoices 
are authorized for payment, and records the payments in the accounting system. The ac-
counting staff also records recurring payments for which there may not always be invoices 
from suppliers. 

• Payments to suppliers. The staff identifies payables that are due for payment, verifies the 
existence of sufficient cash to support the payments, and issues payments. The payments 
may be in a variety of forms, including petty cash, checks, and electronic payments. This 
activity may sometimes be handled by the treasury department. 

 
Employee-oriented Responsibilities 

• Time tracking. The accounting staff maintains a time tracking system for those employees 
paid on an hourly basis, which may be highly automated or paperwork-intensive. The staff 
also reviews submitted time reports for errors, and has supervisors sign off on unusual 
amounts, such as overtime. 

• Payroll calculations. The staff updates the payroll database for pay rate changes, employee 
addresses, and so forth. Hours worked information is periodically entered, and gross wages 
calculated. The staff then determines applicable taxes and other deductions from pay to 
arrive at net pay for all employees. 

• Payments to employees. The staff uses the preceding payroll calculations to create pay-
ments to employees, which may be in the form of cash, checks, or electronic payments. 

 
Financial Statements 

• Account reconciliation. The accounting staff conducts an ongoing examination of the con-
tents of all balance sheet accounts, to ensure that the items recorded as assets can be vali-
dated, and that all liabilities are properly recorded. 

• Fixed asset tracking. If a company is asset-intensive, the accounting staff maintains records 
of all expenditures designated as fixed assets, regularly evaluates them for impairment, and 
calculates depreciation. 

• Inventory valuation. The cost accountant verifies the accuracy of inventory records, and 
assigns costs to inventory items based on a cost-flow methodology, such as the first in, first 
out method. Inventory items are also examined to see if their costs should be reduced for 
obsolescence or if their recorded costs should be adjusted downward to their market values. 

• Close the books. The department staff engages in a variety of activities to produce financial 
statements, including ensuring that all revenues and expenses have been recorded, and that 
all transactions have been posted to the general ledger. 
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• Public company reporting. If a company is publicly-held, then the accounting staff is in-
volved in the production of a variety of reports, such as the quarterly Form 10-Q and annual 
Form 10-K, which are filed with the Securities and Exchange Commission. These tasks 
may be fully or partially outsourced to a public company reporting specialist. 

• Government reporting. It may be necessary to file reports with various government entities. 
Since the accounting staff usually has the most knowledge of the information required for 
these reports, it is called upon to complete the reports on an ongoing basis. 

• Audit support. If a company has its financial statements audited, the accounting staff is 
called upon to provide a large amount of information to the auditors in the form of sup-
porting schedules, as well as researching specific documents. 

• Tax returns. Since tax returns are based on financial transactions, the accounting staff is in 
the best position to complete tax returns. The preparation of these returns may sometimes 
be outsourced to third party tax specialists, or handed off to a separate tax department. 

 
Analysis 

• Project monitoring. If a company constructs assets on behalf of its customers, a large part 
of the department’s staff time may be allocated to the review of expenditures as they are 
incurred, and the allocation of these costs to the appropriate projects. There is also likely 
to be a cost allocation review for general overhead costs that are assigned to specific pro-
jects, as well as the reporting of costs to customers. This responsibility may be shifted to a 
separate project management department. 

• Budgeting. The staff coordinates the production of a budget, which may be updated at var-
ying intervals. This responsibility includes a great deal of coordination with department 
managers, as well as the examination of preliminary budget versions for problems. The 
staff then loads the final version of the budget into the accounting software, for use in 
comparing actual to budgeted results. This responsibility may be shifted to a separate budg-
eting department. 

• Capital budgeting. The staff reviews submitted proposals for the acquisition of capital 
goods. This analysis may include the use of cash flow and bottleneck analysis. The staff 
also coordinates the flow of reviews and approvals for each proposal. This responsibility 
may be handled by a separate financial analysis staff. 

• Target costing. The cost accountant participates in product design teams, with the role of 
examining on-going design changes for their impact on the eventual cost of completed 
products. 

• Metrics and variance analysis. When financial statements are released, management may 
require the accounting staff to prepare a set of measurements and variance analyses that 
highlights areas in which company results have varied from expectations. This task may 
be shifted to a separate financial analysis group. 

 
In short, the accounting department is responsible for an extraordinarily broad set of activities. In 
order to accomplish all of these tasks, a number of specialist accountant positions must be closely 
coordinated. In the next section, we describe how to do so with various types of organizational 
structures. 
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Organizational Structure of the Accounting Department 
When a business is quite small, there is little need for a formal organizational structure for the 
accounting department, since it is comprised of just one or two bookkeepers and perhaps an outside 
accounting specialist who advises the staff. However, as the company becomes larger and the 
trickle of business transactions turns into a flood, it will be necessary to devise a formal structure 
for the department. Initially, this will require the hiring of a corporate controller, who manages a 
small staff of general-purpose accountants. Over time, additional positions will be added, until the 
organizational structure comes close to the configuration noted in the following exhibit. 
 

Single Entity Accounting Organization 

Chief Financial Officer
 

Controller
 

Treasurer
 

Tax Manager
 

Payroll Staff
 

Billing Staff
 

Payables Staff
 

Cost Accounting
Staff

General Ledger
Accounting

 
 
In the preceding exhibit, several activities have been split away from the controller’s management 
area and aggregated under the direction of a tax manager and treasurer, with a chief financial of-
ficer presiding over the entire group. Some areas of responsibility can vary between the controller 
and treasurer, including the cashier, credit, and payment functions. Also, the payroll function may 
sometimes be placed under the control of the human resources manager. 

If a company splits its operations into several subsidiaries (or acquires subsidiaries), then it 
must decide whether to adopt a decentralized or centralized accounting structure. Under a decen-
tralized structure, the handling of all normal business transactions is handled at the level of the 
subsidiary, with a small number of corporate-level positions that address such issues as parent-
level taxation, budgeting, and transfer pricing. The advantage of this configuration is that the ac-
counting staff is highly knowledgeable about local subsidiary activities. However, this approach 
also means that a number of positions are duplicated across the company, and that there is no way 
to take advantage of economies of scale. A typical decentralized accounting organization is shown 
in the following exhibit. 
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Decentralized Accounting Organization 

Chief Financial Officer
 

Division
Controller

Division
Controller

 

Division
Controller

Corporate
Controller

 

Tax Manager
 
Tax Manager
 

Budget Analyst
 
Budget Analyst
 Division

Accounting Staff
Division

Accounting Staff
Division

Accounting Staff

 
 
An alternative approach is to centralize nearly all accounting operations. By doing so, a company 
can take advantage of economies of scale, thereby driving down the cost of processing transactions 
to the lowest possible level. Also, there is no duplication of accounting positions across the various 
subsidiaries. However, there is a tendency for the accounting staff to lose touch with the needs of 
the subsidiaries, so it can make sense to retain an on-site division bookkeeper; this person is re-
sponsible for those transactions over which the local subsidiary managers want to maintain a 
higher level of control. A sample structure is shown in the following exhibit. 
 

Centralized Accounting Organization 

Chief Financial Officer
 

Corporate
Controller

 

Corporate
Billing Staff

Corporate
Payables Staff

Corporate
Payroll Staff

Corporate
Tax Staff

Division
Bookkeepers

 
 
There is no ideal organizational structure that will work for all accounting departments. Instead, 
the structure should match the conditions that an organization encounters. For example, an acqui-
sition may only be possible if the local management team is given control over its accounting 
function – if so, a decentralized structure is the only possible option. Alternatively, a chain of retail 
stores may find that a local bookkeeper is always needed to process cash receipts, with all other 
functions being handled from a central location. As a third example, a consulting firm with loca-
tions around the world may find that it must centralize the billing function in order to ensure that 
contract funding levels are properly monitored, while allowing local branches to process their own 
payroll. As a final example, if a company operates under the strategy of being the low-cost leader, 
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it may be compelled to reduce its accounting costs to the bare minimum by centralizing all func-
tions in a single, massive accounting operations center. 
 
Summary 
This chapter gave an overview of the role of the accountant. The key concept to be gained from 
this chapter is the enormously broad range of activities for which the accountant is responsible. 
There are few tasks anywhere in an organization in which the accountant is not going to be in-
volved. This means that accountancy should not be considered a merely clerical activity, but ra-
ther one that is essential to the ongoing conduct of business operations. Without a well-trained 
accounting staff, a company is at considerable risk of failure. 
 
In the following chapters, we turn to the training of that accounting staff, by focusing on all areas 
of accountancy – recordation, classification, and reporting, as well as the ancillary operations and 
analysis activities. 
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Chapter 1 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. In accountancy, the core tasks are: 

a. Recordation, controls, and reporting 
b. Procedures, controls, and financial statements 
c. Recordation, classification, and reporting 
d. Procedures, classification, and controls 

 
2. Managerial accounting is more focused on ___ than financial accounting. 

a. The use of accounting standards 
b. The causes of problems and how they may be fixed 
c. Reporting at the end of a period 
d. Impairment analysis 

 
3. The position responsible for reconstructing damaged financial records is the: 

a. Project accountant 
b. Credit manager 
c. Controller 
d. Forensic accountant 
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Chapter 2 -The Chart of Accounts 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the issues involved with different account code structures. 
 
Introduction 
The chart of accounts defines how accounting information is stored. A properly structured chart 
of accounts makes it much easier to accumulate and report on information, so the account structure 
is an area of considerable interest to the accountant. In this chapter, we give an overview of the 
chart of accounts and the most common accounts used, and then address the account coding struc-
tures for successively more complex types of organizations. We finish with a discussion of meth-
ods for reducing the complexity of the chart of accounts. 
 
Overview of the Chart of Accounts 
The chart of accounts is a listing of all accounts used in the general ledger, usually sorted in order 
by account number. The accounts are typically numeric, but can also be alphabetic or alphanu-
meric. The account numbering system is used by the accounting software to aggregate information 
into an entity’s financial statements. 
 
Accounts are usually listed in order of their appearance in the financial statements, starting with 
the balance sheet and continuing with the income statement. Thus, the chart of accounts begins 
with cash, proceeds through liabilities and shareholders’ equity, and then continues with ac-
counts for revenues and then expenses. Many organizations structure their chart of accounts so 
that expense information is separately compiled by department; thus, the sales department, engi-
neering department, and accounting department all have the same set of expense accounts. Typi-
cal accounts found in the chart of accounts include: 
 
Assets 

• Cash. Contains the amounts of petty cash and bank account balances. 
• Marketable securities. Contains the valuations of any investments in marketable securities. 
• Accounts receivable. Contains the balances of trade and non-trade receivables. Trade re-

ceivables are with customers, and non-trade receivables are with everyone else, such as 
employees. 

• Allowance for doubtful accounts. Contains a reserve against expected future losses on ac-
counts receivable. The account contains a negative balance. 

• Prepaid expenses. Contains the unconsumed balances of any payments made, such as pre-
paid rent. 

• Inventory. Contains the balances of raw materials, work-in-process, and finished goods 
inventory. 

• Fixed assets. Contains the amounts paid for fixed assets, such as machinery, furniture and 
fixtures, and computer equipment. 
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• Accumulated depreciation. Contains the grand total accumulation of depreciation charged 
against fixed assets over time. The account contains a negative balance. 

• Other assets. Contains all other assets that do not fit into the descriptions for the preceding 
asset accounts. 

 
Liabilities 

• Accounts payable. Contains the complete set of all payables owed to suppliers, based on 
invoices submitted by the suppliers. 

• Accrued liabilities. Contains estimated liabilities for which no documented supplier in-
voices have yet been received. 

• Taxes payable. Contains the liabilities for all types of taxes owed, including sales and use 
taxes, property taxes, payroll taxes, and income taxes. 

• Wages payable. Contains the estimated amount of wages owed to employees that have not 
yet been paid. 

• Notes payable. Contains the remaining balances of loans owed to lenders. 
 
Stockholders’ Equity 

• Capital stock. Contains the amount of funds received by a business in exchange for the sale 
of its stock to investors. 

• Retained earnings. Contains the accumulated amount of any earnings generated by a busi-
ness. 

 
Revenue 

• Revenue. Contains the gross amount of all sales recognized during the reporting period. 
• Sales returns and allowances. Contains the amount of any credits granted to customers for 

sales returns and allowances. This account balance offsets the revenue account. 
 
Expenses 

• Cost of goods sold. Contains the cost of all direct labor, direct materials, and factory over-
head associated with the sale of goods and services. 

• Advertising expense. Contains the recognized cost of advertising expenditures. 
• Bank fees. Contains the fees charged by a company’s bank to process transactions. 
• Depreciation expense. Contains a depreciation charge that reflects the consumption of as-

sets over time. 
• Payroll tax expense. Contains the cost of all taxes associated with the payment of salaries 

and wages. 
• Rent expense. Contains the cost of the rent associated with the facilities used by a business. 
• Supplies expense. Contains the cost of all supplies consumed by a business. 
• Utilities expense. Contains the aggregated cost of all utilities, which may include water, 

heat, electricity, waste disposal, and so forth. 
• Wages expense. Contains the cost of salaries and hourly wages incurred by a business to 

compensate its employees. 
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• Other expenses. Contains a variety of incidental expenses that are individually too small to 
warrant the use of a separate account. 

 
There are a number of ways to structure the chart of accounts, as noted in the following sections 
that describe three-digit, five-digit, and seven-digit charts of accounts. 
 
The Three-Digit Chart of Accounts 
A three-digit chart of accounts allows a business to create a numerical sequence of accounts that 
can contain as many as 1,000 potential accounts. The three-digit format is most commonly used 
by small businesses that do not break out the results of any departments or divisions in their finan-
cial statements. A sample three-digit chart of accounts appears in the following exhibit. 
 
Sample Three-Digit Chart of Accounts 

Account Number Description 
010 Cash 
020 Petty cash 
030 Accounts receivable 
040 Reserve for doubtful accounts 
050 Marketable securities 
060 Raw materials inventory 
070 Work-in-process inventory 
080 Finished goods inventory 
090 Reserve for obsolete inventory 
100 Fixed assets – Computer equipment 
110 Fixed assets – Computer software 
120 Fixed assets – Furniture and fixtures 
130 Fixed assets – Leasehold improvements 
140 Fixed assets – Machinery 
150 Accumulated depreciation – Computer equipment 
160 Accumulated depreciation – Computer software 
170 Accumulated depreciation – Furniture and fixtures 
180 Accumulated depreciation – Leasehold improvements 
190 Accumulated depreciation – Machinery 
200 Other assets 
300 Accounts payable 
310 Accrued payroll liability 
320 Accrued vacation liability 
330 Accrued expenses liability – other 
340 Unremitted sales taxes 
350 Unremitted pension payments 
360 Short-term notes payable 
370 Other short-term liabilities 
400 Long-term notes payable 
500 Capital stock 
510 Retained earnings 
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Account Number Description 
600 Revenue 
700 Cost of goods sold – Materials 
710 Cost of goods sold – Direct labor 
720 Cost of goods sold – Manufacturing supplies 
730 Cost of goods sold – Applied overhead 
800 Bank charges 
805 Benefits 
810 Depreciation 
815 Insurance 
825 Office supplies 
830 Salaries and wages 
835 Telephones 
840 Training 
845 Travel and entertainment 
850 Utilities 
855 Other expenses 
860 Interest expense 

 
In the example, each block of related accounts begins with a different set of account numbers. 
Thus, current liabilities begin with “300,” revenue items begin with “600,” and cost of goods sold 
items begin with “700.” This numbering scheme makes it easier for the accounting staff to remem-
ber where accounts are located within the chart of accounts. This type of account range format is 
also required by the report writing module in many accounting software packages. 
 
The Five-Digit Chart of Accounts 
A five-digit chart of accounts is used by organizations that want to track information at the depart-
mental level. With a five-digit code, they can produce a separate income statement for each de-
partment. This format duplicates the account codes found in a three-digit chart of accounts, but 
then adds a two-digit code to the left, which indicates specific departments. The three-digit codes 
for expenses (and sometimes also revenues) are then duplicated for each department for which 
management wants to record information. A sample of the five-digit chart of accounts format fol-
lows, using the accounting and production departments to show how expense account codes can 
be duplicated. 
 
Sample Five-Digit Chart of Accounts 

Account Number Department Description 
00-010 xxx Cash 
00-020 xxx Petty cash 
00-030 xxx Accounts receivable 
00-040 xxx Allowance for doubtful accounts 
00-050 xxx Marketable securities 
00-060 xxx Raw materials inventory 
00-070 xxx Work-in-process inventory 
00-080 xxx Finished goods inventory 
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Account Number Department Description 
00-090 xxx Reserve for obsolete inventory 
00-100 xxx Fixed assets – Computer equipment 
00-110 xxx Fixed assets – Computer software 
00-120 xxx Fixed assets – Furniture and fixtures 
00-130 xxx Fixed assets – Leasehold improvements 
00-140 xxx Fixed assets – Machinery 
00-150 xxx Accumulated depreciation – Computer equipment 
00-160 xxx Accumulated depreciation – Computer software 
00-170 xxx Accumulated depreciation – Furniture and fixtures 
00-180 xxx Accumulated depreciation – Leasehold improvements 
00-190 xxx Accumulated depreciation – Machinery 
00-200 xxx Other assets 
00-300 xxx Accounts payable 
00-310 xxx Accrued payroll liability 
00-320 xxx Accrued vacation liability 
00-330 xxx Accrued expenses liability – other 
00-340 xxx Unremitted sales taxes 
00-350 xxx Unremitted pension payments 
00-360 xxx Short-term notes payable 
00-370 xxx Other short-term liabilities 
00-400 xxx Long-term notes payable 
00-500 xxx Capital stock 
00-510 xxx Retained earnings 
00-600 xxx Revenue 
00-700 xxx Cost of goods sold – Materials 
00-710 xxx Cost of goods sold – Direct labor 
00-720 xxx Cost of goods sold – Manufacturing supplies 
00-730 xxx Cost of goods sold – Applied overhead 
10-800 Accounting Bank charges 
10-805 Accounting Benefits 
10-810 Accounting Depreciation 
10-815 Accounting Insurance 
10-825 Accounting Office supplies 
10-830 Accounting Salaries and wages 
10-835 Accounting Telephones 
10-840 Accounting Training 
10-845 Accounting Travel and entertainment 
10-850 Accounting Utilities 
10-855 Accounting Other expenses 
10-860 Accounting Interest expense 
20-800 Production Bank charges 
20-805 Production Benefits 
20-810 Production Depreciation 
20-815 Production Insurance 
20-825 Production Office supplies 
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Account Number Department Description 
20-830 Production Salaries and wages 
20-835 Production Telephones 
20-840 Production Training 
20-845 Production Travel and entertainment 
20-850 Production Utilities 
20-855 Production Other expenses 
20-860 Production Interest expense 

 
The preceding sample chart of accounts shows an exact duplication of accounts for each depart-
ment listed. This is not necessarily the case in reality, since some departments have accounts for 
which they are the only probable users. For example, the accounting department in the example 
has an account for bank charges that the production department is unlikely to use. Thus, some 
accounts can be avoided by flagging them as inactive in the accounting system. By doing so, they 
do not appear in the formal chart of accounts. 
 
The Seven-Digit Chart of Accounts 
The seven-digit chart of accounts is needed by larger organizations in which management wants 
to track information about departments within divisions. The seven-digit coding structure requires 
the coding used for a five-digit system as its baseline, plus two additional digits that are placed to 
the left of the five-digit codes to designate company divisions. In those cases where a business also 
wants to track its assets and liabilities by division, it will also be necessary to apply the additional 
two digits to balance sheet accounts. The seven-digit chart of accounts that appears in the following 
exhibit could be used. 
 
Sample Seven-Digit Chart of Accounts 

Account Number Division Department Description 
10-00-010 Boston xxx Cash 
10-00-020 Boston xxx Petty cash 
10-00-030 Boston xxx Accounts receivable 
10-00-040 Boston xxx Allowance for doubtful accounts 
10-00-050 Boston xxx Marketable securities 
10-00-060 Boston xxx Raw materials inventory 
10-00-070 Boston xxx Work-in-process inventory 
10-00-080 Boston xxx Finished goods inventory 
10-00-090 Boston xxx Reserve for obsolete inventory 
10-00-100 Boston xxx Fixed assets – Computer equipment 
10-00-110 Boston xxx Fixed assets – Computer software 
10-00-120 Boston xxx Fixed assets – Furniture and fixtures 
10-00-130 Boston xxx Fixed assets – Leasehold improvements 
10-00-140 Boston xxx Fixed assets – Machinery 
10-00-150 Boston xxx Accumulated depreciation – Computer equipment 
10-00-160 Boston xxx Accumulated depreciation – Computer software 
10-00-170 Boston xxx Accumulated depreciation – Furniture and fixtures 
10-00-180 Boston xxx Accumulated depreciation – Leasehold improvements 
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Account Number Division Department Description 
10-00-190 Boston xxx Accumulated depreciation – Machinery 
10-00-200 Boston xxx Other assets 
10-00-300 Boston xxx Accounts payable 
10-00-310 Boston xxx Accrued payroll liability 
10-00-320 Boston xxx Accrued vacation liability 
10-00-330 Boston xxx Accrued expenses liability – other 
10-00-340 Boston xxx Unremitted sales taxes 
10-00-350 Boston xxx Unremitted pension payments 
10-00-360 Boston xxx Short-term notes payable 
10-00-370 Boston xxx Other short-term liabilities 
10-00-400 Boston xxx Long-term notes payable 
10-00-500 Boston xxx Capital stock 
10-00-510 Boston xxx Retained earnings 
10-00-600 Boston xxx Revenue 
10-00-700 Boston xxx Cost of goods sold – Materials 
10-00-710 Boston xxx Cost of goods sold – Direct labor 
10-00-720 Boston xxx Cost of goods sold – Manufacturing supplies 
10-00-730 Boston xxx Cost of goods sold – Applied overhead 
10-10-800 Boston Engineering Bank charges 
10-10-805 Boston Engineering Benefits 
10-10-810 Boston Engineering Depreciation 
10-10-815 Boston Engineering Insurance 
10-10-825 Boston Engineering Office supplies 
10-10-830 Boston Engineering Salaries and wages 
10-10-835 Boston Engineering Telephones 
10-10-840 Boston Engineering Training 
10-10-845 Boston Engineering Travel and entertainment 
10-10-850 Boston Engineering Utilities 
10-10-855 Boston Engineering Other expenses 
10-10-860 Boston Engineering Interest expense 
10-20-800 Boston Sales Bank charges 
10-20-805 Boston Sales Benefits 
10-20-810 Boston Sales Depreciation 
10-20-815 Boston Sales Insurance 
10-20-825 Boston Sales Office supplies 
10-20-830 Boston Sales Salaries and wages 
10-20-835 Boston Sales Telephones 
10-20-840 Boston Sales Training 
10-20-845 Boston Sales Travel and entertainment 
10-20-850 Boston Sales Utilities 
10-20-855 Boston Sales Other expenses 
10-20-860 Boston Sales Interest expense 
20-00-010 Omaha xxx Cash 
20-00-020 Omaha xxx Petty cash 
20-00-030 Omaha xxx Accounts receivable 
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Account Number Division Department Description 
20-00-040 Omaha xxx Allowance for doubtful accounts 
20-00-050 Omaha xxx Marketable securities 
20-00-060 Omaha xxx Raw materials inventory 
20-00-070 Omaha xxx Work-in-process inventory 
20-00-080 Omaha xxx Finished goods inventory 
20-00-090 Omaha xxx Reserve for obsolete inventory 
20-00-100 Omaha xxx Fixed assets – Computer equipment 
20-00-110 Omaha xxx Fixed assets – Computer software 
20-00-120 Omaha xxx Fixed assets – Furniture and fixtures 
20-00-130 Omaha xxx Fixed assets – Leasehold improvements 
20-00-140 Omaha xxx Fixed assets – Machinery 
20-00-150 Omaha xxx Accumulated depreciation – Computer equipment 
20-00-160 Omaha xxx Accumulated depreciation – Computer software 
20-00-170 Omaha xxx Accumulated depreciation – Furniture and fixtures 
20-00-180 Omaha xxx Accumulated depreciation – Leasehold improvements 
20-00-190 Omaha xxx Accumulated depreciation – Machinery 
20-00-200 Omaha xxx Other assets 
20-00-300 Omaha xxx Accounts payable 
20-00-310 Omaha xxx Accrued payroll liability 
20-00-320 Omaha xxx Accrued vacation liability 
20-00-330 Omaha xxx Accrued expenses liability – other 
20-00-340 Omaha xxx Unremitted sales taxes 
20-00-350 Omaha xxx Unremitted pension payments 
20-00-360 Omaha xxx Short-term notes payable 
20-00-370 Omaha xxx Other short-term liabilities 
20-00-400 Omaha xxx Long-term notes payable 
20-00-500 Omaha xxx Capital stock 
20-00-510 Omaha xxx Retained earnings 
20-00-600 Omaha xxx Revenue 
20-00-700 Omaha xxx Cost of goods sold – Materials 
20-00-710 Omaha xxx Cost of goods sold – Direct labor 
20-00-720 Omaha xxx Cost of goods sold – Manufacturing supplies 
20-00-730 Omaha xxx Cost of goods sold – Applied overhead 
20-10-800 Omaha Engineering Bank charges 
20-10-805 Omaha Engineering Benefits 
20-10-810 Omaha Engineering Depreciation 
20-10-815 Omaha Engineering Insurance 
20-10-825 Omaha Engineering Office supplies 
20-10-830 Omaha Engineering Salaries and wages 
20-10-835 Omaha Engineering Telephones 
20-10-840 Omaha Engineering Training 
20-10-845 Omaha Engineering Travel and entertainment 
20-10-850 Omaha Engineering Utilities 
20-10-855 Omaha Engineering Other expenses 
20-10-860 Omaha Engineering Interest expense 



Accountants Guidebook 
 

20 

Account Number Division Department Description 
20-20-800 Omaha Sales Bank charges 
20-20-805 Omaha Sales Benefits 
20-20-810 Omaha Sales Depreciation 
20-20-815 Omaha Sales Insurance 
20-20-825 Omaha Sales Office supplies 
20-20-830 Omaha Sales Salaries and wages 
20-20-835 Omaha Sales Telephones 
20-20-840 Omaha Sales Training 
20-20-845 Omaha Sales Travel and entertainment 
20-20-850 Omaha Sales Utilities 
20-20-855 Omaha Sales Other expenses 
20-20-860 Omaha Sales Interest expense 

 
Chart of Accounts Reduction 
The typical chart of accounts contains hundreds or even thousands of accounts, with most of the 
accounts concentrated in the area of expenses. Most departments have roughly the same accounts, 
which are copied forward into any new department that a company creates. This leads to the fol-
lowing issues: 

• Incorrect account usage. It is quite common for an expense to be charged to the wrong 
account within a department, which is discovered when the first draft of the financial state-
ments are printed and reviewed. The result is that someone must create a journal entry to 
move the incorrect charge to a different account. 

• Immaterial balances. The majority of all accounts contain small balances that have little 
impact on the reader’s understanding of a business. Instead, readers tend to focus on just a 
small number of accounts that contain the bulk of all transactions. 

• Training. New accountants may require extensive training before they are comfortable with 
recording transactions into the correct accounts. 

• Audit cost. It takes longer for outside auditors to audit a lengthy chart of accounts, which 
can increase the cost of an audit. 

• Financial statement links. If there are many account numbers, it can be difficult to map 
these accounts into a coherent set of financial statements. The result may be financial state-
ments that incorrectly reflect the contents of the general ledger. 

 
It may be possible to drastically shrink the number of expense accounts in use. In particular, con-
sider using just the following mega-accounts: 

• Direct costs. This account contains the cost of materials and supplies used in the production 
process, as well as freight costs, and not a great deal more. 

• Allocated costs. The major accounting frameworks require that overhead costs be allocated. 
Therefore, have a single account that contains all factory overhead costs that are to be al-
located. The account would include production labor, since this cost is not a direct cost of 
goods or services in most companies. 

• Employee compensation. This account contains an aggregation of hourly wages, salaries, 
payroll taxes, and employee benefits. 
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• Business operations. This account contains all of the expenses required to operate a com-
pany on a day-to-day basis, such as non-factory rent, utilities, legal fees, and office sup-
plies. 

 
In addition, there may be a need for a small number of accounts in which information is aggregated 
for tax reporting or other specialized purposes, such as entertainment expenses. 

When reducing the number of accounts, be aware that this makes it more difficult to compare 
a company’s financial statements to its historical financials. For example, an account may have 
been merged into another one that is now located in a different line item in the financial statements 
than was previously the case. This is a particular problem if accounts are being closed part way 
through a fiscal year, so that financial statement line items no longer show consistent results within 
the year. There is no easy workaround for this issue, other than only closing down accounts at the 
beginning of each fiscal year. 

The concept of a massive reduction in the number of accounts might trigger cries of outrage 
from those accountants who are accustomed to breaking down expenses into a multitude of buck-
ets, which makes expenses easier to analyze. However, consider these points: 

• Usage of account analysis. Once the accounting staff has provided a detailed variance anal-
ysis to management of the contents of each account, does anyone act on the information? 
Usually, they do not. 

• Help or hindrance. How much time is spent by the accounting staff in reviewing accounts 
and reporting variances to management, and how much time is spent by management in 
investigating these items without taking any significant remedial action? In other words, is 
account analysis really a continual cycle of uncovering “issues” and then explaining them 
away? 

• Requirements of accounting standards. Accounting standards do not require a broad range 
of accounts. On the contrary, the standard-setting organizations have largely kept away 
from the business of requiring the use of certain accounts. 

 
Even if these points are not sufficiently persuasive to result in a wholesale reduction in the number 
of accounts, at least use them as discussion points whenever anyone wants to increase the number 
of accounts – hopefully, these concepts will prevent the chart of accounts from becoming more 
bloated than its current state. 
 
Alphanumeric Account Coding 
The typical account code structure uses a code that describes a primary account, and possibly also 
a specific department or division. Historically, this code has been stated in a numeric format, as 
shown in the previous sections. When entering an account code for a journal entry or some other 
type of transaction, an employee must understand which department or division codes to use, 
which are not overly clear. Though the accounting software may state an account name somewhere 
on the computer screen, the employee may not see it. If so, there is a risk that a transaction will be 
charged against the wrong account code, which means that it may be charged against the wrong 
department or subsidiary. 

 
An excellent technique for avoiding incorrect account coding is to associate specific expense 
codes with each supplier, as well as by employing pre-built journal entry templates on a 
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repetitive basis. Nonetheless, there is still a significant risk that unique or rarely-used transac-
tions will be coded incorrectly. 
 
A possible solution to coding errors is to use alphanumeric account codes. Doing so allows the 
accountant to assign a meaning to an account code. For example, the name of a department can 
be contracted into a three-digit code, such as ACC for the accounting department or MAR for the 
marketing department. Doing so makes it much easier for the accounting staff to understand 
which account codes they are using. For example, account 10-830 may be the salaries and wages 
account for the accounting department; by instead using ACC-830, the accounting staff is much 
more likely to correctly charge expenses to the accounting department, rather than to some other 
department. In short, using alphanumeric coding allows for the use of account codes that have 
unique meanings, and which are therefore less likely to be coded incorrectly. 
 
Summary 
The accountant should exercise a high degree of control over the chart of accounts. Accounts 
should not be added or subtracted without first considering how these changes will impact the 
recordation of transactions, the structure of the financial statements, and how information is com-
pared between periods. The likely result is that changes to the chart of accounts are only made 
cautiously, and in an incremental manner over a long period of time. 
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Chapter 2 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. Accounts are usually listed in the chart of accounts beginning with: 

a. Liabilities 
b. Assets 
c. Revenues 
d. Expenses 

 
2. A small business that does not break out the results of its departments should use a __-digit account 

code structure. 

a. 9 
b. 7 
c. 5 
d. 3 

 
3. The following should not be designated as a mega-account for a chart of accounts that uses the 

minimum number of expense accounts: 

a. Discretionary costs 
b. Direct costs 
c. Employee compensation 
d. Business operations 
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Chapter 3 - The General Ledger and Trial Balance 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify how information rolls up from subsidiary ledgers into the general ledger, and is 
organized within the trial balance. 

 
Introduction 
The primary source of information in an accounting system is the general ledger. Information can 
also be restated into the trial balance report from the general ledger, for further use in constructing 
the financial statements. This chapter addresses how financial information is entered into the ac-
counting system and eventually appears in the general ledger and trial balance. We also note the 
different trial balance formats and the uses to which they can be put. 
 
The Ledger Concept 
A ledger is a book or database in which double-entry accounting transactions are stored or sum-
marized. A subsidiary ledger is a ledger designed for the storage of specific types of accounting 
transactions. The information in a subsidiary ledger is then summarized and posted to an account 
in the general ledger, which in turn is used to construct the financial statements of a company. The 
account in the general ledger where this summarized information is stored is called a control ac-
count. Most accounts in the general ledger are not control accounts; instead, transactions are rec-
orded directly into them. 
 
A subsidiary ledger can be set up for virtually any general ledger account. However, they are 
usually only created for areas in which there are high transaction volumes, which limits their use 
to a few areas. Examples of subsidiary ledgers are: 

• Accounts receivable ledger 
• Fixed assets ledger 
• Inventory ledger 
• Purchases ledger 

 
In order to research accounting information when a subsidiary ledger is used, drill down from the 
general ledger to the appropriate subsidiary ledger, where the detailed information is stored. Con-
sequently, if there is a preference to conduct as much research as possible within the general ledger, 
use fewer subsidiary ledgers. 
 
As an example of the information in a subsidiary ledger, the inventory ledger may contain trans-
actions pertaining to receipts into stock, movements of stock to the production floor, conversions 
into finished goods, scrap and rework reporting, and sales of goods to customers. 
 
Tip: Subsidiary ledgers are used when there is a large amount of transaction information that would clutter up the 
general ledger. This situation typically arises in companies with significant sales volume. Thus, there may be no need 
for a subsidiary ledger in a small company. 
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The following chart shows how the various data entry modules within an accounting system are 
used to create transactions which are recorded in either the general ledger or various subsidiary 
ledgers, and which are eventually aggregated to create the financial statements. 

Transaction Flow in the Accounting System 

Accounts receivable 
ledger

Enter customer 
invoices

Enter supplier 
invoices Purchases ledger

Enter inventory 
transactions Inventory ledger

Fixed assets ledger General ledger

Create journal 
entries

Financial
Statements

 
 
 
Part of the period-end closing process is to post the information in a subsidiary ledger to the general 
ledger. This is usually a manual step, so you need to verify that all subsidiary ledgers have been 
appropriately completed and closed before posting their summarized totals to the general ledger. 
It can be quite a problem if you forget to post the totals from a subsidiary ledger to the general 
ledger, since that means financial statements are being created that may be missing a batch of 
crucial transactions. 
 
Tip: If subsidiary ledgers are being used, include a step in the period-end closing procedure to post the balances in all 
subsidiary ledgers to the general ledger, as well as to verify that the subsidiary ledgers have been closed and shifted 
forward to the next accounting period. 
 
General Ledger Overview 
A general ledger is the master set of accounts in which are summarized all transactions occurring 
within a business during a specific period of time. The general ledger contains all of the accounts 
currently being used in a chart of accounts, and is sorted by account number. Either individual 
transactions or summary-level postings from subsidiary ledgers are listed within each account 
number, and are sorted by transaction date. Each entry in the general ledger includes a reference 
number that states the source of the information. The source may be a subsidiary ledger, a journal 
entry, or a transaction entered directly into the general ledger. 
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The format of the general ledger varies somewhat, depending on the accounting software being 
used, but the basic set of information presented for an account within the general ledger is: 

• Transaction number. The software assigns a unique number to each transaction, so that the 
number can be used to more easily locate the transaction in the accounting database. 

• Transaction date. This is the date on which the transaction was entered into the accounting 
database. 

• Description. This is a brief description that summarizes the reason for the entry. 
• Source. Information may be forwarded to the general ledger from a variety of sources, so 

the report should state the source, in case it is necessary to go back to the source to research 
the reason for the entry. 

• Debit and credit. States the amount debited or credited to the account for a specific trans-
action. 

 
The following sample of a general ledger report shows a possible format that could be used to 
present information for several transactions that are aggregated under a specific account number. 
 

Sample General Ledger Presentation 

Trans. 
No. 

Trans. 
Date 

 
Description 

 
Source 

 
Debit 

 
Credit 

Acct. 10400 Acct: Accounts Receivable Beginning balance $127,500.00 
10473 3/22/xx Customer invoice ARL 93.99  
10474 3/23/xx Customer invoice ARL 47.80  
10475 3/24/xx Credit memo ARL  43.17 
10476 3/25/xx Customer invoice ARL 65.25  
18903 3/26/xx Cash receipt CRJ  1,105.20 
   Ending balance $126,558.67 

 
It is extremely easy to locate information pertinent to an accounting inquiry in the general ledger, 
which makes it the primary source of accounting information. For example: 

• A manager reviews the balance sheet and notices that the amount of debt appears too high. 
The accounting staff looks up the debt account in the general ledger and sees that a loan 
was added at the end of the month. 

• A manager reviews the income statement and sees that the bad debt expense for his division 
is very high. The accounting staff looks up the expense in the general ledger, drills down 
to the source journal entry, and sees that a new bad debt projection was the cause of the 
increase in bad debt expense. 

 
As the examples show, the source of an inquiry is frequently the financial statements; when con-
ducting an investigation, the accounting staff begins with the general ledger, and may drill down 
to source documents from there to ascertain the reason(s) for an issue. 
 
We will now proceed to brief discussions of the accounts receivable ledger and purchase ledger, 
which are representative of the types of subsidiary ledgers that can be used to compile infor-
mation within the accounting system. 
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The Accounts Receivable Ledger 
The accounts receivable ledger is a subsidiary ledger in which is recorded all credit sales made by 
a business. It is useful for segregating into one location a record of all amounts invoiced to cus-
tomers, as well as all credit memos issued to them, and all payments made against invoices by 
them. The ending balance of the accounts receivable ledger equals the aggregate amount of unpaid 
accounts receivable. 
 
A typical transaction entered into the accounts receivable ledger will record an account receivable, 
followed at a later date by a payment transaction from a customer that eliminates the account 
receivable. 
 
If you were to maintain a manual record of the accounts receivable ledger, it could contain sub-
stantially more information than is allowed by an accounting software package. The data fields in 
a manually-prepared ledger might include the following information for each transaction: 

• Invoice date 
• Invoice number 
• Customer name 
• Identifying code for item sold 
• Sales tax invoiced 
• Total amount billed 
• Payment flag (states whether paid or not) 

 
The primary document recorded in the accounts receivable ledger is the customer invoice. Also, if 
a credit is granted back to a customer for such items as returned goods or items damaged in transit, 
then a credit memo is also recorded in the ledger. 
 
The information in the accounts receivable ledger is aggregated periodically and posted to a control 
account in the general ledger. This account is used to keep from cluttering up the general ledger 
with the massive amount of information that is typically stored in the accounts receivable ledger. 
Immediately after posting, the balance in the control account should match the balance in the ac-
counts receivable ledger. Since no detailed transactions are stored in the control account, anyone 
wanting to research customer invoice and credit memo transactions will have to drill down from 
the control account to the accounts receivable ledger to find them. 
 
Before closing the books and generating financial statements at the end of an accounting period, 
complete all entries in the accounts receivable ledger, close the ledger for that period, and post the 
totals from the accounts receivable ledger to the general ledger. 
 
The Purchase Ledger 
The purchase ledger is a subsidiary ledger in which is recorded all purchases made by a business. 
It is useful for segregating into one location a record of the amounts the company is spending with 
its suppliers. The purchase ledger shows which purchases have been paid for and which ones re-
main outstanding. A typical transaction entered into the purchase ledger will record an account 
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payable, followed at a later date by a payment transaction that eliminates the accounts payable. 
Thus, there is likely to be an outstanding account payable balance in the ledger at any time. 
 
If you were to maintain a manual record of the purchase ledger, it could contain substantially more 
information than is allowed by an accounting software package. The data fields in a manually-
prepared purchase ledger might include the following information for each transaction: 

• Purchase date 
• Supplier code (or name) 
• Supplier invoice number 
• Purchase order number (if used) 
• Identifying code for item purchased 
• Amount paid 
• Sales tax paid 
• Payment flag (states whether paid or not) 

 
The primary document recorded in the purchase ledger is the supplier invoice. Also, if suppliers 
grant a credit back to the business for such items as returned goods or items damaged in transit, 
then credit memos issued by suppliers are recorded in the purchase ledger. 
 
The information in the purchase ledger is aggregated periodically and posted to a control account 
in the general ledger. The purchase ledger control account is used to keep from cluttering up the 
general ledger with the massive amount of information that is typically stored in the purchase 
ledger. Immediately after posting, the balance in the control account should match the balance in 
the purchase ledger. Since no detailed transactions are stored in the control account, anyone want-
ing to research purchase transactions will have to drill down from the control account to the pur-
chase ledger to find them. 
 
Before closing the books and generating financial statements at the end of an accounting period, 
complete all entries in the purchase ledger, close the ledger for that period, and post the totals from 
the purchase ledger to the general ledger. 
 
Overview of the Trial Balance 
The trial balance is a report run at the end of an accounting period. It is primarily used to ensure 
that the total of all debits equals the total of all credits, which means that there are no unbalanced 
journal entries in the accounting system that would make it impossible to generate accurate finan-
cial statements. Printing the trial balance to match debit and credit totals has fallen into disuse, 
since accounting software rejects the entry of unbalanced journal entries. 
 
The trial balance can also be used to manually compile financial statements, though with the pre-
dominant use of computerized accounting systems that create the statements automatically, the 
report is rarely used for this purpose. 
 
When the trial balance is first printed, it is called the unadjusted trial balance. Then, when the 
accounting team corrects any errors found and makes adjustments to bring the financial statements 
into compliance with an accounting framework (such as GAAP or IFRS), the report is called the 
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adjusted trial balance. Finally, after the period has been closed, the report is called the post-closing 
trial balance. 
 
The Trial Balance Format 
The initial trial balance report contains the following columns of information: 

1. Account number 
2. Account name 
3. Ending debit balance (if any) 
4. Ending credit balance (if any) 

 
Each line item only contains the ending balance in an account, which comes from the general 
ledger. All accounts having an ending balance are listed in the trial balance; usually, the accounting 
software automatically blocks all accounts having a zero balance from appearing in the report, 
which reduces its length. A sample trial balance follows. 
 

Sample Trial Balance 

  Unadjusted Trial Balance 
Account 
Number 

 
Account Description 

 
Debit 

 
Credit 

1000 Cash $60,000  
1500 Accounts receivable 180,000  
2000 Inventory 300,000  
3000 Fixed assets 210,000  
4000 Accounts payable  90,000 
4500 Accrued liabilities  50,000 
4700 Notes payable  420,000 
5000 Equity  350,000 
6000 Revenue  400,000 
7200 Cost of goods sold 290,000  
7300 Salaries expense 200,000  
7400 Payroll tax expense 20,000  
7500 Rent expense 35,000  
7600 Other expenses 15,000  

 Totals $1,310,000 $1,310,000 
 
The adjusted version of a trial balance may combine the debit and credit columns into a single 
combined column, and add columns to show adjusting entries and a revised ending balance. An 
adjusting entry is a journal entry that is used at the end of an accounting period to adjust the bal-
ances in various general ledger accounts to meet the requirements of accounting standards. This 
format is useful for revealing the derivation of the line items in financial statements. 
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The following sample shows adjusting entries. It also combines the debit and credit totals into the 
second column, so that the summary balance for the total is (and should be) zero. Adjusting entries 
are added in the next column, yielding an adjusted trial balance in the far right column. 
 
Sample Adjusted Trial Balance 

 
Account Description 

Unadjusted 
Trial Balance 

Adjusting 
Entries 

Adjusted 
Trial Balance 

Cash $60,000  $60,000 
Accounts receivable 180,000 50,000 230,000 
Inventory 300,000  300,000 
Fixed assets (net) 210,000  210,000 
Accounts payable -90,000  -90,000 
Accrued liabilities -50,000 -25,000 -75,000 
Notes payable -420,000  -420,000 
Equity -350,000  -350,000 
Revenue -400,000 -50,000 -450,000 
Cost of goods sold 290,000  290,000 
Salaries expense 200,000 25,000 225,000 
Payroll tax expense 20,000  20,000 
Rent expense 35,000  35,000 
Other expenses 15,000  15,000 

Totals $0 $0 $0 
 
The Extended Trial Balance 
An extended trial balance is a standard trial balance to which are added categories extending to the 
right, and in which are listed the account totals for the balance sheet and the income statement. 
Thus, all asset, liability, and equity accounts are stated in a balance sheet column, and all revenue, 
expense, gain, and loss accounts are stated in an income statement column. 
 
The extended trial balance is useful for creating a visual representation of where each of the ac-
counts in the standard trial balance goes in the financial statements, and may be useful for detecting 
anomalies in the trial balance that should be corrected (as discussed further in the next section). A 
sample of an extended trial balance is shown below. It uses the same trial balance information used 
to describe the adjusted trial balance format. 
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Sample Extended Trial Balance 

 Unadjusted 
Trial Balance 

Adjusting 
Entries 

Adjusted 
Trial Balance 

Balance 
Sheet 

Income 
Statement 

Cash $60,000  $60,000 $60,000  
Accounts receivable 180,000 $50,000 230,000 230,000  
Inventory 300,000  300,000 300,000  
Fixed assets (net) 210,000  210,000 210,000  
Accounts payable -90,000  -90,000 -90,000  
Accrued liabilities -50,000 -25,000 -75,000 -75,000  
Notes payable -420,000  -420,000 -420,000  
Equity -350,000  -350,000 -350,000  
Retained earnings    -135,000  
      
Revenue -400,000 -50,000 -450,000  -450,000 
Cost of goods sold 290,000  290,000  290,000 
Salaries expense 200,000 25,000 225,000  225,000 
Payroll tax expense 20,000  20,000  20,000 
Rent expense 35,000  35,000  35,000 
Other expenses 15,000  15,000  15,000 

Totals $0 $0 $0 $0 -$135,000 
 
Any computerized accounting system automatically generates financial statements from the trial 
balance, so the extended trial balance is not a commonly generated report in computerized systems. 
 
Note: The information in the balance sheet and income statement columns in an extended trial balance do not neces-
sarily match the final presentation of these reports, because some of the line items may be aggregated for presentation 
purposes. 
 
Trial Balance Error Correction 
There may be a number of errors in the trial balance, only a few of which are easy to identify. Here 
are some suggestions for how to find these problems: 

• Entries made twice. If a journal entry or other transaction is made twice, the trial balance 
will still be in balance, so this is not a good report for finding duplicate entries. Instead, it 
may be necessary to wait for the issue to resolve itself. For example, a duplicate invoice to 
a customer will be rejected by the customer, while a duplicate invoice from a supplier will 
(hopefully) be spotted during the invoice approval process. 

• Entries not made at all. This issue is impossible to find on the trial balance, since it is not 
there. The best alternative is to maintain a checklist of standard entries, and verify that all 
of them have been made. 

• Entries to the wrong account. This may be apparent with a quick glance at the trial balance, 
since an account that previously had no balance at all now has one. Otherwise, the best 
form of correction is preventive – use standard journal entry templates for all recurring 
entries. 
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• Reversed entries. An entry for a debit may be mistakenly recorded as a credit, and vice 
versa. This issue may be visible on the trial balance, especially if the entry is large enough 
to change the sign of an ending balance to the reverse of its usual sign. 

• Unbalanced entries. This issue is listed last, since it is impossible in a computerized envi-
ronment where entries must be balanced or the system will not accept them. If a manual 
system is being used, the issue will be apparent in the column totals of the trial balance. 
However, locating the exact entry causing the problem is vastly more difficult, and will 
call for a detailed review of every entry, or at least the totals in every subsidiary journal 
that rolls into the general ledger. 

 
Whenever an error is corrected, be sure to use a clearly labeled journal entry with supporting doc-
umentation, so that someone else can verify the work at a later date. 
 
After reviewing the error correction issues in this section, you may have noticed how poor a role 
the trial balance plays in the detection of errors. In fact, it is nearly impossible to detect an error 
solely through this report. Instead, you almost always have to use other, more detailed reports to 
determine the real cause of an error. 
 
The Post-Closing Trial Balance 
A post-closing trial balance is a listing of all balance sheet accounts containing balances at the end 
of a reporting period. The post-closing trial balance contains no revenue, expense, or summary 
account balances, since these temporary accounts have all been closed and their balances moved 
into the retained earnings account in the balance sheet. A temporary account is an account used to 
hold balances during an accounting period for revenue, expense, gain, and loss transactions. These 
accounts are flushed into the retained earnings account at the end of an accounting period. 
 
The post-closing trial balance contains columns for the account number, account description, debit 
balance, and credit balance. In most accounting systems, this report does not have a different report 
title than the usual trial balance. 
 
The post-closing trial balance is used to verify that the total of all debit balances equals the total 
of all credit balances, which should net to zero. Once you have ensured that this is the case, begin 
recording accounting transactions for the next accounting period. 
 
A sample post-closing trial balance is shown in the following sample. Notice that there is no col-
umn for adjusting entries, and that there are no temporary accounts, such as revenue and expense 
accounts. 
 

Sample Post-Closing Trial Balance 

Account 
Number 

 
Account Description 

 
Debit 

 
Credit 

1000 Cash $105,000  
1500 Accounts receivable 320,000  
2000 Inventory 500,000  
3000 Fixed assets 2,000,000  
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Account 
Number 

 
Account Description 

 
Debit 

 
Credit 

3100 Accumulated depreciation -480,000  
4000 Accounts payable  $195,000 
4500 Accrued liabilities  108,000 
5000 Retained earnings  642,000 
5500 Common stock  1,500,000 
 Totals $2,445,000 $2,445,000 

 
Evaluation of the Trial Balance 
We have described the layout of the trial balance and how it can be used – but is it really needed? 
The answer depends upon whether a computerized accounting system or a manual one is being 
used. In a computerized environment, the system automatically generates financial statements, 
literally at the touch of a button. In this situation, there is no particular need for a trial balance. The 
user of a computerized accounting system is more likely to go directly to the general ledger to 
review the details for each account than to first print out a trial balance to see where a problem 
might lie, and then go to the general ledger to spot the problem. In short, a computerized system 
renders the trial balance unnecessary. 
 
The situation is quite a bit different for the user of a manual accounting system. In this case, you 
would shift the account balances in the general ledger to the trial balance, and then manually create 
the financial statements from that information. In essence, the extended trial balance noted in an 
earlier section becomes the primary tool for constructing financial statements. 
 
The only case in which the user of a computerized accounting system might find it necessary to 
print a trial balance is when the outside auditors request a copy of it. They copy the trial balance 
into their auditing software, and use it as the basis for subsequent auditing procedures. 
 
Summary 
When researching transactions, it is not overly efficient to switch back and forth between the sub-
sidiary ledgers and the general ledger. Consequently, we recommend keeping the number of sub-
sidiary ledgers to a minimum, so that as many transactions as possible are available within the 
general ledger. This also reduces the risk that the balance in a subsidiary ledger will not be posted 
forward into the general ledger, and thereby produce financial statements that may be inaccurate. 
 
The trial balance is essentially a summary of the account balances for a business as of a point in 
time. It was heavily used in an era when financial statements were generated by hand, but has since 
fallen out of use as computerized systems have taken over the production of financial statements. 
Nonetheless, we include it both to provide a historical perspective on closing the books, and also 
because it is still used for the manual creation of financial statements. At a minimum, the trial 
balance is likely to remain on the list of standard computerized accounting reports, so the account-
ant should be familiar with the information on it, and how it is used.  
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Chapter 3 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. A subsidiary ledger is used: 

a. When you want to shift a large amount of transaction information out of the general ledger 
b. When there are few transactions in the general ledger 
c. Most commonly in smaller organizations 
d. Only in the subsidiaries of a parent company 

 
2. An unbalanced journal entry: 

a. Is one in which the total amount of debits does not equal the total amount of credits 
b. Must be approved by the controller 
c. Does not credit a liability account 
d. Incorrectly alters the retained earnings balance 

 
3. The post-closing trial balance contains: 

a. Revenue account balances 
b. Expense account balances 
c. Asset account balances 
d. Gain and loss account balances 
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Chapter 4 - Accounting Procedures 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• State the flow of various documents through the procedures used by the accountant. Also 
describe the structure of a procedure, and who is most concerned with its construction. 

 
Introduction 
This chapter introduces a large number of sample accounting procedures. Before doing so, we will 
first lay the groundwork for a system of procedures. We discuss the nature of procedures, why we 
need them, and how many to develop (a crucial point), as well as how to construct and use them. 
By the end of this chapter, you should have developed an understanding of the work required to 
create, maintain, and enforce a system of procedures, in addition to learning about the core proce-
dures to be employed in an accounting operation. 
 
 
The Nature of a Procedure 
A procedure documents a business transaction. As such, it lists the specific steps required to com-
plete a transaction, and is very useful for enforcing a high degree of uniformity in how those steps 
are completed. A procedure frequently incorporates one or more controls, which are designed to 
mitigate the risk of various types of losses. In some cases, an entire procedure is intended to be a 
control. Procedures may also be used to instruct new employees in how a company does business. 
Thus, a procedure has three purposes: 

• To encourage uniformity in the completion of business transactions 
• To enforce the use of controls 
• To train employees 

 
From the perspective of the management team, the first purpose (uniformity) is the most important, 
since it leads to greater efficiency. However, an auditor or risk manager may be more concerned 
with the second purpose (control), since they have a great interest in mitigating any number of 
risks to which a business is subjected. Further, the human resources staff has a great interest in the 
third purpose (training), since it is involved in training new employees. Thus, there are multiple 
constituencies within a business that have an interest in the construction and maintenance of a set 
of procedures. 
 
We will expand upon the nature of the procedure in the next section, where we address the specific 
issues that procedures can remedy. 
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The Need for Procedures 
Procedures are needed to ensure that a company is capable of completing its objectives. For ex-
ample, the primary purpose of a consumer products company is to place reliable and well-con-
structed products in the hands of its customers. In order to sell goods to those customers, it must 
be able to complete the following tasks consistently, time after time: 

• Log in a customer order 
• Pick the goods from stock 
• Assemble them into a complete order that is ready for shipment by the promised date 
• Reliably issue an accurate invoice to the customer 

 
A procedure is needed to give structure to these activities. For example, one procedure could in-
struct the order entry staff regarding how to record order information from a customer into a sales 
order (which is used to process an order within a company), which errors may arise and how to 
deal with them, and where to send copies of the sales order. 
 
It is certainly possible for very experienced employees to handle these tasks without a formal pro-
cedure, because they have been with the company long enough to have learned how to deal with 
most situations through experience. However, such an approach relies upon the verbal transfer of 
information to more junior employees, which is an unreliable approach that gradually leads to the 
use of many variations on a single procedure. 
 
Imagine a situation where there are no formal procedures in a company that operates multiple retail 
stores. Each store develops its own methods for handling business transactions. Each one will have 
different control problems, different forms, different levels of efficiency, and different types of 
errors. Someone trying to review the operations of all the stores would be overwhelmed by the 
cacophony of different methods.  
 
This example shows that procedures are of great value in providing structure to a business – they 
define how a business does things. In more detail, we need procedures because: 

• Best practices. When a business routinely examines its operations with the intent of creat-
ing procedures, the documentation process often brings to light questionable or inefficient 
practices. If brought to the attention of management, there may be an opportunity to use 
best practices to upgrade the company’s processes to a more efficient and effective level. 

• Efficiency. It is much easier for the accounting staff to process business transactions and 
issue financial statements when there is a regimented approach to dealing with each type 
of transaction. 

• Errors. It takes far more time to correct a transaction error than it takes to complete the 
transaction correctly the first time. Therefore, error avoidance is an excellent reason to use 
procedures. 

• Computer systems. An accounting or enterprise-wide system typically works in conjunc-
tion with a set of procedures. If there is not a consistent set of procedures surrounding the 
system, employees may have difficulty entering information, and may not know the se-
quence of events needed to process transactions through the system. 

• Controls. When it becomes evident that there is a control weakness in a company, the sys-
tem of procedures can be adjusted to correct the problem. 
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• Handoffs. Many processes involve handing off work to someone in a different department. 
Any handoff involves a risk that work will not be transferred correctly, resulting in a trans-
action lapse that may ultimately impact a customer. A procedure states exactly how a 
handoff is to be completed, and so reduces the risk of a transaction lapse. 

• Governance. In a business that has a top-down organizational structure, procedures are 
needed to ensure that the decisions made by management are carried out properly. 

• Roll out consistency. It is vastly easier to roll out a business concept when every location 
uses exactly the same set of procedures. 

• Training. Procedures can form the basis for employee training manuals that address the 
basic functions of a business. 

The sheer volume of reasons presented here should make it clear that there is a resounding need 
for procedures. However, we do not need a set of procedures for everything, as discussed in the 
next section. 
 
The Number of Procedures to Develop 
Even a smaller business may have a large number of processes. How many of them really need to 
be documented in a formal procedure? If a business documents all of them, it may find that it has 
spent an inordinate amount of time and money on some procedures that are rarely used, and which 
must now be updated from time to time. To keep from making an excessive expenditure on proce-
dure development, consider the following factors when deciding whether to create a procedure: 

• Auditor concern. If the auditors have indicated that there are control problems in a partic-
ular area, you will almost certainly have to develop a procedure that incorporates any con-
trols that they recommend. Otherwise, the issue will have an impact on the auditors’ control 
assessment of the business, which may require them to employ additional audit procedures 
that increase the price of their audit. In short, an auditor finding essentially mandates the 
creation of a procedure. 

• Risk. If there is no procedure, is there a risk that the company will suffer a monetary or 
reputational loss? If this loss is significant, a procedure is probably called for, even if the 
procedure will be rarely used. Conversely, a procedure may not be necessary if there is 
little underlying risk associated with it. 

• Transaction efficiency. There may be multiple ways in which a business transaction can be 
completed, of which one is clearly more efficient. If so, create a procedure that directs 
employees to use the most efficient variation. If there is only one way to complete a trans-
action, there is less need for a procedure. 

• Transaction volume. As a general rule, there should be a procedure for the 20% of all trans-
actions that comprise 80% of the total transaction volume in which a business engages. 
These procedures cover most of the day-to-day activities of a business, and so can be of 
assistance in defining the jobs of new employees, as well as for ensuring that the most 
fundamental activities are followed in a prescribed manner. 

 
The last point, transaction volume, is a key determinant of the need for a procedure. There are 
many low-volume activities where it simply makes no sense to engage in any documentation ac-
tivities at all. Instead, allow employees to follow their best judgment in deciding how to complete 
a lesser activity. 
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Once you have used these criteria to decide which transactions should be documented with a pro-
cedure, consider using the next section as a guide for their construction. 
 
The Mechanics of Procedure Production 
A typical company will operate with anywhere from several dozen to several hundred procedures. 
It is of some importance that procedures be produced in the same manner and be issued in the same 
format, to prevent confusion among employees that may (for example) find one procedure to be 
excessively detailed and another so general as to be utterly unworkable. The following steps are 
useful for attaining the appropriate level of consistency. 
 
Procedure Production Steps 

The following steps show the sequence of events needed to construct a new procedure. Some 
smaller procedures can be constructed using a compressed production process, but the full set of 
operations will be required in most cases. 
1. Determine need. The most important question to address when producing a procedure is 

whether the procedure is needed at all. There are many situations where a new procedure is not 
necessary or cost-effective. Accordingly, consider requiring the approval of the controller or 
chief financial officer before initiating work on a new procedure. 

2. Define boundaries. Determine where the procedure documentation is to begin and end, since 
it is possible that only a portion of a process requires a procedure. 

3. Conduct interviews. Schedule and complete interviews with the people who are currently in-
volved in the process being documented. 

4. Create draft. Create a first draft of the procedure, using the company’s standard procedure 
template, along with sample forms (if any) and a flowchart. 

5. Review by users. Have all interviewed people review the procedure for accuracy. If someone 
wants to make a documentation change, ask the other interviewees about the change to see if 
it accurately represents the existing process. 

6. Reiterate. Issue a new version of the procedure that incorporates the changes indicated by the 
interviewees. Have the interviewees review the document again. There may be several itera-
tions of this step. 

7. Approve. The series of reviews should result in an accurate procedure. Nonetheless, the ap-
proval of the department manager(s) impacted by the procedure should also be obtained, since 
they will be responsible for following it. 

8. Distribute. A procedure is useless if it is not distributed to those people most in need of it, and 
in a timely manner. Consequently, develop a list of positions to which procedures should be 
distributed, and update it regularly. Procedures should be released to those employees indicated 
on the list as soon after approval as possible. 

 
Tip: It is much better to have a distribution list by employee title than by employee name, since normal employee 
turnover would soon render a name-based distribution list obsolete. Employee titles change less frequently, which 
makes a title-based distribution list less subject to updates. 
 
Formatting Steps 

The following bullet points are not really “steps” needed to format a procedure, since they can be 
used in any sequence. Instead, they show the general layout to be used for a procedure. The points 
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are listed in order as they would be found on a procedure, from the top to the bottom of a procedure 
document. 

• Procedure header block. There should be a consistently-applied block of information at 
the beginning of each procedure that clearly identifies it. In a smaller organization, the 
procedure title is probably sufficient. In a larger organization, the following more detailed 
set of information might be required: 

o Title. The name of the procedure. 
o Identification number. A unique number that identifies the procedure. It may begin 

with a contraction of the name of the department in which it is primarily used, fol-
lowed by a sequential number. 

o Version number. The number of the most recent version of the procedure. The re-
lease date (see next) can substitute for the version number. 

o Release date. The date on which the procedure was released for use. The version 
number can substitute for the release date. 

• Procedure summary. A brief description of the procedure, and why it is used. 
• Procedure steps. A clear description of the actions to be taken to complete each procedure 

step. Use a consistent outlining structure for all procedures that employs only a few levels 
of indentation. 

• Responsible party. The person(s) responsible for completing each indicated step. 
• Control issues. Control issues related to the procedure that an employee should be aware 

of. 
• Cross references. If there are similar procedures, list them, as well as any unique identifi-

cation numbers assigned to them. 
• Forms. Any forms used in a procedure. Forms can be described in detail, including brief 

descriptions of each field in a form, and sample forms that have already been completed. 
• Reports. Any reports used in a procedure. A sample printout may be provided, along with 

a description of the information in each field on a report. 
• Flowchart. A flowchart is extremely useful for giving a visual representation of how a 

procedure is supposed to operate. It usually makes references to any forms and reports used 
in a procedure. A case could be made for limiting their use to the more complicated proce-
dures with many decision points, but we have found that some readers prefer them to a 
purely text-based procedure. Consequently, consider including one in most procedures. 

 
Tip: Flowcharts can be especially useful in a multi-lingual workplace or where employee turnover is high, since they 
present an easy-to-understand overview of a process. 
 
Procedure Design Tips 
This section contains a number of design tips that can assist in creating tightly-constructed proce-
dures that present information in a clear and readily understandable manner. The points are: 

• Avoid excessive detail. Some procedure writers have a tendency to wallow in excessive 
levels of detail, such as how to fill in each field on a computer screen. Instead, present a 
level of detail where only the key information needed to complete a procedure is stated. 
Otherwise, an employee will see a procedure that spans several dozen pages, and not even 
attempt to read it. 
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• Streamline the header section. Some procedures contain an abundance of material in the 
header section, detailing the background for the procedure, why it is needed, related poli-
cies, and so forth. This level of detail gets between the reader and the actual procedure that 
they need. Where possible, only include a brief description of the procedure, and dispense 
with any extra material. 

• Use the outline format. A procedure written in paragraph format is too dense to follow, 
especially if it involves numerous steps. A better approach is to use the outline format, 
where each step is numbered and sub-steps are indented. For example: 

 
1. Complete matching of accounts payable documents. 

• Compare price on purchase order to price on supplier invoice. 
• Compare units received on receiving report to units on supplier invoice. 

 
2. If a unit variance of greater than 2% is found, complete these steps: 

• Contact the purchasing manager with the details of the variance. 
• Record the supplier invoice in the accounts payable module at a price adjusted for 

the amount of the units received. 
• Issue an adjustment letter to the supplier. 

 
This approach clearly separates each step in a procedure, making it much easier to understand than 
a procedure written in a paragraph format. 

• Simplify flowcharts. The intent of a flowchart is to clarify a procedure. Therefore, the 
flowchart should contain less information than the procedure, so that only the highlights of 
the basic process steps are revealed. This means stripping out minor steps and limiting the 
number of shapes used. It is generally sufficient to use only the shapes that appear in the 
following exhibit. 
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Sample Procedure Symbols 

Symbol Discussion 

 

Process: This is the primary symbol used in a business process flowchart. State 
each step within a process box. It is possible that a simplified process flowchart 
may contain no other shapes. 

 

Decision: This is used when a decision will result in a different process flow. The 
decision symbol can be overused. Try to restrict its usage to no more than two per 
flowchart. Otherwise, the flowchart will appear overly complex. If more decision 
symbols are needed, subdivide a procedure into multiple procedures. 

 

Document: This symbol is particularly useful for showing where an input form 
is used to collect information for a process, though it can also represent a report 
generated by a process. 

 

Database: This symbol is used less frequently, and shows when information is 
extracted from or stored in a computer database. In most cases, the use of a data-
base can be implied without cluttering up a flowchart with the symbol. 

 
• Number pages within each procedure. If procedures are being issued in a loose-leaf format 

(see the next section) or as separate files, state the page numbers on each procedure in the 
“Page 1 of 2” format, so that readers can see how many pages are supposed to be included 
in the procedure. 

 
Whatever set of design concepts are adopted, be sure to apply them consistently across the com-
pany’s entire set of procedures. Rolling out a design revision can require significant reformatting 
work, especially if a company has hundreds of procedures. This is a good reason why there tend 
to be few design changes that are implemented only at long intervals. 
 
Dissemination of Procedures 
Once procedures have been developed, how are they disseminated throughout a business? The 
simplest approach is to assemble them into a single integrated document, and issue a replacement 
version of it at regular intervals. Each version should state the following information in the begin-
ning of the document: 

• All procedures that have been deleted 
• All procedures that are entirely new 
• Which procedures have been modified, and the reasons for the changes 
• Any effective date for the procedural changes (usually as of the release date of the new 

version) 
 
These notifications tell users if they should delve further into the document to clearly understand 
any updates, or if the changes have minimal impact on them. 



Accountants Guidebook 
 

42 

But what if a company is a large one, with many procedures that span multiple volumes? In this 
situation, it may be cost-prohibitive to completely replace the entire set of procedures on a regular 
basis. In this case, there are two approaches to incremental changes, which are: 

• Binder updates. Issue procedures in loose-leaf format, with instructions to store them in 
three-ring binders. When a procedural update is issued, only those pages pertaining to the 
change are distributed, with a cover page stating which existing pages should be eliminated 
and/or replaced with the new version. This approach mandates the specific identification 
of each page with a procedure identification number and revision date. 

• Central storage with notification. Store all procedures in a server that is accessible by all 
authorized employees. Then issue an e-mail, stating which pages have changed and the file 
number on the server to be accessed if employees wish to print those pages. This approach 
minimizes the distribution of excess documentation, since employees will only print those 
documents that they intend to use. 

 
Tip: A variation on the central storage concept is to post the procedures manual on a central file server, and encourage 
employees to use it instead of retaining a private copy. If this approach is used, be sure to continue to issue notifications 
of procedural changes, so that employees will know if they need to look up a procedure modification on the file server. 
 
A special issue regarding the dissemination of procedures is the new employee. The human re-
sources staff should have an action item on its new employee checklist, notifying the person in 
charge of distributing procedures that a new employee has started work. This notification includes 
the job title of the new employee and the person’s inter-office mailing address and e-mail address, 
so that a copy of the relevant procedures can be sent to the employee. 
 
Tip: If management wants to reinforce the importance of procedures with new employees, schedule a training session 
for new hires, during which procedures are distributed and their importance discussed. 
 
Procedural Updates 
Procedures should be released on a schedule that coincides with changes in the underlying pro-
cesses that they document. This means that some procedures may not change for years, while 
others may be updated every few months. There will be a greater need for updates when a company 
is implementing best practices, has just discovered control problems, or is involved in an acquisi-
tion. In all three cases, processes will likely be changed, and written procedures must be altered 
along with them. 
 
Thus, there may be no fixed schedule to follow in updating procedures. Instead, maintain close 
contact with the department managers who are responsible for processes, since they can provide 
information about prospective process updates. Also, talk to the internal audit manager regularly 
about the results of internal audits, which may uncover undocumented process changes. At a min-
imum, schedule an annual meeting with each process owner or department manager, to briefly 
discuss each existing procedure to see if any updates are required. 
 
When updating a procedure, it may be sufficient to simply adjust the one or two parts of the doc-
ument that have been altered, along with the accompanying adjustments to forms and flowcharts. 
However, if it becomes apparent that a number of alterations have been made, it is better to have 
the process users review the entire procedure to ensure that the document still accurately reflects 
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how the process works. Without these reviews, a number of inconsistencies will eventually creep 
into procedures, which increases the impression among employees that the procedures can no 
longer be relied upon. 
 
Tip: Minor procedural updates can be handled with a minor notification and replacement e-mail or mailing. However, 
consider the introduction of a new procedure or the complete replacement of an existing one to be similar to a product 
launch, with a correspondingly greater level of marketing within the company; doing so improves the probability that 
it will be perused in detail and followed. 
 
Enforcement of Procedures 
A company can develop a flood of procedures, but they are completely useless if employees do 
not follow them. It is especially difficult to enforce the use of procedures in environments where 
procedures are updated in a halfhearted manner, and especially where management has displayed 
little interest in them. The following activities can be of use in improving the situation, and are 
divided into “carrot” and “stick” methods: 
 
 “Carrot” Activities 
The following four activities are designed to proactively assist employees with up-to-date proce-
dures that are closely tied to the needs of the business: 

• Link to systems development staff. Build a working relationship between the procedures 
development staff and those employees tasked with making alterations to the company’s 
systems. With this connection in place, the procedure developers will be made aware of 
any system alterations being contemplated, and so can issue procedural revisions at the 
same time that the changes are implemented. 

• Link to auditors. If the internal or external auditors review the company’s systems and find 
control problems, the procedures development staff should be aware of the nature of those 
problems, so that they can develop procedural remedies. 

• Issue rapid updates. Create a system that issues procedural updates on a regular basis. Do-
ing so gives employees the impression that management is willing to keep employees up-
to-date with the latest changes in company operations. 

• Conduct training. Provide training as needed regarding procedural changes, especially 
where an entirely new procedure is being installed. This is especially useful for new em-
ployees who are least familiar with the company’s systems. 

 
“Stick” Activities 
The following four activities are designed to bring compliance failures to the attention of manage-
ment, which may lead to problems for those people with a long history of not following procedures: 

• Report on procedural failures. The accountant will probably become aware of instances 
where procedural breakdowns caused any number of problems. These issues should be 
documented and issued to the management team. The chief executive officer enforces re-
mediation of each failure, with follow-up actions to ensure that targeted improvements 
were implemented. 

• Request internal audits. Request that the internal audit staff engage in an ongoing series of 
reviews to determine the extent to which employees are following procedures (or not). If 
there is no internal audit staff, consider hiring a systems analysis consultant for this work 
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on an ongoing basis. The result of these reviews should be a report that is sent to the man-
agement team, pointing out areas of noncompliance with procedures. 

• Create audit committee. Have the board of directors create an audit committee, comprised 
of board members, which reviews the results of any audits by internal and external auditors. 
This group can pressure the chief executive officer to enforce greater compliance with the 
company’s official set of procedures. 

• Integrate into evaluations. Convince the chief executive officer and human resources man-
ager to include procedural compliance in the periodic reviews of employees. Serious non-
compliance could even be grounds for dismissal from the company. 

 
Adopting the preceding list of activities still requires the active approval and support of the man-
agement team, which is not always forthcoming. However, management is more likely to lend its 
support, if only grudgingly, if the outside auditors point out control breaches. Further, a robust 
system of controls (and therefore procedures) is an important certification that company manage-
ment makes to its shareholders when a business is publicly held; in this case, complying with the 
rules for a public company will require managers to implement the preceding set of activities. 
 
Deviations from Procedures 
Since we have just addressed the enforcement of procedures, it is also worth discussing when to 
allow deviations from procedures. An extensive set of procedures can be considered a straitjacket 
that is imposed on employees in order to force them to do business in a certain way. An excessively 
strong level of enforcement leaves little room for employee creativity, explorations of alternative 
methods, or responses to unusual situations. For example, a retail establishment might consider 
empowering its customer service staff to respond to customer complaints in any way they believe 
will most satisfy customers, rather than following a rigid procedure. This type of deviation might 
even be encouraged, as long as it meets a company objective, such as achieving greater customer 
satisfaction. 
 
However, deviations from stated procedures are not practical or safe in many situations. For ex-
ample, the procedure for creating a wire transfer should be rigidly enforced, since there is a high 
risk of loss if someone circumvents the approvals that are normally built into this procedure. Sim-
ilarly, a fast food chain with many stores needs to have a food preparation procedure that is abso-
lutely identical across all of its restaurants, so that food preparation can be achieved in the most 
efficient manner possible. 
 
In short, most organizations will find that there are a small number of procedures that can be con-
sidered advisory, rather than mandatory. In most cases, however, it is better to roll out changes in 
a carefully planned and tested manner, which does not allow for any ad hoc deviations. The manner 
in which a business is operated will dictate which procedures will fall into each of these two cate-
gories. 
 
Presented Procedures 
Through the remainder of this chapter, we describe a series of procedures that form of the core of 
the typical accounting system. The first cluster of procedures is centered on the customer, and 
describes the examination for customer credit, shipping, billing, and the processing of received 
payments. We then turn to a set of procedures that focus on the supplier, addressing purchasing, 
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supplier invoice processing, and check payments. The intent is to provide the general process flow 
for each procedure, which the accountant can modify to meet the specific needs of his or her sys-
tems. Other procedures that tend to be more system-specific, such as payroll, are not described. 
 
The Credit Examination Procedure (Manual System) 
The credit department may receive paper copies of sales orders from the order entry department, 
documenting each order requested by a customer. In this manual environment, the receipt of a 
sales order triggers a manual review process where the credit staff can block sales orders from 
reaching the shipping department unless it forwards an approved copy of the sales order to the 
shipping manager. The credit examination procedure for a manual system is outlined below. A 
primary assumption of this procedure is that a new customer is placing an order; the procedure 
also shows alternative steps for returning customers (for which a separate flowchart is shown at 
the end of this procedure). 
 
1. Receive sales order. The order entry department sends a copy of each sales order to the 
credit department. If the customer is a new one, the credit manager assigns it to a credit staff 
person. A sales order from an existing customer will likely be given to the credit person already 
assigned to that customer. 
Responsible party: Credit manager 
 
Tip: It may be possible to grant a small default amount of credit to new customers. By doing so, the credit staff can 
reserve its analysis time for larger credit requests. 

2. Issue credit application. If the customer is a new one or has not done business with the 
company for a long period of time, send them a credit application and request that it be completed 
and returned directly to the credit department. 
Responsible party: Credit staff 
 
3. Collect and review credit application. Upon receipt of a completed credit application, 
examine it to ensure that all fields have been completed, and contact the customer for more infor-
mation if some fields are incomplete. Then collect the following information, if necessary: 

• Credit report 
• Customer financial statements 
• Contacts with customer credit references, including information about average and maxi-

mum credit granted, as well as slow payments, discounts taken, and bad debt situations 
• Contacts with bank references concerning the existence of bank accounts, the size range of 

account balances, and how long the customer has done business with each bank 
• Any previous ordering, payment, bad debt, and dispute history with the company 

Responsible party: Credit staff 
 
Tip: If a sales order is for a small amount, it may not be necessary to collect some of this information. In particular, 
it may not be cost-effective to obtain a credit report for a small order, nor may some customers be willing to forward 
their financial statements. 
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Tip: It can take some time to assemble the information needed for a credit application, which may drive an impatient 
customer to a competitor. To keep the credit review process from being prolonged, the credit staff should review the 
status of all unapproved sales orders every day. 
 
4. Assign credit level. Based on the collected information and the company’s algorithm for 
granting credit, determine a credit amount that the company is willing to grant to the customer. 
The following are all valid approaches to granting credit: 

• Assign a minimum credit amount in all cases; or 
• Assign credit based on the item being ordered (where higher credit levels are allowed for 

items being cleared from stock); or 
• Assign credit based on estimated annual sales volume with the customer; or 
• Assign credit based on the credit score listed in a third party’s credit report; or 
• Assign credit based on a decision table developed from the company’s overall credit expe-

rience; or 
• Assign credit based on an in-house credit granting algorithm 

 
It may also be possible to adjust the credit level if a customer is willing to sign a personal guarantee. 
Responsible party: Credit staff 

5. Hold order (optional). If the sales order is from an existing customer and there is an exist-
ing unpaid and unresolved invoice from the customer for more than $___, place a hold on the sales 
order. Contact the customer and inform them that the order will be kept on hold until such time as 
the outstanding invoice has been paid. 
Responsible party: Credit staff 

Tip: Always inform the sales manager before placing a hold on a sales order. The customer will probably contact the 
sales manager once it learns of the hold, so the sales manager should be prepared in advance for this call. 
 
6. Obtain credit insurance (optional). If the company uses credit insurance, forward the rel-
evant customer information to the insurer to see if it will insure the credit risk. The result may alter 
the amount of credit that the credit staff is willing to grant. 
Responsible party: Credit staff 
 
Tip: It may be possible to bill the customer for the cost of the credit insurance. 
 
7. Verify remaining credit (optional). A sales order may have been forwarded from the order 
entry department for an existing customer who already has been granted credit. In this situation, 
the credit staff compares the remaining amount of available credit to the amount of the sales order, 
and approves the order if there is sufficient credit for the order. If not, the credit staff considers a 
one-time increase in the credit level in order to accept the order, or contacts the customer to arrange 
for an alternative payment arrangement. 
Responsible party: Credit staff 
Control issues: The credit manager should review and approve larger one-time credit extensions. 
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8. Approve sales order. If the credit staff approves the credit level needed for a sales order, 
it stamps the sales order as approved, signs the form, and forwards a copy to the shipping depart-
ment for fulfillment. It also retains a copy. 
Responsible party: Credit staff 
Control issues: It may be necessary to maintain control over the credit approval stamp, since some-
one could use it to fraudulently mark a sales order as having been approved. 
 
Tip: If the customer has agreed to bear the cost of credit insurance, notify the billing department of the additional 
amount to be billed to the customer. 
 
9. File credit documentation. Create a file for the customer and store all information in it 
that was collected as part of the credit examination process. This information is useful for future 
reference, either during periodic reviews or when a customer requests a change in credit level. 
Responsible party: Credit staff 
 
Tip: If there are many customers, it may make sense to use a standard methodology to create a unique customer index 
number for filing purposes. Doing so will reduce the risk that multiple files will be created for the same customer. 
 
The following exhibit shows a streamlined view of the credit procedure for a manual system, ex-
cluding most optional steps, and assuming that sales orders are being processed only for new cus-
tomers. 
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Credit Process Flow (Manual System for New Customers) 

Receive sales order
Sales order copy

Issue credit 
application to 

customer

Collect and review 
credit information

Credit report

Customer financials

Prior transactions

Credit application

Assign  credit level

File credit 
documents

Approve sales order, 
forward sales order 

copy to shipping 
department

 
 
The following exhibit shows a streamlined view of the credit procedure for a manual system, ex-
cluding most optional steps, and assuming that sales orders are being processed only for existing 
customers. In this case, the procedure can be considerably shortened if there is a sufficient amount 
of unused credit already available to accommodate a sales order. 
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Credit Process Flow (Manual System for Existing Customers) 

Receive sales order
Sales order copy

Verify remaining 
credit

Obtain additional 
information if 

needed

Credit report

Customer financials

Prior transactions

Credit application

Adjust credit level

File credit 
documents

Approve sales order, 
forward sales order 

copy to shipping 
department

Sufficient credit?

Yes

No

 
 
The Shipping Procedure (Manual System) 
In many organizations, the shipping department is not linked to the computer systems resident in 
other departments. This situation requires the use of paper-based notifications of customer orders 
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to the department, as well as a notable amount of subsequent paperwork to document the picking 
and shipment of each order. The shipping procedure for a manual system is outlined below. 
 
1. Verify sales order. When a sales order arrives in the shipping department, review it to 
verify that it is authorized for shipment. This means that there is either a credit authorization stamp 
on it, or the amount to be shipped is of such a small dollar amount that it bypasses the credit 
department as per the company’s credit policy. If the sales order is not authorized for shipment, 
send it to the credit manager. 
Responsible party: Shipping manager 
Control issues: Having an unauthorized sales order arrive in the shipping department is a serious 
breach in company procedures, so it may make sense to also notify the controller and/or internal 
audit manager of the issue. 
 
2. Issue picking document. Make a copy of the sales order and forward it to a stock picker. 
Note on the retained version of the sales order the name of the stock picker to whom a copy was 
given. This person picks the goods listed on the sales order and brings them to the shipping area. 
If not all items were on hand, the picker notes this on his copy of the sales order. The stock picker 
gives the marked-up copy of the sales order to the shipping manager, who matches it to his copy 
of the document. 
Responsible party: Stock picker 
Control issues: The shipping manager should run a daily verification of all sales orders for which 
the picking version has not yet been returned, and follow up with the stock pickers assigned to 
these sales orders. 
 
Tip: It is also possible to copy all picking information from the sales order to a separate pick list. However, there is 
some risk in a manual environment that the information will be transcribed incorrectly, leading to an incorrect pick. 
 
3. Issue backorder notification (optional). If some items listed on the sales order were not 
in stock, ensure that they are clearly noted on the sales order, and send a copy back to the order 
entry department (a separate backorder form may also be used). The order entry staff may want to 
contact the customer about the shipping delay, and may attempt to persuade the customer to buy 
an alternative product. Another copy should go to the materials management staff, who schedule 
the backordered goods to be produced or procured. The shipping manager retains a copy of the 
sales order in a backorders file, and periodically has the stock pickers review the inventory to see 
if the indicated items have arrived. 
Responsible party: Shipping manager 
Control issues: It is possible for items on backlog to be lost in an entirely manual system. One way 
to spot missing items is for the billing clerk to note on his or her copy of the sales order any items 
not yet invoiced, and periodically consult with the shipping manager regarding these missing 
items. 
 
4. Prepare goods for shipment. Package the goods for shipment, and prepare shipping in-
formation based on the “ship to” address listed on the sales order. Contact the shipper to arrange a 
pickup. 
Responsible party: Shipping staff 
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Control issues: If there is a history of incorrect inventory picks, it might be reasonable to have 
someone other than the inventory picker compare the picked items to the sales order prior to ship-
ment. 
 
5. Complete shipping documents and ship. Complete the bill of lading document. Verify 
that it matches the contents of the shipment. Then sign the document and have the shipper sign it, 
as well. Retain a copy of the bill of lading. Also print a packing slip, detailing the contents of the 
shipment. Affix a copy to the outside of the shipment, and retain a copy. 
Responsible party: Shipping staff 
Control issues: A copy of the bill of lading should always be retained, so that the company can 
prove that goods were shipped, as well as the date of shipment. 
 
6. Complete shipping log. Use the information on the bills of lading or packing slip to com-
plete the shipping log. This log is a summary of all shipments made, sorted by date. 
Responsible party: Shipping manager 
Control issues: To ensure that the shipping log is complete, periodically match it to the bills of 
lading retained by the department, and update it for any bills not listed in the log. 
 
7. Remove from inventory records. Remove the shipped items from the inventory records 
for finished goods. 
Responsible party: Shipping staff 
Control issues: If this step is missed or completed improperly, it can be a major cause of inventory 
record inaccuracies, so use periodic inventory counts to verify inventory levels. Also, assign in-
ventory record-keeping to a well-trained person, and prohibit all other employees from accessing 
the inventory records. 
 
8. Forward shipping documents. Send a copy of the bill of lading or packing slip to the 
billing clerk. It may make sense to send the bills of lading, packing slips, and the daily shipping 
log together as a batch for an entire day of shipping activity, so that the billing clerk can compare 
the detail documents to the shipping log. If the company bills its customers for shipping charges 
incurred, note the type of shipping used for each delivery. This information initiates the preparation 
of a customer invoice. 
Responsible party: Shipping manager 
Control issues: From an accounting perspective, this is the most critical part of the shipping pro-
cess, since unforwarded documents will prevent invoices from being generated. An easy control 
is to have the billing clerk go to the shipping department to request these documents if they do not 
arrive by a specific time each day. 
 
Tip: Require the shipping department to forward shipping documents to the billing clerk at least twice a day, so that 
the company can issue invoices as soon after shipments as possible. This practice tends to improve the speed with 
which customers pay their invoices. 
 
9. File documents. Attach the bill of lading to the sales order, and file it by date within the 
shipping department. Also retain the original shipping log within the shipping department. This 
information may be accessed by auditors to verify that shipments were made, and may also be 
useful to the billing clerk for investigations of customer invoices. 
Responsible party: Shipping manager 
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Control issues: Consider storing this information in a locked cabinet, since it can be quite useful 
for investigative purposes at a later date. 
 
The following exhibit shows a streamlined view of the shipping procedure for a manual system. 
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Shipping Process Flow (Manual System) 
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The Billing Procedure 
The general process flow for creating a customer invoice is that a packet of information arrives 
from the shipping department, which the billing clerk verifies and converts into an invoice. There 
are numerous other steps involved before the shipping department ever sends this information to 
the billing clerk, including order entry, credit approval, production scheduling, and shipment. 
 
Perform the billing procedure every day. Customers are supposed to enter the invoice date in their 
computer systems when logging in supplier invoices, so that the computer pays each invoice after 
the correct number of days, as listed in the payment terms on the invoice. However, many data 
entry employees do not go to the trouble of entering this date, and instead use the default date, 
which is the current day. Invoices entered in this manner will be paid later. Thus, invoices should 
be processed as soon as possible in order to be paid as soon as possible. 
 
The detailed billing procedure, including responsibilities and basic controls, follows: 
 
1. Access shipping documents. In a fully computerized system, this will be a screen in the 
accounting system. In a manual system, this is a document sent from the shipping department that 
states what has been shipped to a customer. It is frequently a copy of the bill of lading or packing 
slip. 
Responsible party: Billing clerk 
Control issues: The person shipping goods cannot be the same person who creates the invoice. 
Otherwise, an employee could ship goods to a company that he controls and then modify the in-
voice to contain fewer items shipped or lower prices than normal. 
 
2. Access the customer order. In a computerized system, you can access an on-line form 
that itemizes all customer order items shipped. Then, verify that you want to print an invoice for 
all flagged items. If there is no automated linkage from the shipping department to the accounting 
software, you will need to locate the sales order, of which a copy should have been sent from the 
customer service department to the accounting department when each customer originally placed 
an order. 
Responsible party: Billing clerk 
Control issues: In a non-computerized system, it is possible to lose customer sales orders. The 
order entry staff should always store a backup copy of each sales order, which is usually stapled 
to any customer purchase order that it may also have received. These documents are usually filed 
by customer name. If the order entry staff wants to keep two copies of the sales order, then pre-
number the forms and file the second copy by number. Though probably overkill, this later ap-
proach reduces the risk of a lost sales order. 
 
3. Verify prices (optional). In a computerized system, the customer service staff should have 
already verified pricing when they created the sales order, so there is nothing more to be done. 
When customer orders are placed manually, compare the prices listed on the sales order to the 
standard price list, and flag any items that vary from the standard rates. There should not be too 
many prices on orders that contain non-standard prices. If there are, consider periodically compil-
ing these orders to see if certain salespeople are allowing nonstandard pricing, or if the marketing 
department is running undocumented discounts, and so forth. 
Responsible party: Billing clerk 
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Control issues: There can be significant control problems with pricing when the marketing depart-
ment is constantly running promotions at varying discount rates. The simplest control is to restrict 
the number of promotions. If that is not possible, then ensure that both the order entry and account-
ing departments are on the mailing list for all special promotions, and give the marketing depart-
ment immediate feedback if it does not rigidly adhere to this distribution. 
 
Tip: A company may change its official price list at regular intervals, such as once a year. If so, it is quite possible 
that a customer may have placed an order when earlier prices were in effect. In such cases, match prices to the price 
list that was in effect on the date when the order was placed. In addition, consider having a policy to give customers 
whichever price is lower – the old one or the new price. This may call for some invoice adjustments, but it can create 
customer goodwill, especially if there is a prominent note on the invoice that explains the reason for the price reduc-
tion. 
 
4. Calculate shipping. This can be a time-consuming part of invoicing, because not all forms 
of shipping charges are easily automated in a computerized system. Here are several examples of 
shipping calculations: 

• Customer pickup. The customer comes to the company to retrieve his order. This needs to 
be established at the time of order placement, and either flagged in the computer system or 
stamped on the order. 

• Price based. This is typically an increasing price that is based on the price of the order, not 
its cubic volume or shipping weight. Many order-taking systems contain this feature. 

• Promotional rate. This is usually free shipping if customers order by a certain date or in an 
amount greater than a set order size. 

• Prepaid. If the initial customer order states that shipping is prepaid, do not charge any 
freight on the invoice. 

 
Responsible party: Billing clerk 
Control issues: Unusual shipping requests, such as overnight delivery to a distant location, can 
cause losses, since these charges may be inordinately high, and the company may underbill the 
customer for them. If so, either require the customer to pay the delivery company itself, or forbid 
such deliveries, or forbid them only when the company is uncertain of the full amount of the ship-
ping charge that it will eventually be billed by the transportation firm. 
 
Tip: To arrive at a fairly automated invoicing process, try to standardize the shipping calculation as much as possible, 
with very few variations from the standard calculation. The simplest approach is to offer free shipping. The next 
simplest is to use a standard shipping charge based on the total size of the order – this involves a simple table lookup, 
and is easy for a computer system to accomplish. From the standpoint of simplicity, a customer-specific shipping rate 
is a bad idea, since it usually calls for a manual override of the computer-generated shipping rate. 
 
5. Charge sales tax. Charge the sales tax rate for the government entity in which the customer 
is receiving the goods. This tax rate should be included in the accounting software, so the software 
automatically applies it. If invoices are being created by hand, keep the sales tax information in a 
summary sheet for easy reference. 
Responsible party: Billing clerk 
Control issues: The sales tax code is usually set up in a separate file in the accounting software, 
which in turn is referenced in the customer master file for each individual customer. If the sales 
tax code is incorrect, or the customer master file incorrectly references the wrong sales tax code, 
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you will either collect sales taxes for the wrong government entity, or in the wrong amount. This 
problem can be difficult to spot. One option is to have a second person cross-check all changes to 
computer records involving sales taxes. Another possibility is to have an internal auditor review 
these records periodically. 
 
Tip: Governments usually mail out updates to their sales tax rates near the end of each calendar year. Have the person 
in charge of the mail route all of these notifications to you, so that they can be updated in the computer system. 

6. Print invoice. If a pre-printed invoice form is being used, make sure that it is positioned 
properly in the printer, conduct a test print if necessary, and print the invoice. If the computer 
requires the printing of invoices in batch mode, then print all of the invoices that have been se-
lected. 
Responsible party: Billing clerk 
 
Tip: Consider using a color printer, in order to use colors to highlight specific fields on an invoice, such as the amount 
of an early payment discount or the due date of the invoice. 
 
7. Burst invoice (optional). If using multi-part forms, then burst apart the copies. If it is a 
two-part form, then the extra copy is usually filed by customer name. If it is a three-part form, then 
the third copy is typically filed by invoice number. These extra copies are useful for cross-refer-
encing information at a later date, if it is necessary to research an invoice. 
Responsible party: Billing clerk 
 
Tip: The impact printers used to create multi-part invoices are far more likely to jam than laser printers, so consider 
moving away from this form of printing. 
 
8. Proofread the invoice (optional). If an invoice is unusually complex or is for a large 
amount, consider having someone else proofread it. There should not be unnecessary delays caused 
by customer protests at an inaccurate billing, so proofreading may be prudent. The original billing 
clerk should not conduct this review, since the person who creates a document is less likely to see 
errors. 
Responsible party: Second billing clerk 
 
Tip: Do not use proofreading for routine invoices, since these items rarely contain errors, and proofreading can delay 
invoice delivery. 
 
9. Mail invoice. Stuff the completed invoices into mailing envelopes, and stamp each enve-
lope with an “Address Correction Requested” stamp, so that the post office will issue a notification 
if a customer changes its address. 
Responsible party: Billing clerk 
Control issues: As noted in this procedure step, it is important to keep track of customer addresses, 
since an invoice may be inadvertently mailed to an old address. To avoid this, have the mail room 
staff forward all change of address forms received from customers to the accounting department. 
 
Tip: It may be necessary to use different types of mailings to get an invoice into the hands of the correct person at a 
customer. For example, it may be necessary to use registered mail if customers continually claim that they never 
receive invoices. Other customers prefer e-mail delivery, or that you enter the invoice into an electronic invoicing 
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portal. In order to be reminded about which mailing method to use, create a code in the customer master file that 
indicates a specific form of delivery, and have this code appear in a unique box somewhere on the invoice. 
 
10. File invoice copy (optional). If an extra copy of an invoice has been created, file it in the 
customer’s file, along with the sales order and customer purchase order (if any), and the proof of 
shipment. It is better to use a fastener file folder for storing invoices, in order to affix them to the 
folder securely. This reduces the risk of losing documents, and keeps the invoices in order by date. 
If another copy is created, file it by invoice number in a separate binder. 
Responsible party: Accounting clerk (does not have to be the billing clerk) 
Control issues: It is not uncommon to lose invoices simply by filing them under the wrong cus-
tomer name. This has become a relatively minor control issue, since electronic records of invoices 
can still be accessed through the computer system. However, if the computer is used as the primary 
method of access to accounting records, keep records available in the computer for several preced-
ing years – do not archive them for as long as possible. 
 
Tip: Is it necessary to print or file a copy of an invoice at all? As long as the backup method for the accounting system 
is first-rate, you can always print the invoice at a later date if it is needed. An alternative is to print the invoice and 
then scan it into an electronic document management system, along with all other documents related to the invoice, 
such as evidence of shipment and the customer’s original order. This results in an easy source of all information about 
an order, which can be accessed from any computer terminal, and is very useful for the customer service staff, which 
may have to respond to customer queries. 
 
11. Retain extra sales order copy (optional). If the sales order has not been entirely fulfilled, 
make a copy of it, circle the remaining items that have not yet been shipped, and store it in a 
pending file. This is eventually matched to the shipping documents for the backordered items when 
they are shipped. 
Responsible party: Billing clerk 
Control issues: Review the sales orders for backordered items periodically, and investigate those 
that are quite old. This can serve as a useful reminder for the order entry staff, who can follow up 
with customers to see if they want to buy alternative products. 
 
The following exhibit shows a streamlined view of the standard billing procedure, including a few 
of the more common optional steps. This process flow assumes that a computer system exists that 
links the order entry, shipping, and accounting departments. 
 
The Check Receipts Processing Procedure 
The task of processing checks is loaded with controls. They are needed to ensure that checks are 
recorded correctly, deposited promptly, and not stolen anywhere in the process. The procedure for 
check receipts processing is outlined below: 
 
1. Record checks and cash. When the daily mail delivery arrives, record all received checks 
and cash on the mailroom check receipts list. For each check received, state on the form the name 
of the paying party, the check number, and the amount paid. If the receipt was in cash, state the 
name of the paying party, check the “cash?” box, and the amount paid. Once all line items have 
been completed, enter the grand total in the “total receipts” field at the bottom of the form. Sign 
the form, and state the date on which the checks and cash were received. Also, stamp “for deposit 
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only” and the company’s bank account number on every check received; this makes it more diffi-
cult for someone to extract a check and deposit it into some other bank account. 
Responsible party: Mailroom staff 
Control issues: Where possible, have two people record incoming checks and cash. Otherwise, 
someone could easily abscond with any payments received before they have been recorded in the 
company’s accounting systems. 
 
2. Forward payments. Insert all checks, cash, and a copy of the mailroom check receipt list 
into a secure interoffice mail pouch. Have it hand-delivered to the cashier in the accounting de-
partment. The cashier matches all items in the pouch to the mailroom check receipt list, initials a 
copy of the list, and returns the copy by interoffice mail to the mailroom. The mailroom staff then 
files the initialed copy by date. 
Responsible party: Mailroom staff, mail courier, and cashier 
Control issues: These steps ensure that the payments are securely shifted to the cashier, and that 
the cashier officially acknowledges receipt of the funds. Responsibility for the funds has now 
shifted to the cashier. 
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Standard Billing Process Flow 

Billing clerk receives 
bill of lading copy 

from shipping 
manager

Billng clerk receives 
sales order copy 
from order entry 

staff

Bill of lading copy Sales order copy

Create invoice Add freight charge if 
necessary

Add sales tax if 
necessary

Send copy to 
customerElectronic filing?Enter on customer-

designated website

Sales order 
complete?

File all document 
copies

(optional)
Yes

Retain extra sales 
order copy for 

additional billings
(optional)

Yes No

No

Verify prices
(optional)

 
 
Tip: There may need to be an additional reconciliation step if the cashier finds that the checks and cash in the mail 
pouch do not match the amount listed on the mailroom check receipt list. 
 
3. Apply cash to invoices. Access the accounting software, call up the unpaid invoices for 
the relevant customer, and apply the cash to the invoices indicated on the remittance advice that 
accompanies each payment from the customer. If there is no indication of which invoice is to be 
credited, record the payment either in a separate suspense account, or as unapplied but within the 
account of the customer from whom it came. 
Responsible party: Cashier 
Control issues: It is of some importance to apply cash to open accounts receivable at once, thereby 
reducing the amount of receivables that the collections staff should pursue. Once all cash received 
for the day has been applied, another control possibility is to print the cash receipts journal for the 
day, compare it to the mailroom check receipts list, and reconcile any differences. 
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4. Record other cash (optional). Some cash or checks will occasionally arrive that are not 
related to unpaid accounts receivable. For example, there may be a prepayment by a customer, or 
the return of a deposit. In these cases, record the receipt in the accounting system, along with 
proper documentation of the reason for the payment. 
Responsible party: Cashier 
Control issues: The controller may want to review the treatment of these payments, to ensure that 
they have been properly recorded within the correct account.  
 
5. Deposit cash. Record all checks and cash on a deposit slip. Compare the total on the de-
posit slip to the amount stated on the mailroom check receipts list, and reconcile any differences. 
Then store the checks and cash in a locked pouch and transport it to the bank. 
Responsible party: Cashier and additional reviewer (see the following control issue) 
Control issues: An extra level of control is to have a second person compare the total on the deposit 
slip to the total on the mailroom check receipts list, which prevents the cashier from absconding 
with funds. This second person should not report to the cashier. 
 
Tip: Cash application should be completed on the day of cash receipt, if only to ensure that no cash is held on the 
premises overnight. If it is not possible to apply cash to receivables that fast, make photocopies of the receipts that 
were not applied, so that cash can still be deposited at once. 
 
6. Match to bank receipt. Upon receipt of the checks and cash, the bank issues a receipt for 
it. Someone other than the cashier compares this receipt to the amount on the deposit slip, and 
reconciles any differences. 
Responsible party: Accounting clerk 
Control issues: This step is used to prevent the theft of cash while in transit to the bank. Since the 
person transporting the cash is also returning with the receipt, it is quite possible that this person 
will deliberately lose the receipt. A missing receipt is therefore a possible indicator of fraud. 
 
The following exhibit shows a streamlined view of the check receipts processing procedure. 
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Check Receipts Process Flow 
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The Purchasing Procedure 
The classic approach to ordering goods and services is the purchase order. It is a formal approach 
to buying that involves the issuance of a legal document, the purchase order, to a supplier. The 
purchase order identifies the items being ordered, as well as the price and other conditions under 
which a company is willing to make a purchase. Though the issuance of purchase orders is usually 
well-controlled, it also requires a considerable amount of time to complete. For this reason, it is 
generally restricted to more expensive purchases. The purchasing procedure is outlined below: 
 
1. Obtain pricing. When the purchasing staff receives a purchase requisition, it needs to as-
certain pricing in order to determine the level of authorization needed by the requesting party. 
Responsible party: Purchasing staff 
Control issues: It is very time-consuming to obtain multiple prices for the items listed on every 
purchase requisition, so the purchasing manager should set rules for allowing purchases from a 
small number of designated suppliers, with multiple bids only needed for larger purchases. 
 
2. Match against authorization table. Once the purchasing staff has obtained preliminary 
pricing estimates, compare the amounts requested to the company’s authorization table. If the re-
questing person represents sufficient authorization to approve the purchase, then proceed with the 
ordering process. If not, retain a copy of the purchase requisition and send the original to the person 
whose approval is required. An example of an authorization table follows. 
 
Sample Purchase Authorization Table 

 Department 
Manager 

Divi-
sion 
Man-
ager 

Chief Oper-
ating 

Officer 

Chief Execu-
tive 

Officer 

Board 
of 

Direc-
tors 

<$25,000       
$25,000-100,000        
$100,001-250,000         
$250,001-1,000,000          
$1,000,000+           

 
Responsible party: Purchasing staff 
Control issues: The purchasing staff should routinely review its copies of unapproved purchase 
requisitions, and follow up with approvers regarding their status. 
 
Tip: It may be more efficient for the purchasing department to shift this task onto the requesting person, so that all 
purchase requisitions contain the required approvals. However, this approach may not work if the requesting person 
is not sure of the prices of items being requested. 
 
3. Obtain additional documentation (optional). If the item being requested exceeds the 
company’s capitalization limit, send the purchase requisition back to the requesting person with a 
request to complete a capital request form. 
Responsible party: Purchasing staff 
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Control issues: This step essentially terminates the purchasing process, so there is no need to retain 
a copy of the purchase requisition. 
 
4. Prepare purchase order. Complete a purchase order, based on the information in the pur-
chase requisition or bid results. Depending on the size of the order, it may be necessary for the 
purchasing manager to approve and sign the purchase order. Retain a copy of the purchase order 
in a pending file, stapled to the department’s copy of the purchase requisition, and send the original 
to the supplier. Additional copies go to the receiving department and accounts payable staff. 
Though not necessary, another copy could be sent to the person who placed the requisition, as 
evidence that the order was placed. If the purchasing system is computerized, then only a single 
copy is printed and sent to the supplier. 
Responsible party: Purchasing staff 
Control issues: If purchase orders are prepared manually, have them prenumbered, track all num-
bers used, and store unused purchase orders in a secure location. This is needed to keep someone 
from removing a purchase order and using it to order goods or services that have not been author-
ized. 
 
5. Obtain legal review (optional). If the purchase order contains terms and conditions that 
are not the standard ones normally used in purchase orders, route the document to the legal staff 
for review. 
Responsible party: Corporate counsel 
Control issues: It can be difficult to determine what constitutes a reasonable exception from the 
normal terms and conditions, which would require legal review. Also, a legal review slows down 
the purchasing process. For both reasons, the purchasing staff may be reluctant to obtain a review. 
This issue can be detected after-the-fact with a periodic investigation by the internal audit team. 
 
Tip: A legal review for recurring contracts can be avoided when their terms were approved by corporate counsel in 
an earlier version, but only if the terms and conditions have not subsequently changed. 
 
6. Monitor change orders (optional). If change orders are issued, keep track of the resulting 
change in the cumulative total authorized to be spent. If the cumulative total exceeds the original 
authorization level noted in the authorization table, obtain the higher authorization level needed 
for the new expenditure level. 
Responsible party: Purchasing staff 
Control issues: This step requires detailed monitoring, which the purchasing staff will be reluctant 
to do. It can be made easier by modifying the purchase order form to include a field for the cumu-
lative dollar total, which the purchasing staff updates for each successive change order. 
 
7. Monitor purchase acknowledgments (optional). For the more important items being pur-
chased, it may make sense to ensure that purchase orders have been received by suppliers and 
acknowledged. This can be a simple phone call to the supplier, or it may be a formal written ac-
knowledgment. Another option is to include a “confirm to phone number” field in the purchase 
order, as was shown earlier in the sample purchase order template. If the company is issuing pur-
chase orders by electronic means, the supplier’s computer system may automatically send back an 
acknowledgment message. 
Responsible party: Purchasing staff 
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Control issues: This step is probably of least use when dealing with long-term business partners, 
but could be of importance when ordering from new suppliers where the purchasing department 
has no idea of supplier performance levels. 
 
8. Monitor subsequent activity. Following the due date of the purchase order, remove the 
department’s copy from the pending file and verify with the receiving department that the related 
goods were received. If not, contact the supplier to determine the status of the order. If complete, 
file the purchase order by supplier name. If the purchasing system is computerized, the receiving 
department will flag purchase orders on-line as having been fulfilled, which effectively eliminates 
this step. 
Responsible party: Purchasing staff 
Control issues: For more important items, the purchasing staff might consider contacting suppliers 
in advance of the due date to ensure that items were shipped on time. 
 
Tip: If the purchasing staff finds that small residual balances were not fulfilled on a purchase order, and the company 
no longer requires the residual amount, they should issue a notification to the supplier that the order for the remaining 
amount has been cancelled. 
 
9. File documents. When all activity associated with a purchase order has been completed, 
file the purchasing documents by supplier name for the current year. This will certainly include 
the purchase order and purchase requisition, and may also include a cancellation notice that termi-
nates any residual unfulfilled balances on a purchase order, as well as any purchase order acknowl-
edgments received from suppliers. 
Responsible party: Purchasing staff 
 
The following exhibit shows a streamlined view of the purchasing procedure, not including the 
optional steps to obtain additional documentation, conduct a legal review, or monitor change or-
ders. 
 
The Supplier Invoice Processing Procedure (Manual System) 
Though most companies operate with a computer-based accounting system, it is considerably less 
likely that they coordinate the information between the accounting, purchasing, and receiving da-
tabases. When there is no inter-linking of this information, use the following procedure to process 
supplier invoices: 
 
1. Store purchase order. When the purchasing department creates a purchase order to au-
thorize the purchase of goods or services, they send a copy of the purchase order to the accounts 
payable staff. Upon receipt, the accounts payable staff stores the copy in an unmatched purchase 
orders file, probably sorted by supplier name. 
Responsible party: Accounts payable staff 
 
2. Store receiving report. When a supplier delivers goods to the receiving dock, the receiv-
ing staff completes a receiving report that references the supplier name, purchase order number, 
and number of units received, and sends a copy (sometimes including a copy of the bill of lading) 
to the accounts payable staff. Upon receipt, the accounts payable staff stores the copy in an un-
matched receiving reports file, probably sorted by supplier name. 
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Responsible party: Accounts payable staff 
 
3. Review supplier invoice. When a supplier invoice is received, examine it to ensure that it 
contains the following information: 

• Supplier pay-to address 
• Payment terms 
• Purchase order reference number (optional) 
• List of services provided (for service contracts) 
• List of hours worked (for service contracts) 

 
If the required information is not listed, obtain it from the supplier and add it to the invoice. 
Responsible party: Accounts payable staff 
 
Tip: A payment can also be initiated by a check request form, which must be signed by the person whose budget will 
be impacted by the resulting expense. The form should contain payment information, the reason for the expenditure, 
and the appropriate approvals for the expenditure level required. 
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Purchasing Process Flow 
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4. Conduct three-way match. Match the invoice with the receiving report issued by the re-
ceiving department and the purchase order issued by the purchasing department. If there is no 
receiving report or purchase order, contact the issuing department to see if there is a missing doc-
ument. If the price stated on the supplier invoice does not match the price stated on the purchase 
order, contact the purchasing department for further instructions. If the quantity stated on the sup-
plier invoice does not match the amount stated on the receiving report, contact the receiving de-
partment for further instructions. 
Responsible party: Accounts payable staff 
Control issues: The three-way matching process will probably uncover a number of small vari-
ances between the various documents. To keep three-way matching from being an excessively 
onerous control, consider allowing invoice payment without further review, as long as the vari-
ances are within predetermined limits. 
 
Tip: If some suppliers persistently submit incorrect billing information, the accounting staff may need to discuss the 
issue with them. This takes time, but is more efficient over the long-term if payment problems can be eliminated. 
Thus, there may need to be an additional step following the matching process, to contact suppliers about problems 
found. 
 
Tip: Three-way matching can be a very good control, but it is also very inefficient. A more cost-effective alternative 
is to only require it for supplier invoices that exceed a certain dollar amount. It is also not needed for such ongoing 
payments as taxes, utilities, insurance, legal and accounting fees, and royalties. 
 
5. Obtain approval (optional). If there is no purchase order for a supplier invoice, or if the 
invoice is an expense report from an employee, or if the invoice is for services (and therefore no 
receiving report), send the invoice to the person whose budget will be impacted by it and ask for 
an approval signature. It is customary to first make a copy of the invoice before sending the docu-
ment to the approver, to ensure that the invoice will not be lost. It may also be useful to maintain 
a log of all invoices that have been sent out for approval, and cross them off the list as they are 
returned. The accounts payable staff can use the log to follow up on any unapproved invoices. 
Responsible party: Accounts payable staff 
Control issues: This is a difficult control to follow, since many supervisors consider invoice au-
thorizations to be an annoyance, and therefore delay returning approved documents to the payables 
department. One option is to use negative approvals, where supervisors are notified that invoices 
will be paid unless they say otherwise. This means that the payables staff can immediately enter 
invoices in the accounting system, rather than waiting for approval. 
 
Tip: Approvers may not know why they were sent an invoice, or may not know where to write their approval on the 
document. To mitigate these issues, create an approval stamp that contains an approval line, and use this stamp on all 
invoices before sending them out for approval. 
 
6. Create vendor master file record (optional). If the company has not done business with 
a supplier before, create a vendor master file record for it in the accounting system. This record 
contains such information as the supplier’s payment address, tax identification number, contact 
information, and payment terms. 
Responsible party: Accounts payable staff 
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7. Obtain Form W-9 (optional). Check the Form W-9 file to see if there is a completed form 
for the supplier. Alternatively, check the vendor master file to see if a tax identification number 
has been listed for the supplier. If not, contact the supplier and request that a form be sent. Upon 
receipt, file the form in the Form W-9 file. 
Responsible party: Accounts payable staff 
 
Tip: The Form W-9 is the source document for the tax identification number used in the Form 1099 that is sent to 
qualifying suppliers at year-end. The company is in the best position to obtain this document when it can withhold 
payments from suppliers, so be sure to tell suppliers that no payment will be forthcoming until a completed form is 
received. 
 
8. Enter invoice. Enter the invoice into the accounting system for payment. Set the invoice 
date in the system at the invoice date noted on the invoice, rather than the current date (otherwise 
it will be paid late). Also, set the system to take advantage of any early payment discounts allowed 
by the supplier. 
Responsible party: Accounts payable staff 
Control issues: It may be advisable to enter invoices into the accounting system before any of them 
are sent out for approvals (see the preceding step concerning invoice approvals). Doing so elimi-
nates the risk that an invoice is not entered into the system in time to be paid by its due date. 
 
Tip: When invoices contain no unique invoice number, there is a significant risk of paying them twice, since the 
accounting software cannot uniquely identify them. To avoid this issue, enforce a policy for creating invoice numbers. 
Such a policy typically converts the invoice date into an invoice number. 
 
9. Issue adjustment letter (optional). If the amount to be paid differs from the amount stated 
on the supplier invoice, consider sending an adjustment letter to the supplier, stating the amount 
of and reason for the difference. This can keep the supplier from charging late payment fees and 
pestering the accounts payable staff with questions about the unpaid difference. 
Responsible party: Accounts payable staff 
 
The following exhibit shows a streamlined view of the supplier invoice processing procedure in a 
manual environment. It only includes those optional steps most likely to occur on an ongoing basis. 
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Supplier Invoice Process Flow 
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The Check Payment Issuance Procedure 
The predominant mode of payment to suppliers is to print a check, though the use of direct deposit 
and wire transfers is also common. The check payment issuance procedure is outlined below. 
 
1. Print payment due dates report. Any accounting software package includes a standard 
report that itemizes the invoices that are now due for payment. The accounts payable staff should 
print this report prior to the next scheduled date on which it makes payments. This report only 
works if the accounting staff has previously entered the standard payment terms for each supplier 
in the vendor master file in the accounting software. The system should automatically present 
invoices that are available for early payment discounts. 
Responsible party: Accounts payable staff 
Control issues: It is important not to miss due dates, so running the due dates report should be on 
the daily schedule of activities in the accounting department. 
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Tip: If a manual accounts payable system is being used, store supplier invoices in folders that are organized by due 
date. 

2. Approve payments. The accounts payable manager or controller should review the report 
to see if any prospective payments should be delayed. If so, cross out these items. 
Responsible party: Accounts payable manager or controller 
Control issues: To ensure that only the approved items are paid, consider crossing out line items 
in ink, initialing the crossed-out items, and later matching printed checks to the report. 
 
3. Select payments. Access the payments module in the accounting software and select all 
approved invoices listed on the payment due dates report. Print a preliminary check register and 
match it against the approved payment due dates report to ensure that only approved invoices are 
being paid. 
Responsible party: Accounts payable staff 
Control issues: The matching process noted here is quite important; otherwise, the software may 
automatically pay all invoices that are currently due for payment. 
 
4. Obtain check stock. Go to the locked cabinet where check stock is stored, and extract a 
sufficient number of checks for the check run. Re-lock the cabinet. 
Responsible party: Accounts payable staff 
Control issues: It is critical to keep unused check stock locked up at all times. We will return to 
this issue later, when we log out the range of check numbers used. Also, if there is a check stamp 
or plate, store it in a different locked location, which makes it more difficult for someone to fraud-
ulently create a check payment. 
 
5. Print checks. Enter the beginning check number for the unused checks into the accounting 
software. Print the checks. Verify that the checks were properly aligned and that all checks were 
printed. If not, re-print the batch of checks. Otherwise, accept the check run in the software and 
print a final check register. 
Responsible party: Accounts payable staff 
Control issues: It is useful to match the final check register to the approved payment due dates 
report, to ensure that the accounts payable staff has only paid authorized invoices. 
 
Tip: It is customary to retain a copy of the final check register, but there is no particular reason to do so, since the 
accounting system stores this information and can usually print a replacement report on demand. 
 
6. Return unused checks. Return all unused checks to the locked cabinet. Note in a check 
usage log the check number range that was used. This step is used to uncover cases where checks 
may have been fraudulently removed from the stock of unused checks. 
Responsible party: Accounts payable staff 
Control issues: The check usage log should be stored in a locked location, so that no one can both 
steal unused checks and modify the log to hide the theft. 
 
7. Sign checks. Attach all supporting documentation to each check. Then schedule a check 
signing meeting with an authorized check signer. Be available during the meeting to answer any 
questions posed by the check signer. The check signer should examine the supporting materials 
for any check where there is a concern about the payment. If the check is for an unusually large 
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amount, consider requiring an additional signature on the check, thereby providing an additional 
level of authorization. 
Responsible party: Accounts payable staff and authorized check signer 
Control issues: Check signing is a control, but may not be necessary in cases where the purchasing 
department has authorized a payment in advance with a signed purchase order. If so, a signature 
stamp or plate can be used instead of a check signer. 
 
8. Issue checks. Attach any required remittance advices to checks, and mail them to recipi-
ents. Then attach the company’s copy of remittance advices to supporting documents, and file 
them by supplier name. 
Responsible party: Accounts payable staff 
Control issues: In a purely manual payables environment, there is a risk of paying an invoice more 
than once, so a reasonable control is to stamp each paid invoice, or even perforate it, with a “paid” 
stamp. This control is not needed in a computerized environment, where the accounting system 
tracks the payment status of all invoices. 
 
9. Issue positive pay file (optional). If the company uses a positive pay system, compile in-
formation about the newly-printed checks into a file and send it to the bank. The bank then matches 
submitted checks against this file and rejects those not listed in the file. 
Responsible party: Accounts payable staff 
Control issues: The positive pay notification must encompass manual checks. Otherwise, a special 
check may be written outside of the normal check printing process, and then be rejected by the 
bank because no positive pay file was submitted for it. 
 
The following exhibit shows a streamlined view of the check payment issuance procedure, not 
including the optional use of positive pay. 
 
Summary 
This chapter is quite large, and yet does not begin to encompass the amount of procedural ground-
work that the accountant should engage in before attaining a fully-functioning system of proce-
dures. There are many additional procedures to be considered besides the core ones noted in this 
chapter, such as how to treat petty cash transactions, how to calculate the cost of ending inventory, 
and the many steps involved in the payroll process. Also, some of the procedures in this chapter 
were presented under the assumption that the accountant is operating a largely manual accounting 
system, which may not be the case. For a more comprehensive treatment of accounting-related 
procedures, as well as procedures designed for computerized accounting systems, see the author’s 
Accounting Procedures Guidebook, which is available at www.accountingtools.com. 

A final comment about procedures: it is easy to go too far and create an excessively large 
number of detailed procedures. If many procedures are created, the accountant will find that too 
much time is being spent on maintaining the related paperwork, and in setting up controls to en-
force compliance with the procedures. Instead, consider maintaining a reduced set of the most 
critical procedures. This topic is addressed in the podcast episode noted at the beginning of this 
chapter. 
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Check Payment Issuance Process Flow 
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Chapter 4 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The verbal transfer of information to junior employees is unreliable because: 

a. Junior employees are proven to be poor listeners 
b. Senior employees must first become certified storytellers 
c. It leads to the use of many variations on a single procedure 
d. It is difficult to translate procedural information into local idioms 

 
2. A business should create a procedure when: 

a. There is a risk that the company will suffer a monetary loss 
b. The auditors have not expressed any concern regarding the lack of a procedure 
c. It is not possible to make the underlying transaction more efficient 
d. The underlying transaction is completed infrequently 

 
3. A flowchart is especially useful: 

a. When employees all use the same language 
b. When procedures are unusually complex 
c. When procedures are unusually simple 
d. When there is a low employee turnover environment 

 
4. Each new release of procedures should inform recipients about: 

a. The design process used by the procedure writer 
b. Changes to the procedure format 
c. All procedures that have been deleted 
d. The expected duration of the procedures 

 
5. The shipping manager verifies a sales order: 

a. To ensure that the correct copy was sent 
b. To ensure that the promised ship date has not yet passed 
c. To verify that it is authorized for shipment 
d. For the correct product prices 

 
6. Matching purchase requisitions to purchase orders: 

a. Is useful for ensuring that the correct items are ordered 
b. Is an efficient way to file documents 
c. Is used to verify budget availability 
d. Is handled by the receiving staff 
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Chapter 5 - Accounting for Receivables 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the key requirements of accounting for receivables. 
 
Introduction 
Receivables are a key part of the accounting for any business that grants credit to its customers. Receivables 
can take many forms, including trade receivables, loans, notes, and other types of financial instruments. 
Receivables may also be transferred between parties, such as when a business has a put option that requires 
a third party to purchase its receivables. Debts can also be sold individually or in groups by one party to 
another. In this chapter, we discuss the accounting for these and other arrangements, as well as the extensive 
disclosure requirements associated with certain types of receivables. 
 
Accounting for Billings 
When a business sells services to a customer, an invoice is normally created in the billing module of the 
accounting software, which automatically creates an entry to credit the revenue account and debit the ac-
counts receivable account. When the customer later pays the invoice, debit the cash account and credit the 
accounts receivable account. For example, if a business invoices a customer for $10,000 in services, the 
entry generated by the billing module would be: 
 

 Debit Credit 
Accounts receivable 10,000  

Revenue - services  10,000 
 
If goods are sold to a customer on credit, then not only would you record the sale and related account 
receivable, but you would also record the reduction in inventory that was sold to the customer, which then 
appears in the cost of goods sold expense. For example, if a business were to conclude a sale transaction 
for $15,000 in which it sold merchandise having an inventory cost of $12,000, the entry would be: 
 

 Debit Credit 
Accounts receivable 15,000  

Revenue - products  15,000 
   

Cost of goods sold 12,000  
Inventory  12,000 

 
There is an issue with the timing of the preceding sale transaction. If the sale is made under FOB shipping 
point terms (where the buyer takes delivery of goods being shipped to it by a supplier once the goods leave 
the supplier’s shipping dock), the seller is supposed to record both the sale transaction and related charge 
to the cost of goods sold at the time when the shipment leaves its shipping dock. From that point onward, 
the delivery is technically the responsibility of either a third-party shipper or the buyer. 
 
If a sale is made under FOB destination terms (where the buyer takes delivery of goods being shipped to 
it by a supplier once the goods arrive at the buyer’s receiving dock), then the seller is supposed to record 
these transactions when the shipment arrives at the customer; this is because the delivery is still the re-
sponsibility of the seller until it reaches the customer’s location. 
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From a practical perspective, most companies record their sale transactions as though the delivery terms 
were FOB shipping point, because it is easiest to initiate a sale transaction in the accounting system as 
soon as the goods are shipped. 
 
If customers are offered a discount when they pay early, and they take advantage of the offer, they will 
pay an amount less than the invoice total. Eliminate this residual balance by charging it to the sales dis-
counts account, which can be treated as either a reduction of sales or an expense. For example, if a cus-
tomer takes advantage of a $100 early payment discount on a $2,000 invoice, the following entry would 
be used to record the payment: 
 

 Debit Credit 
Cash 1,900  
Sales discounts 100  

Accounts receivable  2,000 
 
Accounting for Sales Taxes 
A business is required to charge customers a sales tax on certain types of sales transactions if it has nexus 
in the territory of the government entity that charges the sales tax. Nexus is the concept that an organization 
is doing business in an area if it has a place of business there, uses its own vehicles to transport goods to 
customers there, or (in some cases) has employees situated or living there. 
 
If the company does not have nexus where a customer is located, then the company does not have to charge 
a sales tax to the customer; instead, the customer is supposed to self-report a use tax to its local government. 
Use tax is the same as sales tax, except that the party remitting the tax to the applicable government entity 
is the buyer of taxable goods or services, rather than the seller. 
 
The Supreme Court handed down a major decision involving sales taxes in 2018, where it stated in the 
South Dakota vs. Wayfair case that South Dakota could apply its sales tax to Internet retailers, even when 
they have no property or employees in the state. The Court was ruling specifically on the South Dakota 
sales tax law, pointing out that this specific law was no burden to interstate commerce, given that it did 
not impose an obligation to remit sales taxes retroactively and imposed a simplified tax rate structure. 
 
The Wayfair case means that the concept of economic nexus is now a major issue for anyone selling to 
customers located in another state. Economic nexus is created when a business generates a certain amount 
of sales in a particular state. Some state governments measure this figure based on the overall dollar 
amount of transactions generated, while others combine the concept with the total number of individual 
sales transactions completed. It is an open question as to how low a state can go in setting economic 
nexus thresholds, since very low thresholds make it more difficult for small businesses to administer. 
 
The adoption of a threshold level of 200 sales transactions by state governments will likely be the driving 
factor in determining whether to withhold sales taxes on sales to customers located in those states. This 
means that the seller will need to start compiling the total number of sales transactions by state, and re-
viewing it on a monthly basis. The exact rules will vary by state, but assume that sales tax withholdings 
will need to begin as soon as the 200th transaction has been completed within a calendar year. 
 
EXAMPLE 
 
ABC Retail has just sold its 200th transaction of the year to customers located in Ohio. It is August 13. As of the 201st transaction, 
which happens to occur on August 16, ABC needs to start withholding sales tax on any additional sales to customers in Ohio, and 
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remitting the proceeds to the state. Now that the 200-transaction threshold has been reached, ABC will need to withhold sales taxes 
on all sales into Ohio on a go-forward basis. 
 
 
In other cases, the total amount of taxable sales into a state will be the driving issue, rather than the number 
of transactions. When this is the case, the company will need to compile the total taxable sales volume by 
state, to see if the threshold level has been reached. When this happens, individual state rules will determine 
the exact date when sales tax withholding must commence. 
 
A further concern regarding economic nexus is that some states require sales taxes to be paid based on 
local sales tax rates where individual customers are located, rather than allowing out-of-state sellers to 
pay a single state-wide rate. This greatly amplifies the sales tax reporting burden, especially for smaller 
sellers who have barely exceeded the $100,000 or 200-transaction sales thresholds needed to trigger sales 
tax withholding in most states. 
 
The ramifications of economic nexus are clearly more administrative work for mid- to large-sized compa-
nies that sell across state lines (such as any Internet business). This is not especially difficult when a state 
provides sellers with a consolidated application and administration system, but this is not always the case 
– some states have quite a disorganized approach to economic nexus, requiring sellers to make separate 
filings with individual cities and counties. Calculating sales tax is a particular concern in the latter case, 
where a seller may have to deal with hundreds or even thousands of different sales tax rates. 
 
All accounting software includes a billing feature that allows for the inclusion of sales tax at the bottom of 
each invoice, after the subtotal of line items billed. When sales tax is charged to customers, it is eventu-
ally collected and then remitted to the state government, which in turn pays it out to the various local gov-
ernments. 
 
When a customer is billed for sales taxes, the journal entry is a debit to the accounts receivable account 
for the entire amount of the invoice, a credit to the revenue account for that portion of the invoice attribut-
able to goods or services billed, and a credit to the sales tax liability account for the amount of sales taxes 
billed. 
 
At the end of the month (or longer, depending on the remittance arrangement), a sales tax remittance form 
is filled out that itemizes sales and sales taxes, which is sent to the applicable government with the 
amount of the sales tax recorded in the sales tax liability account. This remittance may take place before 
the customer has paid the sales tax to the company. 
 
What if the customer does not pay the sales tax portion of the invoice? In that case, issue a credit memo 
that reverses the amount of the sales tax liability and eliminates the unpaid taxes from the accounts re-
ceivable account. It is quite likely that the tax will already have been remitted to the government, so the 
customer’s non-payment becomes a reduction in the company’s next sales tax remittance to the govern-
ment. 
 
EXAMPLE 
 
Milagro Corporation issues an invoice to The Cupertino Beanery for $1,000 of goods delivered, on which there is a 
seven percent sales tax. The entry is: 

 Debit Credit 
Accounts receivable 1,070  

Revenue  1,000 
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Sales tax liability  70 
 
Following the end of the month, Milagro remits the sales taxes withheld to the state government. The entry is: 
 

 Debit Credit 
Sales tax liability 70  

Cash  70 
 
Later in the following month, the customer pays the full amount of the invoice. The entry is: 
 

 Debit Credit 
Cash 1,070  

Accounts receivable  1,070 
 
 
When a company bills its customers for sales taxes, those taxes are not an expense to the company; they 
are an expense only to customers. From the company’s perspective, these sales tax billings are liabilities to 
the local government until remitted. 
 
Tip: Consider setting up a separate sales tax liability account for each government entity. If the company has nexus 
in multiple jurisdictions, this makes it much easier to reconcile the accounts, and is essentially mandatory if there is a 
sales tax audit. 
 
Accounting for Use Taxes 
As stated earlier, a buyer is responsible for paying use tax if the seller of tangible goods did not charge the 
buyer a sales tax. A useful way to view the use tax concept is that, theoretically, all purchases made by a 
buyer should be assigned a sales tax – which is classified as a sales tax if the seller charges the tax and 
remits the proceeds to the government, and as a use tax if the buyer has to pay the tax to the government. 
Use tax most commonly arises when a buyer orders goods from out of state (such as from an Internet store), 
and the seller (not having nexus in the buyer’s state) does not have to charge sales tax on the transaction. 
 
EXAMPLE 
 
Pianoforte International buys supplies from an office supply store in Nebraska, which delivers them by common car-
rier to Pianoforte’s office in Colorado. Since the supplier has no nexus in Colorado, it does not charge sales tax on 
these purchases. However, since Pianoforte would have paid sales tax on these purchases if it had purchased them in 
Nebraska, it should pay use tax to the state of Colorado. 
 
 
As noted in the preceding example, use tax is typically paid in the state in which the buyer takes possession 
of tangible property. Thus, the tax is not due to the state government from which the goods were shipped, 
but rather to the state government in which delivery was made. 

The accounting for use tax is to accrue a use tax liability for each applicable purchase. This amount is 
also recognized as an expense for the business. Thus, the general format of the journal entry is: 

 
 Debit Credit 
Expense [expense account] xxx  

Use tax liability [liability account]  xxx 
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The exact expense account charged when use tax is recognized can vary. If the aggregate amount of use tax 
recognized per year is small, the easiest approach is to charge it to a miscellaneous expense account. For 
larger amounts, a unique account can be created for it. 
 
It can be difficult to determine the amount of use tax to pay. The most labor-intensive approach is to ex-
amine every non-exempt supplier invoice to determine which ones did not include sales tax, and accrue a 
use tax for these invoices. An easier approach is to aggregate all out-of-state purchases for items subject 
to sales tax and calculate the use tax on this total amount. Since some out-of-state vendors may have 
charged sales tax, this second approach tends to over-estimate the amount of use tax. A third approach is 
to flag those out-of-state vendors that habitually charge sales tax, and exclude these purchases from the 
aggregate amount noted in the second calculation method. The third approach can be refined by conduct-
ing a detailed transaction review for vendors from which large purchases were made. The third approach 
is recommended, since it should result in a fairly accurate use tax liability without requiring a massive 
amount of investigatory labor. 
 
Use tax is typically based on the purchase price of an asset. Thus, if the local sales tax is 7% and an asset 
was acquired for $1,000, then the buyer owes a use tax of $70. The situation is not so clear when the user 
has constructed an asset, such as self-constructed machinery. In this case, there are several possible ways 
to devise the basis upon which the use tax is calculated. They are: 

• The cost of the materials used to construct the asset 
• The full cost to construct the asset, which includes labor 
• The fair market value of the asset, if it were to be sold on the open market 

 
Most states allow use tax to be calculated just based on the cost of the materials used to construct the asset, 
which is the easiest calculation method. A further concern is that many states exempt machinery used in 
the production process from sales or use tax, so none of these calculation methods may be needed. 
 
The Allowance for Doubtful Accounts 
The allowance for doubtful accounts is a reduction of the total amount of accounts receivable appearing on 
a company’s balance sheet. It is listed as a deduction immediately below the accounts receivable line item. 
This allowance reflects your best estimate of the amount of accounts receivable that the company will never 
be paid by its customers. 
 
There are several possible ways to estimate the allowance for doubtful accounts, which are: 

• Risk classification. Assign a risk score to each customer, and assume a higher risk of default for 
those having a higher risk score. Here are the steps to follow to create a risk-based bad debt forecast: 

a. Periodically obtain new risk scores for all current customers, excluding those with minimal 
sales. 

b. Load the scores for each customer into an open field in the customer master file. 
c. Print a custom report that sorts current customers in declining order by risk score. 
d. Divide the sorted list into fourths (low risk through high risk), and determine the bad debt 

percentage for the previous year for each category. The result is shown in the following 
sample report. 
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Sample Bad Debt Analysis Based on Customer Risk 

 
Risk 
Category 

Current 
Receivable 

Balance 

Historical 
Bad Debt 

Percentage 

Estimated 
Bad Debt by 

Risk Category 
Low risk $1,100,000 0.8% $8,800 
Medium low 606,000 1.6% 9,696 
Medium high 384,000 3.9% 14,976 
High risk 110,000 7.1% 7,810 

Totals $2,200,000  $41,282 
 

The risk classification approach can be expensive to update, since it might be necessary to buy 
credit risk reports for all major customers. To avoid this expense, consider using the next ap-
proach, which can be developed entirely with internally-available information. 

 
• Time bucket percentage. If a certain percentage of accounts receivable became bad debts in the 

past, then expect the same percentage in the future. This method works best for large numbers of 
small account balances. Here are the steps to follow to create a bad debt expense based on historical 
percentages: 

a. Print the accounts receivable aging report. 
b. Assign the historical bad debt percentage applicable to each 30-day time bucket. 
c. Multiply the ending receivable balances in each 30-day time bucket by the applicable bad 

debt percentage to arrive at the total amount of the allowance for doubtful accounts. The 
result is shown in the following sample report. 

 
Sample Bad Debt Analysis Based on Time Buckets 

 0-30 Days 31-60 Days 61-90 Days 90+ Days 
Ending balance $1,500,000 $562,000 $108,000 $30,000 
Estimated bad debt percentage 1.0% 2.5% 6.2% 30.0% 
Estimated bad debt amount $15,000 $14,050 $6,696 $9,000 

 
At a less precise level, you can also calculate the allowance based on a simple percentage of the entire 
amount of outstanding accounts receivable, but that can be notably imprecise, especially if the propor-
tion of older receivables to total receivables varies constantly. 

 
• 80/20 analysis. Review the largest accounts receivable that make up 80% of the total receivable 

balance, and estimate which specific customers are most likely to default. Then use the preceding 
historical percentage method for the remaining smaller accounts. This method works best if there 
are a small number of large account balances. 

 
You can also evaluate the reasonableness of an allowance for doubtful accounts by comparing it to the total 
amount of seriously overdue accounts receivable, which are presumably not going to be collected. If the 
allowance is less than the amount of these overdue receivables, the allowance is probably insufficient. 
 
Review the balance in the allowance for doubtful accounts as part of the month-end closing process, to 
ensure that the balance is reasonable in comparison to the latest bad debt forecast. For companies with 
minimal bad debt activity, a quarterly update may be sufficient. 
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If the company is using the accrual basis of accounting, record an allowance for doubtful accounts, since 
it provides an estimate of future bad debts that improves the accuracy of the company’s financial state-
ments. Also, by recording the allowance at the same time that a sale is recorded, the company is properly 
matching the projected bad debt expense against the related sale in the same period, which provides an 
accurate view of the true profitability of a sale. 
 
EXAMPLE 
 
Milagro Corporation records $2,000,000 of sales to several hundred customers, and projects (based on historical ex-
perience) that it will incur 1% of this amount as bad debts, though it does not know exactly which customers will 
default. The controller records the 1% of projected bad debts as a $20,000 debit to the Bad Debt Expense account and 
a $20,000 credit to the Allowance for Doubtful Accounts. The bad debt expense is charged to expense right away, and 
the allowance for doubtful accounts becomes a reserve account that offsets the account receivable of $2,000,000 (for 
a net receivable outstanding of $1,980,000). The entry is: 
 

 Debit Credit 
Bad debt expense 20,000  

Allowance for doubtful accounts  20,000 
 
Later, several customers default on payments totaling $4,000. Accordingly, the controller credits the accounts receiv-
able account by $4,000 to reduce the amount of outstanding accounts receivable, and debits the allowance for doubtful 
accounts by the same amount. This entry reduces the balance in the allowance account to $16,000. The entry does not 
impact earnings in the current period. The entry is: 
 

 Debit Credit 
Allowance for doubtful accounts 4,000  

Accounts receivable  4,000 
 
A few months later, a collection agency succeeds in collecting $1,500 of the funds that the controller had already 
written off. He can now reverse part of the previous entry, thereby increasing the balance in the allowance account. 
The entry is: 
 

 Debit Credit 
Accounts receivable 1,500  

Allowance for doubtful accounts  1,500 
 
Finally, the controller records the receipt of cash from the collection agency for the $1,500 receivable, net of a collec-
tion fee of $500. The entry is: 
 

 Debit Credit 
Cash 1,000  
Collection expense 500  

Accounts receivable  1,500 
 
 
The only impact that the allowance for doubtful accounts has on the income statement is the initial charge 
to bad debt expense when the allowance is initially funded. Any subsequent write-offs of accounts receiv-
able against the allowance for doubtful accounts only impact the balance sheet. 
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Notes Receivable 
One of the key aspects of notes receivable is how to recognize them in the accounting records. The follow-
ing points describe the major issues to consider when initially accounting for a receivable of this type: 

• Notes acquired for cash. When a note is received in exchange for cash, record the note at the amount 
of the cash paid. 

• Notes acquired for noncash consideration. When a note is received in exchange for any type of 
consideration other than cash, the present value of the note is the fair value of the consideration 
paid. Alternatively, if similar notes are exchanged in an open market, market prices can provide 
evidence of the present value of the note. If neither option is available and the interest rate on the 
note does not match the market rate, use an imputed interest rate to arrive at the discounted present 
value of the note (subsequent changes in prevailing interest rates can be ignored). 

 
Subsequent to the initial recordation of a note receivable, the following issues may arise that require ac-
counting treatment: 

• Loan impairment. A loan is considered to be impaired when it is probable that not all of the related 
principal and interest payments will be collected. 

• Impairment documentation. Any allowance for loan impairments should be fully documented with 
the appropriate analysis, and updated consistently from period to period. 

• Impairment allowance. An impairment allowance can be based on the examination of individual 
receivables, or groups of similar types of receivables. The creditor can use any impairment meas-
urement method that is practical for the creditor’s circumstances. When loans are aggregated for 
analysis purposes, use historical statistics to derive the estimated amount of impairment. The 
amount of impairment to recognize should be based on the present value of expected future cash 
flows, though a loan’s market price or the fair value of the related collateral can also be used. 

• Impairment accounting. The offset to the impairment allowance should be the bad debt expense 
account. Once actual credit losses are identified, subtract them from the impairment allowance, 
along with the related loan balance. If loans are subsequently recovered, the previous charge-off 
transaction should be reversed. 

 
Tip: It is possible that there is no need to establish a reserve for an impaired loan if the value of the related collateral 
is at least as much as the recorded value of the loan. 
 
As a result of impairment accounting, it is possible that the recorded investment in a loan judged to be 
impaired may be less than its present value, because the creditor has elected to charge off part of the loan. 
 
In the following bullet points, we note several more specialized recognition practices for several types of 
receivables: 

• Delinquency fees. Recognize delinquency fees when the fees are chargeable, as long as the col-
lectability of the fees is reasonably assured. 

• Factoring arrangements. When receivables are transferred to a factor, the factor should account 
for them as a purchase of receivables. 

• Interest income on receivables. It may be necessary to impute interest on receivables, even if there 
is no stated interest rate associated with those receivables. 

• Loan syndications. When there are several lenders involved in a loan syndication, each lender sep-
arately accounts for the sums owed to it by the borrower. In cases where the lead lender is collecting 
repayments from the borrower, the lead lender’s role is that of a loan servicer, so it would be inap-
propriate for the lead lender to recognize the aggregate loan as an asset. 
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• Loans not previously held for sale. When the decision is made to sell loans that had not previously 
been classified as held for sale, report these loans at the lower of cost or fair value. If the loan cost 
exceeds value at the time of the transfer to the held for sale classification, record the difference in 
a valuation allowance. 

• Loans receivable held to maturity. If management intends to hold loans receivable until their ma-
turity, report these loans at their outstanding principal, adjusted for charge-offs, allowances for loan 
losses, deferred costs, and unamortized premiums or discounts. 

• Nonmortgage loans held for sale. Report nonmortgage loans that are being held for sale at the lower 
of their cost or fair value. 

• Prepayment fees. Do not recognize prepayment penalties until the related loans or receivables are 
prepaid. 

• Purchase of credit card portfolio. If a portfolio is purchased for an amount greater than the sum of 
receivables due, allocate the premium between the loans acquired and the cardholder relationships 
acquired (which is an intangible asset). Amortize this premium over the life of the loans. 

• Rebates on accrued interest income. There is no impact on the accrual of interest income on in-
stallment loans or trade receivables when there is a prospect of issuing rebates. Any impact is rec-
ognized in income when the loans or receivables are paid or renewed. 

• Standby commitment to purchase loan. When there is a standby commitment to purchase a loan 
where the settlement date is not within a reasonable period, or the business cannot accept delivery 
without selling assets, account for the commitment as a written put option, where the fee received 
is a liability (value the liability at the greater of the initial fee or the fair value of the put option). 
Otherwise, it is considered part of the normal production of loans, where the fee received is rec-
orded as an offset to loans purchased. 

 
Acquisition, Development, and Construction Arrangements 
The guidance in this section only applies to situations where a lender participates in the expected residual 
profits or cash flows of a property transaction for which the lender is providing funding, either through 
profit sharing or above-market interest rates or fees. The following characteristics suggest the presence of 
such an arrangement where the lender takes on the role of an investor: 

• Delinquency. The debt is structured to avoid foreclosure by not requiring payments until project 
completion. 

• Fees. The lender pays for the commitment or origination fees by including them in the loan. 
• Funding. The lender provides substantially all of the required funding. 
• Interest. The lender rolls substantially all of the interest and fees during the loan term back into the 

loan balance. 
• Recourse. The lender only has recourse to the acquisition, development, and construction project. 
• Repayment. The lender will only be repaid if the property is sold, refinanced, or begins to generate 

enough cash flow to service the loan. 
 
Conversely, there are situations where the lender has not taken on the role of an investor, and is merely 
financing property. The following characteristics suggest the presence of a simple lending arrangement: 

• Borrower investment. The borrower has a substantial equity investment in the project that is not 
funded by the lender. The value of the borrower’s efforts (sweat equity) in the property develop-
ment is not to be considered when evaluating the borrower’s investment. 

• Collateral. The lender has recourse to significant other assets of the borrower besides the project, 
and which are not also pledged as collateral elsewhere, or the lender has an irrevocable letter of 
credit from a third party for a substantial amount of the loan. 
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• Net cash flow. There are sufficient noncancelable sale or lease contracts from third parties to pro-
vide the cash flow needed to service the debt. 

• Profit participation. The profit participation of the lender is less than half of the expected residual 
profit. 

• Take-out commitment. The lender has obtained a take-out commitment for the full amount of its 
lending arrangement from a third party. 

 
The existence of a personal guarantee is not usually considered sufficient for classifying a lending arrange-
ment as not being an investment. However, this may be the case if the guarantee covers a large part of the 
loan, the payment ability of the guarantor can be reliably measured (as represented by assets placed in 
escrow, an irrevocable letter of credit, or financial results), enforcing the guarantee is possible, and there is 
a demonstrated intent to enforce the guarantee. 
 
When judging the financial statements of a guarantor, place particular emphasis on the presence of suffi-
cient liquidity to fulfill the guarantee, and whether the guarantor has other contingent liabilities. 
 
Also, the initial determination of investment or loan status for the lender may change over time, if the un-
derlying terms of an arrangement are altered. Consequently, reassess the accounting treatment whenever 
loan terms are altered. The following situations that alter a lending scenario can impact how a lending ar-
rangement is classified: 

• Risk reduction. If the lender’s risk diminishes significantly, an initial classification as an investment 
or joint venture might be reclassified as a loan. 

• Risk increase. If the lender’s risk increases (such as by releasing collateral) or the lender assumes 
a greater percentage of expected profits, an initial classification as a loan might be reclassified as 
an investment. 

 
The initial accounting by a lender in an acquisition, development, and construction project is to be ac-
counted for in one of two ways: 

• As an investment. If the lender expects to receive more than 50% of the expected residual profit 
from a project, then any income or loss from the arrangement is to be accounted for by the lender 
as a real estate investment. 

• As a loan. If the lender expects to receive 50% or less of the expected residual profit from a project 
and there is a qualifying personal guarantee (as just described), then the arrangement is to be ac-
counted for as a loan. If the guarantee is not present, then account for the arrangement as a real 
estate joint venture. 

 
If a lender were to subsequently sell its share of any expected residual profits, there are two ways to account 
for the sale: 

• As an investment. If the arrangement has been accounted for as an investment, the lender can ac-
count for the sale as a gain. 

• As a loan. If the arrangement has been accounted for as a loan, the lender should recognize the 
proceeds from the sale as additional interest over the remaining term of the loan. 

 
Nonrefundable Fees and Other Costs 
This topic relates to the nonrefundable fees, origination costs, and acquisition costs relating to lending ac-
tivities. The fees addressed by this topic have many names, including points, placement fees, commitment 
fees, application fees, and annual credit card fees; to save space, we will refer to them all as loan origination 
fees. 
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The accounting for nonrefundable fees and other costs and revenues is as follows: 

• Loan origination fees. Defer the recognition of all loan origination fees, and recognize them over 
the life of the loan as interest income or expense. These costs can include labor, travel costs, phone 
calls, and mileage reimbursement. Examples of activities considered to relate to loan origination 
are loan counseling, application processing and credit analysis, asset appraisals, loan approval pro-
cessing, and loan closing. 

• Loan origination labor. The direct costs of loan origination can be deferred, which includes the 
labor associated with the successful production of loans. The cost of bonuses may be deferred if 
they directly relate to the successful production of loans. 

• Other lending-related costs. Charge all other lending-related costs to expense as incurred. This 
includes advertising and solicitations, loan servicing, unsuccessful loan origination activities, idle 
time, service bureau fees, and administrative costs. 

• Commitment fees. If the lender receives a commitment fee to originate or purchase a loan, defer 
recognition of the fee, and offset against it the related loan origination costs. The following scenar-
ios may apply: 

o Net cost, no exercise. If the result is a net cost and the likelihood of the commitment being 
exercised is remote, charge the net amount to expense at once. 

o Net cost, exercised. If the result is a net cost and the commitment is likely to be exercised, 
recognize it over the life of the loan as a reduction in loan yield. 

o Net revenue, no exercise. If the result is net revenue and the likelihood of the commitment 
being exercised is remote, amortize recognition of the net amount on a straight-line basis 
over the period covered by the commitment as service fee income. If some amount remains 
unamortized when the commitment expires, recognize it in income as of the expiration 
date. 

o Net revenue, exercised. If the result is net revenue and the commitment is likely to be ex-
ercised, recognize it over the life of the loan as an increase in loan yield. 

• Credit card fees. Fees charged to the holders of credit cards should be deferred, and recognized on 
a straight-line basis over the period that the card fee entitles the card user to use the card. If there 
are any credit card origination costs, net them against credit card fees, which are then amortized as 
just noted. If the business pays a fee to acquire credit card accounts, net this payment against any 
credit card fees. 

• Lending fees unrelated to loans. A lender may charge a fee for lending transactions apart from loan 
originations. Examples of such transactions are for the extension of the maturity date on a loan, or 
switching a variable-rate loan to a fixed-rate loan. Account for these fees as a yield adjustment over 
the remaining life of the loan with which the fee is associated. 

• Loan syndication fees. The entity that constructs a loan syndication should recognize the loan syn-
dication fees earned by it when the syndication is complete. However, if the syndicator retains a 
portion of the loan, it should defer a portion of the fees and recognize that portion over the term of 
the retained loan. The amount deferred should result in a loan yield that is not less than the average 
yield on the loans issued by the other participants in the syndication. 

• Loan purchase. Defer the cost of fees paid to the seller of a loan or group of loans, and account for 
it as a yield adjustment over the life of the loan; if prepayments occur or some of the purchased 
loans are then sold, recognize a proportional amount of the deferred fees in income. Charge all 
other costs to expense that are incurred in connection with purchased loans or commitments to 
purchase such loans; these costs are not origination fees, since the loan has already been originated 
by the seller of the loan. 

• Loan refinancing or restructuring. Account for a loan refinancing or restructuring as a new loan if 
the terms are at least as favorable for the lender as the terms associated with comparable loans 
where there is no refinancing or restructuring (such as when the effective yield on the new loan is 
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similar to the same yield on comparable loans). If there are any unamortized fees or costs associated 
with the original loan, recognize them within interest income at this time. If the restructuring or 
refinancing does not meet these conditions or the modifications are minor, carry forward any 
unamortized fees or costs to the new loan. 

• Revolving line of credit. When there is a revolving line of credit, recognize the associated net fees 
or costs in income on a straight-line basis over the period of the line of credit. If the borrower cannot 
reborrow from the line of credit upon paying off the line, recognize all remaining net fees and costs 
as of the payment date. If the line of credit includes a payment schedule, account for the remaining 
net fees and costs as a yield adjustment over the remaining life of the loan. 

 
EXAMPLE 
 
Currency Bank enters into a one-year line of credit arrangement with a borrower, where the borrower can elect to 
convert the line of credit into a three-year term loan. Currency amortizes the net fees and costs associated with the line 
of credit over the combined period of the line of credit and term loan. The borrower elects to let the line of credit 
expire and pays off the remaining balance, without converting to a term loan, so Currency then recognizes the remain-
ing unamortized net fees and costs as of the expiration date. 
 
 

• Third party fees. Fees paid to a third party in regard to portfolio management, investment consul-
tation, or loan origination activities are charged to expense as incurred. 

 
Any loan origination costs related to a loan in process can be deferred until such time as the loan is closed 
or declared unsuccessful, at which point it is accounted for based on the loan outcome. 
 
If there is a period during which the interest income on a loan is not being recognized, due to concerns 
about the ability of the borrower to pay, do not amortize any deferred net fees or costs during that period. 
 
Tip: It may be more efficient to defer loan origination fees based on a standard costing system, rather than compiling 
actual loan origination costs during every accounting period. 
 
Whenever GAAP requires that fees or costs be amortized using the effective interest method, the intent is 
to use an interest rate that creates an interest differential from the stated interest rate on a loan that recog-
nizes the fees or costs over the life of the loan. The following example illustrates the concept. 
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EXAMPLE 
 
Currency Bank purchases a loan that had been issued by another bank, at a stated principal amount of $100,000, which 
the debtor will repay in three years, with three annual interest payments of $5,000 and a balloon payment of $100,000 
upon the maturity date of the loan.  
 
Currency acquired the loan for $90,000, which is a discount of $10,000 from the principal amount of the loan. Based 
on this information, Currency calculates an effective interest rate of 8.95%, which is shown in the following amorti-
zation table: 
 

 
 
 
Year 

 
(A) 

Beginning 
Amortized Cost 

 
(B) 

Interest and 
Principal Payments 

 
(C) 

Interest Income 
(A × 8.95%) 

(D) 
Debt Discount 
Amortization 

(C – B) 

 
Ending 

Amortized Cost 
(A + D) 

1 90,000 5,000 8,055 3,055 93,055 
2 93,055 5,000 8,328 3,328 96,383 
3 96,383 105,000 8,617 3,617 100,000 

 
 
In a situation where the lender can demand payment of a loan at any time, recognize any remaining net fees 
or costs as an adjustment of yield on a straight-line basis under the remaining period as agreed to by the 
lender and borrower, or (if there is no agreement), the lender’s estimate of this period. Review the remaining 
duration at regular intervals, and alter the adjustment of yield if the estimated duration varies. 
 
If the lender has a number of similar loans, considers prepayments of those loans to be probable, and can 
estimate the timing and amounts of prepayments, it can incorporate prepayment information into its effec-
tive yield calculations. If so, and there turns out to be a difference between actual and anticipated prepay-
ments, recalculate the effective yield to take into account the actual amount of prepayments, and adjust 
the net investment in loans accordingly. Prepayment tracking can be used for a group of loans, or for indi-
vidual loans; whichever approach is used must be maintained through the life of the loans. 
 
Receivables Presentation 
There are a number of requirements regarding the proper presentation of receivables information in the 
financial statements. Given the number of these requirements, we are stating them separately from the dis-
closures in the following section, which are usually included in the notes that accompany the financial 
statements. The presentation requirements are: 

• Acquisition, development, and construction arrangements. Separately report arrangements in the 
balance sheet that are classified as investments from those that are classified as loans. 

• Allowances. Always pair asset valuation allowances with the assets to which they relate on the 
balance sheet. 

• Bad debt expense. Report any changes in the observable market price or the fair value of collateral 
for an impaired loan as a change in bad debt expense. 

• Commitment fees. Classify loan commitment fees as deferred income in the balance sheet. Report 
amortized commitment fees as service income in the income statement. 

• Foreclosed or repossessed assets. It is permissible to either separately state foreclosed or repos-
sessed assets on the balance sheet, or include them in other asset classifications and then disclose 
them in the accompanying notes. If there is an intent to use repossessed assets in the business, do 
not classify them separately as foreclosed or repossessed assets. 
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• Loan fees. Include the unamortized balance of loan fees and costs in the balance sheet as part of 
the loan balances with which these items are paired. 

• Loans or trade receivables. Present loans or trade receivables in the balance sheet in aggregate. If 
any of these receivables are classified as held for sale, aggregate them into a separate line item. If 
there are major categories of loans or trade receivables, separate presentation is encouraged. 

• Receivables classified as current assets. Trade receivables are classified within the current assets 
section of the balance sheet, as long as they are expected to be realized in cash during the operating 
cycle of the business or one year. 

• Receivables from officers, employees, or affiliates. Separately state all notes or accounts receivable 
from officers, employees, or affiliates. Do not aggregate them with other notes receivable or ac-
counts receivable. 

• Unearned discounts. Report unearned discounts, finance charges, and interest stated on receivables 
as a deduction from the paired receivables line item. 

• Yield adjustments. Include all interest yield adjustments for loan-related fees and costs as part of 
interest income. 

 
Summary 
The bulk of the material in this chapter was concerned with the accounting for loan-related activities, and 
so may not apply to many businesses that do not extend long-term credit to other parties. However, some 
of the information in this chapter is more generally applicable when accounting for debt securities pur-
chased as an investment, and when dealing with trade receivables that must be restructured due to financial 
problems afflicting a business partner. 
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Chapter 5 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. There may be no need to create a reserve for an impaired loan when: 

a. The impairment has not been confirmed 
b. It is probable that not all related principal will be collected 
c. The borrower is a related party 
d. The value of collateral at least matches the value of the loan 

 
2. The lender should recognize a delinquency fee when: 

a. The fee is due 
b. The fee is chargeable 
c. There is a prospect of future borrower delinquency 
d. It is paid 

 
3. When there is a loan syndication where the lead lender is collecting repayments, the lead lender: 

a. Should not recognize the aggregate loan as an asset 
b. Should recognize the aggregate loan as an asset 
c. Should recognize all of the interest income associated with the loan 
d. Should recognize all delinquency fees associated with the loan 
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Chapter 6 - Accounting for Investments 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the accounting for investment transfers and the impairment of securities. 
 
Introduction 
The guidance in this chapter is almost entirely concerned with the proper classification of various kinds of 
investments, and how to initially and subsequently account for them. This includes the treatment of valua-
tion impairment, as well as the use of the equity method under certain circumstances. 
 
Overview of Investments – Debt and Equity Securities 
When a business acquires debt or equity securities for investment purposes, it must be cognizant of how 
these investments are to be classified, since the classification drives the accounting treatment. In this sec-
tion, we address not only investment classifications and the related accounting, but also how to deal with 
investment impairment, and several related issues. 
 
Accounting for Investments 

When a business acquires an investment, it must classify the investment into one of the following catego-
ries: 

• Trading securities. This is a debt security acquired with the intent of selling it in the short-term for 
a profit. 

• Held-to-maturity securities. This is a debt security acquired with the intent of holding it to maturity, 
and where the holder has the ability to do so. This determination should be based not only on intent, 
but also on a history of being able to do so. Do not classify convertible securities as held-to-ma-
turity. 

• Available-for-sale securities. This is an investment in a debt security that is not classified as a 
trading security or a held-to-maturity security. 

• Equity securities. This is an investment in an equity security, such as common stock. 
 
Once these investments have been acquired, the subsequent accounting for them is as follows: 

• Trading securities. Measure trading securities at their fair value on the balance sheet, and include 
all unrealized gains and losses on these holdings in earnings. 

• Held-to-maturity securities. Measure all held-to-maturity debt securities at their amortized cost in 
the balance sheet. Thus, there is no adjustment to fair value. 

• Available-for-sale securities. Measure available-for-sale debt securities at their fair value on the 
balance sheet, and include all unrealized gains and losses on these holdings in other comprehensive 
income until realized (i.e., when the securities are sold). However, if these gains or losses are being 
offset with a fair value hedge, include the amounts in earnings. 

• Equity securities. Measure equity securities at their fair value on the balance sheet, and include all 
unrealized gains and losses on these holdings in earnings. If it is not possible to derive a fair value, 
then a business can elect to use the cost of a security, less any impairment in its value, plus or minus 
any changes resulting from observable price changes in orderly transactions for the identical or a 
similar investment of the same issuer. 

 
EXAMPLE 
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Armadillo Industries buys $150,000 of debt securities that it classifies as available-for-sale. After six months pass, the 
quoted market price of these securities declines to $130,000. Armadillo records the decline in value with the following 
entry: 
 

 Debit Credit 
Loss on available-for-sale securities (recorded in other 
comprehensive income) 

20,000  

Investments – Available-for-sale  20,000 
 
Three months later, the securities have regained $6,000 of value, which results in the following entry: 
 

 Debit Credit 
Investments – Available-for-sale 6,000  

Gain on available-for-sale securities (recorded in 
other comprehensive income) 

 6,000 

 
 
GAAP mandates that you review the appropriateness of how each investment is classified, and to then alter 
the classification (and related accounting) as necessary. Whenever there is a transfer between classifica-
tions, the investment is recorded at its fair value. If there is an unrealized holding gain or loss on the date 
of reclassification, use the following table to determine the appropriate accounting. 
 
Accounting for Holding Gains and Losses on Reclassified Investments 

Event Related Accounting 
Transfer out of trading classifica-
tion 

All unrealized gains and losses have already been recognized in earnings; 
do not change 

Transfer into trading classification Recognize all unrealized gains and losses in earnings 
Transfer into available-for-sale 
classification from held-to-maturity 

Recognize all unrealized gains and losses in other comprehensive income 

Transfer into held-to-maturity from 
available-for-sale classification 

Retain all unrealized gains and losses in other comprehensive income, but 
amortize it over the remaining life of the security as a yield adjustment 

 
Impairment of Investments 

If a debt security is classified as either available-for-sale or held-to-maturity and there is a decline in its 
market value below its amortized cost, determine whether the decline is other than temporary. This analysis 
must be performed in every reporting period. If market value is not readily determinable, evaluate if there 
have been any events or circumstances that might impact the fair value of an investment (such as a deteri-
oration in the operating performance of the issuer of a security).  

 
If the business plans to sell a debt security, an other-than-temporary impairment is assumed to have oc-
curred. The same rule applies if it is more likely than not that the company will have to sell the security 
before its amortized cost basis has been recovered; this is based on a comparison of the present value of 
cash flows expected to be collected from the security to its amortized cost. 

 
An impairment loss on an equity security is always considered to be other-than-temporary, so recognize a 
loss in the amount of the difference between the cost and fair value of the security. Once the impairment 
is recorded, this becomes the new cost basis of the equity security, and cannot be adjusted upward if there 
is a subsequent recovery in the fair value of the security. 
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EXAMPLE 
 
Armadillo Industries buys $250,000 of the equity securities of Currency Bank. A national liquidity crisis causes a 
downturn in Currency’s business, so a major credit rating agency lowers its rating for the bank’s securities. These 
events cause the quoted price of Armadillo’s holdings to decline by $50,000. Since impairment losses on equity secu-
rities must be recognized in earnings at once, the following entry is used to record the transaction: 
 

 Debit Credit 
Loss on equity securities 50,000  

Investments – Available-for-sale  50,000 
 
 
If an impairment loss on a debt security is considered to be other-than-temporary, recognize a loss based 
on the following criteria: 

• If the business intends to sell the security or it is more likely than not that it will be forced to do so 
before there has been a recovery of the amortized cost of the security, recognize a loss in earnings 
in the amount of the difference between the amortized cost and fair value of the security. 

• If the business does not intend to sell the security and it is more likely than not that it will not have 
to do so before there has been a recovery of the amortized cost of the security, separate the impair-
ment into the amount representing a credit loss, and the amount relating to all other causes. Then 
recognize that portion of the impairment representing a credit loss in earnings. Recognize the re-
maining portion of the impairment in other comprehensive income, net of taxes. 

 
Once the impairment is recorded, this becomes the new amortized cost basis of the debt security, and cannot 
be adjusted upward if there is a significant recovery in the fair value of the security. 
 
Once an impairment has been recorded for a debt security, account for the difference between its new 
amortized cost basis and the cash flows you expect to collect from it as interest income. 
 
If any portion of the other-than-temporary impairment of a debt security classified as held-to-maturity is 
recorded in other comprehensive income, use accretion to gradually increase the carrying amount of the 
security until it matures or is sold. 
 
If there is a subsequent change in the fair value of available-for-sale debt securities, include these changes 
in other comprehensive income. 
 
It is not acceptable under GAAP to create a general allowance for unidentified impairments in the value 
of an investment portfolio. Instead, impairments must be determined at the level of each individual secu-
rity. 
 
Restricted Stock 

Ideally, you should initially (and subsequently) measure restricted stock based on the fair value of the 
quoted price of an unrestricted security issued by the same entity that is identical to the restricted stock in 
all other respects. 
 
Dividend and Interest Income 

If there is any dividend, interest income, or amortization of premium or discount associated with invest-
ments, recognize these amounts in earnings. 
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Credit Losses 

The accountant may need to measure expected credit losses on held-to-maturity debt securities, as well as 
for available-for sale securities. The allowance for credit losses is a reserve account that is deducted from 
the amortized cost basis of an entity’s held-to-maturity debt securities, resulting in the net amount expected 
to be collected. If necessary, the organization shall record an allowance for credit losses and report a credit 
loss expense in net income for the amount needed to adjust this allowance in the reporting period to meet 
management’s current estimate of expected credit losses. 

The Equity Method 
When a company owns an interest in another business that it does not control (such as a corporate joint 
venture), it may use the equity method to account for its ownership interest. The equity method is designed 
to measure changes in the economic results of the investee, by requiring the investor to recognize its share 
of the profits or losses recorded by the investee. The equity method is a more complex technique of ac-
counting for ownership, and so is typically used only when there is a significant ownership interest that 
enables an investor to have influence over the decision-making of the investee.  

 
The key determining factor in the use of the equity method is having significant influence over the operat-
ing and financial decisions of the investee. The primary determinant of this level of control is owning at 
least 20% of the voting shares of the investee, though this measurement can be repudiated by evidence 
that the investee opposes the influence of the investor. Other types of evidence of significant influence are 
controlling a seat on the board of directors, active participation in the decisions of the investee, or swap-
ping management personnel with the investee. 
 
The investor can avoid using the equity method if it cannot obtain the financial information it needs from 
the investee in order to correctly account for its ownership interest under the equity method. 
 
The essential accounting under the equity method is to initially recognize an investment in an investee at 
cost, and then adjust the carrying amount of the investment by recognizing its share of the earnings or 
losses of the investee in earnings over time. The following additional guidance applies to these basic 
points: 

• Dividends. The investor should subtract any dividends received from the investee from the carrying 
amount of the investor’s investment in the investee. 

• Financial statement issuance. The investor can only account for its share of the earnings or losses 
of the investee if the investee issues financial statements. This may result in occasional lags in 
reporting. 

• Funding of prior losses. If the investor pays the investee with the intent of offsetting prior investee 
losses, and the carrying amount of the investor’s interest in the investee has already been reduced 
to zero, then the investor’s share of any additional losses can be applied against the additional funds 
paid to the investee. 

• Intra-entity profits and losses. Eliminate all intra-entity profits and losses as part of the equity 
method accounting, as would be the case if financial statements were being consolidated. 

• Investee losses. It is possible that the investor’s share of the losses of an investee will exceed the 
carrying amount of its investment in the investee. If so, the investor should report losses up to its 
carrying amount, as well as any additional financial support given to the investee, and then discon-
tinue use of the equity method. However, additional losses can be recorded if it appears assured 
that the investee will shortly return to profitability. If there is a return to profitability, the investor 
can return to the equity method only after its share of the profits has been offset by those losses not 
recognized when use of the equity method was halted. 
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• Other comprehensive income. The investor should record its proportionate share of the investee’s 
equity adjustments related to other comprehensive income. The entry is an adjustment to the in-
vestment account, with an offsetting adjustment in equity. If the investor discontinues its use of the 
equity method, offset the existing proportionate share of these equity adjustments against the car-
rying value of the investment. If the result of this netting is a value in the carrying amount of less 
than zero, charge the excess amount to income. Also, stop recording the investor’s proportionate 
share of the equity adjustments related to other comprehensive income in future periods. 

• Other write-downs. If an investor’s investment in an investee has been written down to zero, but it 
has other investments in the investee, the investor should continue to report its share of any addi-
tional investee losses, and offset them against the other investments, in sequence of the seniority of 
those investments (with offsets against the most junior items first). If the investee generates income 
at a later date, the investor should apply its share of these profits to the other investments in order, 
with application going against the most senior items first. 

• Share calculation. The proportion of the investee’s earnings or losses to be recognized by the in-
vestor is based on the investor’s holdings of common stock and in-substance common stock. 

• Share issuances. If the investee issues shares, the investor should account for the transaction as if 
a proportionate share of its own investment in the investee had been sold. If there is a gain or loss 
resulting from the stock sale, recognize it in earnings. 

• Ownership increase. If an investor increases its ownership in an investee, this may qualify it to use 
the equity method, in which case the investor should retroactively adjust its financial statements 
for all periods presented to show the investment as though the equity method had been used through 
the entire reporting period. 

• Ownership decrease. If an investor decreases its ownership in an investee, this may drop its level 
of control below the 20% to 25% threshold, in which case the investor may no longer be qualified 
to use the equity method. If so, the investor should retain the carrying amount of the investment as 
of the date when the equity method no longer applies, so there is no retroactive adjustment. 

 
EXAMPLE 
 
Armadillo Industries purchases 30% of the common stock of Titanium Barriers, Inc. Armadillo controls two seats on 
the board of directors of Titanium as a result of this investment, so it uses the equity method to account for the invest-
ment. In the next year, Titanium earns $400,000. Armadillo records its 30% share of the profit with the following 
entry: 
 

 Debit Credit 
Investment in Titanium Barriers 120,000  

Equity in Titanium Barriers income  120,000 
 
A few months later, Titanium issues a $50,000 cash dividend to Armadillo, which the company records with the 
following entry: 
 

 Debit Credit 
Cash 50,000  

Investment in Titanium Barriers  50,000 
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EXAMPLE 
 
Armadillo Industries has a 35% ownership interest in the common stock of Arlington Research. The carrying amount 
of this investment has been reduced to zero because of previous losses. To keep Arlington solvent, Armadillo has 
purchased $250,000 of Arlington’s preferred stock, and extended a long-term unsecured loan of $500,000. 
 
During the next year, Arlington incurs a $1,200,000 loss, of which Armadillo’s share is 35%, or $420,000. Since the 
next most senior level of Arlington’s capital after common stock is its preferred stock, Armadillo first offsets its share 
of the loss against its preferred stock investment. Doing so reduces the carrying amount of the preferred stock to zero, 
leaving $170,000 to be applied against the carrying amount of the loan. This results in the following entry by Arma-
dillo: 
 

 Debit Credit 
Equity method loss 420,000  

Preferred stock investment  250,000 
Loan  170,000 

 
In the following year, Arlington records $800,000 of profits, of which Armadillo’s share is $280,000. Armadillo ap-
plies the $280,000 first against the loan write-down, and then against the preferred stock write-down with the follow-
ing entry: 
 

 Debit Credit 
Preferred stock investment 110,000  
Loan 170,000  

Equity method income  280,000 
 
The result is that the carrying amount of the loan is fully restored, while the carrying amount of the preferred stock 
investment is still reduced by $140,000 from its original level. 
 
 
Summary 
The accounting for and disclosure of the three types of investments clearly differ, and so it would initially 
appear that a considerable amount of detailed investment monitoring is required to ensure that the related 
accounting will be correct. However, the situation can be made considerably less complex as long as you 
minimize the need to transfer investments between classifications and develop a clear procedure for the 
treatment of each class of investment. The situation can be further clarified by restricting all investments to 
just one or two of the three allowed classifications. Following these rules can result in greatly simplified 
accounting for debt and equity investments. 
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Chapter 6- Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. A holding gain or loss: 

a. Represents a change in the carrying amount of a security 
b. Represents a change in the fair value of a security 
c. Represents a change in the gross amount of a security 
d. Only applies when a security is partially owned by a third party 

 
2. A trading security is intended to be: 

a. Sold in the short-term for a profit 
b. Sold to a related party 
c. Held to maturity 
d. Sold in the short-term to offset a taxable gain 

 
3. Held-to-maturity investments are accounted for: 

a. By measuring them at their fair value 
b. By recording them at their amortized cost 
c. By storing unrealized gains and losses in other comprehensive income until realized 
d. By recording them at their unamortized cost 
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Chapter 7 - Accounting for Inventory 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the tracking and cost accumulation systems used for inventory. 
 
Introduction 
Inventory is one of the most important asset classifications, for it may represent the largest asset investment 
by a manufacturer or seller of goods. As a major asset, it is imperative that inventory be properly valued, 
as well as those goods designated as having been sold. This chapter discusses the surprisingly brief GAAP 
requirements for inventory, and then expands upon them with discussions of inventory tracking systems, 
costing methodologies, and a variety of related topics. 
 
Overview of Inventory 
In general, inventory is to be accounted for at cost, which is considered to be the sum of those expenditures 
required to bring an inventory item to its present condition and location. There are three types of costs to 
apply to inventory, which are: 

• Direct costs. If a cost was directly incurred to produce or acquire a specific unit of inventory, this 
is called a direct cost, and is recorded as a cost of inventory. 

• Variable overhead costs. If there are any factory costs that are not direct, but which vary with 
production volume, they are assigned to inventory based on actual usage of a company’s production 
facilities. There are usually not many variable overhead costs. 

• Fixed overhead costs. If there are any factory costs that are not direct, and which do not vary with 
production volume, they are assigned to inventory based on the normal capacity of a company’s 
production facilities. 

 
The accounting for fixed overhead costs is particularly critical, given the large amount of fixed costs that 
are allocated in many production facilities. The basic GAAP rules for fixed overhead allocation are: 

• High production. During periods of abnormally high production, the overhead allocation per unit 
should be reduced in order to keep from recording inventory above its actual cost. 

• Low production. During periods of abnormally low production, the overhead allocation per unit is 
not increased. 

• Overhead expense recognition. If there is any residual fixed overhead that is not allocated to in-
ventory, the unallocated amount is recognized as expense in the period incurred; there is no delay 
in expense recognition to a later period. 

 
GAAP specifically requires that overhead costs must be allocated to inventory, and that the allocation must 
be consistently performed from period to period. 

Tip: Though GAAP requires that overhead be allocated to inventory, this does not mean that you should spend an 
inordinate amount of time compiling an exquisitely designed allocation system. Instead, focus on a simple and efficient 
allocation methodology that allows the books to be closed quickly. 
 
Several other rules have been developed regarding inventory costs, most of which are designed to keep 
certain costs from being allocated to inventory. They are: 

• Abnormal expenses. If unusually high costs are incurred, such as abnormal freight, spoilage, or 
scrap charges, they are to be charged to expense in the period incurred. 
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• General and administrative expenses. General and administrative costs can only be allocated to 
inventory when they are clearly related to production. In nearly all cases, these costs are charged 
to expense as incurred. 

• Selling expenses. All costs related to selling are charged to expense as incurred; they are never 
allocated to inventory. 

• Stating inventory above cost. Inventories can only be stated above cost in exceptional situations. In 
all cases where the cost is stated at the sale price, the cost is to be reduced by any expected disposal 
costs. Stating inventory above cost is specifically allowed by GAAP in the following situations: 

o Gold and silver, where there is a government-control market at a fixed price 
o Inventories of agricultural, mineral, and similar products that have the following criteria: 

 Immediate marketability at a quoted market price 
 Units are interchangeable 
 An inability to determine an appropriate per-unit cost 

 
Once costs have initially been apportioned to inventory, GAAP requires that any decline in the utility of 
goods below their cost result in the recognition of a loss in the current period. This decline in utility is most 
commonly caused by the deterioration or obsolescence of inventory items. The Accounting for Obsolete 
Inventory section describes how to account for this type of loss. A decline in utility may also be caused by 
a decline in the price of inventory items. The Lower of Cost or Market Rule section describes how to 
calculate and account for this type of loss. In addition, if a company has a firm purchase commitment to 
acquire goods and the utility of the items to be acquired has declined, the company should recognize a loss 
in the current period for these future purchases; loss recognition is not required when the items to be pur-
chased are also protected by firm sales contracts or similar arrangements. 
 
The inventory cost flow assumption is the concept that the cost of an inventory item changes between the 
time it is acquired or built and the time when it is sold. Because of this cost differential, a company needs 
to adopt a cost flow assumption regarding how it treats the cost of goods as they move through the com-
pany. 
 
For example, a company buys a widget on January 1 for $50. On July 1, it buys an identical widget for 
$70, and on November 1 it buys yet another identical widget for $90. The products are completely inter-
changeable. On December 1, the company sells one of the widgets. It bought the widgets at three different 
prices, so what cost should it report for its cost of goods sold? There are many possible ways to interpret 
the cost flow assumption. For example: 

• FIFO cost flow assumption. Under the first in, first out method, the assumption is that the first item 
purchased is also the first one sold. Thus, the cost of goods sold would be $50. Since this is the 
lowest-cost item in the example, profits would be highest under FIFO. 

• LIFO cost flow assumption. Under the last in, first out method, the assumption is that the last item 
purchased is also the first one sold. Thus, the cost of goods sold would be $90. Since this is the 
highest-cost item in the example, profits would be lowest under LIFO. 

• Weighted average cost flow assumption. Under the weighted average method, the cost of goods 
sold is the average cost of all three units, or $70. This cost flow assumption tends to yield a mid-
range cost, and therefore also a mid-range profit. 

 
The cost flow assumption does not necessarily match the actual flow of goods (if that were the case, most 
companies would use the FIFO method). Instead, a cost flow assumption is used that varies from actual 
usage. For this reason, companies tend to select a cost flow assumption that either minimizes profits (in 
order to minimize income taxes) or maximizes profits (in order to increase share value). 
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In periods of rising materials prices, the LIFO method results in a higher cost of goods sold, lower profits, 
and therefore lower income taxes. In periods of declining materials prices, the FIFO method yields the 
same results. 
 
The cost flow assumption is a minor item when inventory costs are relatively stable over the long term, 
since there will be no particular difference in the cost of goods sold, no matter which cost flow assump-
tion is used. Conversely, dramatic changes in inventory costs over time will yield a considerable differ-
ence in reported profit levels, depending on the cost flow assumption used. Therefore, be especially aware 
of the financial impact of the inventory cost flow assumption in periods of fluctuating costs. 
 
In the following sections, we describe the more commonly-used methods for inventory costing, several of 
which are based on cost flow assumptions. First, however, we address the two main record-keeping sys-
tems needed to accurately track inventory, which are the periodic inventory system and the perpetual in-
ventory system. 
 
The Periodic Inventory System 
The periodic inventory system only updates the ending inventory balance when a physical inventory count 
is conducted. Since physical inventory counts are time-consuming, few companies do them more than once 
a quarter or year. In the meantime, the inventory account continues to show the cost of the inventory that 
was recorded as of the last physical inventory count. 
 
Under the periodic inventory system, all purchases made between physical inventory counts are recorded 
in a purchases account. When a physical inventory count is done, you then shift the balance in the pur-
chases account into the inventory account, which in turn is adjusted to match the cost of the ending inven-
tory. 

 
The calculation of the cost of goods sold under the periodic inventory system is: 

 
Beginning inventory + Purchases = Cost of goods available for sale 

 
Cost of goods available for sale – Ending inventory = Cost of goods sold 

 
EXAMPLE 
 
Milagro Corporation has beginning inventory of $100,000, has paid $170,000 for purchases, and its physical inventory 
count reveals an ending inventory cost of $80,000. The calculation of its cost of goods sold is: 
 

$100,000 Beginning inventory + $170,000 Purchases - $80,000 Ending inventory 
 

= $190,000 Cost of goods sold 
 
 
The periodic inventory system is most useful for smaller businesses that maintain minimal amounts of 
inventory. For them, a physical inventory count is easy to complete, and they can estimate cost of goods 
sold figures for interim periods. However, there are several problems with the system: 

• It does not yield any information about the cost of goods sold or ending inventory balances during 
interim periods when there has been no physical inventory count. 

• The cost of goods sold is estimated during interim periods, which will likely result in a significant 
adjustment to the actual cost of goods whenever a physical inventory count is eventually completed. 
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• There is no way to adjust for obsolete inventory or scrap losses during interim periods, so there 
tends to be a significant (and expensive) adjustment for these issues when a physical inventory 
count is eventually completed. 

 
A more up-to-date and accurate alternative to the periodic inventory system is the perpetual inventory sys-
tem, which is described in the next section. 
 
The Perpetual Inventory System 
Under the perpetual inventory system, an entity continually updates its inventory records to account for 
additions to and subtractions from inventory for such activities as received inventory items, goods sold 
from stock, and items picked from inventory for use in the production process. Thus, a perpetual inventory 
system has the advantages of both providing up-to-date inventory balance information and requiring a re-
duced level of physical inventory counts. However, the calculated inventory levels derived by a perpetual 
inventory system may gradually diverge from actual inventory levels, due to unrecorded transactions or 
theft, so you should periodically compare book balances to actual on-hand quantities. 
 
EXAMPLE 
 
This example contains several journal entries used to account for transactions in a perpetual inventory system. Milagro 
Corporation records a purchase of $1,000 of widgets that are stored in inventory: 
 

 Debit Credit 
Inventory 1,000  

Accounts payable  1,000 
 
Milagro records $250 of inbound freight cost associated with the delivery of widgets: 
 

 Debit Credit 
Inventory 250  

Accounts payable  250 
 
Milagro records the sale of widgets on credit from inventory for $2,000, for which the associated inventory cost is 
$1,200: 
 

 Debit Credit 
Accounts receivable 2,000  

Revenue  2,000 
Cost of goods sold 1,200  

Inventory  1,200 
 
Milagro records a downward inventory adjustment of $500, caused by inventory theft, and detected during an inven-
tory count: 
 

 Debit Credit 
Inventory shrinkage expense 500  

Inventory  500 
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Inventory Costing 
Several methods for calculating the cost of inventory are shown in this section. Of the methods presented, 
only the first in, first out method and the weighted average method have gained worldwide recognition. The 
last in, first out method cannot realistically be justified based on the actual flow of inventory, and is only 
used in the United States under the sanction of the Internal Revenue Service; it is specifically banned under 
international financial reporting standards. Standard costing is an acceptable alternative to cost layering, as 
long as any associated variances are properly accounted for. The retail inventory method and gross profit 
method should be used only to derive an approximation of the ending inventory cost, and so should be used 
only in interim reporting periods when a company does not intend to issue any financial results to outside 
parties. 
 
The First In, First Out Method 

The first in, first out (FIFO) method of inventory valuation operates under the assumption that the first 
goods purchased are also the first goods sold. In most companies, this accounting assumption closely 
matches the actual flow of goods, and so is considered the most theoretically correct inventory valuation 
method. 
 
Under the FIFO method, the earliest goods purchased are the first ones removed from the inventory ac-
count. This results in the remaining items in inventory being accounted for at the most recently incurred 
costs, so that the inventory asset recorded on the balance sheet contains costs quite close to the most re-
cent costs that could be obtained in the marketplace. Conversely, this method also results in older histori-
cal costs being matched against current revenues and recorded in the cost of goods sold, so the gross mar-
gin does not necessarily reflect a proper matching of revenues and costs. 
 
EXAMPLE 
 
Milagro Corporation decides to use the FIFO method for the month of January. During that month, it records the 
following transactions: 
 

 Quantity 
Change 

Actual 
Unit Cost 

Actual 
Total Cost 

Beginning inventory (layer 1) +100 $210 $21,000 
Sale -75   
Purchase (layer 2) +150 280 42,000 
Sale -100   
Purchase (layer 3) +50 300 15,000 
Ending inventory = 125   

 
The cost of goods sold in units is calculated as: 
 

100 Beginning inventory + 200 Purchased – 125 Ending inventory = 175 Units 

Milagro’s accountant uses the information in the preceding table to calculate the cost of goods sold for January, as 
well as the cost of the inventory balance as of the end of January. 
 

 Units Unit Cost Total Cost 
Cost of goods sold    
FIFO layer 1 100 $210 $21,000 
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FIFO layer 2 75 280 21,000 
Total cost of goods sold 175  $42,000 
    
Ending inventory    
FIFO layer 2 75 280 $21,000 
FIFO layer 3 50 300 15,000 
    
Total ending inventory 125  $36,000 

 
Thus, the first FIFO layer, which was the beginning inventory layer, is completely used up during the month, as well 
as half of Layer 2, leaving half of Layer 2 and all of Layer 3 to be the sole components of the ending inventory. 
 
Note that the $42,000 cost of goods sold and $36,000 ending inventory equals the $78,000 combined total of beginning 
inventory and purchases during the month. 
 
 
The Last In, First Out Method 

The last in, first out (LIFO) method operates under the assumption that the last item of inventory purchased 
is the first one sold. Picture a store shelf where a clerk adds items from the front, and customers also take 
their selections from the front; the remaining items of inventory that are located further from the front of 
the shelf are rarely picked, and so remain on the shelf – that is a LIFO scenario. 
 
The trouble with the LIFO scenario is that it is rarely encountered in practice. If a company were to use 
the process flow embodied by LIFO, a significant part of its inventory would be very old, and likely obso-
lete. Nonetheless, a company does not actually have to experience the LIFO process flow in order to use 
the method to calculate its inventory valuation. 
 
The reason why companies use LIFO is the assumption that the cost of inventory increases over time, 
which is a reasonable assumption in times of inflating prices. If LIFO were to be used in such a situation, 
the cost of the most recently acquired inventory will always be higher than the cost of earlier purchases, 
so the ending inventory balance will be valued at earlier costs, while the most recent costs appear in the 
cost of goods sold. By shifting high-cost inventory into the cost of goods sold, a company can reduce its 
reported level of profitability, and thereby defer its recognition of income taxes. 
 
EXAMPLE 
 
Milagro Corporation decides to use the LIFO method for the month of March. The following table shows the various 
purchasing transactions for the company’s Elite Roasters product. The quantity purchased on March 1 actually reflects 
the inventory beginning balance. 
 

Date 
Purchased 

Quantity 
Purchased 

Cost per 
Unit 

Units 
Sold 

Cost of 
Layer #1 

Cost of 
Layer #2 

Total 
Cost 

March 1 150 $210 95 (55 × $210)  $11,550 
March 7 100 235 110 (45 × $210)  9,450 
March 11 200 250 180 (45 × $210) (20 × $250) 14,450 
March 17 125 240 125 (45 × $210) (20 × $250) 14,450 
March 25 80 260 120 (25 × $210)  5,250 

 



Accountants Guidebook 
 

102 

The following bullet points describe the transactions noted in the preceding table: 

• March 1. Milagro has a beginning inventory balance of 150 units, and sells 95 of these units between March 
1 and March 7. This leaves one inventory layer of 55 units at a cost of $210 each. 

• March 7. Milagro buys 100 additional units on March 7, and sells 110 units between March 7 and March 11. 
Under LIFO, we assume that the latest purchase was sold first, so there is still just one inventory layer, which 
has now been reduced to 45 units. 

• March 11. Milagro buys 200 additional units on March 11, and sells 180 units between March 11 and March 
17, which creates a new inventory layer that is comprised of 20 units at a cost of $250. This new layer appears 
in the table in the “Cost of Layer #2” column. 

• March 17. Milagro buys 125 additional units on March 17, and sells 125 units between March 17 and March 
25, so there is no change in the inventory layers. 

• March 25. Milagro buys 80 additional units on March 25, and sells 120 units between March 25 and the end 
of the month. Sales exceed purchases during this period, so the second inventory layer is eliminated, as well 
as part of the first layer. The result is an ending inventory balance of $5,250, which is derived from 25 units 
of ending inventory, multiplied by the $210 cost in the first layer that existed at the beginning of the month. 

 
 
Before implementing a LIFO system, consider the following points: 

• Consistent usage. The Internal Revenue Service states that a company using LIFO for its tax re-
porting must also use it for its financial reporting. Thus, a company wanting to defer tax recognition 
through early expense recognition must show those same low profit numbers to the outside users 
of its financial statements. 

• Layering. Since the LIFO system is intended to use the most recent layers of inventory, earlier 
layers may never be accessed, which can result in an administrative problem if there are many 
layers to document. 

• Profit fluctuations. If early layers contain inventory costs that depart substantially from current 
market prices, a company could experience sharp changes in its profitability if those layers are ever 
used. 

 
In summary, LIFO is only useful for deferring income tax payments in periods of cost inflation. It does not 
reflect the actual flow of inventory in most situations, and may even yield unusual financial results that 
differ markedly from reality. 
 
The Weighted Average Method 

When using the weighted average method, divide the cost of goods available for sale by the number of units 
available for sale, which yields the weighted-average cost per unit. In this calculation, the cost of goods 
available for sale is the sum of beginning inventory and net purchases. This weighted-average figure is used 
to assign a cost to both ending inventory and the cost of goods sold. 
 
The singular advantage of the weighted average method is the complete absence of any inventory layers, 
which avoids the record keeping problems that you would encounter with either the FIFO or LIFO meth-
ods that were described earlier. 
 
EXAMPLE 
 
Milagro Corporation elects to use the weighted-average method for the month of May. During that month, it records 
the following transactions: 
 

 Quantity 
Change 

Actual 
Unit Cost 

Actual 
Total Cost 
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Beginning inventory +150 $220 $33,000 
Sale -125   
Purchase +200 270 54,000 
Sale -150   
Purchase +100 290 29,000 
Ending inventory = 175   

 
The actual total cost of all purchased or beginning inventory units in the preceding table is $116,000 ($33,000 + 
$54,000 + $29,000). The total of all purchased or beginning inventory units is 450 (150 beginning inventory + 300 
purchased). The weighted average cost per unit is therefore $257.78 ($116,000 ÷ 450 units.) 
 
The ending inventory valuation is $45,112 (175 units × $257.78 weighted average cost), while the cost of goods sold 
valuation is $70,890 (275 units × $257.78 weighted average cost). The sum of these two amounts (less a rounding 
error) equals the $116,000 total actual cost of all purchases and beginning inventory. 
 
 
In the preceding example, if Milagro used a perpetual inventory system to record its inventory transactions, 
it would have to recompute the weighted average after every purchase. The following table uses the same 
information in the preceding example to show the recomputations: 
 

  
 

Units 
on Hand 

 
 
 

Purchases 

 
 

Cost of 
Sales 

 
Inventory 

Total 
Cost 

Inventory 
Moving 
Average 
Unit Cost 

Beginning inventory 150 $-- $-- $33,000 $220.00 
Sale (125 units @ $220.00) 25 -- 27,500 5,500 220.00 
Purchase (200 units @ $270.00) 225 54,000 -- 59,500 264.44 
Sale (150 units @ $264.44) 75 -- 39,666 19,834 264.44 
Purchase (100 units @ $290.00) 175 29,000 -- 48,834 279.05 

Total   $67,166   
 
Note that the cost of goods sold of $67,166 and the ending inventory balance of $48,834 equal $116,000, 
which matches the total of the costs in the original example. Thus, the totals are the same, but the moving 
weighted average calculation results in slight differences in the apportionment of costs between the cost of 
goods sold and ending inventory. 
 
Standard Costing 

The preceding methods (FIFO, LIFO, and weighted average) have all operated under the assumption that 
some sort of cost layering is used, even if that layering results in nothing more than a single weighted-
average layer. The standard costing methodology arrives at inventory valuation from an entirely different 
direction, which is to set a standard cost for each item and to then value those items at the standard cost – 
not the actual cost at which the items were purchased. 
 
Standard costing is clearly more efficient than any cost layering system, simply because there are no lay-
ers to keep track of. However, its primary failing is that the resulting inventory valuation may not equate 
to the actual cost. The difference is handled through several types of variance calculations, which may be 
charged to the cost of goods sold (if minor) or allocated between inventory and the cost of goods sold (if 
material). 
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At the most basic level, a standard cost can be created simply by calculating the average of the most re-
cent actual cost for the past few months. An additional factor to consider when deriving a standard cost is 
whether to set it at a historical actual cost level that has been proven to be attainable, or at a rate that 
should be attainable, or one that can only be reached if all operations work perfectly. Here are some con-
siderations: 

• Historical basis. This is an average of the costs that a company has already experienced in the 
recent past, possibly weighted towards just the past few months. Though clearly an attainable cost, 
a standard based on historical results contains all of the operational inefficiencies of the existing 
production operation. 

• Attainable basis. This is a cost that is more difficult to reach than a historical cost. This basis as-
sumes some improvement in operating and purchasing efficiencies, which employees have a good 
chance of achieving in the short term. 

• Theoretical basis. This is the ultimate, lowest cost that the facility can attain if it functions perfectly, 
with no scrap, highly efficient employees, and machines that never break down. This can be a 
frustrating basis to use for a standard cost, because the production facility can never attain it, and 
so always produces unfavorable variances. 

 
Of the three types of standards noted here, use the attainable basis, because it gives employees a reasonable 
cost target to pursue. If you continually update standards on this basis, a production facility will have an 
incentive to continually drive down its costs over the long term. 
 
Standard costs are stored separately from all other accounting records, usually in a bill of materials for 
finished goods, and in the item master file for raw materials. 
 
At the end of a reporting period, the following steps show how to integrate standard costs into the ac-
counting system (assuming the use of a periodic inventory system): 

1. Cost verification. Review the standard cost database for errors and correct as necessary. Also, if it 
is time to do so, update the standard costs to more accurately reflect actual costs. 

2. Inventory valuation. Multiply the number of units in ending inventory by their standard costs to 
derive the ending inventory valuation. 

3. Calculate the cost of goods sold. Add purchases during the month to the beginning inventory and 
subtract the ending inventory to determine the cost of goods sold. 

4. Enter updated balances. Create a journal entry that reduces the purchases account to zero and which 
also adjusts the inventory asset account balance to the ending total standard cost, with the offset to 
the cost of goods sold account. 

EXAMPLE 
 
A division of the Milagro Corporation is using a standard costing system to calculate its inventory balances and cost 
of goods sold. The company conducts a month-end physical inventory count that results in a reasonably accurate set 
of unit quantities for all inventory items. The accountant multiplies each of these unit quantities by their standard costs 
to derive the ending inventory valuation. This ending balance is $2,500,000. 
 
The beginning balance in the inventory account is $2,750,000 and purchases during the month were $1,000,000, so 
the calculation of the cost of goods sold is: 
 

Beginning inventory $2,750,000 
+ Purchases 1,000,000 
- Ending inventory (2,500,000) 
= Cost of goods sold $1,250,000 
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To record the correct ending inventory balance and cost of goods sold, the accountant records the following entry, 
which clears out the purchases asset account and adjusts the ending inventory balance to $2,500,000: 
 

 Debit Credit 
Cost of goods sold 1,250,000  

Purchases  1,000,000 
Inventory  250,000 

 
 
The Retail Inventory Method 

The retail inventory method is sometimes used by retailers that resell merchandise to estimate their ending 
inventory balances. This method is based on the relationship between the cost of merchandise and its retail 
price. To calculate the cost of ending inventory using the retail inventory method, follow these steps: 

1. Calculate the cost-to-retail percentage, for which the formula is (Cost ÷ Retail price). 
2. Calculate the cost of goods available for sale, for which the formula is (Cost of beginning inventory 

+ Cost of purchases). 
3. Calculate the cost of sales during the period, for which the formula is (Sales × Cost-to-retail per-

centage). 
4. Calculate ending inventory, for which the formula is (Cost of goods available for sale - Cost of 

sales during the period). 
 
EXAMPLE 
 
Milagro Corporation sells home coffee roasters for an average of $200, and which cost it $140. This is a cost-to-retail 
percentage of 70%. Milagro’s beginning inventory has a cost of $1,000,000, it paid $1,800,000 for purchases during 
the month, and it had sales of $2,400,000. The calculation of its ending inventory is: 
 

Beginning inventory $1,000,000 (at cost) 
Purchases + 1,800,000 (at cost) 
Goods available for sale = 2,800,000  
Sales - 1,680,000 (sales of $2,400,000 × 70%) 
Ending inventory = $1,120,000  

 

The retail inventory method is a quick and easy way to determine an approximate ending inventory balance. 
However, there are also several issues with it: 

• The retail inventory method is only an estimate. Do not rely upon it too heavily to yield results that 
will compare with those of a physical inventory count. 

• The retail inventory method only works if there is a consistent mark-up across all products sold. If 
not, the actual ending inventory cost may vary wildly from what you derived using this method. 

• The method assumes that the historical basis for the mark-up percentage continues into the current 
period. If the mark-up was different (as may be caused by an after-holidays sale), then the results 
of the calculation will be incorrect. 

 



Accountants Guidebook 
 

106 

The Gross Profit Method 

The gross profit method can be used to estimate the amount of ending inventory. This is useful for interim 
periods between physical inventory counts, or when inventory was destroyed and you need to back into the 
ending inventory balance for the purpose of filing a claim for insurance reimbursement. Follow these steps 
to estimate ending inventory using the gross profit method: 

1. Add together the cost of beginning inventory and the cost of purchases during the period to arrive 
at the cost of goods available for sale. 

2. Multiply (1 - expected gross profit %) by sales during the period to arrive at the estimated cost of 
goods sold. 

3. Subtract the estimated cost of goods sold (step #2) from the cost of goods available for sale (step 
#1) to arrive at the ending inventory. 

 
The gross profit method is not an acceptable method for determining the year-end inventory balance, since 
it only estimates what the ending inventory balance may be. It is not sufficiently precise to be reliable for 
audited financial statements. 
 
EXAMPLE 
 
Mulligan Imports is calculating its month-end golf club inventory for March. Its beginning inventory was $175,000 
and its purchases during the month were $225,000. Thus, its cost of goods available for sale is: 
 

$175,000 beginning inventory + $225,000 purchases 
 

= $400,000 cost of goods available for sale 
 
Mulligan's gross margin percentage for all of the past 12 months was 35%, which is considered a reliable long-term 
margin. Its sales during March were $500,000. Thus, its estimated cost of goods sold is: 
 

(1 - 35%) × $500,000 = $325,000 cost of goods sold 
 
By subtracting the estimated cost of goods sold from the cost of goods available for sale, Mulligan arrives at an 
estimated ending inventory balance of $75,000. 
 
 
There are several issues with the gross profit method that make it unreliable as the sole method for deter-
mining the value of inventory, which are: 

• Applicability. The calculation is most useful in retail situations where a company is simply buying 
and reselling merchandise. If a company is instead manufacturing goods, then the components of 
inventory must also include labor and overhead, which make the gross profit method too simplistic 
to yield reliable results. 

• Historical basis. The gross profit percentage is a key component of the calculation, but the percent-
age is based on a company's historical experience. If the current situation yields a different percent-
age (as may be caused by a special sale at reduced prices), then the gross profit percentage used in 
the calculation will be incorrect. 

• Inventory losses. The calculation assumes that the long-term rate of losses due to theft, obsoles-
cence, and other causes is included in the historical gross profit percentage. If not, or if these losses 
have not previously been recognized, then the calculation will likely result in an inaccurate esti-
mated ending inventory (and probably one that is too high). 
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Overhead Allocation 
The preceding section was concerned with charging the direct costs of production to inventory, but what 
about overhead expenses? In many businesses, the cost of overhead is substantially greater than direct costs, 
so you must expend considerable attention on the proper method of allocating overhead to inventory. 
 
There are two types of overhead, which are administrative overhead and manufacturing overhead. Admin-
istrative overhead includes those costs not involved in the development or production of goods or ser-
vices, such as the costs of front office administration and sales; this is essentially all overhead that is not 
included in manufacturing overhead. Manufacturing overhead is all of the costs that a factory incurs, 
other than direct costs. 
 
Allocate the costs of manufacturing overhead to any inventory items that are classified as work-in-process 
or finished goods. Overhead is not allocated to raw materials inventory, since the operations giving rise to 
overhead costs only impact work-in-process and finished goods inventory. 
 
The items shown in the following exhibit are usually included in manufacturing overhead. 
 

Manufacturing Overhead Components 

Depreciation of factory equipment Quality control and inspection 
Factory administration expenses Rent, facility and equipment 
Indirect labor and production supervisory wages Repair expenses 
Indirect materials and supplies Rework labor, scrap and spoilage 
Maintenance, factory and production equipment Taxes related to production assets 
Officer salaries related to production Uncapitalized tools and equipment 
Production employees’ benefits Utilities 

 
The typical procedure for allocating overhead is to accumulate all manufacturing overhead costs into one 
or more cost pools, and to then use an activity measure to apportion the overhead costs in the cost pools to 
inventory. Thus, the overhead allocation formula is: 
 

Cost pool ÷ Total activity measure = Overhead allocation per unit 
 

EXAMPLE 
 
Mulligan Imports has a small production line for an in-house line of golf clubs. During April, it incurs costs for the 
following items: 
 

Cost Type Amount 
Building rent $65,000 
Building utilities 12,000 
Factory equipment depreciation 8,000 
Production equipment maintenance 7,000 

Total $92,000 
 
All of these items are classified as manufacturing overhead, so Mulligan creates the following journal entry to shift 
these costs into an overhead cost pool: 
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 Debit Credit 
Overhead cost pool 92,000  

Depreciation expense  8,000 
Maintenance expense  7,000 
Rent expense  65,000 
Utilities expense  12,000 

 
 
Overhead costs can be allocated by any reasonable measure, as long as it is consistently applied across 
reporting periods. Common bases of allocation are direct labor hours charged against a product, or the 
amount of machine hours used during the production of a product. The amount of allocation charged per 
unit is known as the overhead rate. 
 
The overhead rate can be expressed as a proportion, if both the numerator and denominator are in dollars. 
For example, Armadillo Industries has total indirect costs of $100,000 and it decides to use the cost of its 
direct labor as the allocation measure. Armadillo incurs $50,000 of direct labor costs, so the overhead rate 
is calculated as: 

$100,000 Indirect costs 
$50,000 Direct labor 

 
The result is an overhead rate of 2.0. 
 
Alternatively, if the denominator is not in dollars, then the overhead rate is expressed as a cost per alloca-
tion unit. For example, Armadillo decides to change its allocation measure to hours of machine time used. 
The company has 10,000 hours of machine time usage, so the overhead rate is now calculated as: 

 
$100,000 Indirect costs 
10,000 Machine hours 

 
The result is an overhead rate of $10.00 per machine hour. 
 
EXAMPLE 
 
Mulligan Imports has a small golf shaft production line, which manufactures a titanium shaft and an aluminum shaft. 
Considerable machining is required for both shafts, so Mulligan concludes that it should allocate overhead to these 
products based on the total hours of machine time used. In May, production of the titanium shaft requires 5,400 hours 
of machine time, while the aluminum shaft needs 2,600 hours. Thus, 67.5% of the overhead cost pool is allocated to 
the titanium shafts and 32.5% to the aluminum shafts. 
 
In May, Mulligan accumulates $100,000 of costs in its overhead cost pool, and allocates it between the two product 
lines with the following journal entry: 
 

 Debit Credit 
Finished goods – Titanium shafts 67,500  
Finished goods – Aluminum shafts 32,500  

Overhead cost pool  100,000 
 
This entry clears out the balance in the overhead cost pool, readying it to accumulate overhead costs in the next 
reporting period. 
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If the basis of allocation does not appear correct for certain types of overhead costs, it may make more sense 
to split the overhead into two or more overhead cost pools, and allocate each cost pool using a different 
basis of allocation. For example, if warehouse costs are more appropriately allocated based on the square 
footage consumed by various products, then store warehouse costs in a warehouse overhead cost pool, and 
allocate these costs based on square footage used. 
 
Thus far, we have assumed that only actual overhead costs incurred are allocated. However, it is also pos-
sible to set up a standard overhead rate that is used for multiple reporting periods, based on long-term ex-
pectations regarding how much overhead will be incurred and how many units will be produced. If the 
difference between actual overhead costs incurred and overhead allocated is small, charge the difference 
to the cost of goods sold. If the amount is material, allocate the difference to both the cost of goods sold 
and inventory. 
 
EXAMPLE 
 
Mulligan Imports incurs overhead of $93,000, which it stores in an overhead cost pool. Mulligan uses a standard 
overhead rate of $20 per unit, which approximates its long-term experience with the relationship between overhead 
costs and production volumes. In September, it produces 4,500 golf club shafts, to which it allocates $90,000 (alloca-
tion rate of $20 × 4,500 units). This leaves a difference between overhead incurred and overhead absorbed of $3,000. 
Given the small size of the variance, Mulligan charges the $3,000 difference to the cost of goods sold, thereby clearing 
out the overhead cost pool. 
 
 
A key issue is that overhead allocation is not a precisely-defined science – there is plenty of latitude in how 
to go about allocating overhead. The amount of allowable diversity in practice can result in slipshod ac-
counting, so be sure to use a standardized and well-documented method to allocate overhead using the same 
calculation in every reporting period. This allows for great consistency, which auditors appreciate when 
they validate the supporting calculations. 
 
The Lower of Cost or Market Rule 
The lower of cost or market rule is required by GAAP, and states that you record the cost of inventory at 
whichever cost is lower – the original cost or its current market price. This situation typically arises when 
inventory has deteriorated, or has become obsolete, or market prices have declined. 
 
The “current market price” is defined as the current replacement cost of the inventory, as long as the mar-
ket price does not exceed net realizable value; also, the market price shall not be less than the net realiza-
ble value, less the normal profit margin. Net realizable value is defined as the estimated selling price, mi-
nus estimated costs of completion and disposal. 
 
EXAMPLE 
 
Mulligan Imports resells five major brands of golf clubs, which are noted in the following table. At the end of its 
reporting year, Mulligan calculates the lower of its cost or net realizable value in the following table: 
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Product Line 

 
Quantity 
on Hand 

 
Unit 
Cost 

 
Inventory 

at Cost 

 
Market 
Per Unit 

Lower of 
Cost 

or Market 
Free Swing 1,000 $190 $190,000 $230 $190,000 
Golf Elite 750 140 105,000 170 105,000 
Hi-Flight 200 135 27,000 120 24,000 
Iridescent 1,200 280 336,000 160 192,000 
Titanium 800 200 160,000 215 160,000 

 
Based on the table, the market value is lower than cost on the Hi-Flight and Iridescent product lines. Consequently, 
Mulligan recognizes a loss on the Hi-Flight product line of $3,000 ($27,000 - $24,000), as well as a loss of $144,000 
($336,000 - $192,000) on the Iridescent product line. 
 
 
A variation on the LCM rule simplifies matters somewhat, but only if a business is not using the last in, 
first out method or the retail method. The variation states that the measurement can be restricted to just the 
lower of cost and net realizable value. 
 
If the amount of a write-down caused by the lower of cost or market analysis is minor, charge the expense 
to the cost of goods sold. If the loss is material, track it in a separate account (especially if such losses are 
recurring), such as “Loss on LCM adjustment.” To use the information in the preceding example, the 
journal entry would be: 
 

 Debit Credit 
Loss on LCM adjustment 147,000  

Finished goods inventory  147,000 
 
Additional factors to consider when applying the lower of cost or market rule are: 

• Analysis by category. The lower of cost or market rule is normally applied to a specific inventory 
item, but it can be applied to entire inventory categories. In the latter case, an LCM adjustment can 
be avoided if there is a balance within an inventory category of items having market prices below 
cost and in excess of cost. 

• Hedges. If inventory is being hedged by a fair value hedge, add the effects of the hedge to the cost 
of the inventory, which frequently eliminates the need for a lower of cost or market adjustment. 

• Last in, first out layer recovery. A write-down to the lower of cost or market can be avoided in an 
interim period if there is substantial evidence that inventory amounts will be restored by year end, 
thereby avoiding recognition of an earlier inventory layer. 

• Raw materials. Do not write down the cost of raw materials if the finished goods in which they are 
used are expected to sell either at or above their costs. 

• Recovery. A write-down to the lower of cost or market can be avoided if there is substantial evi-
dence that market prices will increase before the inventory is sold. 

• Sales incentives. If there are unexpired sales incentives that will result in a loss on the sale of a 
specific item, this is a strong indicator that there may be a lower of cost or market problem with 
that item. 

 
Work in Process Accounting 
Work in process (WIP) is goods in production that have not yet been completed. It typically involves the 
full amount of raw materials needed for a product, since that is usually included in the product at the 
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beginning of the manufacturing process. During production, the cost of direct labor and overhead is added 
in proportion to the amount of work done. 
 
In prolonged production operations, there may be a considerable amount of investment in work in pro-
cess. Conversely, the production of some products occupies such a brief period of time that the account-
ing staff does not bother to track it at all; instead, the items in production are considered to still be in the 
raw materials inventory. In this latter case, inventory essentially shifts directly from the raw materials in-
ventory to the finished goods inventory, with no separate work in process tracking. 
 
Work in process accounting involves tracking the amount of WIP in inventory at the end of an accounting 
period and assigning a cost to it for inventory valuation purposes, based on the percentage of completion 
of the WIP items. 
 
In situations where there are many similar products in process, it is more common to follow these steps to 
account for work in process inventory: 

1. Assign raw materials. We assume that all raw materials have been assigned to work in process as 
soon as the work begins. This is reasonable, since many types of production involve kitting all of 
the materials needed to construct a product and delivering them to the manufacturing area at one 
time. 

2. Compile labor costs. The production staff can track the time it works on each product, which is 
then assigned to the work in process. However, this is painfully time-consuming, so a better ap-
proach is to determine the stage of completion of each item in production, and assign a standard 
labor cost to it based on the stage of completion. This information comes from labor routings that 
detail the standard amount of labor needed at each stage of the production process. 

3. Assign overhead. If overhead is assigned based on labor hours, then it is assigned based on the 
labor information compiled in the preceding step. If overhead is assigned based on some other 
allocation methodology, then the basis of allocation (such as machine hours used) must first be 
compiled. 

4. Record the entry. This journal entry involves shifting raw materials from the raw materials inven-
tory account to the work in process inventory account, shifting direct labor expense into the work 
in process inventory account, and shifting factory overhead from the overhead cost pool to the WIP 
inventory account. 

 
It is much easier to use standard costs for work in process accounting. Actual costs are difficult to trace to 
individual units of production. 
 
The general theme of WIP accounting is to always use the simplest method that the company can con-
vince its auditors to accept, on the grounds that a complex costing methodology will require an inordinate 
amount of time by the accounting staff, which in turn interferes with the time required to close the books 
at the end of each month. 
 
Accounting for Obsolete Inventory 
A materials review board should be used to locate obsolete inventory items. This group reviews inventory 
usage reports or physically examines the inventory to determine which items should be disposed of. You 
then review the findings of this group to determine the most likely disposition price of the obsolete items, 
subtract this projected amount from the book value of the obsolete items, and set aside the difference as a 
reserve. As the company later disposes of the items, or the estimated amounts to be received from disposi-
tion change, adjust the reserve account to reflect these events. 
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EXAMPLE 
 
Milagro Corporation has $100,000 of excess home coffee roasters it cannot sell. However, it believes there is a market 
for the roasters through a reseller in China, but only at a sale price of $20,000. Accordingly, the accountant recognizes 
a reserve of $80,000 with the following journal entry: 
 

 Debit Credit 
Cost of goods sold 80,000  

Reserve for obsolete inventory  80,000 
 
After finalizing the arrangement with the Chinese reseller, the actual sale price is only $19,000, so the accountant 
completes the transaction with the following entry, recognizing an additional $1,000 of expense: 
 

 Debit Credit 
Reserve for obsolete inventory 80,000  
Cost of goods sold 1,000  

Inventory  81,000 
 
 
The example makes inventory obsolescence accounting look simple enough, but it is not. The issues are: 

• Timing. You can improperly alter a company’s reported financial results by changing the timing of 
the actual dispositions. As an example, if a supervisor knows that he can receive a higher-than-
estimated price on the disposition of obsolete inventory, then he can either accelerate or delay the 
sale in order to shift gains into whichever reporting period needs the extra profit. 

• Expense recognition. Management may be reluctant to suddenly drop a large expense reserve into 
the financial statements, preferring instead to recognize small incremental amounts which make 
inventory obsolescence appear to be a minor problem. Since GAAP mandates immediate recogni-
tion of any obsolescence as soon as it is detected, you may have a struggle enforcing immediate 
recognition over the objections of management. 

• Timely reviews. Inventory obsolescence is a minor issue as long as management reviews inventory 
on a regular basis, so that the incremental amount of obsolescence detected is small in any given 
period. However, if management does not conduct a review for a long time, this allows obsolete 
inventory to build up to quite impressive proportions, along with an equally impressive amount of 
expense recognition. To avoid this issue, conduct frequent obsolescence reviews, and maintain a 
reserve based on historical or expected obsolescence, even if the specific inventory items have not 
yet been identified. 

 
EXAMPLE 
 
Milagro Corporation sets aside an obsolescence reserve of $25,000 for obsolete roasters. However, in January the 
purchasing manager knows that the resale price for obsolete roasters has plummeted, so the real reserve should be 
closer to $35,000, which would call for the immediate recognition of an additional $10,000 of expense. However, 
since this would result in an overall reported loss in Milagro’s financial results in January, he waits until April, when 
Milagro has a very profitable month, and completes the sale at that time, thereby incorrectly delaying the additional 
obsolescence loss until the point of sale. 
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Consignment Accounting 
Consignment occurs when goods are sent by their owner (the consignor) to an agent (the consignee), who 
undertakes to sell the goods. The consignor continues to own the goods until they are sold, so the goods 
appear as inventory in the accounting records of the consignor, not the consignee. 
 
When the consignor sends goods to the consignee, there is no need to create an accounting entry related to 
the physical movement of goods. It is usually sufficient to record the change in location within the inven-
tory record keeping system of the consignor. In addition, the consignor should consider the following 
maintenance activities: 

• Periodically send a statement to the consignee, stating the inventory that should be on the consign-
ee's premises. The consignee can use this statement to conduct a periodic reconciliation of the actual 
amount on hand to the consignor's records. 

• Request from the consignee a statement of on-hand inventory at the end of each accounting period 
when the consignor is conducting a physical inventory count. The consignor incorporates this in-
formation into its inventory records to arrive at a fully valued ending inventory balance. 

 
From the consignee's perspective, there is no need to record the consigned inventory, since it is owned by 
the consignor. It may be useful to keep a separate record of all consigned inventory, for reconciliation and 
insurance purposes. 
 
When the consignee eventually sells the consigned goods, it pays the consignor a pre-arranged sale 
amount. The consignor records this prearranged amount with a debit to cash and a credit to sales. It also 
purges the related amount of inventory from its records with a debit to cost of goods sold and a credit to 
inventory. A profit or loss on the sale transaction will arise from these two entries. 
 
Depending upon the arrangement with the consignee, the consignor may pay a commission to the con-
signee for making the sale. If so, this is a debit to commission expense and a credit to accounts payable. 
 
From the consignee's perspective, a sale transaction triggers a payment to the consignor for the consigned 
goods that were sold. There will also be a sale transaction to record the sale of goods to the third party, 
which is a debit to cash or accounts receivable and a credit to sales. 
 
Goods in Transit 
Goods in transit are merchandise and other types of inventory that have left the shipping dock of the seller, 
but not yet reached the receiving dock of the buyer. Ideally, either the seller or the buyer should record 
goods in transit in its accounting records. The rule for doing so is based on the shipping terms associated 
with the goods, which are: 

• FOB shipping point. If the shipment is designated as freight on board (FOB) shipping point, own-
ership transfers to the buyer as soon as the shipment departs the seller. 

• FOB destination. If the shipment is designated as freight on board (FOB) destination, ownership 
transfers to the buyer as soon as the shipment arrives at the buyer. 

 
EXAMPLE 
 
Armadillo Industries ships $10,000 of merchandise to Antalya Clothiers on November 28. The terms of the delivery 
are FOB shipping point. Since these terms mean that Antalya takes on ownership of the merchandise as soon as they 
leave Armadillo's shipping dock, Armadillo should record a sale transaction on November 28, and Antalya should 
record an inventory receipt on the same date. 
 



Accountants Guidebook 
 

114 

Assume the same scenario, but the terms of delivery are now FOB destination, and the shipment does not arrive at 
Antalya's receiving dock until December 2. In this case, the same transactions occur, but on December 2 instead of 
November 28. Thus, under the FOB destination shipping scenario, Armadillo does not record a sale transaction until 
December. 
 
 
From a practical perspective, the buyer may not have a procedure in place to record inventory until it arrives 
at the receiving dock. This causes a problem under FOB shipping point terms, because the shipping entity 
records the transaction at the point of shipment, and the receiving company does not record receipt until the 
transaction is recorded at its receiving dock - thus, no one records the inventory while it is in transit. 
 
 
Summary 
When designing systems that will properly account for inventory, the key consideration is the sheer volume 
of transactions that must be tracked. It can be extremely difficult to consistently record these transactions 
with a minimal error rate, so tailor the accounting system to reduce the record keeping work load while still 
producing results that are in accordance with GAAP. In particular, be watchful for any additional account-
ing procedures that only refine the inventory information to a small degree, and eliminate or streamline 
them whenever possible. In essence, this is the accounting area in which having a cost-effective record-
keeping system is of some importance. 
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Chapter 7 - Review Questions 

The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The first in, first out (FIFO) method: 

a. Does not require inventory layers 
b. Does not match the actual flow of inventory in most situations 
c. Is based on the assumption that the first inventory item added to inventory is the first one used 
d. Is based on the assumption that the last inventory item added to inventory is the first one used 

 
2. The last in, first out (LIFO) method: 

a. Is required under international financial reporting standards 
b. Requires the use of inventory layers 
c. Matches the actual flow of inventory in most situations 
d. Is used to report higher net income 

 
3. A cost pool is: 

a. A grouping of costs that are then allocated 
b. Costs that have been allocated 
c. Variable costs assigned to a product 
d. Administrative costs that are not allocated 
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Chapter 8 - Accounting for Property, Plant, and Equipment 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• State the valuation and depreciation rules applicable to fixed assets. 
 
Introduction 
The accounting for property, plant, and equipment is not especially difficult in most respects, but does 
require a number of separate accounting transactions over the life of an asset, including acquisition, depre-
ciation, and disposal, all of which are addressed in this chapter. 
 
The “fixed asset” name is used in this chapter to describe the group of assets that generate economic benefits 
over a long period of time. The GAAP codification uses a somewhat longer name for the same assets, which 
is “property, plant, and equipment” (PP&E). The PP&E term is rarely used in this chapter for two reasons: 

• The name describes a subset of all fixed assets, since it only implies the existence of land, buildings, 
and machinery. 

• The PP&E name is simply too long. 
 
Thus, we are using the more all-encompassing “fixed assets” term throughout the chapter. 
 
Overview of Fixed Assets 
The vast majority of the expenditures that a company makes are for consumables, such as office supplies, 
wages, or products that it sells to customers. The effects of these items pass through a company quickly – 
they are used or sold and converted to cash, and they are recorded as expenses immediately, or with a slight 
delay (if they involve inventory). Thus, the benefits they generate are short-lived. 
 
Fixed assets are entirely different. These are items that generate economic benefits over a long period of 
time. Because of the long period of usefulness of a fixed asset, it is not justifiable to charge its entire cost 
to expense when incurred. Instead, the matching principle comes into play. Under the matching principle, 
recognize both the benefits and expenses associated with a transaction (or, in this case, an asset) at the 
same time. To do so, we convert an expenditure into an asset, and use depreciation to gradually charge it 
to expense. 
 
By designating an expenditure as a fixed asset, we are shifting the expenditure away from the income 
statement, where expenditures normally go, and instead place it in the balance sheet. As we gradually re-
duce its recorded cost through depreciation, the expenditure slowly flows from the balance sheet to the 
income statement. Thus, the main difference between a normal expenditure and a fixed asset is that the 
fixed asset is charged to expense over a longer period of time. 
 
The process of identifying fixed assets, recording them as assets, and depreciating them is time-consum-
ing, so it is customary to build some limitations into the process that route most expenditures directly to 
expense. One such limitation is to charge an expenditure to expense immediately unless it has a useful life 
of at least one year. Another limitation is to only recognize an expenditure as a fixed asset if it exceeds a 
certain dollar amount, known as the capitalization limit. These limits keep the vast majority of expendi-
tures from being classified as fixed assets, which reduces the work of the accounting department. 
 
EXAMPLE 
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Armadillo Industries incurs expenditures for three items, and must decide whether it should classify them as fixed 
assets. Armadillo’s capitalization limit is $2,500. The expenditures are: 

• It buys a used mold for its plastic injection molding operation for $5,000. Armadillo expects that the mold 
only has two months of useful life left, after which it should be scrapped. Since the useful life is so short, the 
accountant elects to charge the expenditure to expense immediately. 

• It buys a laptop computer for $1,500, which has a useful life of three years. This expenditure is less than the 
capitalization limit, so the accountant charges it to expense. 

• It buys a 10-ton injection molding machine for $50,000, which has a useful life of 10 years. Since this ex-
penditure has a useful life of longer than one year and a cost greater than the capitalization limit, the account-
ant records it as a fixed asset, and will depreciate it over its 10-year useful life. 

 
 
An alternative treatment of the $5,000 mold in the preceding example would be to record it under the Other 
Assets account in the balance sheet, and charge the cost to expense over two months. This is a useful alter-
native for expenditures that have useful lives of greater than one accounting period, but less than one year. 
It is a less time-consuming alternative for the accounting staff, which does not have to create a fixed asset 
record or engage in any depreciation calculations. 
 
There are several key points in the life of a fixed asset that require recognition in the accounting records; 
these are the initial recordation of the asset, the recognition of any asset retirement obligations, deprecia-
tion, impairment, and the eventual derecognition of the asset. We describe these general concepts below, 
and include a reference to the more comprehensive treatment in later sections: 

• Initial recognition. There are a number of factors to consider when initially recording a fixed asset, 
such as which costs to include, and when to stop capitalizing costs. These issues are dealt with in 
the Initial Fixed Asset Recognition section. 

• Depreciation. The cost of a fixed asset should be gradually charged to expense over time, using 
depreciation. There are a variety of depreciation methods available, which are described further in 
the Depreciation and Amortization section. 

• Impairment. If the fair value of a fixed asset falls below its recorded cost at any point during its 
useful life, you are required to reduce its recorded cost to its fair value, and recognize a loss for the 
difference between the two amounts. The Fixed Asset Impairment section delves into this account-
ing. 

• Disposal. When an asset comes to the end of its useful life, a company will likely sell or otherwise 
dispose of it. At this time, remove it from the accounting records and record a gain or loss (if any) 
on the final disposal transaction. This issue is discussed in the Fixed Asset Disposal section. 

 
Initial Fixed Asset Recognition 
A fixed asset is initially recorded at the historical cost of acquiring it, which includes the costs to bring it 
to the condition and location necessary for its intended use. If these preparatory activities will occupy a 
period of time, include in the cost of the asset the interest costs related to the cost of the asset during the 
preparation period. 

 

The activities involved in bringing a fixed asset to the condition and location necessary for its intended 
purpose include the following: 

• Physical construction of the asset 
• Demolition of any preexisting structures 
• Renovating a preexisting structure to alter it for use by the buyer 
• Administrative and technical activities during preconstruction for such activities as designing the 

asset and obtaining permits 
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• Administrative and technical work after construction commences for such activities as litigation, 
labor disputes, and technical problems 

 
EXAMPLE 
 
Nascent Corporation constructs a solar observatory. The project costs $10 million to construct. Also, Nascent takes 
out a loan for the entire $10 million amount of the project and pays $250,000 in interest costs during the six-month 
construction period. Further, the company incurs $500,000 in architectural fees and permit costs before work begins. 
 
All of these costs can be capitalized into the cost of the building asset, so Nascent records $1.75 million as the cost of 
the building asset. 
 
 
Fixed Assets Acquired through a Business Combination 

If a company acquires fixed assets as part of a business combination, it should recognize all identifiable 
assets, including such identifiable intangible assets as a patent, customer relationship, or a brand. Record 
these fixed assets at their fair values as of the acquisition date. 
 
EXAMPLE 
 
Nascent Corporation acquires Stellar Designs for $40 million. It allocates $10 million of the purchase price among 
current assets and liabilities at their book values, which approximate their fair values. Nascent also assigns $22 million 
to identifiable fixed assets and $4 million to a customer relationships intangible asset. This leaves $4 million that 
cannot be allocated, and which is therefore assigned to a goodwill asset. 
 
 
Nonmonetary Exchanges 

What if a fixed asset is acquired through an exchange of assets? Follow this sequence of decisions to decide 
upon the correct cost at which to record the asset received: 

1. Measure the asset acquired at the fair value of the asset surrendered to the other party. 
2. If the fair value of the asset received is more clearly evident than the fair value of the asset surren-

dered, measure the acquired asset at its own fair value. 
 
In either case, recognize a gain or loss on the difference between the recorded cost of the asset transferred 
to the other party and the recorded cost of the asset that has been acquired. 
 
If it is not possible to determine the fair value of either asset, record the asset received at the cost of the 
asset that was relinquished in order to obtain it. Use this latter approach under any of the following cir-
cumstances: 

• The fair value of either asset cannot be determined within reasonable limits; 
• The transaction is intended to facilitate a sale to a customer other than the parties to the asset ex-

change; or 
• The transaction does not have commercial substance. 

EXAMPLE 
 
Nascent Corporation exchanges a color copier with a carrying amount of $18,000 with Declining Company for a print-
on-demand publishing station. The color copier had an original cost of $30,000, and had incurred $12,000 of accumu-
lated depreciation as of the transaction date. No cash is transferred as part of the exchange, and Nascent cannot deter-
mine the fair value of the color copier. The fair value of the publishing station is $20,000. 
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Nascent can record a gain of $2,000 on the exchange, which is derived from the fair value of the publishing station 
that it acquired, less the carrying amount of the color copier that it gave up. Nascent uses the following journal entry 
to record the transaction: 
 

 Debit Credit 
Publishing equipment 20,000  
Accumulated depreciation 12,000  

Copier equipment  30,000 
Gain on asset exchange  2,000 

 
EXAMPLE 
 
Nascent Corporation and Starlight Inc. swap spectroscopes, since the two devices have different features that the two 
companies need. The spectroscope given up by Nascent has a carrying amount of $25,000, which is comprised of an 
original cost of $40,000 and accumulated depreciation of $15,000. Both spectroscopes have identical fair values of 
$27,000. 
 
Nascent’s accountant tests for commercial substance in the transaction. She finds that there is no difference in the fair 
values of the assets exchanged, and that Nascent’s cash flows will not change significantly as a result of the swap. 
Thus, she concludes that the transaction has no commercial value, and so should account for it at book value, which 
means that Nascent cannot recognize a gain of $2,000 on the transaction, which is the difference between the $27,000 
fair value of the spectroscope and the $25,000 carrying amount of the asset given up. Instead, she uses the following 
journal entry to record the transaction, which does not contain a gain or loss: 
 

 Debit Credit 
Spectroscope (asset received) 25,000  
Accumulated depreciation 15,000  

Spectroscope (asset given up)  40,000 
 
 
What if there is an exchange of cash between the two parties, in addition to a non-monetary exchange? The 
accounting varies if the amount of cash, or boot, paid as part of the asset exchange is relatively small (which 
is defined under GAAP as less than 25 percent of the fair value of the exchange), or if it is larger. 

In the case of a small amount of boot, the recipient of the cash records a gain to the extent that the 
amount of cash received exceeds a proportionate share of the cost of the surrendered asset. This propor-
tionate share is calculated as the ratio of the cash paid to the total consideration received (which is the cash 
received plus the fair value of the asset received); if the amount of the consideration received is not clearly 
evident, you can instead use the fair value of the asset surrendered to the other party. The calculation is: 
 

Boot     
------------------------------------------ × Total gain = Gain recognized 
Boot + Fair value of asset received     

What is the accounting from the perspective of the party paying cash as part of the transaction? This entity 
records the asset received as the sum of the cash paid to the other party plus the recorded amount of the 
asset surrendered. If the transaction results in a loss, record the entire amount of the loss at once. Under no 
circumstances are you allowed to record a gain on such a transaction. 
 
EXAMPLE 
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Nascent Corporation is contemplating the exchange of one of its heliographs for a catadioptric telescope owned by 
Aphelion Corporation. The two companies have recorded these assets in their accounting records as follows: 
 

 Nascent 
(Heliograph) 

Aphelion 
(Catadioptric) 

Cost $82,000 $97,000 
Accumulated depreciation 22,000 27,000 
Net book value $60,000 $70,000 
Fair value $55,000 $72,000 

 
Under the terms of the proposed asset exchange, Nascent must pay cash (boot) to Aphelion of $17,000. The boot 
amount is 24 percent of the fair value of the exchange, which is calculated as: 
 

$17,000 Boot ÷ ($55,000 Fair value of heliograph + $17,000 Boot) = 24% 
 
The parties elect to go forward with the exchange. The amount of boot is less than 25 percent of the total fair value of 
the exchange, so Aphelion should recognize a pro rata portion of the $2,000 gain (calculated as the $72,000 total fair 
value of the asset received - $70,000 net book value of the asset received) on the exchange using the following calcu-
lation: 
 

24% Portion of boot to total fair value received × $2,000 Gain = $480 Recognized gain 
 
Nascent uses the following journal entry to record the exchange transaction: 
 

 Debit Credit 
Telescope (asset received) 72,000  
Accumulated depreciation 22,000  
Loss on asset exchange 5,000  

Cash  17,000 
Heliograph (asset given up)  82,000 

 
Nascent’s journal entry includes a $5,000 loss; the loss is essentially the difference between the book value and fair 
value of the heliograph on the transaction date. 
 
Aphelion uses the following journal entry to record the exchange transaction: 
 

 Debit Credit 
Heliograph (asset received) 53,480  
Accumulated depreciation 27,000  
Cash 17,000  

Gain on asset exchange  480 
Telescope (asset given up)  97,000 

Aphelion is not allowed to recognize the full value of the heliograph at the acquisition date because of the boot rule 
for small amounts of cash consideration; this leaves the heliograph undervalued by $1,520 (since its fair value is 
actually $55,000). 
 
 



Accountants Guidebook 
 

121 

The accounting is different if the amount of boot is 25 percent or more of the fair value of the exchange. In 
this situation, both parties should record the transaction at its fair value. 
 
EXAMPLE 
 
Nascent Corporation exchanges a wide field CCD camera for a Schmidt-Cassegrain telescope owned by Aphelion 
Corporation. The two companies have recorded these assets in their accounting records as follows: 
 

 Nascent 
(Camera) 

Aphelion 
(Schmidt-Cassegrain) 

Cost $50,000 $93,000 
Accumulated depreciation (30,000) (40,000) 
Net book value $20,000 $53,000 
Fair value $24,000 $58,000 

 
Under the terms of the agreement, Nascent pays $34,000 cash (boot) to Aphelion. This boot amount is well in excess 
of the 25 percent boot level, so both parties can now treat the deal as a monetary transaction. 
 
Nascent uses the following journal entry to record the exchange transaction, which measures the telescope acquired 
at the fair value of the camera and cash surrendered: 
 

 Debit Credit 
Telescope (asset received) 58,000  
Accumulated depreciation 30,000  

Gain on asset exchange  4,000 
Cash  34,000 
CCD camera (asset given up)  50,000 

 
The gain recorded by Nascent is the difference between the $24,000 fair value of the camera surrendered and its 
$20,000 book value. 
 
Aphelion uses the following journal entry to record the exchange transaction, which measures the camera acquired at 
the fair value of the telescope surrendered less cash received: 
 

 Debit Credit 
Camera (asset received) 24,000  
Accumulated depreciation 40,000  
Cash 34,000  

Gain on asset exchange  5,000 
Telescope (asset given up)  93,000 

 
The gain recorded by Aphelion is the difference between the $58,000 fair value of the telescope surrendered and its 
$53,000 book value. 
 

Depreciation and Amortization 
The purpose of depreciation is to charge to expense a portion of an asset that relates to the revenue generated 
by that asset. This is called the matching principle, where revenues and expenses both appear in the income 
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statement in the same reporting period, which gives the best view of how well a company has performed in 
a given accounting period. 

There are three factors to consider in the calculation of depreciation, which are: 

• Useful life. This is the time period over which you expect that the asset will be productive, or the 
number of units of production expected to be generated from it. Past its useful life, it is no longer 
cost-effective to continue operating the asset, so you would dispose of it or stop using it. Depreci-
ation is recognized over the useful life of an asset. 

 
Tip: Rather than recording a different useful life for every asset, it is easier to assign each asset to an asset class, where 
every asset in that asset class has the same useful life. This approach may not work for very high-cost assets, where a 
greater degree of precision may be needed. 
 

• Salvage value. When a company eventually disposes of an asset, it may be able to sell it for some 
reduced amount, which is the salvage value. Depreciation is calculated based on the asset cost, less 
any estimated salvage value. If salvage value is expected to be quite small, it is generally ignored 
for the purpose of calculating depreciation.  Salvage value is not discounted to its present value. 

 
Tip: If you estimate that the amount of salvage value associated with an asset is minor, it is easier from a calculation 
perspective to not reduce the depreciable amount of the asset by the salvage value. Instead, assume that the salvage 
value is zero. 
 
EXAMPLE 
 
Pensive Corporation buys an asset for $100,000, and estimates that its salvage value will be $10,000 in five years, 
when it plans to dispose of the asset. This means that Pensive will depreciate $90,000 of the asset cost over five years, 
leaving $10,000 of the cost remaining at the end of that time. Pensive expects to then sell the asset for $10,000, which 
will eliminate the asset from its accounting records. 
 
 

• Depreciation method. Depreciation expense can be calculated using an accelerated depreciation 
method, or evenly over the useful life of the asset. The advantage of using an accelerated method 
is that you can recognize more depreciation early in the life of a fixed asset, which defers some 
income tax expense recognition into a later period. The advantage of using a steady depreciation 
rate is the ease of calculation. Examples of accelerated depreciation methods are the double declin-
ing balance and sum-of-the-years’ digits methods. The primary method for steady depreciation is 
the straight-line method. 

 
The mid-month convention states that, no matter when a fixed asset was purchased within a month, you 
assume that it was purchased in the middle of the month for depreciation purposes. Thus, if a fixed asset 
was bought on January 5th, assume that it was bought it on January 15th; or, if it was bought it on January 
28, still assume that it was bought it on January 15th. By doing so, you can more easily calculate a standard 
half-month of depreciation for that first month of ownership. 
 
If you choose to use the mid-month convention, this also means that you should record a half-month of 
depreciation for the last month of the asset's useful life. By doing so, the two-half month depreciation cal-
culations equal one full month of depreciation. 
 
Many companies prefer to use full-month depreciation in the first month of ownership, irrespective of the 
actual date of purchase within the month, so that they can slightly accelerate their recognition of deprecia-
tion, which in turn reduces their taxable income in the near term. 
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Straight-Line Method 

Under the straight-line method of depreciation, recognize depreciation expense evenly over the estimated 
useful life of an asset. The straight-line calculation steps are: 

1. Subtract the estimated salvage value of the asset from the amount at which it is recorded on the 
books. 

2. Determine the estimated useful life of the asset. It is easiest to use a standard useful life for each 
class of assets. 

3. Divide the estimated useful life (in years) into 1 to arrive at the straight-line depreciation rate. 
4. Multiply the depreciation rate by the asset cost (less salvage value). 

 
EXAMPLE 
 
Pensive Corporation purchases the Procrastinator Deluxe machine for $60,000. It has an estimated salvage value of 
$10,000 and a useful life of five years. Pensive calculates the annual straight-line depreciation for the machine as: 

1. Purchase cost of $60,000 – estimated salvage value of $10,000 = Depreciable asset cost of $50,000 
2. 1 ÷ 5-year useful life = 20% depreciation rate per year 
3. 20% depreciation rate × $50,000 depreciable asset cost = $10,000 annual depreciation 

 
 
Sum-of-the-Years’ Digits Method 

The sum of the years’ digits (SYD) method is more appropriate than straight-line depreciation if the asset 
depreciates more quickly or has greater production capacity in earlier years than it does as it ages. Use the 
following formula to calculate it: 
 

Depreciation percentage = 
Number of estimated years of life 

as of beginning of the year 
Sum of the years’ digits 

 
The following table contains examples of the sum of the years’ digits noted in the denominator of the 
preceding formula. 
 

Sample Sum-of-the-Years’ Digits Calculation 

Total 
Depreciation 
Period 

Initial 
Sum of the 

Years’ Digits 

 
 
Calculation 

2 years 3 1 + 2 
3 years 6 1 + 2 + 3 
4 years 10 1 + 2 + 3 + 4 
5 years 15 1 + 2 + 3 + 4 + 5 

 
The concept is most easily illustrated with the following example. 
 
EXAMPLE 
 
Pensive Corporation buys a Procrastinator Elite machine for $100,000. The machine has no estimated salvage value, 
and a useful life of five years. Pensive calculates the annual sum of the years’ digits depreciation for this machine as: 
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Year 

Number of estimated 
years of life as of 

beginning of the year 

 
SYD 

Calculation 

 
Depreciation 
Percentage 

 
Annual 

Depreciation 
1 5 5/15 33.33% $33,333 
2 4 4/15 26.67% 26,667 
3 3 3/15 20.00% 20,000 
4 2 2/15 13.33% 13,333 
5 1 1/15 6.67% 6,667 

Totals 15  100.00% $100,000 
 
 
The sum of the years’ digits method is clearly more complex than the straight-line method, which tends to 
limit its use unless software is used to automatically track the calculations for each asset. 
 
Double-Declining Balance Method 

The double declining balance (DDB) method is a form of accelerated depreciation. It may be more appro-
priate than the straight-line method if an asset experiences an inordinately high level of usage during the 
first few years of its useful life. 
 
To calculate the double-declining balance depreciation rate, divide the number of years of useful life of an 
asset into 100 percent, and multiply the result by two. The formula is: 
 

(100%/Years of useful life) × 2 
 
The DDB calculation proceeds until the asset’s salvage value is reached, after which depreciation ends. 
 
EXAMPLE 
 
Pensive Corporation purchases a machine for $50,000. It has an estimated salvage value of $5,000 and a useful life of 
five years. The calculation of the double declining balance depreciation rate is: 
 

(100%/Years of useful life) × 2 = 40% 
 
By applying the 40% rate, Pensive arrives at the following table of depreciation charges per year: 
 

 
Year 

Book Value at 
Beginning of Year 

Depreciation 
Percentage 

DDB 
Depreciation 

Book Value 
Net of Depreciation 

1 $50,000 40% $20,000 $30,000 
2 30,000 40% 12,000 18,000 
3 18,000 40% 7,200 10,800 
4 10,800 40% 4,320 6,480 
5 6,480 40% 1,480 5,000 
Total   $45,000  

 
Note that the depreciation in the fifth and final year is only for $1,480, rather than the $3,240 that would be indicated 
by the 40% depreciation rate. The reason for the smaller depreciation charge is that Pensive stops any further depre-
ciation once the remaining book value declines to the amount of the estimated salvage value. 
 



Accountants Guidebook 
 

125 

 
An alternative form of double declining balance depreciation is 150% declining balance depreciation. It is 
a less aggressive form of depreciation, since it is calculated as 1.5 times the straight-line rate, rather than 
the 2x multiple that is used for the double declining balance method. Thus, if you were to use it, the formula 
would be: 
 

(100%/Years of useful life) × 1.5 
 
EXAMPLE 
 
[Note: We are repeating the preceding example, but using 150% declining balance depreciation instead of double 
declining balance depreciation] 
 
Pensive Corporation purchases a machine for $50,000. It has an estimated salvage value of $5,000 and a useful life of 
five years. The calculation of the 150% declining balance depreciation rate is: 
 

(100%/Years of useful life) × 1.5 = 30% 
 
By applying the 30% rate, Pensive arrives at the following table of depreciation charges per year: 
 

 
Year 

Book Value at 
Beginning of Year 

Depreciation 
Percentage 

DDB 
Depreciation 

Book Value 
Net of Depreciation 

1 $50,000 30% $15,000 $35,000 
2 35,000 30% 10,500 24,500 
3 24,500 30% 7,350 17,150 
4 17,150 30% 5,145 12,005 
5 12,005 30% 7,005 5,000 
Total   $45,000  

 
In this case, the depreciation expense in the fifth and final year of $3,602 ($12,005 × 30%) results in a net book value 
that is somewhat higher than the estimated salvage value of $5,000, so Pensive instead records $7,005 of depreciation 
in order to arrive at a net book value that equals the estimated salvage value. 
 
 
Depletion Method 

Depletion is a periodic charge to expense for the use of natural resources. Thus, it is used in situations where 
a company has recorded an asset for such items as oil reserves, coal deposits, or gravel pits. The calculation 
of depletion involves these steps: 

1. Compute a depletion base 
2. Compute a unit depletion rate 
3. Charge depletion based on units of usage 

 
The depletion base is the asset that is to be depleted. It is comprised of the following four types of costs: 

• Acquisition costs. The cost to either buy or lease property. 
• Exploration costs. The cost to locate assets that may then be depleted. In most cases, these costs 

are charged to expense as incurred. 
• Development costs. The cost to prepare the property for asset extraction, which includes the cost of 

such items as tunnels and wells. 
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• Restoration costs. The cost to restore property to its original condition after depletion activities 
have been concluded. 

 
To compute a unit depletion rate, subtract the salvage value of the asset from the depletion base and divide 
it by the total number of measurement units that you expect to recover. The formula for the unit depletion 
rate is: 
 

Unit depletion rate = 
Depletion base – Salvage value 

Total units to be recovered 
 
The depletion charge is then created based on actual units of usage. Thus, if you extract 500 barrels of oil 
and the unit depletion rate is $5.00 per barrel, then you charge $2,500 to depletion expense. 
 
The estimated amount of a natural resource that can be recovered will change constantly as you gradually 
extract assets from a property. As you revise the estimates of the remaining amount of extractable natural 
resource, incorporate these estimates into the unit depletion rate for the remaining amount to be extracted. 
This is not a retrospective calculation. 
 
EXAMPLE 
 
Pensive Corporation’s subsidiary Pensive Oil drills a well with the intention of extracting oil from a known reservoir. 
It incurs the following costs related to the acquisition of property and development of the site: 
 

Land purchase $280,000 
Road construction 23,000 
Drill pad construction 48,000 
Drilling fees 192,000 

Total $543,000 
 
In addition, Pensive Oil estimates that it will incur a site restoration cost of $57,000 once extraction is complete, so 
the total depletion base of the property is $600,000. 
 
Pensive’s geologists estimate that the proven oil reserves that are accessed by the well are 400,000 barrels, so the unit 
depletion charge will be $1.50 per barrel of oil extracted ($600,000 depletion base ÷ 400,000 barrels). 
 
In the first year, Pensive Oil extracts 100,000 barrels of oil from the well, which results in a depletion charge of 
$150,000 (100,000 barrels × $1.50 unit depletion charge). 
 
At the beginning of the second year of operations, Pensive’s geologists issue a revised estimate of the remaining 
amount of proven reserves, with the new estimate of 280,000 barrels being 20,000 barrels lower than the original 
estimate (less extractions already completed). This means that the unit depletion charge will increase to $1.61 
($450,000 remaining depletion base ÷ 280,000 barrels). 
 
During the second year, Pensive Oil extracts 80,000 barrels of oil from the well, which results in a depletion charge 
of $128,800 (80,000 barrels × $1.61 unit depletion charge). 

At the end of the second year, there is still a depletion base of $321,200 that must be charged to expense in proportion 
to the amount of any remaining extractions. 
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Units of Production Method 

Under the units of production method, the amount of depreciation charged to expense varies in direct pro-
portion to the amount of asset usage. Thus, you charge more depreciation in periods when there is more 
asset usage, and less depreciation in periods when there is less asset usage. It is the most accurate method 
for charging depreciation, since it links closely to the wear and tear on assets. However, it also requires that 
you track asset usage, which means that its use is generally limited to more expensive assets. Also, you 
need to be able to estimate total usage over the life of the asset. 
 
Tip: Do not use the units of production method if there is not a significant difference in asset usage from 
period to period. Otherwise, you will spend a great deal of time tracking asset usage, and will be rewarded 
with a depreciation expense that varies little from the results that you would have seen with the straight-
line method (which is far easier to calculate). 
 
Follow these steps to calculate depreciation under the units of production method: 

1. Estimate the total number of hours of usage of the asset, or the total number of units to be produced 
by it over its useful life. 

2. Subtract any estimated salvage value from the capitalized cost of the asset, and divide the total 
estimated usage or production from this net depreciable cost. This yields the depreciation cost per 
hour of usage or unit of production. 

3. Multiply the number of hours of usage or units of actual production by the depreciation cost per 
hour or unit, which results in the total depreciation expense for the accounting period. 

 
If the estimated number of hours of usage or units of production changes over time, incorporate these 
changes into the calculation of the depreciation cost per hour or unit of production. This will alter the 
depreciation expense on a go-forward basis. 
 
EXAMPLE 
 
Pensive Corporation’s gravel pit operation, Pensive Dirt, builds a conveyor system to extract gravel from a gravel pit 
at a cost of $400,000. Pensive expects to use the conveyor to extract 1,000,000 tons of gravel, which results in a 
depreciation rate of $0.40 per ton (1,000,000 tons ÷ $400,000 cost). During the first quarter of activity, Pensive Dirt 
extracts 10,000 tons of gravel, which results in the following depreciation expense: 
 

= $0.40 depreciation cost per ton × 10,000 tons of gravel 
 

= $4,000 depreciation expense 
 
 
Land Depreciation 

Nearly all fixed assets have a useful life, after which they no longer contribute to the operations of a com-
pany or they stop generating revenue. During this useful life, they are depreciated, which reduces their cost 
to what they are supposed to be worth at the end of their useful lives. Land, however, has no definitive 
useful life, so there is no way to depreciate it. 
 
The one exception is when some aspect of the land is actually used up, such as when a mine is emptied of 
its ore reserves. In this case, depreciate the natural resources in the land using the depletion method, as 
described earlier in this chapter. 
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Land Improvement Depreciation 

Land improvements are enhancements to a plot of land to make it more usable. If these improvements have 
a useful life, depreciate them. If there is no way to estimate a useful life, do not depreciate the cost of the 
improvements. 

If you are preparing land for its intended purpose, include these costs in the cost of the land asset. They 
are not depreciated. Examples of such costs are: 

• Demolishing an existing building 
• Clearing and leveling the land 

 
If you are adding functionality to the land and the expenditures have a useful life, record them in a separate 
land improvements account. Examples of land improvements are: 

• Drainage and irrigation systems 
• Fencing 
• Landscaping 
• Parking lots and walkways 

 
A special item is the ongoing cost of landscaping. This is a period cost, not a fixed asset, and so should be 
charged to expense as incurred. 
 
EXAMPLE 
 
Pensive Corporation buys a parcel of land for $1,000,000. Since it is a purchase of land, Pensive cannot depreciate the 
cost. Pensive then razes a building that was located on the property at a cost of $25,000, fills in the old foundation for 
$5,000, and levels the land for $50,000. All of these costs are to prepare the land for its intended purpose, so they are 
all added to the cost of the land. It cannot depreciate these costs. 
 
Pensive intends to use the land as a parking lot, so it spends $400,000 to pave the land and add walkways and fences. 
It estimates that the parking lot has a useful life of 20 years. It should record this cost in the land improvements 
account, and depreciate it over 20 years. 
 
 
Depreciation Accounting Entries 

The basic depreciation entry is to debit the depreciation expense account (which appears in the income 
statement) and credit the accumulated depreciation account (which appears in the balance sheet as a contra 
account that reduces the amount of fixed assets). Over time, the accumulated depreciation balance will 
continue to increase as more depreciation is added to it, until such time as it equals the original cost of the 
asset. At that time, stop recording any depreciation expense, since the cost of the asset has now been reduced 
to zero. 
 
The journal entry for depreciation can be a simple two-line entry designed to accommodate all types of 
fixed assets, or it may be subdivided into separate entries for each type of fixed asset. 
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EXAMPLE 
 
Pensive Corporation calculates that it should have $25,000 of depreciation expense in the current month. The entry is: 
 

 Debit Credit 
Depreciation expense 25,000  

Accumulated depreciation  25,000 

In the following month, Pensive’s accountant decides to show a higher level of precision at the expense account level, 
and instead elects to apportion the $25,000 of depreciation among different expense accounts, so that each class of 
asset has a separate depreciation charge. The entry is: 
 

 Debit Credit 
Depreciation expense - Automobiles 4,000  
Depreciation expense – Computer equipment 8,000  
Depreciation expense – Furniture and fixtures 6,000  
Depreciation expense – Office equipment 5,000  
Depreciation expense – Software 2,000  

Accumulated depreciation  25,000 
 
 
The journal entry to record the amortization of intangible assets is fundamentally the same as the entry for 
depreciation, except that the accounts used substitute the word “amortization” for depreciation. 
 
EXAMPLE 
 
Pensive Corporation calculates that it should have $4,000 of amortization expense in the current month that is related 
to intangible assets. The entry is: 
 

 Debit Credit 
Amortization expense 4,000  

Accumulated amortization  4,000 
 
 
When you sell or otherwise dispose of an asset, remove all related accumulated depreciation from the ac-
counting records at the same time. Otherwise, an unusually large amount of accumulated depreciation will 
build up on the balance sheet. 
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EXAMPLE 
 
Pensive Corporate has $1,000,000 of fixed assets, for which it has charged $380,000 of accumulated depreciation. 
This results in the following presentation on Pensive’s balance sheet: 
 

Fixed assets $1,000,000 
Less: Accumulated depreciation (380,000) 
Net fixed assets $620,000 

 
Pensive then sells a machine for $80,000 that had an original cost of $140,000, and for which it had already recorded 
accumulated depreciation of $50,000. It records the sale with this journal entry: 
 

 Debit Credit 
Cash 80,000  
Accumulated depreciation 50,000  
Loss on asset sale 10,000  

Fixed assets  140,000 
 
As a result of this entry, Pensive’s balance sheet presentation of fixed assets has changed, so that fixed assets before 
accumulated depreciation have declined to $860,000, and accumulated depreciation has declined to $330,000. The 
new presentation is: 
 

Fixed assets $860,000 
Less: Accumulated depreciation (330,000) 
Net fixed assets $530,000 

 
The amount of net fixed assets declined by $90,000 as a result of the asset sale, which is the sum of the $80,000 cash 
proceeds and the $10,000 loss resulting from the asset sale. 
 
 
Fixed Asset Impairment 
There are rules under GAAP for periodically testing fixed assets to see if they are still as valuable as the 
costs at which they were recorded in the accounting records. If not, reduce the recorded cost of these assets 
by recognizing a loss. Also, under no circumstances are you allowed to reverse an impairment loss under 
GAAP. 
 
You should recognize an impairment loss on a fixed asset if its carrying amount is not recoverable and 
exceeds its fair value. This loss is recognized within income from continuing operations on the income 
statement. 
 
The carrying amount of an asset is not recoverable if it exceeds the sum of the undiscounted cash flows 
expected to result from the use of the asset over its remaining useful life and the final disposition of the 
asset. These cash flow estimates should incorporate assumptions that are reasonable in relation to the as-
sumptions the entity uses for its budgets, forecasts, and so forth. If there are a range of possible cash flow 
outcomes, then consider using a probability-weighted cash flow analysis. 
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Tip: You are supposed to base impairment analysis on the cash flows to be expected over the remaining useful life of 
an asset. If you are measuring impairment for a group of assets (as discussed below), then the remaining useful life is 
based on the useful life of the primary asset in the group. You cannot skew the results by including in the group an 
asset with a theoretically unlimited life, such as land or an intangible asset that is not being amortized. 
 
The amount of an impairment loss is the difference between an asset’s carrying amount and its fair value. 
Once you recognize an impairment loss, this reduces the carrying amount of the asset, so you may need to 
alter the amount of periodic depreciation being charged against the asset to adjust for this lower carrying 
amount (otherwise, you will incur an excessively large depreciation expense over the remaining useful life 
of the asset). 
 
If you have designated an asset as held for sale, then periodically test it for a possible loss on the expected 
disposal of the asset. You should recognize a loss in the amount by which the fair value less costs to sell 
of the asset is lower than its carrying amount, and state it within income from continuing operations on 
the income statement. 
 
Test assets for impairment at the lowest level at which there are identifiable cash flows that are largely 
independent of the cash flows of other assets. In cases where there are no identifiable cash flows at all (as 
is common with corporate-level assets), place these assets in an asset group that encompasses the entire 
entity, and test for impairment at the entity level. 
 
Only add goodwill to an asset group for impairment testing when the asset group is a reporting unit, or 
includes a reporting unit. Thus, do not include goodwill in any asset groups below the reporting unit level. 
 
Only test for the recoverability of an asset whenever the circumstances indicate that its carrying amount 
may not be recoverable. Examples of such situations are: 

• Cash flow. There are historical and projected operating or cash flow losses associated with the 
asset. 

• Costs. There are excessive costs incurred to acquire or construct the asset. 
• Disposal. The asset is more than 50% likely to be sold or otherwise disposed of significantly before 

the end of its previously estimated useful life. 
• Legal. There is a significant adverse change in legal factors or the business climate that could affect 

the asset’s value. 
• Market price. There is a significant decrease in the asset’s market price. 
• Usage. There is a significant adverse change in the asset’s manner of use, or in its physical condi-

tion. 
 
If there is an impairment at the level of an asset group, allocate the impairment among the assets in the 
group on a pro rata basis, based on the carrying amounts of the assets in the group. However, the impairment 
loss cannot reduce the carrying amount of an asset below its fair value. 
 
Tip: You only have to determine the fair value of an asset for this test if it is “determinable without undue cost and 
effort.” Thus, if an outside appraisal would be required to determine fair value, you can likely dispense with this 
requirement and simply allocate the impairment loss to all of the assets in the group. 
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EXAMPLE 
 
Luminescence Corporation operates a small floodlight manufacturing facility. Luminescence considers the entire fa-
cility to be a reporting unit, so it conducts an impairment test on the entire operation. The test reveals that a continuing 
decline in the market for floodlights (caused by the surge in LED lights in the market) has caused a $2 million impair-
ment charge. Luminescence allocates the charge to the four assets in the facility as follows: 
 

 
 
Asset 

 
Carrying 
Amount 

Proportion 
of Carrying 
Amounts 

 
Impairment 
Allocation 

Revised 
Carrying 
Amount 

Ribbon machine $8,000,000 67% $1,340,000 $6,660,000 
Conveyors 1,500,000 13% 260,000 1,240,000 
Gas injector 2,000,000 16% 320,000 1,680,000 
Filament inserter 500,000 4% 80,000 420,000 

Totals $12,000,000 100% $2,000,000 $10,000,000 
 
 
It is allowable under GAAP to recognize a gain on any increase in the fair value less costs to sell of a fixed 
asset that is designated as held for sale. The amount of this gain is capped at the amount of any cumulative 
disposal loss that you have already recognized for the asset. This gain will increase the carrying amount of 
the asset. 
 
EXAMPLE 
 
Luminescence Corporation has designated one of its fluorescent bulb factories as held for sale. The asset group com-
prising the factory has a carrying amount of $18 million. After six months, Luminescence determines that the fair 
value less costs to sell for the factory is $16 million, due to falling prices for similar factories, so it recognizes a 
disposal loss of $2 million. A few months later, the market for such factories rebounds, and the company finds that 
the factory now has a fair value less costs to sell of $19 million, which is an increase of $3 million. 
 
Luminescence can only recognize a $2 million gain, which reverses the prior disposal loss. 
 
 
Fixed Asset Disposal 
An asset is derecognized upon its disposal, or when no future economic benefits can be expected from its 
use or disposal. Derecognition can arise from a variety of events, such as an asset’s sale, scrapping, or 
donation. 
 
The net effect of asset derecognition is to remove an asset and its associated accumulated depreciation 
from the balance sheet, as well as to recognize any related gain or loss. You cannot record a gain on de-
recognition as revenue. The gain or loss on derecognition is calculated as the net disposal proceeds, minus 
the asset’s carrying amount. 

 
Assets Held for Sale 

There is a special asset classification under GAAP that is called held-for-sale. This classification is im-
portant for two reasons: 

• All assets classified as held for sale are presented separately on the balance sheet. 
• You do not depreciate or amortize assets classified as held for sale. 
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Under GAAP, classify a fixed asset or a disposal group as held for sale if all of the following criteria are 
met: 

• Management commits to a plan to sell the assets. 
• The asset is available for sale immediately in its present condition. 
• There is an active program to sell the asset. 
• It is unlikely that the plan to sell the asset will be changed or withdrawn. 
• Sale of the asset is likely to occur, and should be completed within one year. 
• The asset is being marketed at a price that is considered reasonable in comparison to its current fair 

value. 
 
EXAMPLE 
 
Ambivalence Corporation plans to sell its existing headquarters facility and build a new corporate headquarters build-
ing. It will remain in its existing quarters until the new facility is complete, and will transfer ownership of the building 
to a buyer only after it has moved out. Since the company’s continuing presence in the existing building means that it 
cannot be available for sale immediately, the situation fails the held-for-sale criteria, and Ambivalence should not 
reclassify its existing headquarters building as held-for-sale. This would be the case even if Ambivalence had a firm 
purchase commitment to buy the building, since the actual transfer of ownership will still be delayed. 
 
 
The one-year limitation noted in the preceding criteria can be circumvented in any of the following situa-
tions: 

• Expected conditions imposed. An entity other than the buyer is likely to impose conditions that will 
extend the sale period beyond one year, and the seller cannot respond to those conditions until after 
it receives a firm purchase commitment, and it expects that commitment within one year. 

 
EXAMPLE 
 
Ambivalence Corporation has a geothermal electricity-generating plant on the site of its Brew Master production 
facility. It plans to sell the geothermal plant to a local electric utility. The sale is subject to the approval of the state 
regulatory commission, which will likely require more than one year to issue its opinion. Ambivalence cannot begin 
to obtain the commission’s approval until after it has obtained a firm purchase commitment from the local utility, but 
expects to receive the commitment within one year. The situation meets the criteria for maintaining an asset in the 
held-for-sale classification for more than one year. 
 
 

• Unexpected conditions imposed. The seller obtains a firm purchase commitment, but the buyer or 
others then impose conditions on the sale that are not expected, and the seller is responding to these 
conditions, and the seller expects a favorable resolution of the conditions. 

 
EXAMPLE 
 
Ambivalence Corporation enters into a firm purchase commitment to sell its potions plant, but the buyer’s inspection 
team finds that some potions have leaked into the local water table. The buyer demands that Ambivalence mitigate 
this environmental damage before the sale is concluded, which will require more than one year to complete. Ambiv-
alence initiates these activities, and expects to mitigate the damage. The situation meets the criteria for maintaining 
an asset in the held-for-sale classification for more than one year. 
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• Unlikely circumstances. An unlikely situation arises that delays the sale, and the seller is responding 
to the change in circumstances, and is continuing to market the asset at a price that is reasonable in 
relation to its current fair value. 

 
EXAMPLE 
 
Ambivalence Corporation is attempting to sell its charm bracelet manufacturing line, but market conditions deterio-
rate, and it is unable to sell the line at the price point that it wants. Management believes that the market will rebound, 
so it leaves the same price in place, even though the market price is probably 20% lower. Given that the price now 
exceeds the current fair value of the manufacturing line, the company is no longer marketing it at a reasonable price, 
and so should no longer list the asset in the held-for-sale classification. 
 
 
If a company acquires an asset as part of a business combination and wants to immediately classify it as 
held for sale, the asset must meet these requirements: 

• Sale of the asset is likely to occur, and should be completed within one year. 
• If any of the other criteria noted above are not met as of the acquisition date, it is probable that they 

will be met shortly after the acquisition has been completed. 
 
Tip: The GAAP codification states that three months is “usually” the amount of time allowed for the buyer to meet 
the held-for-sale criteria. Given the wording of this pronouncement, there is probably some leeway in the actual 
amount of time allowed. 
 
If you classify assets as held-for-sale, measure them at the lower of their carrying amount or their fair value 
minus any cost to sell. If you must write down the carrying amount of an asset to its fair value minus any 
cost to sell, then recognize a loss in the amount of the write down. You may also recognize a gain on an 
increase in the fair value minus any cost to sell, but only up to the amount of any cumulative losses previ-
ously recognized. 
 
When you classify an asset as held-for-sale, do not also accrue any expected future losses associated with 
operating it while it is so classified. Instead, recognize these costs only as incurred. 
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EXAMPLE 
 
Ambivalence Corporation sells its Brew Master product line in 20X1, recognizing a gain of $100,000 prior to appli-
cable taxes of $35,000. During the final year of operations of the Brew Master line, Ambivalence lost $50,000 on its 
operation of the line; it lost $80,000 during the preceding year. The applicable amount of tax reductions related to 
these losses were $(17,000) and $(28,000), respectively. It reports these results in the income statement as follows: 
 

 20X0 20X1 
Discontinued operations:   
Loss from operation of the Brew Master product line (net 
of applicable taxes of $28,000 and $17,000) $(52,000) $(33,000) 

Gain on disposal of Brew Master product line (net of ap-
plicable taxes of $35,000) -- $65,000 

 
Part of the sale agreement requires that Ambivalence reimburse the buyer for any outstanding warranty claims. In the 
following year, the amount of these claims is $31,000, prior to an applicable tax reduction of $(11,000). Ambivalence 
reports this update to the discontinued operation in the following year with this disclosure in the income statement: 
 

 20X0 20X1 20X2 
Discontinued operations:    
Loss from operation of the Brew Master product line 
(net of applicable taxes of $28,000 and $17,000) $(52,000) $(33,000) -- 

Gain on disposal of Brew Master product line (net of 
applicable taxes of $35,000) -- $65,000 -- 

Adjust to gain on disposal of Brew Master product 
line (net of applicable taxes of $11,000) -- -- $(20,000) 

 
 
When you itemize the assets and liabilities of discontinued operations in the balance sheet, do not present 
them as a combined net figure. Instead, present them separately as assets and liabilities. 
 
What if, despite initial expectations, an asset that has been classified as held for sale is not sold? If an as-
set no longer meets any one of the preceding six criteria for classification, remove it from the held-for-
sale classification. At the time of reclassification, measure it at the lower of: 

• The carrying amount of the asset prior to its classification as held-for-sale, minus any depreciation 
or amortization that would have been charged to it during the period when it was classified as held-
for-sale, or 

• The fair value of the asset when the decision was made not to sell it. 
 
This measurement requirement effectively keeps a company from shifting assets into the held for sale clas-
sification in order to fraudulently avoid incurring any related depreciation expense. 
 
Note: The GAAP codification states that an asset being reclassified from the held-for-sale designation should now be 
classified as held and used. Since there does not appear to be any distinction between the held and used classification 
and the normal accounting for fixed assets that are in use, we will assume that these assets are actually returned to 
their normal fixed asset accounting designations. 
 
When you adjust the accounting records for this measurement, record the transaction as an expense that is 
included in income from continuing operations, and record the entry in the period when you make the 
decision not to sell the asset. Charge the expense to the income statement classification to which you would 
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normally charge depreciation for the asset in question. Thus, the adjustment for a production machine would 
likely be charged to the cost of goods sold, while the adjustment for office equipment would likely be 
charged to general and administrative expense. 
 
EXAMPLE 
 
Ambivalence Corporation intends to sell its potion brewing factory, and so classifies the related assets into a disposal 
group and reports the group as held for sale, in the amount of $1,000,000. The journal entry is: 
 

 Debit Credit 
Equipment held-for-sale 1,000,000  

Production machinery  1,000,000 
 
After six months, the accountant determines that the fair value of the disposal group has declined to $950,000, and so 
writes down the equipment cost with this entry: 
 

 Debit Credit 
Loss on decline of fair value of held-for-sale equipment 50,000  

Equipment held-for-sale  50,000 
 
The carrying value of the disposal group is now $950,000. After three more months, an independent appraiser deter-
mines that the fair value of the disposal group has now increased to $1,010,000. The accountant can only record a gain 
up to the amount of any previously recorded losses, so he records the gain with this entry: 
 

 Debit Credit 
Equipment held-for-sale 50,000  

Recovery of fair value of held-for-sale equipment  50,000 
 
The carrying value of the disposal group is now $1,000,000. 
 
After one full year has passed, management concludes that it cannot sell the disposal group, and decides to continue 
operating the potion brewing factory. The accountant reclassifies the disposal group out of the held-for-sale classifi-
cation with this entry: 
 

 Debit Credit 
Production machinery 1,000,000  

Equipment held-for-sale  1,000,000 
 
During the period when Ambivalence classified the disposal group as held for sale, it would have incurred a depreci-
ation expense on the group of $50,000. The fair value of the group has now been re-appraised at $975,000. Since the 
carrying amount less depreciation of $950,000 is lower than the fair value of $975,000, Ambivalence records a charge 
of $50,000 to reduce the carrying amount of the group to $950,000 with the following entry: 

 Debit Credit 
Depreciation – Production machinery 50,000  

Accumulated depreciation – Production machinery  50,000 
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Tip: The reclassification of assets into and out of the held-for-sale classification requires additional accounting effort 
to track. To minimize this effort, maintain a high capitalization limit, so that most assets are charged to expense when 
purchased. Also, if you expect that an asset will be sold within a very short time period, it is easier to not shift the 
asset into the held-for-sale classification and then almost immediately sell it; instead, depreciate the asset up until the 
point of sale. Clearly, some judgment is needed to follow the intent of the held-for-sale rules without engaging in an 
excessive amount of unnecessary accounting work. 
 
Abandoned Assets 

If a company abandons an asset, consider the asset to be disposed of, and account for it as such (even if it 
remains on the premises). However, if the asset is only temporarily idle, do not consider it to be abandoned, 
and continue to depreciate it in a normal manner. 

If you have abandoned an asset, reduce its carrying amount down to any remaining salvage value on 
the date when the decision is made to abandon the asset. 
 
Idle Assets 

Some fixed assets will be idle from time to time. There is no specific consideration of idle assets in GAAP, 
so continue to depreciate them in a normal manner. However, here are additional considerations regarding 
what an idle asset may indicate: 

• Asset impairment. If an asset is idle, it may be an indicator that the value of the asset has declined, 
which may call for an impairment review. 

• Disclosure. Identify idle assets separately on the balance sheet, and disclose why they are idle. 
• Useful life. If an asset is idle, this may indicate that its useful life is shorter than the amount currently 

used to calculate its depreciation. This may call for a re-evaluation of its useful life. 
 
Fixed Asset Disposal Accounting 

There are two scenarios under which you may dispose of a fixed asset. The first situation arises when you 
are eliminating a fixed asset without receiving any payment in return. This is a common situation when a 
fixed asset is being scrapped because it is obsolete or no longer in use, and there is no resale market for it. 
In this case, reverse any accumulated depreciation and reverse the original asset cost. If the asset is fully 
depreciated, then that is the extent of your entry. 
 
EXAMPLE 
 
Ambivalence Corporation buys a machine for $100,000 and recognizes $10,000 of depreciation per year over the 
following ten years. At that time, the machine is not only fully depreciated, but also ready for the scrap heap. Ambiv-
alence gives away the machine for free, and records the following entry. 
 

 Debit Credit 
Accumulated Depreciation 100,000  

Machine asset  100,000 
 

A variation on this situation is to write off a fixed asset that has not yet been completely depreciated. In this 
case, write off the remaining undepreciated amount of the asset to a loss account. 
 
EXAMPLE 
 
To use the same example, Ambivalence Corporation gives away the machine after eight years, when it has not yet 
depreciated $20,000 of the asset's original $100,000 cost. In this case, Ambivalence records the following entry: 
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 Debit Credit 
Loss on asset disposal 20,000  
Accumulated depreciation 80,000  

Machine asset  100,000 
 
 
The second scenario arises when you sell an asset, so that you receive cash (or some other asset) in exchange 
for the fixed asset you are selling. Depending upon the price paid and the remaining amount of depreciation 
that has not yet been charged to expense, this can result in either a gain or a loss on sale of the asset. 
 
EXAMPLE 
 
Ambivalence Corporation still disposes of its $100,000 machine, but does so after seven years, and sells it for $35,000 
in cash. In this case, it has already recorded $70,000 of depreciation expense. The entry is: 
 

 Debit Credit 
Cash 35,000  
Accumulated depreciation 70,000  

Gain on asset disposal  5,000 
Machine asset  100,000 

 
What if Ambivalence had sold the machine for $25,000 instead of $35,000? Then there would be a loss of $5,000 on 
the sale. The entry would be: 
 

 Debit Credit 
Cash 25,000  
Accumulated depreciation 70,000  
Loss on asset disposal 5,000  

Machine asset  100,000 
 
 
If there is a gain or loss on disposal of a fixed asset, include it in income from continuing operations before 
income taxes on the income statement. 
 
Summary 
Even a brief perusal of this chapter will make it clear that the accounting for fixed assets is one of the more 
time-consuming accounting activities, simply because the related accounting records must be monitored 
(and possibly adjusted) for years. Accordingly, the efficient accountant will do anything possible to charge 
expenditures to expense at once, rather than recording them as fixed assets. The best options for reducing 
the number of fixed assets are to maintain a high capitalization limit, and to adopt a skeptical attitude when 
anyone wants to add subsequent expenditures to a fixed asset. The result should be a considerably reduced 
number of high-value fixed assets.  
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Chapter 8 - Review Questions 

 The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The capitalization limit is: 

a. The maximum amount of earnings that a corporation is allowed to retain, above which the 
Internal Revenue Service imposes a tax 

b. An amount below which all expenditures are charged to expense 
c. An amount above which all expenditures are charged to expense 
d. The amount of retained earnings 

 
2. Accelerated depreciation does not include the following calculation method: 

a. The double declining balance method 
b. The sum-of-the-years digits method 
c. The 150% declining balance method 
d. The straight-line method 

 
3. You should recognize an impairment loss under GAAP: 

a. When an asset’s carrying amount exceeds the sum of its discounted cash flows 
b. In other comprehensive income 
c. When an asset’s carrying amount is not recoverable and exceeds the sum of its undiscounted 

cash flows 
d. As an adjustment to beginning retained earnings 
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Chapter 9 - Accounting for Intangibles 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify the rules regarding goodwill impairment and the capitalization of intangible assets. 
 
Introduction 
A business may record goodwill as part of a business combination, to account for the difference between 
the fair value of all other assets and liabilities and the purchase price. The initial recognition of goodwill is 
addressed in the Business Combinations chapter. In this chapter, we deal with the subsequent accounting 
for goodwill, and also address the accounting for and disclosure of the costs of internally developed good-
will, other intangible assets, internal-use software, and website development costs. 
 
Goodwill 
Goodwill is a common byproduct of a business combination, where the purchase price paid for the acquiree 
is higher than the fair values of the identifiable assets acquired. After goodwill has initially been recorded 
as an asset, do not amortize it. Instead, test it for impairment at the reporting unit level. Impairment exists 
when the carrying amount of the goodwill is greater than its implied fair value. 
 
A reporting unit is defined as an operating segment or one level below an operating segment. At a more 
practical level, a reporting unit is a separate business for which the parent compiles financial information, 
and for which management reviews the results. If several components of an operating segment have simi-
lar economic characteristics, they can be combined into a reporting unit. In a smaller business, it is en-
tirely possible that one reporting unit could be an entire operating segment, or even the entire entity. 
 
The examination of goodwill for the possible existence of impairment involves a multi-step process, 
which is: 

1. Assess qualitative factors. Review the situation to see if it is necessary to conduct further impair-
ment testing, which is considered to be a likelihood of more than 50% that impairment has occurred, 
based on an assessment of relevant events and circumstances. Examples of relevant events and 
circumstances that make it more likely that impairment is present are the deterioration of macroe-
conomic conditions, increased costs, declining cash flows, possible bankruptcy, a change in man-
agement, and a sustained decrease in share price. If impairment appears to be likely, continue with 
the impairment testing process. The accountant can choose to bypass this step and proceed straight 
to the next step. 

2. Identify potential impairment. Compare the fair value of the reporting unit to its carrying amount. 
If the fair value is greater than the carrying amount of the reporting unit, there is no goodwill im-
pairment, and there is no need to proceed to the next step. If the carrying amount exceeds the fair 
value of the reporting unit, recognize an impairment loss in the amount of the difference, up to a 
maximum of the entire carrying amount (i.e., the carrying amount of goodwill can only be reduced 
to zero). One should consider the income tax effect from any tax deductible goodwill on the carry-
ing amount of the entity (or the reporting unit), if applicable, when measuring the goodwill impair-
ment loss. 

 
These steps are illustrated in the following flowchart. 
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Goodwill Impairment Decision Steps 

Review the need for 
impairment testing 
for a reporting unit

More likely
 than not that fair 
value is less than 

carrying
amount?

Calculate fair value 
of reporting unit and 
compare to carrying 

amount

Yes

Fair value less than 
carrying amount of 

reporting unit?

Yes

Recognized 
impairment = fair 
value – carrying 

amount of goodwill

Stop

No

 
 
The fair value of the reporting unit is assumed to be the price that the company would receive if it were to 
sell the unit in an orderly transaction (i.e., not a rushed sale) between market participants. Other alternatives 
to the quoted market price for a reporting unit may be acceptable, such as a valuation based on multiples of 
earnings or revenue. 
 
The following additional issues are associated with goodwill impairment testing: 

• Asset and liability assignment. Assign acquired assets and liabilities to a reporting unit if they relate 
to the operations of the unit and they will be considered in the determination of reporting unit fair 
value. If these criteria can be met, even corporate-level assets and liabilities can be assigned to a 
reporting unit. If some assets and liabilities could be assigned to multiple reporting units, assign 
them in a reasonable manner (such as an allocation based on the relative fair values of the reporting 
units), consistently applied. 
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• Asset recognition. It is not allowable to recognize an additional intangible asset as part of the pro-
cess of evaluating goodwill impairment. 

• Goodwill assignment. All of the goodwill acquired in a business combination must be assigned to 
one or several reporting units as of the acquisition date, and not shifted among the reporting units 
thereafter. The assignment should be in a reasonable manner, consistently applied. If goodwill is to 
be assigned to a reporting unit that has not been assigned any acquired assets or liabilities, the 
assignment could be based on the difference between the fair value of the reporting unit before and 
after the acquisition, which represents the improvement in value caused by goodwill. 

• Impairment estimation. If it is probable that there is goodwill impairment and the amount can be 
reasonably estimated, despite the testing process not being complete when financial statements are 
issued, recognize the estimated amount of the impairment. The estimate should be adjusted to the 
final impairment amount in the following reporting period. 

• No reversal. Once impairment of goodwill has been recorded, it cannot be reversed, even if the 
condition originally causing the impairment is no longer present. 

• Reporting structure reorganization. If a company reorganizes its reporting units, reassign assets 
and liabilities to the new reporting units based on a reasonable methodology, consistently applied. 
Goodwill should be reassigned based on the relative fair values of the portions of the old reporting 
unit to be integrated into the new reporting units. 

• Reporting unit disposal. If a reporting unit is disposed of, include the goodwill associated with that 
unit in determining any gain or loss on the transaction. If only a portion of a reporting unit is dis-
posed of, you must associate some of the goodwill linked to the reporting unit to the portion being 
disposed of, based on the relative fair values of the portions being disposed of and retained. Then 
test the remaining amount of goodwill assigned to the residual portion of the reporting unit for 
impairment. 

 
EXAMPLE 
 
Armadillo Industries is selling off a portion of a reporting unit for $500,000. The remaining portion of the unit, which 
Armadillo is retaining, has a fair value of $1,500,000. Based on these values, 25% of the goodwill associated with the 
reporting unit should be included in the carrying amount of the portion being sold. 
 
 

• Reporting unit disposal, minority owner. If a company has less than complete ownership of a re-
porting unit, attribute any impairment losses to the parent entity and the noncontrolling interest in 
the reporting unit on a rational basis. However, if the reporting unit includes goodwill that is at-
tributable to the parent entity, then attribute the loss entirely to the parent, not the noncontrolling 
interest. 

• Subsidiary goodwill impairment testing. Any goodwill recognized by a corporate subsidiary should 
be dealt with in the same manner described elsewhere in this section for the impairment of goodwill. 
If there is a goodwill impairment loss at the subsidiary level, also test the reporting unit of which 
that subsidiary is a part for goodwill impairment, if the triggering event is more likely than not to 
have also reduced the fair value of that reporting unit below its carrying amount. 

• Taxable transaction. As part of the fair value estimation, determine whether the reporting unit could 
be bought or sold in a taxable or non-taxable transaction, since this affects its fair value. 

 
Tip: From a practical perspective, it is almost always easier to estimate the fair value of the reporting unit based on a 
multiple of its earnings or revenues, though this should only be done when there are comparable operations whose fair 
values and related multiples are known, and which can therefore be used as the basis for a fair value estimate of the 
reporting unit. 
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Impairment testing is to be conducted at annual intervals. You may conduct the impairment test at any time 
of the year, provided that the test is conducted thereafter at the same time of the year. If the company is 
comprised of different reporting units, there is no need to test them all at the same time. 
 
Tip: Each reporting unit is probably subject to a certain amount of seasonal activity. If so, select a period when activity 
levels are at their lowest to conduct impairment testing, so it does not conflict with other activities. Impairment testing 
should not coincide with the annual audit. 
 
It may be necessary to conduct more frequent impairment testing if there is an event that makes it more 
likely than not that the fair value of a reporting unit has been reduced below its carrying amount. Examples 
of triggering events are a lawsuit, regulatory changes, the loss of key employees, and the expectation that a 
reporting unit will be sold. 
 
The information used for an impairment test can be quite detailed. To improve the efficiency of the test-
ing process, it is permissible to carry forward this information to the next year, as long as the following 
criteria have been met: 

• There has been no significant change in the assets and liabilities comprising the reporting unit. 
• There was a substantial excess of fair value over the carrying amount in the last impairment test. 
• The likelihood of the fair value being less than the carrying amount is remote. 

 
As an additional note for publicly-held companies that report segment information, the asset, liability, and 
goodwill allocations used for goodwill impairment testing do not have to be the same as the amounts stated 
in segment reports. However, aligning the two sets of information will make it easier to conduct both im-
pairment testing and segment reporting. 
 
General Intangibles Other than Goodwill 
In general, recognize costs as incurred when they are related to internally developing, maintaining, or re-
storing intangible assets that have any of the following characteristics: 

• There is no specifically identifiable asset 
• The useful life is indeterminate 
• The cost is inherent in the continuing operation of the business 

 
Conversely, it is possible to recognize an acquired intangible item as an asset. If a group of assets are 
acquired in a transaction that is not defined as a business combination, the acquisition cost should be entirely 
allocated to the individual acquired assets, based on their relative fair values. In such an arrangement, good-
will is not recognized. 
 
If a business acquires an intangible asset specifically to deny its use to others (a defensive intangible as-
set), treat the asset as a separate unit of accounting. Assign the asset a useful life that reflects the period 
over which the company will benefit from the denial of use of the asset to others; this period is essentially 
the period over which the fair value of the asset will decline. 
 
The general accounting for an intangible asset is to record the asset as a long-term asset and amortize the 
asset over its useful life, along with regular impairment reviews. The accounting is essentially the same as 
for other types of fixed assets. The key differences between the accounting for tangible and intangible 
fixed assets are: 

• Amortization. If an intangible asset has a useful life, amortize the cost of the asset over that useful 
life, less any residual value. Amortization is the same as depreciation, except that amortization is 
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applied only to intangible assets. In this context, useful life refers to the time period over which an 
asset is expected to enhance future cash flows. 

• Asset combinations. If several intangible assets are operated as a single asset, combine them for the 
purposes of impairment testing. This treatment is probably not suitable if they independently gen-
erate cash flows, would be sold separately, or are used by different asset groups. 

• Residual value. If any residual value is expected following the useful life of an intangible asset, 
subtract it from the carrying amount of the asset for the purposes of calculating amortization. You 
should assume that the residual value will always be zero for intangible assets, unless there is a 
commitment from another party to acquire the asset at the end of its useful life, and the residual 
value can be determined by reference to transactions in an existing market, and that market is ex-
pected to be in existence when the useful life of the asset ends. 

 
EXAMPLE 
 
Armadillo Industries purchases a patent from a third party. The remaining life of the patent’s coverage of a key piece 
of production technology is eight years. Armadillo obtains a written commitment from a supplier to buy the patent in 
two years for 75% of the $100,000 price paid by Armadillo for the patent. Armadillo intends to sell the patent to the 
supplier in two years. 
 
Based on this information, Armadillo should amortize $25,000 of the purchase price over the two years that the com-
pany expects to retain ownership of the patent. 
 
 

• Useful life. An intangible asset may have an indefinite useful life. If so, do not initially amortize it, 
but review the asset at regular intervals to see if a useful life can then be determined. If so, test the 
asset for impairment and begin amortizing it. The reverse can also occur, where an asset with a 
useful life is judged to now have an indefinite useful life; if so, stop amortizing the asset and test it 
for impairment. Examples of intangible assets that have indefinite useful lives are taxicab licenses, 
broadcasting rights, and trademarks. 

 
EXAMPLE 
 
Milford Sound acquires a license to broadcast in the Milwaukee area for five years. The license is automatically 
renewable every five years, unless Milford violates a number of Federal Communications Commission rules. There 
is no limit to the number of renewals that Milford can obtain to the license period, and Milford intends to renew the 
license in perpetuity. Despite the impact of music streaming over the Internet, the cash flows associated with the 
license are not expected to decline appreciably in the foreseeable future. Thus, the cash flows that Milford expects to 
realize from the license should continue indefinitely. The license can be treated as an intangible asset having an in-
definite useful life. 
 
 

• Useful life revisions. You should regularly review the duration of the remaining useful lives of all 
intangible assets, and adjust them if circumstances warrant the change. This will require a change 
in the remaining amount of amortization recognized per period. 

• Life extensions. It is possible that the life of some intangible assets may be extended for years, 
usually due to contract extensions. If so, estimate the useful life of an asset based on the full dura-
tion of expected useful life extensions. These presumed extensions may result in an asset having 
an indefinite useful life, which avoids amortization. 
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EXAMPLE 
 
Milford Sound entered into a license for noise cancelling technology three years ago, and plans to renew the license 
for an additional three-year period. However, management is aware of the development of a new technology that will 
probably render the current noise cancelling technology obsolete in two years. Milford had previously been amortizing 
the cost of the license over each three-year licensing period. However, given the expected change in technology, 
management elects to amortize the cost of the license extension over just two years. 
 
 

• Straight-line amortization. Use the straight-line basis of amortization to reduce the carrying amount 
of an intangible asset, unless the pattern of benefit usage associated with the asset suggests a dif-
ferent form of amortization. 

• Impairment testing. An intangible asset is subject to impairment testing in the same manner as 
tangible assets. In short, recognize impairment if the carrying amount of the asset is greater than its 
fair value, and the amount is not recoverable. Once recognized, the impairment cannot be reversed. 

• Research and development assets. If intangible assets are acquired through a business combination 
for use in research and development activities, initially treat them as having indefinite useful lives, 
and regularly test them for impairment. Once the related research and development activities have 
been completed or abandoned, charge them to expense. 

 
Tip: The usage pattern of nearly all intangible assets will suggest the use of straight-line amortization. Since this is 
also the simplest amortization method, use it unless the underlying usage pattern of an asset is substantially different. 
 
Internal-Use Software 
Companies routinely develop software for internal use, and want to understand how these development 
costs are to be accounted for. Software is considered to be for internal use when it has been acquired or 
developed only for the internal needs of a business. Examples of situations where software is considered to 
be developed for internal use are: 

• Accounting systems 
• Cash management tracking systems 
• Membership tracking systems 
• Production automation systems 

 
Further, there can be no reasonably possible plan to market the software outside of the company. A market 
feasibility study is not considered a reasonably possible marketing plan. However, a history of selling soft-
ware that had initially been developed for internal use creates a reasonable assumption that the latest inter-
nal-use product will also be marketed for sale outside of the company. 
 
The accounting for internal-use software varies, depending upon the stage of completion of the project. 
The relevant accounting is: 

• Stage 1: Preliminary. All costs incurred during the preliminary stage of a development project 
should be charged to expense as incurred. This stage is considered to include making decisions 
about the allocation of resources, determining performance requirements, conducting supplier 
demonstrations, evaluating technology, and supplier selection. 

• Stage 2: Application development. Capitalize the costs incurred to develop internal-use software, 
which may include coding, hardware installation, and testing. Any costs related to data conversion, 
user training, administration, and overhead should be charged to expense as incurred. Only the 
following costs can be capitalized: 
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o Materials and services consumed in the development effort, such as third party develop-
ment fees, software purchase costs, and travel costs related to development work. 

o The payroll costs of those employees directly associated with software development. 
o The capitalization of interest costs incurred to fund the project. 

• Stage 3. Post-implementation. Charge all post-implementation costs to expense as incurred. Sam-
ples of these costs are training and maintenance costs. 

 
Any allowable capitalization of costs should begin after the preliminary stage has been completed, man-
agement commits to funding the project, it is probable that the project will be completed, and the software 
will be used for its intended function. 
 
The capitalization of costs should end when all substantial testing has been completed. If it is no longer 
probable that a project will be completed, stop capitalizing the costs associated with it, and conduct im-
pairment testing on the costs already capitalized. The cost at which the asset should then be carried is the 
lower of its carrying amount or fair value (less costs to sell). Unless there is evidence to the contrary, the 
usual assumption is that uncompleted software has no fair value. 
 
A business may purchase software for internal use. If the purchase price of this software includes other 
elements, such as training and maintenance fees, only capitalize that portion of the purchase price that re-
lates to the software itself. 
 
In addition, any later upgrades of the software can be capitalized, but only if it is probable that extra sys-
tem functionality will result from the upgrade. The costs of maintaining the system should be charged to 
expense as incurred. If the maintenance is provided by a third party and payment is made in advance for 
the services of that party, then amortize the cost of the maintenance over the service period. 
 
Once costs have been capitalized, amortize them over the expected useful life of the software. This is typ-
ically done on a straight-line basis, unless another method more clearly reflects the expected usage pattern 
of the software. Amortization should begin when a software module is ready for its intended use, which is 
considered to be when all substantial system testing has been completed. If a software module cannot 
function unless other modules are also completed, do not begin amortization until the related modules are 
complete. 
 
It may be necessary to regularly reassess the useful life of the software for amortization purposes, since 
technological obsolescence tends to shorten it. 
 
You should routinely review the capitalized cost of internal-use software for impairment, as described in 
the Accounting for Property, Plant, and Equipment chapter. The following are all indicators of the possi-
ble presence of asset impairment: 

• The software is not expected to be of substantive use 
• The manner in which the software was originally intended to be used has now changed 
• The software is to be significantly altered 
• The development cost of the software significantly exceeded original expectations 

 
Once a business has developed software for internal use, management may decide to market it for external 
use by third parties. If so, the proceeds from software licensing, net of selling costs, should be applied 
against the carrying amount of the software asset. For the purposes of this topic, selling costs are considered 
to include commissions, software reproduction costs, servicing obligations, warranty costs, and installation 
costs. The business should not recognize a profit on sales of the software until the application of net sales 
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to the carrying amount of the software asset have reduced the carrying amount to zero. The business can 
recognize all further proceeds as revenue. 
 
Website Development Costs 
A company may allocate significant funding to the development of a company website in such areas as 
coding, graphics design, the addition of content, and site operation. The accounting for website develop-
ment varies, depending upon the stage of completion of the project. The relevant accounting is: 

• Stage 1: Preliminary. Charge all site planning costs to expense as incurred. This stage is considered 
to include project planning, the determination of site functionality, hardware identification, tech-
nology usability, alternatives analysis, supplier demonstrations, and legal considerations. 

• Stage 2: Application development and infrastructure. The accounting matches what was just de-
scribed in the last section for internal-use software. In essence, capitalize these costs. More specif-
ically, capitalize the cost of obtaining and registering an Internet domain, as well as the procurement 
of software tools, code customization, web page development, related hardware, hypertext link 
creation, and site testing. Also, if a site upgrade provides new functions or features to the website, 
capitalize these costs. 

• Stage 3: Graphics development. For the purposes of this topic, graphics are considered to be soft-
ware, and so are capitalized, unless they are to be marketed externally. Graphics development in-
cludes site page design and layout. 

• Stage 4: Content development. Charge data conversion costs to expense as incurred, as well as the 
costs to input content into a website. 

• Stage 5: Site operation. The costs to operate a website are the same as any other operating costs, 
and so should be charged to expense as incurred. The treatment of selected operating costs associ-
ated with a website are: 

o Charge website hosting fees to expense over the period benefited by the hosting 
o Charge search engine registration fees to expense as incurred, since they are advertising 

costs 
 
Summary 
The testing for goodwill impairment can be both time-consuming and expensive, so take full advantage of 
the option to avoid testing by reviewing qualitative factors to see if there is a low likelihood of impairment. 
 
You should be aware of how the capitalization of software for internal use or for the development of a 
website can skew the results reported by a business. If a company is developing a massive in-house sys-
tem, the amount of costs capitalized may represent a significant proportion of all expenditures, resulting 
in financial statements that may reveal a profit, even while the business is hemorrhaging cash to pay for 
the development effort. If this is the case, consider full disclosure of the situation in the company’s finan-
cial statements, as well as a narrow interpretation of the accounting standards to charge as much of these 
expenditures as possible to expense as incurred. 
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Chapter 9 - Review Questions 

The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. Goodwill impairment exists when: 

a. The gross amount of the goodwill is greater than its implied fair value 
b. The acquirer pays more for an acquisition than the fair value of the tangible assets of the ac-

quiree 
c. The carrying amount of the goodwill is less than its implied fair value 
d. The carrying amount of the goodwill is greater than its implied fair value 

 
2. The assessment of goodwill for impairment does not include this step: 

a. Auditor review 
b. Calculate impairment loss 
c. Assess qualitative factors 
d. Identify potential impairment 

 
3. Once goodwill impairment has been recognized: 

a. The impairment can only be reversed if the reversal is for an immaterial amount 
b. The impairment cannot be reversed 
c. The impairment can only be reversed by a publicly-held company 
d. The impairment can be reversed only within the same reporting year 
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Chapter 10 - Accounting for Equity 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the rules related to the accounting for various equity transactions. 
 

Introduction 
This chapter addresses a variety of topics that are related to equity. The topics covered include equity ap-
propriations, stock dividends, stock splits, stock repurchases, equity-based payments, spinoffs, and more. 
These topics are only related to each other in that they have an impact on the equity classification of trans-
actions, and can otherwise be considered something of a smorgasbord of information. In this chapter, we 
deal with the concepts linked to each of these equity topics. 
 
Overview of Equity 
Equity is the residual interest of owners in a business, once liabilities have been subtracted from assets. 
From the perspective of the accountant, key areas of concern are the issuance and repurchase of stock, 
though there are many lesser issues that can also impact equity. 

The equity topics in this chapter are quite varied, and so cannot easily be combined into a single section. 
Instead, we have separated the larger topics into their own sections, and provide below only a few minor 
items related to equity: 

• Appropriations. It is permissible to appropriate retained earnings for specific purposes, such as 
acquisitions, debt reductions, new construction, stock buybacks, and so forth. If there is an appro-
priation, disclose the amount in the equity section of the balance sheet. It is not permissible to 
charge expenses or losses against an appropriation. It is also not permissible to transfer an appro-
priation to income. 

• Note paid for equity. There may be cases where an investor issues a note to a business in exchange 
for an equity position in the company (as opposed to the usual cash payment). If there is not clear 
evidence that the investor intends to pay and has the ability to do so within a short period of time, 
do not record the note as an asset. Instead, offset the note against the corresponding equity line item 
in the equity section of the balance sheet. 

 
The Sale of Stock 
A common fund raising activity for a corporation is to sell stock – usually its common stock. The structure 
of the journal entry to record the sale of stock depends upon the existence and size of any par value associ-
ated with the stock. Par value is the legal capital per share, and the amount is printed on the face of each 
stock certificate. A portion of the price at which each share is sold is recorded in either the common stock 
or preferred stock account (depending on the type of share sold) in the amount of the par value, with the 
remainder being recorded in the additional paid-in capital account. Both entries are credits. The offsetting 
debit is to the cash account. 
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EXAMPLE 
 
Arlington Motors sells 10,000 shares of its common stock for $8 per share. The stock has a par value of $0.01. Ar-
lington records the share issuance with the following entry: 
 

 Debit Credit 
Cash 80,000  

Common stock ($0.01 par value)  100 
Additional paid-in capital  79,900 

 
If Arlington were to only sell the stock for an amount equal to the par value, the entire credit would be to the common 
stock account; there would be no entry to the additional paid-in capital account. If the company were to sell preferred 
stock instead of common stock, the entry would be the same, except that the accounts in which the entries are made 
would be identified as preferred stock accounts, not common stock accounts. 
 
 
Dividend Payments 
The cash dividend is by far the most common of the dividend types used. On the date of declaration, the 
board of directors resolves to pay a certain dividend amount in cash to those investors holding the compa-
ny's stock on a specific date. The date of record is the date on which dividends are assigned to the holders 
of the company's stock. On the date of payment, the company issues dividend payments. 
 
EXAMPLE 
 
On February 1, Milagro Corporation’s board of directors declares a cash dividend of $0.50 per share on the company's 
2,000,000 outstanding shares, to be paid on June 1 to all shareholders of record on April 1. On February 1, the company 
records this entry: 
 

 Debit Credit 
Retained earnings 1,000,000  

Dividends payable  1,000,000 
 
On June 1, Milagro pays the dividends and records the transaction with this entry: 
 

 Debit Credit 
Dividends payable 1,000,000  

Cash  1,000,000 
 
 
Stock Dividends and Stock Splits 
A company may issue additional shares to its shareholders, which is called a stock dividend. This type of 
dividend does not involve the reduction of any company assets, nor does it increase the cash inflow to the 
recipient, so it can be considered a neutral event that has no impact on either party. However, the sheer 
volume of shares issued can have an effect on the value of the shareholdings of the recipient, which calls 
for different types of accounting. The two volume-based accounting treatments are: 

• Low-volume stock issuance. If a stock issuance is for less than 20% to 25% of the number of shares 
outstanding prior to the issuance, account for the transaction as a stock dividend. 
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• High-volume stock issuance. If a stock issuance is for more than 20% to 25% of the number of 
shares outstanding prior to the issuance, account for the transaction as a stock split. 

 
The dividing line between these two treatments is an estimate provided in GAAP, based on the assumption 
that a relatively small stock issuance will not appreciably alter the price of a share, which therefore creates 
value for the recipient of these shares. A larger share issuance is presumed to reduce the market price of 
shares outstanding, so that share recipients do not experience a net increase in the value of their shares. 
 
If there are an ongoing series of stock issuances that would individually be accounted for as stock dividends, 
consider aggregating these issuances to see if the result would instead trigger treatment as a stock split. 
 
Stock Dividend 

When there is a stock dividend, transfer from retained earnings to the capital stock and additional paid-in 
capital accounts an amount equal to the fair value of the additional shares issued. The fair value of the 
additional shares issued is based on their market value after the dividend is declared. A stock dividend is 
never treated as a liability, since it does not reduce assets. 
 
EXAMPLE 
 
Davidson Motors declares a stock dividend to its shareholders of 10,000 shares. The fair value of the stock is $5.00, 
and its par value is $1.00. Davidson’s accountant records the following entry: 
 

 Debit Credit 
Retained earnings 50,000  

Common stock, $1 par value  10,000 
Additional paid-in capital  40,000 

 
 
Stock Split 

When a stock issuance is sufficiently large to be classified as a stock split, the only accounting is to ensure 
that the legally-required amount of par value has been properly designated as such in the accounting records. 
If a company’s stock has no par value, then no reallocation of funds into the par value account is required. 
 
EXAMPLE 
 
Davidson Motors declares a stock dividend to its shareholders of 1,000,000 shares, which represents a doubling of the 
prior number of shares outstanding. Davidson’s stock has a par value of $1, so the accountant records the following 
entry to ensure that the correct amount of capital is apportioned to the par value account: 
 

 Debit Credit 
Additional paid-in capital 1,000,000  

Common stock, $1 par value  1,000,000 
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Treasury Stock 
A company may elect to buy back its own shares. These repurchased shares are called treasury stock. Man-
agement may intend to permanently retire these shares, or it could intend to hold them for resale or reis-
suance at a later date. Common reasons for the repurchase of stock include the following: 

• A stock buyback program that is intended to reduce the overall number of shares and thereby in-
crease the earnings per share 

• When a company is forced to buy back shares from someone who is attempting to gain control of 
the business 

• When a company has the right of first refusal to reacquire shares 
• When management wants to take a publicly-held company private, and needs to reduce the number 

of shareholders in order to do so 
 
Stock that has been repurchased does not qualify for voting purposes, nor should it be included in the 
earnings per share calculation. 
 
The two aspects of accounting for treasury stock are the purchase of stock by a company, and its resale of 
those shares. We deal with these issues next. 
 
Purchase of Treasury Stock 

When a company buys back its stock, the circumstances of the repurchase arrangement may indicate that 
the amount paid incorporates a larger payment than would be justified by the current market price of the 
stock. Indicators of this situation are a repurchase from only a small group of shareholders, or when the 
price is higher than the current market price. For example, a company may buy back the shares of a suitor 
at a high price, in exchange for an agreement by the suitor not to acquire additional shares in the company. 
In these cases, separate the excess amount of the payment, and charge it to expense as incurred. 
 
EXAMPLE 
 
Armadillo Industries settles a lawsuit with a former employee regarding payouts under his employment contract, under 
which the company agrees to pay $150,000 to buy back his 10,000 shares and settle all other claims under the contract. 
On the date when the agreement is reached, the market price of Armadillo’s stock was $9. Based on this information, 
the company allocates $90,000 to treasury stock and $60,000 to compensation expense. 
 
 
When treasury stock is acquired by the issuing business, the most common treatment of the transaction is 
to record it as a contra account, where the treasury stock appears as a deduction from the other equity items 
in the balance sheet. 
 
Resale of Treasury Stock 

If a company elects to resell shares that it had previously purchased, do not include any aspect of the sale 
in the income statement, since this is not a profit-generating activity; rather, it is a means of acquiring funds. 
 
Cost Method 

The simplest and most widely-used method for accounting for the repurchase of stock is the cost method. 
The accounting is: 

• Repurchase. To record a repurchase, simply record the entire amount of the purchase in the treasury 
stock account. 
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• Resale. If the treasury stock is resold at a later date, offset the sale price against the treasury stock 
account, and credit any sales exceeding the repurchase cost to the additional paid-in capital account. 
If the sale price is less than the repurchase cost, charge the differential to any additional paid-in 
capital remaining from prior treasury stock transactions, and any residual amount to retained earn-
ings if there is no remaining balance in the additional paid-in capital account. 

• Retirement. If management decides to permanently retire stock that it has already accounted for 
under the cost method, it reverses the par value and additional paid-in capital associated with the 
original stock sale, with any remaining amount being charged to retained earnings. 

 
EXAMPLE 
 
The board of directors of Armadillo Industries authorizes the repurchase of 50,000 shares of its stock, which has a $1 
par value. The company originally sold the sales for $12 each, or $600,000 in total. It repurchases the shares for the 
same amount. The accountant records the transaction with this entry: 
 

 Debit Credit 
Treasury stock 600,000  

Cash  600,000 
 
Later, the company has a choice of either selling the shares to investors again, or of permanently retiring the shares. 
If the board were to resell the shares at a price of $13 per share, the entry would be: 
 

 Debit Credit 
Cash 650,000  
Additional paid-in capital  50,000 

Treasury stock  600,000 
 
Alternatively, the board may elect to retire the shares. If it were to do so, the entry would be: 
 

 Debit Credit 
Common stock, $1 par value 50,000  
Additional paid-in capital 550,000  

Treasury stock  600,000 
 
 
Constructive Retirement Method 

An alternative method of accounting for treasury stock is the constructive retirement method, which is used 
under the assumption that repurchased stock will not be reissued in the future. Under this approach, you are 
essentially reversing the amount of the original price at which the stock was sold. The remainder of the 
purchase price is debited to the retained earnings account. 
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EXAMPLE 
 
The board of directors of Armadillo Industries authorizes the repurchase of 100,000 shares of its stock, which has a 
$1 par value. The company originally sold the shares for $12 each, or $1,200,000 in total. Armadillo pays $1,500,000 
to repurchase the shares. The accountant records the transaction with this journal entry: 
 

 Debit Credit 
Common stock, $1 par value 100,000  
Additional paid-in capital 1,100,000  
Retained earnings 300,000  

Cash  1,500,000 
 
In the journal entry, the accountant is eliminating the $100,000 originally credited to the common stock account and 
associated with its par value. There is also an elimination from the additional paid-in capital account of the $1,100,000 
originally paid into that account. The excess expenditure over the original proceeds is charged to the retained earnings 
account. 
 
 
We do not show an example for the resale of treasury stock that was accounted for under the constructive 
retirement method, since these shares were recorded under the assumption that they would not be resold. 
 
Equity-Based Payments to Non-Employees 
An equity-based payment is one in which a business pays a provider of goods or services with its equity, 
such as shares or warrants. The accounting for equity-based payments depends upon the definition of the 
recipient, since the accounting for a payment to an employee differs from the accounting when payment is 
made to anyone else. In this section, we deal with the accounting for equity-based payments to non-em-
ployees. In the following sub-sections, we will deal with a number of variations on the concept of equity-
based payments to non-employees. 
 
Initial Recognition 

The two main rules for equity-based payments are that you must: 

• Recognize the fair value of the equity instruments issued or the fair value of the consideration 
received, whichever can be more reliably measured; and 

• Recognize the asset or expense related to the provided goods or services at the same time. 
 
The following additional conditions apply to more specific circumstances: 

• Fully vested equity issued. If fully vested, nonforfeitable equity instruments are issued, the grantor 
should recognize the equity on the date of issuance. The offset to this recognition may be a prepaid 
asset, if the grantee has not yet delivered on its obligations. 

• Option expiration. If the grantor recognizes an asset or expense based on its issuance of stock op-
tions to a grantee, and the grantee does not exercise the options, do not reverse the asset or expense. 

• Sales incentives. If sales incentives are paid with equity instruments, measure them at the fair value 
of the equity instruments or the sales incentive, whichever can be more reliably measured. 

• Equity recipient. If a business is the recipient of an equity instrument in exchange for goods or 
services, it should recognize revenue in the normal manner. 
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The grantor usually recognizes an equity-based payment as of a measurement date. The measurement date 
is the earlier of: 

• The date when the grantee’s performance is complete; or 
• The date when the grantee’s commitment to complete is probable, given the presence of large dis-

incentives related to nonperformance. Note that forfeiture of the equity instrument is not considered 
a sufficient disincentive to trigger this clause. 

 
It is also possible to reach the measurement date when the grantor issues fully vested, nonforfeitable equity 
instruments to the grantee, since the grantee does not have an obligation to perform in order to receive 
payment. 
 
If the grantor issues a fully vested, nonforfeitable equity instrument that can be exercised early if a perfor-
mance target is reached, the grantor measures the fair value of the instrument at the date of grant. If early 
exercise is granted, then measure and record the incremental change in fair value as of the date of revision 
to the terms of the instrument. Also, recognize the cost of the transaction in the same period as if the com-
pany had paid cash, instead of using the equity instrument as payment. 
 
EXAMPLE 
 
Armadillo Industries issues fully vested warrants to a grantee. The option agreement contains a provision that the 
exercise price will be reduced if a project on which the grantee is working is completed to the satisfaction of Armadillo 
management by a certain date. 
 
In another arrangement, Armadillo issues warrants that vest in five years. The option agreement contains a provision 
that the vesting period will be reduced to six months if a project on which the grantee is working is accepted by an 
Armadillo client by a certain date. 
 
In both cases, the company should record the fair value of the instruments when granted, and then adjust the recorded 
fair values when the remaining provisions of the agreements have been settled. 
 
 
In rare cases, it may be necessary for the grantor to recognize the cost of an equity payment before the 
measurement date. If so, measure the fair value of the equity instrument at each successive interim period 
until the measurement date is reached. If some terms of the equity instrument have not yet been settled 
during these interim periods (as is the case when the amount of equity paid will vary based on market 
conditions or counterparty performance), then measure the instrument at its lowest aggregate fair value 
during each interim period, until all terms have been settled. 
 
The grantee must also record payments made to it with equity instruments. The grantee should recognize 
the fair value of the equity instruments paid using the same rules applied to the grantor. If there is a perfor-
mance condition, the grantee may have to alter the amount of revenue recognized, once the condition has 
been settled. 
 
EXAMPLE 
 
Gatekeeper Corporation operates a private toll road. It contracts with International Bridge Development (IBD) to build 
a bridge along the toll way. Gatekeeper agrees to pay IBD $10,000,000 for the work, as well as an additional 1,000,000 
warrants if the bridge is completed by a certain date. IBD agrees to forfeit $2,000,000 of its fee if the bridge has not 
been completed by that date. The forfeiture clause is sufficiently large to classify the arrangement as a performance 
commitment. 
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Gatekeeper should measure the 1,000,000 warrants at the performance commitment date, which have a fair value of 
$500,000. Gatekeeper should then charge the $500,000 to expense over the normal course of the bridge construction 
project, based on milestone and completion payments. 

EXAMPLE 
 
Archaic Corporation hires a writer to create a series of books about ancient Greece. The terms of the deal are that 
Archaic will pay the writer $20,000 and 10,000 warrants per book completed. There is no penalty associated with the 
writer declining to continue writing books for the series. The writer completes work on the first book in the series on 
October 31, and then refuses to continue writing books for Archaic. 
 
Archaic should recognize the fair value of the 10,000 warrants associated with the writer’s completion of the first 
book when the writer completes the manuscript on October 31. On that date, the warrants have a fair value of $5,000, 
so Archaic should recognize a total expense of $25,000, which is comprised of the cash and warrant portions of the 
payment. 
 
 
Spinoffs and Reverse Spinoffs 
A company (the spinnor) may spin off a portion of its operations to shareholders, typically by transferring 
assets into a separate legal entity (the spinnee) and distributing shares in the spinnee to existing sharehold-
ers. This transaction is called a spinoff. In rare cases, the legal form of the transaction is that the spinnee is 
the surviving entity, in which case the event is called a reverse spinoff. 
 
In general, the accounting for a spinoff is to record the assets of the spinnee at their carrying value. The 
transaction is not to be accounted for as a combination sale of the spinnee and subsequent distribution of 
the proceeds to shareholders. 
 

If there is a reverse spinoff, treat the spinnee (which is the surviving entity) for accounting purposes as the 
spinnor. This approach bases the accounting on the substance of the transaction, not on its legal form. The 
proper treatment of a reverse spinoff as a spinoff for accounting purposes is based on the facts and circum-
stances of each individual situation. The following flags indicate that a spinoff could actually be a reverse 
spinoff: 

• Fair value. The fair value of the legal spinnee is larger than the fair value of the legal spinnor. 
• Management. The legal spinnee retains the senior management team. 
• Size. The legal spinnee is larger than the legal spinnor, based on a comparison of assets, revenues, 

and earnings. 
• Time held. The legal spinnee has been held for a longer period of time than the legal spinnor. 

 
EXAMPLE 
 
Armadillo Industries has a small division that produces films. Since this division is entirely unrelated to Armadillo’s 
core business of manufacturing protective plating, senior management wants to shift the assets associated with the 
film division into a new entity, and distribute shares in the entity to shareholders on a pro rata basis. This is a spinoff. 
 
Henderson Industrial is comprised of two subsidiaries, of which one produces milk cartons and the other manufactures 
conveyor systems. The milk carton unit is three times the size of the conveyor division. Henderson shareholders be-
lieve that the milk carton business has better prospects, and so want to dispose of the conveyor division. To do so, the 
company distributes shares in the milk carton subsidiary to shareholders and then sells all shares in the conveyor 
division to a third party. This is a reverse spinoff. 
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Equity Disclosures 
There are a large number of disclosures related to the equity topic, so the disclosures related to each topic 
are addressed separately within the following sub-sections. 
 
Rights and Privileges 

Disclose a summary of the rights and privileges accorded to the holders of the various securities outstanding 
during the presented accounting periods. This may include the following items, or other rights and privi-
leges: 

• Conversion rights to other securities (and the associated prices and dates) 
• Dividends 
• Liquidation rights 
• Participation rights 
• Special voting rights 

 
Preferred Stock 

If there is preferred stock outstanding and those shares have a liquidation preference that significantly ex-
ceeds their par value, disclose the aggregate liquidation preference on the balance sheet. Also disclose the 
following information anywhere in the financial statements: 

• Arrearages. The amount by which there are cumulative preferred dividends in arrears, both in ag-
gregate and on a per-share basis. 

• Redemption. The amounts of preferred stock subject to redemption, both in aggregate and on a per-
share basis. 

 
Contingently Convertible Securities 

Disclose the significant conversion terms associated with contingently convertible securities. There must 
be sufficient information for readers to understand the contingent conversion option and what the impact 
of the conversion would be. The following disclosures would be helpful for gaining this understanding: 

• Events that would alter the terms of the contingency 
• Events that would trigger the contingency 
• The conversion price 
• The number of shares into which a security can be converted 
• The timing of conversion rights 
• The type of settlement (such as in cash or shares) 

 
EXAMPLE 
 
Armadillo Industries includes the following disclosure in the notes that accompany its financial statements, regarding 
the issuance of shares related to a recent acquisition: 
 

The company issued 2,000,000 shares of its common stock to the shareholders of Susquehanna Plating when 
it acquired that entity. If the market price of Armadillo’s stock declines below $10 per share before December 
31, 20X4, the company will be obligated to issue an additional 500,000 shares of its common stock to those 
shareholders. 

 
 
Also disclose the excess amount by which the aggregate fair value of the securities to be issued at conver-
sion exceeds the proceeds received, as well as the time period over which the discount would be amortized. 
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Redeemable Securities 

If a business issues redeemable securities, disclose the redemption requirements in each of the five years 
following the date of the last balance sheet presented. The disclosure can be in aggregate or separately for 
each issuance of these securities. 
 
Treasury Stock 

If the company repurchases its stock at a price significantly in excess of the market price, disclose how the 
price is allocated between other items and the repurchase of stock, and how the transaction is accounted 
for. 
 
If the company is organized in a state which has stock repurchase laws that restrict the availability of re-
tained earnings for distributions, disclose this situation. 
 
Changes in Shareholders’ Equity 

If both the income statement and balance sheet are presented, also disclose the changes in the shareholders’ 
equity accounts, as well as any changes in shares outstanding during at least the most recent fiscal year and 
subsequent interim periods. A sample statement, not including changes in shares outstanding, is shown in 
the following exhibit. 
 
Statement of Retained Earnings 

  
Common 

Stock, $1 Par 

Additional 
Paid-In 
Capital 

 
Retained 
Earnings 

Total 
Shareholders’ 

Equity 
Retained earnings at December 31, 20X2 $10,000 $40,000 $100,000 $150,000 

Net income for the year ended 12/31/X3   40,000 40,000 
Dividends paid to shareholders   -25,000 -25,000 

Retained earnings at December 31, 20X3 $10,000 $40,000 $115,000 $165,000 
 
The Securities and Exchange Commission also requires disclosure of adjustments to the beginning balance 
in this reconciliation for items that were retroactively applied to prior periods. 
 
Equity-Based Payments to Non-Employees 

There may be situations where a company issues fully vested, non-forfeitable equity instruments in ex-
change for goods or services. A likely outcome of this arrangement is that the goods or services have not 
yet been provided or performed, and so are recorded as a prepaid asset. This prepaid asset should be in-
cluded within the assets section of the balance sheet, not as a deduction from equity. 

An entity that has received an equity instrument should disclose the amount of gross operating revenue 
attributable to the instrument, since this is a nonmonetary transaction. 
 
Summary 
Many equity-related topics were addressed in this chapter. An accountant may not see most of these topics 
for years, or only have to deal with a few minor disclosures. However, the repurchase of shares is a rela-
tively common event, so you should be familiar with the accounting for and presentation of treasury stock 
transactions. We recommend the cost method of accounting for treasury stock, since it is the easiest of the 
available accounting methods. 
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It is also relatively common to pay for goods and services with equity instruments, so be familiar with the 
concepts related to how these instruments are recognized. The level of judgment and accounting complexity 
increases when a business enters into arrangements where the issuance of equity instruments is subject to 
several variables. Consequently, it is best to provide advice on these arrangements before the business is 
contractually committed to them, in order to have commitments that require the least accounting effort and 
measurement uncertainty. 
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Chapter 10 - Review Questions  

The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. A stock dividend: 

a. Is assumed to reduce the market price of shares outstanding 
b. Increases the retained earnings account balance 
c. Is for less than 20% of the number of shares outstanding prior to the issuance 
d. Is for more than 25% of the number of shares outstanding prior to the issuance 

 
2. A reason to buy back shares is: 

a. When a company has the right of first refusal to reacquire shares 
b. To reduce the earnings per share 
c. To expand the ownership base 
d. To take a company public 

 
3. The treasury stock account: 

a. Is a liability account 
b. Is a contra equity account 
c. Typically increases the aggregate amount of equity 
d. Only contains the par value of repurchased stock 
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Chapter 11 - Revenue Recognition 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the evaluation criteria for a contract, the components of the transaction price, and when a 
contract modification triggers treatment as a new contract. 

 
Introduction 
Historically, the accounting standards related to the recognition of revenue have built up in a piecemeal 
manner, with guidance being established separately for certain industries and types of transactions. The 
result has been an inconsistent set of standards that, while workable, have not resulted in revenue recogni-
tion principles that could be applied consistently across many industries. 
 
The accounting for revenue has been greatly streamlined with the release of Topic 606 in GAAP. Now, the 
overall intent of revenue recognition is to do so in a manner that reasonably depicts the transfer of goods or 
services to customers, for which consideration is paid that reflects the amount to which the seller expects 
to be entitled. The following sections describe the five-step process of revenue recognition, as well as a 
number of ancillary topics. 
 
 
Topic 606, Revenue from Contracts with Customers 
The most comprehensive accounting standard to date that deals with revenue recognition is Topic 606 of 
the Accounting Standards Codification, Revenue from Contracts with Customers. This standard establishes 
a consistent framework for how to address revenue issues, while at the same time eliminating a number of 
inconsistencies in prior accounting standards relating to revenue. The result should be a higher level of 
comparability of revenue practices across multiple industries. 
 
Topic 606 is now the overarching revenue standard, since it applies to any entity that contractually sells 
goods or services to customers. This accounting standard focuses on the overall principles guiding the 
recognition of revenue, rather than establishing a large number of detailed rules to govern the actions of 
accountants. The result is a topic that emphasizes the use of judgment in following general guidelines. 
 
Topic 606 does not completely supplant the revenue-related guidance in other accounting standards. In 
cases where more detailed guidance is available in the accounting standards that deal with a transaction, 
the more detailed guidance should be applied rather than the guidance found in Topic 606. 
 
The following sections delve into the essentials of Revenue from Contracts with Customers. 
 
The Nature of a Customer 
Revenue recognition only occurs if the third party involved is a customer. A customer is an entity that has 
contracted to obtain goods or services from the seller’s ordinary activities in exchange for payment. 
 

In some situations, it may require a complete examination of the facts and circumstances to determine 
whether the other party can be classified as a customer. For example, it can be difficult to discern whether 
there is a customer in collaborative research and development activities between pharmaceutical entities. 
Another difficult area is payments between oil and gas partners to settle differences between their entitle-
ments to the output from a producing field. 
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EXAMPLE 
 
The Red Herring Fish Company contracts with Lethal Sushi to co-develop a fish farm off the coast of Iceland, where 
the two entities share equally in any future profits. Lethal Sushi is primarily in the restaurant business, so developing 
a fish farm is not one of its ordinary activities. Also, there is no clear consideration being paid to Lethal. Based on the 
circumstances, Red Herring is not a customer of Lethal Sushi. 
 
 
Steps in Revenue Recognition 
Topic 606 establishes a series of actions that an entity takes to determine the amount and timing of revenue 
to be recognized. The main steps are: 

1. Link the contract with a specific customer. 
2. Note the performance obligations required by the contract. 
3. Determine the price of the underlying transaction. 
4. Match this price to the performance obligations through an allocation process. 
5. Recognize revenue as the various obligations are fulfilled. 

 
We will expand upon each of these steps in the following sections. 
 
Step One: Link Contract to Customer 
The contract is used as a central aspect of revenue recognition, because revenue recognition is closely as-
sociated with it. In many instances, revenue is recognized at multiple points in time over the duration of a 
contract, so linking contracts with revenue recognition provides a reasonable framework for establishing 
the timing and amounts of revenue recognition. 
 

A contract only exists if there is an agreement between the parties that establishes enforceable rights and 
obligations. It is not necessary for an agreement to be in writing for it to be considered a contract. More 
specifically, a contract only exists if the following conditions are present: 

• Approval. All parties to the contract have approved the document and substantially committed to 
its contents (based on all relevant facts and circumstances). The parties can be considered to be 
committed to a contract despite occasional lapses, such as not enforcing prompt payment or some-
times shipping late. Approval can be in writing or orally. 

• Rights. The document clearly identifies the rights of the parties. 
• Payment. The payment terms are clearly stated. It is acceptable to recognize revenue related to 

unpriced change orders if the seller expects that the price will be approved and the scope of work 
has been approved. 

• Substance. The agreement has commercial substance; that is, the cash flows of the seller will 
change as a result of the contract, either in terms of their amount, timing, or risk of receipt. Other-
wise, organizations could swap goods or services to artificially boost their revenue. 

• Probability. It is probable that the organization will collect substantially all of the amount stated in 
the contract in exchange for the goods or services that it commits to provide to the other party. In 
this context, “probable” means “likely to occur.” This evaluation is based on the customer’s ability 
and intention to pay when due. The evaluation can incorporate a consideration of the past practice 
of the customer in question, or of the class of customers to which that customer belongs. 

 
If these criteria are not initially met, the seller can continue to evaluate the situation to see if the criteria are 
met at a later date. 
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Note: These criteria do not have to be re-evaluated at a later date, unless the seller notes a significant change in the 
relevant facts and circumstances. 
 
EXAMPLE 
 
Prickly Corporation has entered into an arrangement to sell a large quantity of rose thorns to Ambivalence Corporation, 
which manufactures a number of potions for the amateur witch brewing market. The contract specifies monthly de-
liveries over the course of the next year. 
 
Prior to the first shipment, Prickly’s collections manager learns through her contacts that Ambivalence has just lost its 
line of credit and has conducted a large layoff. It appears that the customer’s ability to pay has deteriorated signifi-
cantly, which calls into question the probability of collecting the amount stated in the contract. In this case, there may 
no longer be a contract for the purposes of revenue recognition. 
 
EXAMPLE 
 
Domicilio Corporation, which develops commercial real estate, enters into a contract with Cupertino Beanery to sell 
a building to Cupertino to be used as a coffee shop. This is Cupertino’s first foray into the coffee shop business, having 
previously only been a distributor of coffee beans to shops within the region. Also, there are a massive number of 
coffee shops already established in the area. 
 
Domicilio receives a $100,000 deposit from Cupertino when the contract is signed. The contract also states that Cu-
pertino will pay Domicilio an additional $900,000 for the rest of the property over the next three years, with interest. 
This financing arrangement is nonrecourse, meaning that Domicilio can repossess the building in the event of default, 
but cannot obtain further cash from Cupertino. Cupertino expects to pay Domicilio from the cash flows to be generated 
by the coffee shop operation. 
 
Domicilio’s management concludes that it is not probable that Cupertino will pay the remaining contractual amount, 
since its source of funds is a high-risk venture in which Cupertino has no experience. In addition, the loan is nonre-
course, so Cupertino can easily walk away from the arrangement. Accordingly, Domicilio accounts for the initial 
deposit and future payments as a deposit liability, and continues to recognize the building asset. If it later becomes 
probable that Cupertino will pay the full contractual amount, Domicilio can then recognize revenue and an offsetting 
receivable. 
 
 
Whether a contract exists can depend upon standard industry practice, or vary by legal jurisdiction, or even 
vary by business segment. 
 

There may be instances in which the preceding criteria are not met, and yet the customer is paying consid-
eration to the seller. If so, revenue can be recognized only when one of the following events has occurred: 

• The contract has been terminated and the consideration received by the seller is not refundable; or 
• The seller has no remaining obligations to the customer, substantially all of the consideration has 

been received, and the payment is not refundable; or 
• The seller has transferred control of the goods or services, and has stopped transferring goods or 

services to the customer, and has no obligation to transfer additional goods or services, and the 
consideration received cannot be refunded. 

 
These alternatives focus on whether the contract has been concluded in all respects. If so, there is little risk 
that any revenue recognized will be reversed in a later period, and so is a highly conservative approach to 
recognizing revenue. 
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If the seller receives consideration from a customer and the preceding conditions do not exist, then the 
payment is to be recorded as a liability until such time as the sale criteria have been met. 
 
A contract is not considered to exist when each party to the contract has a unilateral right to terminate a 
contract that has not been performed, and without compensating the other party. An unperformed contract 
is one in which no goods or services have been transferred to the customer, nor has the seller received any 
consideration from the customer in exchange for any promised goods or services. 
 
In certain situations, it can make sense to combine several contracts into one for the purposes of revenue 
recognition. For example, if there is a portfolio of contracts that have similar characteristics, and the entity 
expects that treating the portfolio as a single unit will have no appreciable impact on the financial state-
ments, it is acceptable to combine the contracts for accounting purposes. This approach may be particularly 
valuable in industries where there are a large number of similar contracts, and where applying the model to 
each individual contract could be impractical. 
 
Tip: When accounting for a portfolio of contracts, adjust the accompanying estimates and assumptions to reflect the 
greater size of the portfolio. 
 
If the seller enters into two or more contracts with a customer at approximately the same time, these con-
tracts can be accounted for as a single contract if any of the following criteria are met: 

• Basis of negotiation. The contracts were negotiated as a package, with the goal of attaining a single 
commercial objective. 

• Interlinking consideration. The consideration that will be paid under the terms of one contract is 
dependent upon the price or performance noted in the other contract. 

• Performance obligation. There is essentially one performance obligation inherent in the two con-
tracts. 

 
EXAMPLE 
 
Domicilio Corporation enters into three contracts with Milford Sound to construct a concert arena. These contracts 
involve construction of the concrete building shell, installation of seating, and the construction of a staging system. 
The three contracts are all needed in order to arrive at a functioning concert arena. Final payment on all three contracts 
shall be made once the final customer (a local municipality) approves the entire project. 
 
Domicilio should account for these contracts as a single contract, since they are all directed toward the same commer-
cial goal, payment is dependent on all three contracts being completed, and the performance obligation is essentially 
the same for all of the contracts. 
 
 
Step Two: Note Performance Obligations 
A performance obligation is essentially the unit of account for the goods or services contractually promised 
to a customer. The performance obligations in the contract must be clearly identified. This is of considerable 
importance in recognizing revenue, since revenue is considered to be recognizable when goods or services 
are transferred to the customer. Examples of goods or services appear in the following exhibit. 
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Examples of Goods and Services 

Item Sold Example of the Seller 
Arranging for another party to transfer goods or services Travel agent selling airline tickets 
Asset construction on behalf of a customer Building construction company 
Grant of a license Software company issuing licenses to use its software 
Grant of options to purchase additional goods or ser-
vices 

Airline granting frequent flier points 

Manufactured goods Manufacturer 
Performance of contractually-mandated tasks Consultant 
Readiness to provide goods or services as needed Snow plow operator, alarm system monitoring 
Resale of merchandise Retailer 
Resale of rights to goods or services Selling a priority for a new-model car delivery 
Rights to future goods or services that can be resold Wholesaler gives additional services to retailer buying a 

particular product 
 
There may also be an implicit promise to deliver goods or services that is not stated in a contract, as implied 
by the customary business practices of the seller. If there is a valid expectation by the customer to receive 
these implicitly-promised goods or services, they should be considered a performance obligation. Other-
wise, the seller might recognize the entire transaction price as revenue when in fact there are still goods or 
services yet to be provided. 
 
If there is no performance obligation, then there is no revenue to be recognized. For example, a company 
could continually build up its inventory through ongoing production activities, but just because it has more 
sellable assets does not mean that it can report an incremental increase in the revenue in its income state-
ment. If such an activity-based revenue recognition model were allowed, organizations could increase their 
revenues simply by increasing their rate of activity. 
 
If there is more than one good or service to be transferred under the contract terms, only break it out as a 
separate performance obligation if it is a distinct obligation or there are a series of transfers to the customer 
of a distinct good or service. In the latter case, a separate performance obligation is assumed if there is a 
consistent pattern of transfer to the customer. 
 
The “distinct” label can be applied to a good or service only if it meets both of the following criteria: 

• Capable of being distinct. The customer can benefit from the good or service as delivered, or in 
combination with other resources that the customer can readily find; and 

• Distinct within the context of the contract. The promised delivery of the good or service is sepa-
rately identified within the contract. 

 
Goods or services are more likely to be considered distinct when: 

• The seller does not use the goods or services as a component of an integrated bundle of goods or 
services. 

• The items do not significantly modify any other goods or services listed in the contract. 
• The items are not highly interrelated with other goods or services listed in the contract. 

 
The intent of these evaluative factors is to place a focus on how to determine whether goods or services are 
truly distinct within a contract. There is no need to assess the customer’s intended use of any goods or 
services when making this determination. 
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To reduce the cost of noting performance obligations, it is not necessary to assess whether promised goods 
or services are performance obligations if they are immaterial in the context of the contract with the cus-
tomer. 
 
EXAMPLE 
 
Aphelion Corporation sells a package of goods and services to Nova Corporation. The goods include a deep field 
telescope, an observatory to house the telescope, and calibration services for the telescope. 
 
The observatory building can be considered distinct from the telescope and calibration services, because Nova could 
have the telescope installed in an existing facility instead. However, the telescope and calibration services are linked, 
since the telescope will not function properly unless it has been properly calibrated. Thus, one performance obligation 
can be considered the observatory, while the telescope and associated calibration can be stated as a separate obligation. 
 
EXAMPLE 
 
Norrona Software enters into a contract with a Scandinavian clothing manufacturer to transfer a software license for 
its clothing design software. The contract also states that Norrona will install the software and provide technical sup-
port for a two-year period. The installation process involves adjusting the data entry screens to match the needs of the 
clothing designers who will use the software. The software can be used without these installation changes. The tech-
nical support assistance is intended to provide advice to users regarding advanced features, and is not considered a 
key requirement for software users. 
 
Since the software is functional without the installation process or the technical support, Norrona concludes that the 
items are not highly interrelated. Since these goods and services are distinct, the company should identify separate 
performance obligations for the software license, installation work, and technical support. 
 
 
In the event that a good or service is not classified as distinct, aggregate it with other goods or services 
promised in the contract, until such time as a cluster of goods or services have been accumulated that can 
be considered distinct. 
 
Note: If a different GAAP topic describes how to separate out the elements of a contract or initially measure it, follow 
that guidance before the requirements of Topic 606. 
 
The administrative tasks needed to fulfill a contract are not considered to be performance obligations, since 
they do not involve the transfer of goods or services to customers. For example, setting up information 
about a new contract in the seller’s contract management software is not considered a performance obliga-
tion. 
 
Step Three: Determine Prices 
This step involves the determination of the transaction price built into the contract. The transaction price is 
the amount of consideration to be paid by the customer in exchange for its receipt of goods or services. The 
transaction price does not include any amounts collected on behalf of third parties. 
 
EXAMPLE 
 
The Twister Vacuum Company sells its vacuum cleaners to individuals through its chain of retail stores. In the most 
recent period, Twister generated $3,800,000 of receipts, of which $200,000 was sales taxes collected on behalf of 
local governments. Since the $200,000 was collected on behalf of third parties, it cannot be recognized as revenue. 
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The transaction price may be difficult to determine, since it involves consideration of the effects noted in 
the following subsections. 
 
Variable Consideration 

The terms of some contracts may result in a price that can vary, depending on the circumstances. For ex-
ample, there may be discounts, rebates, penalties, or performance bonuses in the contract. Or, the customer 
may have a reasonable expectation that the seller will offer a price concession, based on the seller’s cus-
tomary business practices, policies, or statements. Another example is when the seller intends to accept 
lower prices from a new customer in order to develop a strong customer relationship. If so, set the transac-
tion price based on either the most likely amount or the probability-weighted expected value, using which-
ever method yields that amount of consideration most likely to be paid. In more detail, these methods are: 

• Most likely. The seller develops a range of possible payment amounts, and selects the amount most 
likely to be paid. This approach works best when there are only two possible amounts that will be 
paid. 

• Expected value. The seller develops a range of possible payment amounts, and assigns a probability 
to each one. The sum of these probability-weighted amounts is the expected value of the variable 
consideration. This approach works best when there are a large number of possible payment 
amounts. However, the outcome may be an expected value that does not exactly align with any 
amount that could actually be paid. 

 
EXAMPLE 
 
Grissom Granaries operates grain storage facilities along the Mississippi River. Its accounting staff is reviewing a 
contract that has just been signed with a major farming co-operative, and concludes that the contract could have four 
possible outcomes, which are noted in the following expected value table: 
 

Price 
Scenario 

Transaction 
Price 

 
Probability 

Probability- 
Weighted Price 

1 $1,500,000 20% $300,000 
2 1,700,000 35% 595,000 
3 2,000,000 40% 800,000 
4 2,400,000 5% 120,000 
  Expected Value $1,815,000 

 
The expected value derived from the four possible pricing outcomes is $1,815,000, even though this amount does not 
match any one of the four pricing outcomes. 
 
 
Whichever method is chosen, be sure to use it consistently throughout the contract, as well as for similar 
contracts. However, it is not necessary to use the same measurement method to measure each uncertainty 
contained within a contract; different methods can be applied to different uncertainties. 
 
Also, review the circumstances of each contract at the end of each reporting period, and update the estimated 
transaction price to reflect any changes in the circumstances. 
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EXAMPLE 
 
Cantilever Construction has entered into a contract to tear down and replace five bridges along Interstate 70. The state 
government (which owns and maintains this section of the highway) is extremely concerned about how the work will 
interfere with traffic on the highway. Accordingly, the government includes in the contract a clause that penalizes 
Cantilever $10,000 for every hour over the budgeted amount that each bridge demolition and construction project 
shuts down the interstate, and a $15,000 bonus for every hour saved from the budgeted amount. 
 
Cantilever has extensive experience with this type of work, having torn down and replaced 42 other bridges along the 
interstate highway system in the past five years. Based on the company’s experience with these other projects and an 
examination of the budgeted hours allowed for shutting down the interstate, the company concludes that the most 
likely outcome is $120,000 of variable consideration associated with the project. Cantilever accordingly adds this 
amount to the transaction price. 
 
 
Possibility of Reversal 

Do not include in the transaction price an estimate of variable consideration if, when the uncertainty asso-
ciated with the variable amount is settled, it is probable that there will be a significant reversal of cumulative 
revenue recognized. The assessment of a possible reversal of revenue could include the following factors, 
all of which might increase the probability of a revenue reversal: 

• Beyond seller’s influence. The amount of consideration paid is strongly influenced by factors out-
side of the control of the seller. For example, goods sold may be subject to obsolescence (as is 
common in the technology industry), or weather conditions could impede the availability of goods 
(as is common in the production of farm products). 

• Historical practice. The seller has a history of accepting a broad range of price concessions, or of 
changing the terms of similar contracts. 

• Inherent range of outcomes. The terms of the contract contain a broad range of possible consider-
ation amounts that might be paid. 

• Limited experience. The seller does not have much experience with the type of contract in question. 
Alternatively, the seller’s prior experience cannot be translated into a prediction of the amount of 
consideration paid. 

• Long duration. A long period of time may have to pass before the uncertainty can be resolved. 
 
Note: The probability of a significant reversal of cumulative revenue recognized places a conservative bias on the 
recognition of revenue, rather than a neutral bias, so there will be a tendency for recognized revenue levels to initially 
be too low. However, this approach is reasonable when considering that revenue information is more relevant when it 
is not subject to future reversals. 
 
If management expects that a retroactive discount will be applied to sales transactions, the seller should 
recognize a refund liability as part of the revenue recognition when each performance obligation is satisfied. 
For example, if the seller is currently selling goods for $100 but expects that a 20% volume discount will 
be retroactively applied at the end of the year, the resulting entry should be: 
 

 Debit Credit 
Accounts receivable 100  

Revenue  80 
Refund liability  20 

 
EXAMPLE 
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Medusa Medical sells a well-known snake oil therapy through a number of retail store customers. In the most recent 
month, Medusa sells $100,000 of its potent Copperhead Plus combination healing balm and sunscreen lotion. The 
therapy is most effective within one month of manufacture and then degrades rapidly, so that Medusa must accept 
increasingly large price concessions in order to ensure that the goods are sold. Historically, this means that the range 
of price concessions varies from zero (in the first month) to 80% (after four months). Of this range of outcomes, 
Medusa estimates that the expected value of the transactions is likely to be revenue of $65,000. However, since the 
risk of obsolescence is so high, Medusa cannot conclude that it is probable that there will not be a significant reversal 
in the amount of cumulative revenue recognized. Accordingly, management concludes that the price point at which it 
is probable that there will not be a significant reversal in the cumulative amount of revenue recognized is actually 
closer to $45,000 (representing a 55% price concession). Based on this conclusion, the controller initially recognizes 
$45,000 of revenue when the goods are shipped to retailers, and continues to monitor the situation at the end of each 
reporting period, to see if the recognized amount should be adjusted. 
 
EXAMPLE 
 
Iceland Cod enters into a contract with Lethal Sushi to provide Lethal with 10,000 pounds of cod per year, at $15 per 
pound. If Lethal purchases more than 10,000 pounds within one calendar year, then a 12% retroactive price reduction 
will be applied to all of Lethal’s purchases for the year. 
 
Iceland has dealt with Lethal for a number of years, and knows that Lethal has never attained the 10,000 pound level 
of purchases. Accordingly, through the first half of the year, Iceland records its sales to Lethal at their full price, which 
is $30,000 for 2,000 pounds of cod. 
 
In July, Lethal acquires Wimpy Fish Company, along with its large chain of seafood restaurants. With a much larger 
need for fish to supply the additional restaurants, Lethal now places several large orders that make it quite clear that 
passing the 10,000 pound threshold will be no problem at all. Accordingly, Iceland’s controller records a cumulative 
revenue reversal of $3,600 to account for Lethal’s probable attainment of the volume purchase discount. 
 
EXAMPLE 
 
Armadillo Industries is a new company that has developed a unique type of ceramic-based body armor that is ex-
tremely light. To encourage sales, the company is offering a 90-day money back guarantee. Since the company is new 
to the industry and cannot predict the level of returns, there is no way of knowing if a sudden influx of returns might 
trigger a significant reversal in the amount of cumulative revenue recognized. Accordingly, the company must wait 
for the money back guarantee to expire before it can recognize any revenue. 
 
 
Time Value of Money 

If the transaction price is to be paid over a period of time, this implies that the seller is including a financing 
component in the contract. If this financing component is a significant financing benefit for the customer 
and provides financing for more than one year, adjust the transaction price for the time value of money. In 
cases where there is a financing component to a contract, the seller will earn interest income over the term 
of the contract. 
 

A contract may contain a financing component, even if there is no explicit reference to it in the contract. 
When adjusting the transaction price for the time value of money, consider the following factors: 

• Standalone price. The amount of revenue recognized should reflect the price that a customer would 
have paid if it had paid in cash. 

• Significance. In order to be recognized, the financing component should be significant. This means 
evaluating the amount of the difference between the consideration to be paid and the cash selling 
price. Also note the combined effect of prevailing interest rates and the time difference between 
when delivery is made and when the customer pays. 
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If it is necessary to adjust the compensation paid for the time value of money, use as a discount rate the rate 
that would be employed in a separate financing transaction between the parties as of the beginning date of 
the contract. The rate used should reflect the credit characteristics of the customer, including the presence 
of any collateral provided. This discount rate is not to be updated after the commencement of the contract, 
irrespective of any changes in the credit markets or in the credit standing of the customer. 
 
EXAMPLE 
 
Hammer Industries sells a large piece of construction equipment to Eskimo Construction, under generous terms that 
allow Eskimo to pay Hammer the full amount of the $119,990 receivable in 24 months. The cash selling price of the 
equipment is $105,000. The contract contains an implicit interest rate of 6.9%, which is the interest rate that discounts 
the purchase price of $119,990 down to the cash selling price over the two year period. The controller examines this 
rate and concludes that it approximates the rate that Hammer and Eskimo would use if there had been a separate 
financing transaction between them as of the contract inception date. Consequently, Hammer recognizes interest in-
come during the two-year period prior to the payment due date, using the following calculation: 
 

 
Year 

Beginning 
Balance 

Interest 
(at 6.9% Rate) 

Ending 
Balance 

1 $105,000 $7,245 $112,245 
2 112,245 7,745 $119,990 

 
As of the shipment date, Hammer records the following entry: 
 

 Debit Credit 
Loan receivable 105,000  

Revenue  105,000 
 
At the end of the first year, Hammer recognizes the interest associated with the transaction for the first year, using the 
following entry: 
 

 Debit Credit 
Loan receivable 7,245  

Interest income  7,245 
 
At the end of the second year, Hammer recognizes the interest associated with the transaction for the second year, 
using the following entry: 
 

 Debit Credit 
Loan receivable 7,745  

Interest income  7,745 
 
These entries increase the size of the loan receivable until it reaches the original sale price of $119,990. Eskimo then 
pays the full amount of the receivable, at which point Hammer records the following final entry: 
 

 Debit Credit 
Cash 119,990  

Loan receivable  119,990 
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Also, note that the financing concept can be employed in reverse; that is, if a customer makes a deposit that 
the seller expects to retain for more than one year, the financing component of this arrangement should be 
recognized by the seller. Doing so properly reflects the economics of the arrangement, where the seller is 
using the cash of the customer to fund its purchase of materials and equipment for a project; if the seller 
had not provided the deposit, the seller would instead have needed to obtain financing. 
 

There is assumed not to be a significant financing component to a contract in the presence of any of the 
following factors: 

• Advance payment. The customer paid in advance, and the customer can specify when goods and 
services are to be delivered. 

• Variable component. A large part of the consideration to be paid is variable, and payment timing 
will vary based on a future event that is not under the control of either party. 

• Non-financing reason. The reason for the difference between the contractual consideration and the 
cash selling price exists for a reason other than financing, and the amount of the difference is pro-
portional to the alternative reason. 

 
EXAMPLE 
 
Spinner Maintenance offers global technical support to the owners of rooftop solar power systems in exchange for a 
$400 fee. The fee pays for service that spans the first five years of the life of the power systems, and is purchased as 
part of the package of solar panels and initial installation work. This maintenance is intended to provide phone support 
to homeowners who are researching why their power systems are malfunctioning. The support does not include any 
replacement of solar panels for hail damage. 
 
The support period is quite extensive, but Spinner concludes that there is no financing component to these sales, for 
the following reasons: 

• The administrative cost of a monthly billing would be prohibitive, since the amount billed on a monthly basis 
would be paltry. 

• Those more technologically proficient customers would be less likely to renew if they could pay on a more 
frequent basis, leaving Spinner with the highest-maintenance customers who require the most support. 

• Customers are more likely to make use of the service if they are reminded of it by the arrival of monthly 
invoices. 

 
In short, Spinner has several excellent reasons for structuring the payment plan to require an advance payment, all of 
which are centered on maintaining a reasonable level of profitability. The intent is not to provide financing to custom-
ers. 
 
EXAMPLE 
 
Glow Atomic sells a nuclear power plant to a French provincial government. The certification process for the plant is 
extensive, spanning a six-month test period. Accordingly, the local government builds into the contract a provision to 
withhold 20% of the contract price until completion of the test period. The rest of the payments are made on a mile-
stone schedule, as the construction work progresses. Based on the circumstances and the amount of the withholding, 
the arrangement is considered to be non-financing, so Glow Atomic does not break out a financing component from 
the total consideration paid. 
 
 
Noncash Consideration 

If the customer will be paying with some form of noncash consideration, measure the consideration at its 
fair value as of the inception date of the contract. If it is not possible to measure the payment at its fair 
value, instead use the standalone selling price of the goods or services to be delivered to the customer. This 
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approach also applies to payments made with equity instruments. In rare cases, the customer may supply 
the seller with goods or services that are intended to assist the seller in its fulfillment of the related contract. 
If the seller gains control of these assets or services, it should consider them to be noncash consideration 
paid by the customer. 
 
EXAMPLE 
 
Industrial Landscaping is hired by Pensive Corporation to mow the lawns and trim shrubbery at Pensive’s corporate 
headquarters on a weekly basis throughout the year. Essentially the same service is provided each week. Pensive is a 
startup company with little excess cash, so it promises to pay Industrial with 25 shares of Pensive stock at the end of 
each week. 
 
Industrial considers itself to have satisfied its performance obligation at the end of each week. Industrial should de-
termine the transaction price as being the fair value of the shares at the end of each week, and recognizes this amount 
as revenue. There is no subsequent change in the amount of revenue recognized, irrespective of any changes in the 
fair value of the shares. 
 
 
Payments to Customers 

The contract may require the seller to pay consideration to the customer, perhaps in the form of credits or 
coupons that the customer can apply against the amounts it owes to the seller. This may also involve pay-
ments to third parties that have purchased the seller’s goods or services from the original customer. If so, 
treat this consideration as a reduction of the transaction price. The following special situations may apply: 

• Customer supplies a good or service. The customer may provide the seller with a distinct good or 
service; if so, the seller treats the payment as it would a payment to any supplier. 

• Supplier payment exceeds customer delivery. If the customer provides a good or service to the 
seller, but the amount paid by the seller to the customer exceeds the fair value of the goods or 
services it receives in exchange, the excess of the payment is considered a reduction of the trans-
action price. If the fair value of the goods or services cannot be determined, then consider the entire 
amount paid by the seller to the customer to be a reduction of the transaction price. 

 
If it is necessary to account for consideration paid to the customer as a reduction of the transaction price, 
do so when the later of the following two events have occurred: 

• When the seller recognizes revenue related to its provision of goods or services to the customer; or 
• When the seller either pays or promises to pay the consideration to the customer. The timing of this 

event could be derived from the customary business practices of the seller. 
 
EXAMPLE 
 
Dillinger Designs manufactures many types of hunting rifles. Dillinger enters into a one-year contract with Backwoods 
Survival, which has not previously engaged in rifle sales. Backwoods commits to purchase at least $240,000 of rifles 
from Dillinger during the contract period. Also, due to the lengthy government-mandated safety requirements associ-
ated with the sale of rifles, Dillinger commits to pay $60,000 to Backwoods at the inception of the contract; these 
funds are intended to pay for a locking gun safe to be kept at each Backwoods store, as per firearms laws pertaining 
to retailers. 
 
Dillinger determines that the $60,000 payment is to be treated as a reduction of the $240,000 sale price. Consequently, 
whenever Dillinger fulfills a performance obligation by shipping goods under the contract, it reduces the amount of 
revenue it would otherwise recognize by 25%, which reflects the proportion of the $60,000 payment related to locking 
gun safes of the $240,000 that Dillinger will be paid by Backwoods. 
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Refund Liabilities 

In some situations, a seller may receive consideration from a customer, with the likelihood that the payment 
will be refunded. If so, the seller records a refund liability in the amount that the seller expects to refund 
back to the customer. The seller should review the amount of this liability at the end of each reporting 
period, to see if the amount should be altered. 
 
Step Four: Allocate Prices to Obligations 
Once the performance obligations and transaction prices associated with a contract have been identified, 
the next step is to allocate the transaction prices to the obligations. The basic rule is to allocate that price to 
a performance obligation that best reflects that amount of consideration to which the seller expects to be 
entitled when it satisfies each performance obligation. To determine this allocation, it is first necessary to 
estimate the standalone selling price of those distinct goods or services as of the inception date of the con-
tract. If it is not possible to derive a standalone selling price, the seller must estimate it. This estimation 
should involve all relevant information that is reasonably available, such as: 

• Competitive pressure on prices 
• Costs incurred to manufacture or provide the item 
• Item profit margins 
• Pricing of other items in the same contract 
• Standalone selling price of the item 
• Supply and demand for the items in the market 
• The seller’s pricing strategy and practices 
• The type of customer, distribution channel, or geographic region 
• Third-party pricing 

 
The following three approaches are acceptable ways in which to estimate a standalone selling price: 

• Adjusted market assessment. This involves reviewing the market to estimate the price at which a 
customer in that market would be willing to pay for the goods and services in question. This can 
involve an examination of the prices of competitors for similar items and adjusting them to incor-
porate the seller’s costs and margins. 

• Expected cost plus a margin. This requires the seller to estimate the costs required to fulfill a per-
formance obligation, and then add a margin to it to derive the estimated price. 

• Residual approach. This involves subtracting all of the observable standalone selling prices from 
the total transaction price to arrive at the residual price remaining for allocation to any non-observ-
able selling prices. This method can only be used if one of the following situations applies: 

o The seller sells the good or service to other customers for a wide range of prices; or 
o No price has yet been established for that item, and it has not yet been sold on a standalone 

basis. 
 
The residual approach can be difficult to use when there are several goods or services with uncertain 
standalone selling prices. If so, it may be necessary to use a combination of methods to derive standalone 
selling prices, which should be used in the following order: 

1. Estimate the aggregate amount of the standalone selling prices for all items having uncertain 
standalone selling prices, using the residual method. 

2. Use another method to develop standalone selling prices for each item in this group, to allocate the 
aggregate amount of the standalone selling prices. 
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Once all standalone selling prices have been determined, allocate the transaction price amongst these dis-
tinct goods or services based on their relative standalone selling prices. 
 
Tip: Appropriate evidence of a standalone selling price is the observable price of a good or service when the seller 
sells it to a similar customer under similar circumstances. 
 
Once the seller derives an approach for estimating a standalone selling price, it should consistently apply 
that method to the derivation of the standalone selling prices for other goods or services with similar char-
acteristics. 
 
EXAMPLE 
 
Luminescence Corporation manufactures a wide range of light bulbs, and mostly sells into the wholesaler market. The 
company receives an order from the federal government for two million fluorescent bulbs, as well as for 100,000 units 
of a new bulb that operates outdoors at very low temperatures. Luminescence has not yet sold these new bulbs to 
anyone.  The total price of the order is $7,000,000. Luminescence assigns $6,000,000 of the total price to the fluores-
cent bulbs, based on its own sales of comparable orders. This leaves $1,000,000 of the total price that is allocable to 
the low temperature bulbs. Since Luminescence has not yet established a price for these bulbs and has not sold them 
on a standalone basis, it is acceptable to allocate $1,000,000 to the low temperature bulbs under the residual approach. 
 
 
If there is a subsequent change in the transaction price, allocate that change amongst the distinct goods or 
services based on the original allocation that was used at the inception of the contract. If this subsequent 
allocation is to a performance obligation that has already been completed and for which revenue has already 
been recognized, the result can be an increase or reduction in the amount of revenue recognized. This 
change in recognition should occur as soon as the subsequent change in the transaction price occurs. 
 
Allocation of Price Discounts 

It is assumed that a customer has received a discount on a bundled purchase of goods or services when the 
sum of the standalone prices for these items is greater than the consideration to be paid under the terms of 
a contract. The discount can be allocated to a specific item within the bundled purchase, if there is observ-
able evidence that the discount was intended for that item. In order to do so, all of the following criteria 
must apply: 

1. Each distinct item in the bundle is regularly sold on a standalone basis; 
2. A bundle of some of these distinct items is regularly sold at a discount to their standalone selling 

prices; and 
3. The discount noted in the second point is essentially the same as the discount in the contract, and 

there is observable evidence linking the entire contract discount to that bundle of distinct items. 
 
If this allocation system is used, the seller must employ it before using the residual approach noted earlier 
in this section. Doing so ensures that the discount is not applied to the other performance obligations in the 
contract to which prices have not yet been allocated. 
 
In all other cases, the discount is to be allocated amongst all of the items in the bundle. In this latter situation, 
the allocation is to be made based on the standalone selling prices of all of the performance obligations in 
the contract. 
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EXAMPLE 
 
The Hegemony Toy Company sells board games that re-enact famous battles. Hegemony regularly sells the following 
three board games: 
 

 
Product 

Standalone 
Selling Price 

Hastings Battle Game $120 
Stalingrad Battle Game 100 
Waterloo Battle Game 80 

Total $300 
 
Hegemony routinely sells the Stalingrad and Waterloo products as a bundle for $120. 
 
Hegemony enters into a contract with the War Games International website to sell War Games the set of three games 
for $240, which is a 20% discount from the standard price. Deliveries of these games to War Games will be at different 
times, so the related performance obligations will be settled on different dates. 
 
The $60 discount would normally be apportioned among all three products based on their standalone selling prices. 
However, because Hegemony routinely sells the Stalingrad/Waterloo bundle for a $60 discount, it is evident that the 
entire discount should be allocated to these two products. 
 
If Hegemony later delivers the Stalingrad and Waterloo games to War Games on different dates, it should allocate the 
$60 discount between the two products based on their standalone selling prices. Thus, $33.33 should be allocated to 
the Stalingrad game and $26.67 to the Waterloo game. The allocation calculation is: 
 

Game Allocation 
Stalingrad ($100 individual game price ÷ $180 combined price) × $60 discount = $33.33 
Waterloo ($80 individual game price ÷ $180 combined price) × $60 discount = $26.67 

 
If the two games are instead delivered at the same time, there is no need to conduct the preceding allocation. Instead, 
the discount can be assigned to them both as part of a single performance obligation. 
 
 
Allocation of Variable Consideration 

There may be a variable amount of consideration associated with a contract. This consideration may apply 
to the contract as a whole, or to just a portion of it. For example, a bonus payment may be tied to the 
completion of a specific performance obligation. It is allowable to allocate variable consideration to a spe-
cific performance obligation or a distinct good or service within a contract when the variable payment terms 
are specifically tied to the seller’s efforts to satisfy the performance obligation. 
 
EXAMPLE 
 
Nova Corporation contracts with the Deep Field Scanning Authority to construct two three-meter telescopes that will 
operate in tandem in the low-humidity Atacama Desert in Chile. The terms of the contract include a provision that can 
increase the allowable price charged, if the commodity cost of the titanium required to build the telescope frames 
increases. Based on the prices stated in forward contracts at the contract inception date, it is likely that this variable 
cost element will increase the transaction price by $250,000. The variable component of the price is allocated to each 
of the telescopes equally. 
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Subsequent Price Changes 

There are a number of reasons why the transaction price could change after a contract has begun, such as 
the resolution of uncertain events that were in need of clarification at the contract inception date. When 
there is a price change, the amount of the change is to be allocated to the performance obligations on the 
same basis used for the original price allocation at the inception of the contract. This has the following 
ramifications: 

• Do not re-allocate prices based on subsequent changes in the standalone selling prices of goods or 
services. 

• When there is a price change and that price is allocated, the result may be the recognition of addi-
tional or reduced revenue that is to be recognized in the period when the transaction price changes. 

• When there has been a contract modification prior to a price change, the price allocation is con-
ducted in two steps. First, allocate the price change to those performance obligations identified 
prior to the modification if the price change is associated with variable consideration promised 
before modification.  In all other cases, allocate the price change to those performance obligations 
still remaining to be settled as of the modification date. 

 
The result should be a reported level of cumulative revenue that matches the amount of revenue an organi-
zation would have recognized if it had the most recent information at the inception date of the contract. 
 
Step Five: Recognize Revenue 
Revenue is to be recognized as goods or services are transferred to the customer. This transference is con-
sidered to occur when the customer gains control over the good or service. Indicators of this date include 
the following: 

• When the seller has the right to receive payment. 
• When the customer has legal title to the transferred asset. This can still be the case even when the 

seller retains title to protect it against the customer’s failure to pay. 
• When physical possession of the asset has been transferred by the seller. Possession can be inferred 

even when goods are held elsewhere on consignment, or by the seller under a bill-and-hold arrange-
ment. Under a bill-and-hold arrangement, the seller retains goods on behalf of the customer, but 
still recognizes revenue. 

• When the customer has taken on the significant risks and rewards of ownership related to the asset 
transferred by the seller. For example, the customer can now sell, pledge, or exchange the asset. 

• When the customer accepts the asset. 
• When the customer can prevent other entities from using or obtaining benefits from the asset. 

 
It is possible that a performance obligation will be transferred over time, rather than as of a specific point 
in time. If so, revenue recognition occurs when any one of the following criteria are met: 

• Immediate use. The customer both receives and consumes the benefit provided by the seller as 
performance occurs. This situation arises if another entity would not need to re-perform work com-
pleted to date if the other entity were to take over the remaining performance obligation. Routine 
and recurring services typically fall into this classification. 
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EXAMPLE 
 
Long-Haul Freight contracts to deliver a load of goods from Los Angeles to Boston. This service should be considered 
a performance obligation that is transferred over time, despite the fact that the customer only benefits from the goods 
once they are delivered. The reason for the designation as a transference over time is that, if a different trucking firm 
were to take over partway through the journey, the replacement firm would not have to re-perform the freight hauling 
that has already been completed to date. 
 
EXAMPLE 
 
Maid Marian is a nationwide home cleaning service run by friars within the Franciscan Order. Its customers both 
receive and simultaneously consume the cleaning services provided by its staff. Consequently, the services provided 
by Maid Marian are considered to be performance obligations satisfied over time. 
 
 

• Immediate enhancement. The seller creates or enhances an asset controlled by the customer as per-
formance occurs. This asset can be tangible or intangible. 

• No alternative use. The seller’s performance does not create an asset for which there is an alterna-
tive use to the seller (such as selling it to a different customer). In addition, the contract gives the 
seller an enforceable right to payment for the performance that has been completed to date. A lack 
of alternative use happens when a contract restricts the seller from directing the asset to another 
use, or when there are practical limitations on doing so, such as the incurrence of significant eco-
nomic losses to direct the asset elsewhere. The determination of whether an asset has an alternative 
use is made at the inception of the contract, and cannot be subsequently altered unless both parties 
to the contract approve a modification that results in a substantive change in the performance obli-
gation. 

 
Construction contracts are likely to be designated as being performance obligations that are transferred over 
time. Under this approach, they can use the percentage-of-completion method to recognize revenue, rather 
than the completed contract method. This means that they can recognize revenue as a construction project 
progresses, rather than waiting until the end of the project to recognize any revenue. 
 
EXAMPLE 
 
Oberlin Acoustics is contractually obligated to deliver a highly-customized version of its Rhino brand electric guitar 
to a diva-grade European rock star. The contract clearly states that this customized version can only be delivered to 
the designated customer, and it is likely that this individual would pursue legal action if Oberlin were to attempt to 
sell it elsewhere (such as to the lead guitarist of a rival band). Also, Oberlin might have to incur significant costs to 
reconfigure the guitar for sale to a different customer. In this situation, there is no alternative use. 
 
However, if Oberlin had instead contracted to deliver one of its standard Rhino brand guitars, the company could 
easily transfer the asset to a different customer, since the products are essentially interchangeable. In this case, there 
would be a clear alternative use. 
 
EXAMPLE 
 
Tesla Power Company is hired by a local government to construct one of its new, compact fusion power plants in the 
remote hinterlands of Malawi. There is clearly no alternative use for the power plant, since Tesla would have to incur 
major costs to dismantle the facility and truck it out of the remote area before it could be sold to a different customer. 
However, the contract states that 50% of the price will be paid at the end of the contract period, and there is no 
enforceable right to any payment; this means that Tesla must consider its performance obligation to be satisfied as of 
a point in time, rather than over time. 
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EXAMPLE 
 
Hassle Corporation is in talks with a potential acquirer. The acquirer insists that Hassle have soil tests conducted in 
the area around its main production facility, to see if there has been any leakage of pollutants. Hassle engages Wilson 
Environmental to conduct these tests, which is a three-month process. The contract includes a clause that Wilson will 
be paid for its costs plus a 20% profit if Hassle cancels the contract. The acquisition talks break off after two months, 
so Hassle notifies Wilson that it no longer needs the environmental report. Since Wilson cannot possibly sell the 
information it has collected to a different customer, there is no alternative use. Also, since Wilson has an enforceable 
right to payment for all work completed to date, the company can recognize revenue over time by measuring its 
progress toward satisfying the performance obligation. 
 
 
Measurement of Progress Completion 

When a performance obligation is being completed over a period of time, the seller recognizes revenue 
through the application of a progress completion method. The goal of this method is to determine the pro-
gress of the seller in achieving complete satisfaction of its performance obligation. This method is to be 
consistently applied over time, and shall be re-measured at the end of each reporting period. 
 
Note: The method used to measure progress should be applied consistently for a particular performance obligation, 
as well as across multiple contracts that have obligations with similar characteristics. Otherwise, reported revenue will 
not be comparable across different reporting periods. 
 
Both output methods and input methods are considered acceptable for determining progress completion. 
The method chosen should incorporate due consideration of the nature of the goods or services being pro-
vided to the customer. The following sub-sections address the use of output and input methods. 
 
Output Methods 

An output method recognizes revenue based on a comparison of the value to the customer of goods and 
services transferred to date to the remaining goods and services not yet transferred. There are numerous 
ways to measure output, including: 

• Surveys of performance to date 
• Milestones reached 
• The passage of time 
• The number of units delivered 
• The number of units produced 

 
Another output method that may be acceptable is the amount of consideration that the seller has the right 
to invoice, such as billable hours. This approach works when the seller has a right to invoice an amount that 
matches the amount of performance completed to date. 
 
The number of units delivered or produced may not be an appropriate output method in situations where 
there is a large amount of work-in-process, since the value associated with unfinished goods may be so 
substantial that revenue could be materially under-reported. 
 
The method picked should closely adhere to the concept of matching the seller’s progress toward satisfying 
the performance obligation. It is not always possible to use an output method, since the cost of collecting 
the necessary information can be prohibitive, or progress may not be directly observable. 
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EXAMPLE 
 
Viking Fitness operates a regional chain of fitness clubs that are oriented toward younger, very athletic people. Mem-
bers pay a $1,200 annual fee, which gives them access to all of the clubs in the chain during all operating hours. In 
effect, Viking’s performance obligation is to keep its facilities open for use by members, irrespective of whether they 
actually use the facilities. Clearly, this situation calls for measurement of progress completion based on the passage 
of time. Accordingly, Viking recognizes revenue from its annual customer payments at the rate of $100 per member 
per month. 
 
 
Input Methods 

An input method derives the amount of revenue to be recognized based on the to-date effort required by the 
seller to satisfy a performance obligation relative to the total estimated amount of effort required. Examples 
of possible inputs are costs incurred, labor hours expended, and machine hours used. If there are situations 
where the effort expended does not directly relate to the transfer of goods or services to a customer, do not 
use that input. The following are situations where the input used could lead to incorrect revenue recognition: 

• The costs incurred are higher than expected, due to seller inefficiencies. For example, the seller 
may have wasted a higher-than-expected amount of raw materials in the performance of its obliga-
tions under a contract. 

• The costs incurred are not in proportion to the progress of the seller toward satisfying the perfor-
mance obligation. For example, the seller might purchase a large amount of materials at the incep-
tion of a contract, which comprise a significant part of the total price. 

 
Tip: If the effort expended to satisfy performance obligations occur evenly through the performance period, consider 
recognizing revenue on the straight-line basis through the performance period. 
 
EXAMPLE 
 
Eskimo Construction is hired to build a weather observatory in Barrow, Alaska, which is estimated to be a six-month 
project. Utilities are a major concern, especially since the facility is too far away from town for a power line to be run 
out to it. Accordingly, a large part of the construction cost is a diesel-powered turbine generator. The total cost that 
Eskimo intends to incur for the project is: 
 

Turbine cost $1,250,000 
All other costs 2,750,000 
Total costs $4,000,000 

 
The turbine is to be delivered and paid for at the beginning of the construction project, but will not be incorporated 
into the facility until late summer, when the building is scheduled to be nearly complete. 
 
Eskimo intends to use an input method to derive the amount of revenue, using costs incurred. However, this approach 
runs afoul of the turbine cost, since the immediate expenditure for the turbine gives the appearance of the project being 
31.25% complete before work has even begun. Accordingly, Eskimo excludes the cost of the turbine from its input 
method calculations, only using the other costs as the basis for deriving revenue. 
 
 
The situation described in the preceding example is quite common, since materials are typically procured 
at the inception of a contract, rather than being purchased in equal quantities over the duration of the con-
tract. Consequently, the accountant should be particularly mindful of this issue and incorporate it into any 
revenue recognition calculations based on an input method. 
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A method based on output is preferred, since it most faithfully depicts the performance of the seller under 
the terms of a contract. However, an input-based method is certainly allowable if using it would be less 
costly for the seller, while still providing a reasonable proxy for the ongoing measurement of progress. 
 
Change in Estimate 

Whichever method is used, be sure to update it over time to reflect changes in the seller’s performance to 
date. If there is a change in the measurement of progress, treat the change as a change in accounting esti-
mate. 
 
A change in accounting estimate occurs when there is an adjustment to the carrying amount of an asset or 
liability, or the subsequent accounting for it. Changes in accounting estimate occur relatively frequently, 
and so would require a considerable amount of effort to make an ongoing series of retroactive changes to 
prior financial statements. Instead, GAAP only requires that changes in accounting estimate be accounted 
for in the period of change and thereafter. Thus, no retrospective change is required or allowed. 
 
Progress Measurement 

It is only possible to recognize the revenue associated with progress completion if it is possible for the seller 
to measure the seller’s progress. If the seller lacks reliable progress information, it will not be possible to 
recognize the revenue associated with a contract over time. There may be cases where the measurement of 
progress completion is more difficult during the early stages of a contract. If so, it is allowable for the seller 
to instead recognize just enough revenue to recover its costs in satisfying its performance obligations, 
thereby deferring the recognition of other revenue until such time as the measurement system yields more 
accurate results. 
 
Right of Return 

A common right granted to customers is to allow them to return goods to the seller within a certain period 
of time following the customer’s receipt of the goods. This return may take the form of a refund of any 
amounts paid, a general credit that can be applied against other billings from the seller, or an exchange for 
a different unit. The proper accounting for this right of return involves three components, which are: 

1. Recognize the net amount of revenue to which the seller expects to be entitled after all product 
returns have been factored into the sale. 

2. A refund liability that encompasses the number of units that the seller expects to have returned to 
it. 

3. An asset based on the right to recover products from customers who have demanded refunds. This 
asset represents a reduction in the cost of goods sold. The amount is initially based on the former 
carrying amount of the inventory, less recovery costs and expected reductions in the value of the 
returned products. 

 
This accounting requires the seller to update its assessment of future product returns at the end of each 
reporting period, both for the refund liability and the recovery asset. This update may result in a change in 
the amount of revenue recognized. 
 
Note: When a customer exchanges one product for another product with the same characteristics (such as an exchange 
of one size shirt for another), this is not considered a return. 
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EXAMPLE 
 
Ninja Cutlery sells high-end ceramic knife sets through its on-line store and through select retailers. All customers 
pay up-front in cash. In the most recent month, Ninja sold 5,000 knife sets, which sold for an average price of $250 
each ($1,250,000 in total). The unit cost is $150. Based on the history of actual returns over the preceding 12-month 
period, Ninja can expect that 200 of the sets (4% of the total) will be returned under the company’s returns policy. 
Recovery costs are immaterial, and Ninja expects to be able to repackage and sell all returned products for a profit. 
Based on this information, Ninja records the following transactions when the knife sets are originally delivered: 
 

 Debit Credit 
Cash 1,250,000  

Revenue  1,200,000 
Refund liability  50,000 

 
 Debit Credit 
Cost of goods sold 720,000  
Recovery asset 30,000  

Inventory  750,000 
 
In these entries, the refund liability is calculated as the 200 units expected to be returned, multiplied by the average 
price of $250 each. The recovery asset is calculated as the 200 units expected to be returned, multiplied by the unit 
cost of $150. 
 
 
Consistency 
The preceding five steps must be applied consistently to all customer contracts that have similar character-
istics, and under similar circumstances. The intent is to create a system of revenue recognition that can be 
relied upon to yield consistent results. 
 
Contract Modifications 
A contract modification occurs when there is a scope or price change to the contract, and the change is 
approved by both signatories to the contract. Other terms may be used for a contract modification, such as 
a change order. It is possible that a contract modification exists, despite the presence of a dispute between 
the parties concerning scope or price. All of the relevant facts and circumstances must be considered when 
determining whether there is an enforceable contract modification that can impact revenue recognition. 
 
If a change in contract scope has already been approved, but the corresponding change in price to reflect 
the scope change is still under discussion, the seller must estimate the change in price. This estimate is 
based on the criteria used to determine variable consideration. 
 
Treatment as Separate Contract 

There are circumstances under which a contract modification might be accounted for as a separate contract. 
For this to be the case, the following two conditions must both be present: 

• Distinct change. The scope has increased, to encompass new goods or services that are distinct 
from those offered in the original contract. 

• Price change. The price has increased enough to encompass the standalone prices of the additional 
goods and services, adjusted for the circumstances related to that specific contract. 
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When these circumstances are met, there is an economic difference between a modified contract for the 
additional goods or services and a situation where an entirely new contract has been created. 
 
EXAMPLE 
 
Blitz Communications is buying one million cell phone batteries from Creekside Industrial. The parties decide to alter 
the contract to add the purchase of 200,000 battery chargers for a price increase of $2.8 million. The associated price 
increase includes a 30% discount, which Creekside was already offering to Blitz under the terms of the original con-
tract.  This contract change reflects a distinct change that adds new goods to the contract, and includes an associated 
price change that has been adjusted for the discount terms of the contract. This contract modification can be accounted 
for as a separate contract. 
 
 
Treatment as Continuing Contract 

It may not be possible to treat a contract modification as a separate contract. If so, there are likely to be 
goods or services not yet transferred to the customer as of the modification date. The seller can account for 
these residual deliveries using one of the following methods: 

• Remainder is distinct. If the remaining goods or services to be delivered are distinct from those 
already delivered under the contract, account for the modification as a cancellation of the old con-
tract and creation of a new one. In this case, the consideration that should be allocated to the re-
maining performance obligations is the sum total of: 

o The original consideration promised by the customer but not yet received; and 
o The new consideration associated with the modification. 

 
EXAMPLE 
 
Grizzly Golf Carts, maker of sturdy golf carts for overweight golfers, contracts with a local suburban golf course to 
deliver two golf carts for a total price of $12,000. The carts are different models, but have the same standalone price, 
so Grizzly allocates $6,000 of the transaction price to each cart. One cart is delivered immediately, so Grizzly recog-
nizes $6,000 of revenue. Before the second cart can be delivered, the golf course customer requests that a third cart 
be added to the contract; this is a heftier cart that has a built-in barbecue grill. The contract price is increased by 
$8,000, which is less than the $10,000 standalone price of this model. 
 
Since the second and third carts are distinct from the first cart model, there is a distinct change in the contract, which 
necessitates treating the change as a new contract. Accordingly, the second and third carts are treated as though they 
are part of a new contract, with the remaining $14,000 of the transaction price totally allocated to the new contract. 
 
EXAMPLE 
 
As noted in an earlier example, Nova Corporation contracted with the Deep Field Scanning Authority to construct two 
three-meter telescopes. The terms of the contract included a provision that could increase the allowable price charged 
by $250,000, with this price being apportioned equally between the two telescopes. One month into the contract pe-
riod, Deep Field completely alters the configuration of the second telescope, from a reflector to a catadioptric model. 
The change is so significant that this telescope can now be considered a separate contract. However, since the variable 
price was already apportioned at the inception of the original contract, the $125,000 allocated to each telescope will 
continue. This is because the variable consideration was promised prior to the contract modification. 
 
 

• Remainder is not distinct. If the remaining goods or services to be delivered are not distinct from 
those already delivered under the contract, account for the modification as part of the existing con-
tract. This results in an adjustment to the recognized amount of revenue (up or down) as of the 
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modification date. Thus, the adjustment involves calculating a change in the amount of revenue 
recognized on a cumulative catch-up basis. 

 
EXAMPLE 
 
Domicilio Corporation enters into a contract to construct the world headquarters building of the International Mush-
room Farmers’ Cooperative. Mushroom requires its architects to be true to the name of the organization, with the 
result being a design for a squat, dark building with no windows, high humidity, and a unique waste recycling system. 
Domicilio has not encountered such a design before, and so incorporates a cautious stance into its assumptions regard-
ing the contract terms. 
 
The contract terms state that Domicilio will be paid a total of $12,000,000, broken into a number of milestone pay-
ments. There is also a $100,000 on-time completion bonus. At the inception of the contract, Domicilio expects the 
following financial results: 
 

Transaction price $12,000,000 
Expected costs 9,000,000 
Expected profit (25%) $3,000,000 

 
The project manager anticipates trouble with several parts of the construction project, and advises strongly against 
including any part of the completion bonus in the transaction price. 
 
At the end of seven months, the project manager is surprised to find that Domicilio is on target to complete the work 
on time. Also, the company has completed 65% of its performance obligation, based on the $5,850,000 of costs in-
curred to date relative to the total amount of expected costs. Through this point, the company has recognized the 
following revenues and costs: 
 

Revenue $7,800,000 
Costs 5,850,000 
Gross profit $1,950,000 

 
The project manager is still uncomfortable with recognizing any part of the completion bonus. 
 
With one month to go on the project, the project manager finally allows that Domicilio will likely complete the project 
one week early, though he has completely lost all interest in eating mushrooms. At this point, the company has com-
pleted 92.5% of its performance obligation (based on costs incurred), so the controller recognizes an additional 
$92,500 for that portion of the $100,000 on-time completion bonus that has already been earned. 
 
 

• Mix of elements. If the remaining goods or services to be delivered are comprised of a mix of 
distinct and not-distinct elements, separately identify the different elements and account for them 
as per the dictates of the preceding two methods. 
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Entitlement to Payment 
At all points over the duration of a contract, the seller should have the right to payment for the performance 
completed to date, if the customer were to cancel the contract for reasons other than the seller’s failure to 
perform. The amount of this payment should approximate the selling price of the goods or services trans-
ferred to the customer to date; this means that costs are recovered, plus a reasonable profit margin. This 
reasonable profit margin should be one of the following: 

• A reasonable proportion of the expected profit margin, based on the extent of the total performance 
completed prior to contract termination; or 

• A reasonable return on the cost of capital that the seller has experienced on its cost of capital for 
similar contracts, if the margin on this particular contract is higher than the return the seller typically 
generates from this type of contract. 

 
An entitlement to payment depends on contractual factors, such as only being paid when certain milestones 
are reached or when the customer is completely satisfied with a deliverable. There may not be an entitlement 
to payment if one of these contractual factors is present. Further, there may be legal precedents or legislation 
that may interfere with or bolster an entitlement to payment. For example: 

• There may be a legal precedent that gives the seller the right to payment for all performance to date, 
even though this right is not clarified within the contract terms. 

• Legal precedent may reveal that other sellers having similar rights to payment in their contracts 
have not succeeded in obtaining payment. 

• The seller may not have attempted to enforce its right to payment in the past, which may have 
rendered its rights legally unenforceable. 

 
Conversely, the terms of a contract may not legally allow a customer to terminate a contract. If so, and the 
customer still attempts to terminate the contract, the seller may be entitled to continue to provide goods or 
services to the customer, and require the customer to pay the amounts stated in the contract. In this type of 
situation, the seller has an enforceable right to payment. 
 
An enforceable right to payment may not match the payment schedule stated in a contract. The payment 
schedule does not necessarily sync with the seller’s right to payment for performance. For example, the 
customer could have insisted upon delayed payment dates in the payment schedule in order to more closely 
match its ability to make payments to the seller. 
 
EXAMPLE 
 
A customer of Hodgson Industrial Design pays a $50,000 nonrefundable upfront payment to Hodgson at the inception 
of a contract to overhaul the design of the customer’s main product. The customer does not like Hodgson’s initial set 
of design prototypes, and cancels the contract. On the cancellation date, Hodgson’s billable hours on the project sum 
to $65,000. Hodgson has an enforceable right to retain the $50,000 it has already been paid. The right to be paid for 
the remaining $15,000 depends on the contract terms and legal precedents. 
 
 
Bill-and-Hold Arrangements 
There is a bill-and-hold arrangement between a seller and customer when the seller bills the customer, but 
initially retains physical possession of the goods that were sold; the goods are transferred to the customer 
at a later date. This situation may arise if a customer does not initially have the storage space available for 
the goods it has ordered. 
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In a bill-and-hold arrangement, the seller must determine when the customer gains control of the goods, 
since this point in time indicates when the seller can recognize revenue. Customer control can be difficult 
to discern when the goods are still located on the premises of the seller. The following are indicators of 
customer control: 

• The customer can direct the use of the goods, no matter where they are located 
• The customer can obtain substantially all of the remaining benefits of the goods 

 
Further, the following conditions must all be present for the seller to recognize revenue under a bill-and-
hold arrangement: 

• Adequate reason. There must be a substantive reason why the seller is continuing to store the goods, 
such as at the direct request of the customer. 

• Alternate use. The seller must not be able to redirect the goods, either to other customers or for 
internal use. 

• Complete. The product must be complete in all respects and ready for transfer to the customer. 
• Identification. The goods must have been identified specifically as belonging to the customer. 

 
Under a bill-and-hold arrangement, the seller may have a performance obligation to act as the custodian for 
the goods being held at its facility. If so, the seller may need to allocate a portion of the transaction price to 
the custodial function, and recognize this revenue over the course of the custodial period. 
 
EXAMPLE 
 
Micron Metallic operates stamping machines that produce parts for washing machines. Micron’s general manager has 
recently decided to implement the just-in-time philosophy throughout the company, which includes sourcing goods 
with suppliers who are located as close to Micron as possible. One of these suppliers is Horton Corporation, which 
designs and builds stamping machines for Micron. In a recent contract, Micron buys a customized stamping machine 
and a set of spare parts intended for that machine. Since Micron is implementing just-in-time concepts, it does not 
want to store the spare parts on its premises, and instead asks Horton to store the parts in its facility, which is just 
down the street from the Micron factory. 
 
Micron’s receiving staff travels to the Horton facility to inspect the parts and formally accepts them. Horton also sets 
them aside in a separate storage area, and flags them as belonging to Micron. Since the parts are customized, they 
cannot be used to fulfill any other customer orders. Under the just-in-time system, Horton commits to having the parts 
ready for delivery to Micron within ten minutes of receiving a shipping order. 
 
The arrangement can clearly be defined as a bill-and-hold situation. Consequently, Horton should apportion the trans-
action price between the stamping machine, the spare parts, and the custodial service involved in storing the parts on 
behalf of Micron. The revenue associated with the machine and parts can be recognized at once, while the revenue 
associated with the custodial service can be recognized with the passage of time. 
 
 
Consideration Received from a Supplier 
A supplier may pay consideration to its customer, which may be in the form of cash, credits, coupons, and 
so forth. The customer can then apply this consideration to payments that it owes to the supplier, thereby 
reducing its net accounts payable. 

The proper accounting for this type of consideration is to reduce the purchase price of the goods or 
services that the customer is acquiring from the supplier in the amount of the consideration received. If the 
consideration received relates to the customer attaining a certain amount of purchasing volume with the 
supplier (i.e., a volume discount), recognize the consideration as a reduction of the purchase price of the 
underlying transactions. This recognition can be made if attainment of the consideration is both probable 
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and can be reasonably estimated. If these criteria cannot be met, then wait for the triggering milestones, and 
recognize them as the milestones are reached. Factors that can make it more difficult to determine whether 
this type of consideration is probable or reasonably estimated include: 

• Duration. The relationship between the consideration to be received and purchase amounts spans 
a long period of time. 

• Experience. The customer has no historical experience with similar products, or cannot apply its 
experience to changing circumstances. 

• External factors. External factors can influence the underlying activity, such as changes in demand. 
• Prior adjustments. It has been necessary to make significant adjustments to similar types of ex-

pected consideration in the past. 
 
EXAMPLE 
 
Puller Corporation manufactures plastic door knobs. Its primary raw material is polymer resin, which it purchases in 
pellet form from a regional chemical facility. Puller will receive a 2% volume discount if it purchases at least $500,000 
of pellets from the supplier by the end of the calendar year. Puller has a long-term relationship with this supplier, has 
routinely earned the discount for the last five years, and plans to place orders in this year that will comfortably exceed 
the $500,000 mark. Accordingly, Puller accrues the 2% discount as a reduction of the purchase price of its pellet 
purchases throughout the year. 
 
EXAMPLE 
 
Puller has just entered into a new relationship with another supplier that will deliver black dye to the factory for 
inclusion in all of the company’s black door knob products. This supplier offers a 5% discount if purchases exceed 
$50,000 for the calendar year. Puller has not sold this color of door knob before and so has no idea of what customer 
demand may be. Given the high level of uncertainty regarding the probability of being awarded the discount, Puller 
elects to record all purchases at their full price, and will re-evaluate the probability of attaining the discount as the 
year progresses. 
 
 
The only exceptions to this accounting are: 

• When the customer specifically transfers an asset to the supplier in exchange. If so, the customer 
treats the transaction as it would any sale to one of its customers in the normal course of business. 
If the amount paid by the supplier is higher than the standalone selling price of the item transferred 
to the supplier, the customer should account for the excess amount as a reduction of the purchase 
price of any goods or services received from the supplier. 

• The supplier is reimbursing the customer for selling costs that the customer incurred to sell the 
supplier’s products to third parties. If so, the amount of cash received is used to reduce the indicated 
selling costs. If the amount paid by the supplier is greater than the amount for which the customer 
applied for reimbursement, record the excess as a reduction of the cost of sales. 

• The consideration is related to sales incentives offered by manufacturers who are selling through a 
reseller. When the reseller is receiving compensation in exchange for honoring incentives related 
to the manufacturer’s products, the reseller records the amount received as a reduction of its cost 
of sales. This situation only arises when all of the following conditions apply: 

o The customer can tender the incentive to any reseller as part of its payment for the product; 
o The reseller receives reimbursement from the manufacturer based on the face amount of 

the incentive; 
o The reimbursement terms to the reseller are only determined from the incentive terms of-

fered to consumers; they are not negotiated between the manufacturer and reseller; and 
o The reseller is an agent of the manufacturer in regard to the sales incentive transaction. 
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If only a few or none of these criteria are met for a sales incentive offered by a manufacturer, 
account for the transaction as a reduction of the purchase price of the goods or services that the 
reseller acquired from the manufacturer. If all of the criteria are met, consider the transaction to be 
a revenue-generating activity for the reseller. 

 
Customer Acceptance 
A customer may include an acceptance clause in a contract with a seller. An acceptance clause states that 
the customer has the right to inspect goods and reject them or demand proper remedial efforts before formal 
acceptance. Normally, customer control over goods occurs as soon as this acceptance step has been com-
pleted. 
 
There are situations in which the seller can determine that control has passed to a customer, even if a formal 
acceptance review has not yet taken place. This typically occurs when customer acceptance is based upon 
a delivery meeting very specific qualifications, such as certain dimension or weight requirements. If the 
seller can determine in advance that these criteria have been met, it can recognize revenue prior to formal 
customer acceptance. If the seller cannot determine in advance that a customer will accept the delivered 
goods, it must wait for formal acceptance before it can confirm that the customer had taken control of the 
delivery, which then triggers revenue recognition. 
 
EXAMPLE 
 
Stout Tanks, Inc. manufactures scuba tanks, which it sells in bulk to a large customer in Bonaire, Drive-Thru Scuba. 
Drive-Thru insists upon a complete hydrostatic test of each tank before accepting delivery, since an exploding air tank 
is a decidedly terminal experience for a diver wearing the tank. Stout decides to conducts its own hydrostatic test of 
every tank leaving its factory. Since Stout is conducting the same test as Drive-Thru, Stout can reasonably establish 
that customer acceptance has occurred as soon as the scuba tanks leave its factory. As such, Stout can recognize 
revenue on the delivery date, and not wait for Drive-Thru to conduct its test. 
 
 
Even if a customer recognizes revenue in advance of formal customer acceptance, it may still be necessary 
to determine whether there are any remaining performance obligations to which a portion of the transaction 
price should be allocated. For example, a seller may have an obligation to not only manufacture production 
equipment, but also to install it at the customer site. This later step could be considered a separate perfor-
mance obligation. 
 
A variation on the customer acceptance concept is when a seller delivers goods to a customer for evaluation 
purposes. In this case, the customer has no obligation to accept or pay for the goods until the end of a trial 
period, so control cannot be said to have passed to the customer until such time as the customer accepts the 
goods or the trial period ends. 
 
Customer Options for Additional Purchases 
A seller may offer customers a number of ways in which to obtain additional goods or services at reduced 
rates or even for free. For example, the seller may offer a discount on a contract renewal, award points to 
frequent buyers, host periodic sales events, and so on. 
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When a contract grants a customer the right to acquire additional goods or services at a discount, this can 
be considered a performance obligation if the amount is material and the customer is essentially paying in 
advance for future goods or services. In this case, the seller recognizes revenue associated with the customer 
option when: 

• The option expires; or 
• The future goods or services are transferred to the customer. 

 
If revenue is to be recognized for such an option, allocate the transaction price to the option based on the 
relative standalone price of the option. In the likely event that the standalone selling price of the option is 
not directly observable, use an estimate of its price. The derivation of this estimate should include the 
discount that the customer would obtain by exercising the option, adjusted for the following two items: 

• Reduced by the amount of any discount that the customer could have received without the option, 
such as a standard ongoing discount offered to all customers; and 

• The probability that the customer will not exercise the option. 
 
A material right to additional purchases of goods or services is not considered to have been passed to a 
customer if the option is at a price that reflects the standalone selling price of a good or service. In this case, 
there is no particular advantage being granted to the customer, since it could just as easily purchase the 
goods or services at the same price, even in the absence of the option. 
 
EXAMPLE 
 
Twister Vacuum Company sells its top-of-the-line F5 vacuum cleaner to 50 customers for $800 each. As part of each 
sale, Twister gives each customer a discount code that, if used, gives the customer a 50% discount on the purchase of 
Twister’s F1 hand-held vacuum cleaner, which normally sells for $100. The discount expires in 60 days. 
 
In order to determine the standalone selling price of the discount code, Twister estimates (based on past experience) 
that 30% of all customers will use the code to purchase the F1 model. This means that the standalone selling price of 
the discount code is $15, which is calculated as follows: 
 

$100 F1 standalone price × 50% discount × 30% probability of code usage = $15 
 
The combined standalone selling prices of the F5 vacuum and the discount code sum to $815. Twister uses this infor-
mation to allocate the $800 transaction price between the product and the discount code, using the following calcula-
tion: 
 

Performance Obligation Allocated Price Calculation 
F5 vacuum cleaner $785.28 ($800 ÷ $815) × $800 
Discount code 14.72 ($15 ÷ $815) × $800 

Total $800.00  
 
This allocation means that Twister can recognize $785.28 of revenue whenever it completes a performance obligation 
related to the sale of the F5 units to the 50 customers. Twister also allocates $14.72 to the discount code and recognizes 
the revenue associated with this item either when it is redeemed by a customer in the purchase of an F1 vacuum 
cleaner, or when the code expires. 
 
EXAMPLE 
 
Sojourn Hotel has a customer loyalty program that grants customers one loyalty point for each night that they stay in 
a Sojourn-affiliated hotel. Each loyalty point can be redeemed to reduce another stay at a Sojourn hotel by $5. If not 
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used, the points expire after 24 months. During the most recent reporting period, customers earn 60,000 loyalty points 
on $2,000,000 of customer purchases. Based on past experience, Sojourn expects 60% of the points to be redeemed. 
Based on the likelihood of redemption, each point is worth $3 (calculated as $5 redemption value × 60% probability 
of redemption), so all of the points awarded are worth $180,000 (calculated as $3/ point × 60,000 points issued). 
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The loyalty points program gives a material right to customers that they would not otherwise have had if they had not 
stayed at a Sojourn hotel (i.e., entered into a contract with Sojourn). Thus, Sojourn concludes that the issued points 
constitute a performance obligation. Sojourn then allocates the $2,000,000 of customer purchases for hotel rooms to 
the hotel room product and the points awarded based on their standalone selling prices, based on the following calcu-
lations: 
 

Performance Obligation Allocated Price Calculation 
Hotel rooms $1,834,862 ($2,000,000 ÷ $2,180,000) × $2,000,000 
Loyalty points 165,138 ($180,000 ÷ $2,180,000) × $2,000,000 

Total $2,000,000  
 
The $165,138 allocated to loyalty points is initially recorded as a contract liability. The $1,834,862 allocated to hotel 
rooms is recognized as revenue, since Sojourn has completed its performance obligation related to these overnight 
stays. 
 
As of the end of the next quarterly period, Sojourn finds that 8,000 of the loyalty points have been redeemed, so it 
recognizes revenue related to the loyalty points of $22,018 (calculated as 8,000 points ÷ 60,000 points × $165,138). 
 
 
Licensing 
A seller may offer a license to use intellectual property owned by the seller. Examples of licensing arrange-
ments are: 

• Licensing to use software 
• Licensing to listen to music  
• Licensing to view a movie 
• Franchising the name and processes of a restaurant 
• Licensing of a book copyright to republish the book 
• Licensing to use a patent within a product 

 
If a contract contains both a licensing agreement and a provision to provide goods or services to the cus-
tomer, the seller must identify each performance obligation within the contract and allocate the transaction 
price to each one. 
 
If the licensing agreement can be separated from the other elements of a contract, the seller must decide 
whether the license is being transferred to the customer over a period of time, or as of a point in time. A 
key point in making this determination is whether the license is intended to give the customer access to the 
intellectual property of the seller only as of the point in time when the license is granted, or over the duration 
of the license period. The first case would indicate that the revenue associated with the license is recognized 
as of a point in time, while the second case would indicate that the revenue is recognized over a period of 
time. 
 
A license is more likely to have been granted as of a point in time when a customer can direct the use of a 
license and obtain substantially all of the remaining benefits from the license on the date when the license 
is granted to it. This will not be the case if the intellectual property to which the customer has rights con-
tinues to change throughout the license period, which occurs when the seller continues to engage in activi-
ties that significantly affect its intellectual property. 
 
The intent of the seller of a license is to provide the customer with the right to access its intellectual property 
when the seller commits to update the property, the customer will be exposed to the effects of those updates, 
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and the updates do not result in the transfer of a good or service to the customer. These conditions may not 
be stated in a contract, but could be inferred from the seller’s customary business practices. For example, 
if the customer pays the seller a royalty based on its sales of products derived from intellectual property 
provided by the seller, this implies that the seller will be updating the underlying intellectual property. If 
these conditions are present, the associated revenue should be recognized over time, rather than as of a point 
in time. 
 
If the facts and circumstances of a contract indicate that the revenue associated with a contract should be 
recognized as of a point in time, this does not mean that the revenue can be recognized prior to the point in 
time when the customer can use and benefit from the license. This date may be later than the commencement 
date of the underlying contract. For example, the license to use intellectual property may be granted, but 
the actual property may not yet have been delivered to the customer or activated. 
 
If it is not possible to separate the licensing agreement from the other components of a contract, account 
for them as a single performance obligation. An example of when this situation arises is when a license is 
integrated into a tangible product to such an extent that the product cannot be used without the license. 
 
Note: A guarantee by the seller that it will defend a patent from unauthorized use is not considered a performance 
obligation. 
 
A contract under which there is a right to use a license may include the payment of a royalty to the seller. 
This arrangement may occur, for example, when the customer is acting as a distributor to re-sell the licensed 
intellectual property to other parties. In this situation, the seller may only recognize the royalty as revenue 
as of the later of these two events: 

• The subsequent sale to or usage by the third party has occurred; or 
• The underlying performance obligation associated with the royalty has been satisfied. 

 
EXAMPLE 
 
Territorial Lease Corporation (TLC) has spent years accumulating a massive database of oil and gas leases throughout 
the United States and Canada. It sells this information to oil and gas exploration companies, which use it to derive the 
prices at which they are willing to bid for oil and gas leases. TLC sells the information in three ways, which are: 

• It sells a CD that contains lease information that is current as of the ship date. TLC does not issue any further 
updates to customers. Since TLC does not update the intellectual property, the associated revenue recognition 
can be considered to occur as of a point in time, which is the delivery date of the CD. 

• The company also sells subscriptions to an on-line database of lease information, which it updates every day. 
Since TLC is continually upgrading the database, the recognition of revenue is considered to take place over 
time. Accordingly, TLC recognizes revenue over the term of the subscriptions it sells. 

• TLC sells its lease information to another company, Enviro Consultants, which repurposes the information 
for the environmental remediation industry. The information is billed to the customers of Enviro, and Enviro 
pays TLC a 50% royalty once Enviro receives payment from its customers. Since the subsequent sale of the 
information has occurred by the time TLC receives royalty payments, it can recognize the payments as rev-
enue upon receipt. 

 
 
Nonrefundable Upfront Fees 
In some types of contracts, it is customary for the seller to charge a customer a nonrefundable upfront fee. 
Examples of these fees are: 

• Health club member ship fee 
• Phone service activation fee 
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• Long-term contract setup fee 
 
There may be a performance obligation associated with these fees. In some cases, it could actually relate to 
an activity that the seller completes at the beginning of a contract. However, this activity rarely relates to 
the fulfillment of a performance obligation by the seller, and simply represents an expenditure. Conse-
quently, the most appropriate treatment of this fee is to recognize it as revenue when the goods or services 
stated in the contract are provided to the customer. Several additional issues to consider are: 

• Recognition period. If the seller grants the customer a material option to renew the contract, the 
revenue recognition period associated with the upfront fee is extended over the additional contract 
term. 

• Setup costs. It is possible that the costs incurred to set up a contract are an asset, which should be 
charged to expense over the course of the contract. 

 
EXAMPLE 
 
Providence Alarm Systems offers its customers a home monitoring system that includes a $200 setup fee and a 
monthly $35 charge to monitor their homes through an alarm system, for a minimum one-year period. Providence 
does not charge the setup fee again if a customer chooses to renew. 
 
The setup activities that Providence engages in do not transfer a good or service to customers, and so do not create a 
performance obligation. Thus, the upfront fee can be considered an advance payment relating to the company’s 
monthly monitoring activities. Providence should recognize the $200 fee over the initial one-year monitoring period, 
as services are provided. 
 
 
Principal versus Agent 
There are situations where the party providing goods or services to a customer is actually arranging to have 
another party provide the goods and services. In this case, the party is an agent, not the principal party 
acting as seller. Use the following rules in the following exhibit to differentiate between the two concepts 
of principal and agent. 
 
Principal vs. Agent Decision Criteria 

Criterion Principal Agent 
Controls the good or service before transfer to customer Yes No 
Obtains legal title just prior to transfer to seller Either Either 
Hires a subcontractor to fulfill some performance obligations Yes No 
Arranges for the provision of goods or services by another party No Yes 
Does not have inventory risk before or after the customer orders goods, 
including the absence of risk related to product returns No Yes 

Does not have discretion in establishing prices No Yes 
The consideration paid to the selling entity is in the form of a commis-
sion No Yes 

There is no exposure to credit risk that the customer will not pay No Yes 
 
The differentiation between principal and agent is of some importance, for a principal recognizes the gross 
amount of a sale, while an agent only recognizes the fee or commission it earns in exchange for its partici-
pation in the transaction. This fee or commission may be the net amount remaining after the agent has paid 
the principal the amount billed for its goods or services provided to the customer. 
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In a situation where the seller is initially the principal in a transaction but then hands off the performance 
obligation to a third party, the seller should not recognize the revenue associated with the performance 
obligation. Instead, the seller may have assumed the role of an agent. 
 
EXAMPLE 
 
High Country Vacations operates a website that puts prospective vacationers in touch with resorts located in ski towns 
around the world. When a vacationer purchases a hotel room on the website, High Country takes a 15% commission 
from the resort where the hotel room is located. The resort sets the prices for hotel rooms. High Country is not respon-
sible for the actual provision of hotel rooms to vacationers. 
 
Since High Country does not control the hotel rooms being provided, is arranging for the provision of services by a 
third party, does not maintain an inventory of rooms, cannot establish prices, and is paid a commission, the company 
is clearly an agent in these transactions. Consequently, High Country should only recognize revenue in the amount of 
the commissions paid to it, not the amount paid by vacationers for their hotel rooms. 
 
EXAMPLE 
 
Dirt Cheap Tickets sells discounted tickets for cruises with several prominent cruise lines. The company purchases 
tickets in bulk from cruise lines and must pay for them, irrespective of its ability to re-sell the tickets to the public. 
Dirt Cheap can alter the prices of the tickets that it purchases, which typically means that the company gradually 
lowers prices as cruise dates approach, in order to ensure that its excess inventory of tickets is sold. There is no credit 
risk, since tickets are paid for at the point of purchase. If customers have issues with the cruise lines, Dirt Cheap will 
intercede on their behalf, but generally encourages them to go directly to the cruise lines with their complaints. 
 
Based on its business model, Dirt Cheap is acting as the principal. It controls the goods being sold, has inventory risk, 
and actively alters prices. Consequently, Dirt Cheap can recognize revenue in the gross amount of the tickets sold. 
 
 
Repurchase Agreements 
A repurchase agreement is a contract in which the seller agrees to sell an asset and either promises or has 
the option to repurchase the asset. The asset that the seller repurchases can be the original asset sold, a 
substantially similar asset, or an asset of which the original unit is a part. There are three variations on the 
repurchase agreement: 

• Forward. The seller has an obligation to repurchase the asset. 
• Call option. The seller has the right to repurchase the asset. 
• Put option. The seller has an obligation to repurchase the asset if required to by the customer. 

 
If the contract is essentially a forward or call option, the customer never gains control of the asset, since the 
seller can or will take it back. Given the circumstances, revenue recognition can vary as follows: 

• Reduced repurchase price. If the seller either can or must repurchase the asset for an amount less 
than the original selling price (considering the time value of money), the seller accounts for the 
transaction as a lease. 

• Same or higher repurchase price. If the seller either can or must repurchase the asset for an amount 
equal to or greater than the original selling price (considering the time value of money), the seller 
accounts for the transaction as a financing arrangement. 

• Sale-leaseback. If the transaction is a sale-leaseback arrangement, the seller accounts for the trans-
action as a financing arrangement. 

 
When a customer has a put option, the proper accounting depends upon the market price of the asset and 
the existence of a sale-leaseback arrangement. The alternatives are: 
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• Incentive to exercise option. If the customer has a significant economic incentive to exercise the 
option, the seller accounts for the transaction as a lease. Such an incentive would exist, for example, 
when the repurchase price exceeds the expected market value of an asset through the period when 
the put option can be exercised (considering the time value of money). 

• No incentive to exercise option. If the customer does not have an economic incentive to exercise a 
put option, the seller accounts for the agreement as a sale of a product with a right of return. 

• Sale-leaseback. Even if the seller has a significant economic incentive, as noted in the last bullet 
point, if the arrangement is a sale-leaseback arrangement, the seller accounts for it as a financing 
arrangement. 

• Higher repurchase price. If the repurchase price is equal to or higher than the selling price and is 
more than the asset’s expected market value (considering the time value of money), the seller ac-
counts for it as a financing arrangement. 

• Higher repurchase price with no incentive. In the rare case where the repurchase price is equal to 
or higher than the original purchase price, but is less than or equal to the expected market value of 
the asset (considering the time value of money), this indicates that the customer has no economic 
incentive to exercise the option. In this case, the seller accounts for the transaction as a sale of a 
product with a right of return. 

 
When the seller accounts for a transaction as a financing arrangement, the seller continues to recognize the 
asset, as well as a liability for any consideration it has received from the customer. The difference between 
the amount of consideration paid by and due to the customer is to be recognized as interest and processing 
(or related) costs. 
 
If a call option or put option expires without being exercised, the seller can derecognize the repurchase 
liability and recognize revenue instead. 
 
EXAMPLE 
 
Domicilio Corporation sells a commercial property to Mole Industries for $3,000,000 on March 1, but retains the right 
to repurchase the property for $3,050,000 on or before December 31 of the same year. This transaction is a call option. 
 
Control over the property does not pass to Mole Industries until after the December 31 termination date of the call 
option, since Domicilio can repurchase the asset. In the meantime, Domicilio accounts for the arrangement as a fi-
nancing transaction, since the exercise price exceeds the amount of Mole’s purchase price. This means that Domicilio 
retains the asset in its accounting records, records the $3,000,000 of cash received as a liability, and recognizes interest 
expense of $50,000 over the intervening months, which gradually increases the amount of the liability to $3,050,000. 
 
On December 31, Domicilio lets the call option lapse; it can now derecognize the liability and recognize $3,050,000 
of revenue. 
 
EXAMPLE 
 
Assume the same transaction, except that the option is a requirement for Domicilio to repurchase the property for 
$2,900,000 at the behest of the customer, Mole Industries. This is a put option. The market value by the end of the 
year is expected to be lower than $2,900,000. 
 
At the inception of the contract, it is apparent that Mole will have an economic incentive to exercise the put option, 
since it can earn more from exercising the option than from retaining the property. This means that control over the 
property does not really pass to Mole. In essence, then, the transaction is to be considered a lease. 
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Unexercised Rights of Customers 
A customer may prepay for goods or services to be delivered at a later date, which the seller initially records 
as a liability, and later as revenue when the goods or services are delivered. However, what if the customer 
does not exercise all of its rights to have goods or services delivered? The unexercised amount of this 
prepayment may be referred to as breakage. 
 

The amount of breakage associated with a customer prepayment should be recognized as revenue. The 
question is, when should the recognition occur? There are two possible scenarios: 

• Existing pattern. If there is a historical pattern of how a customer exercises the rights associated 
with its prepayments, the seller can estimate the amount of breakage likely to occur, and recognize 
it in proportion to the pattern of rights exercised by the customer. 

• No expectation. If there is no expectation that the seller will be entitled to any breakage, the seller 
recognizes revenue associated with breakage only when there is a remote likelihood that the cus-
tomer will exercise any remaining rights. 

 
No revenue related to breakage should be recognized if it is probable that such recognition will result in a 
significant revenue reversal at a later date. 
 
In a situation where there are unclaimed property laws, the seller is legally required to remit breakage to 
the applicable government entity. In this case, the breakage is recorded as a liability (rather than revenue), 
which is cleared from the seller’s books when the funds are remitted to the government. 
 
EXAMPLE 
 
Clyde Shotguns receives a $10,000 deposit from a customer, to be used for the construction of a custom-made shotgun. 
Clyde completes the weapon and delivers it to the customer, recognizing $9,800 of revenue based on the number of 
billable hours expended. Clyde notifies the customer of the residual deposit amount, but the customer does not re-
spond, despite repeated attempts at communication. Under the escheatment laws of the local state government, Clyde 
is required to remit these residual funds to the state if they have not been claimed within three years. Accordingly, 
Clyde initially records the $200 as an escheatment liability, and pays over the funds to the government once three 
years have passed. 
 
 
Warranties 
A warranty is a guarantee related to the performance of delivered goods or services. If related to a product, 
the seller typically guarantees the replacement or repair of the delivered goods. If related to a service, the 
warranty may involve replacement services, or a full or partial refund. 
 

If a customer has the option to separately purchase a warranty, this is to be considered a distinct service to 
be provided by the seller. As such, the warranty is to be considered a separate performance obligation, with 
a portion of the transaction price allocated to it. If there is no option for the customer to separately purchase 
a warranty, the warranty is instead considered an obligation of the seller, in which case the following ac-
counting applies: 

• Accrue a reserve for product warranty claims based on the prior experience of the business. In the 
absence of such experience, the company can instead rely upon the experience of other entities in 
the same industry. If there is uncertainty in regard to the amount of projected product warranties, it 
may not be possible to record a product sale until the warranty period has expired or more experi-
ence has been gained with customer claims. 
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• Adjust the reserve over time to reflect changes in prior and expected experience with warranty 
claims. This can involve a credit to earnings if the amount of the reserve is too large, and should be 
reduced. 

• If there is a history of minimal warranty expenditures, there is no need to accrue a reserve for 
product warranty claims. 

 
A warranty may provide a customer with a service, as well as a guarantee that provided goods or services 
will function as claimed. Consider the following items when determining whether a service exists: 

• Duration. The time period needed to discover whether goods or services are faulty is relatively 
short, so a long warranty period is indicative of an additional service being offered. 

• Legal requirement. There is a legal requirement to provide a warranty, in which case the seller is 
more likely to just be offering the mandated warranty without an additional service. 

• Tasks. If the warranty requires the seller to perform specific tasks that are identifiable with the 
remediation of faulty goods or services, there is unlikely to be any additional identifiable service 
being offered. 

 
If an additional service is being offered through a warranty, consider this service to be a performance obli-
gation, and allocate a portion of the transaction price to that service. If the seller cannot reasonably account 
for this service separately, instead account for both the assurance and service aspects of the warranty as a 
bundled performance obligation. 
 
There may be a legal obligation for the seller to compensate its customers if its goods or services cause 
harm. If so, this is not considered a performance obligation. Instead, this legal obligation is considered a 
loss contingency. A loss contingency arises when there is a situation for which the outcome is uncertain, 
and which should be resolved in the future, possibly creating a loss. For example, there may be injuries 
caused by a company’s products when it is discovered that lead-based paint has been used on toys sold by 
the business. 
 
When deciding whether to account for a loss contingency, the basic concept is that you should only record 
a loss that is probable, and for which the amount of the loss can be reasonably estimated. If the best estimate 
of the amount of the loss is within a range, accrue whichever amount appears to be a better estimate than 
the other estimates in the range. If there is no “better estimate” in the range, accrue a loss for the minimum 
amount in the range. 
 
If it is not possible to arrive at a reasonable estimate of the loss associated with an event, only disclose the 
existence of the contingency in the notes accompanying the financial statements. Or, if it is not probable 
that a loss will be incurred, even if it is possible to estimate the amount of a loss, only disclose the circum-
stances of the contingency without accruing a loss. 
 
If the conditions for recording a loss contingency are initially not met, but then are met during a later 
accounting period, the loss should be accrued in the later period. Do not make a retroactive adjustment to 
an earlier period to record a loss contingency. 
 
Contract-Related Costs 
Thus far, the discussion has centered on the recognition of revenue – but what about the costs that an 
organization incurs to fulfill a contract? In this section, we separately address the accounting for the costs 
incurred to initially obtain a contract, costs incurred during a contract, and how these costs are to be charged 
to expense. 
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Costs to Obtain a Contract 

An organization may incur certain costs to obtain a contract. If so, it is allowable to record these costs as 
an asset, and amortize them over the life of the contract. The following conditions apply: 

• The costs must be incremental; that is, they would not have been incurred if the organization had 
not obtained the contract. 

• If the amortization period will be one year or some lesser period, it is allowable to simply charge 
these costs to expense as incurred. 

• There is an expectation that the costs will be recovered. 
 
An example of a contract-related cost that could be recorded as an asset and amortized is the sales commis-
sion associated with a sale, though as a practical expedient it is usually charged to expense as incurred. 
 
EXAMPLE 
 
A water engineering firm bids on a contract to investigate the level of silt accumulation in the Oswego Canal in New 
York, and wins the bid. The firm incurs the following costs as part of its bidding process. 
 

Staff time to prepare proposal $18,000 
Printing fees 2,500 
Travel costs 5,000 
Commissions paid to sales staff 15,000 
 $40,500 

 
The firm must charge the staff time, printing fees, and travel costs to expense as incurred, since it would have incurred 
these expenses even if the bid had failed. Only the commissions paid to the sales staff can be considered a contract 
asset, since that cost should be recovered through its future billings for consulting services. 
 
 
Costs to Fulfill a Contract 

In general, any costs required to fulfill a contract should be recognized as assets, as long as they meet all of 
these criteria: 

• The costs are tied to a specific contract; 
• The costs will be used to satisfy future performance obligations; and 
• There is an expectation that the costs will be recovered. 

 
Costs that are considered to relate directly to a contract include the following: 

• Direct labor. Includes the wages of those employees directly engaged in providing services to the 
customer. 

• Direct materials. Includes the supplies consumed in the provision of services to the customer. 
• Cost allocations. Includes those costs that relate directly to the contract, such as the cost of man-

aging the contract, project supervision, and depreciation of the equipment used to fulfill the con-
tract. 

• Chargeable costs. Includes those costs that the contract explicitly states can be charged to the cus-
tomer. 

• Other costs. Includes costs that would only be incurred because the seller entered into the contract, 
such as payments to subcontractors providing services to the customer. 
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Other costs are to be charged to expense as incurred, rather than being classified as contract assets. These 
costs include: 

• Administration. General and administrative costs, unless the contract terms explicitly state that they 
can be charged to the contract. 

• Indistinguishable. Costs for which it is not possible to determine whether they relate to unsatisfied 
or satisfied performance obligations. In this case, the default assumption is that they relate to satis-
fied performance obligations. 

• Past performance costs. Any costs incurred that relate to performance obligations that have already 
been fulfilled. 

• Waste. The costs of resources wasted in the contract fulfillment process, which were not included 
in the contract price. 

 
EXAMPLE 
 
Tele-Service International enters into a contract to take over the phone customer service function of Artisan’s Delight, 
a manufacturer of hand-woven wool shopping bags. Tele-Service incurs a cost of $50,000 to construct an interface 
between the inventory and customer service systems of Artisan’s Delight and its own call database. This cost relates 
to activities needed to fulfill the requirements of the contract, but does not result in the provision of any services to 
Artisan’s Delight. This cost should be amortized over the term of the contract. 
 
Tele-Service assigns four of its employees on a full-time basis to handle incoming customer calls from Artisan’s 
customers. Though this group is providing services to the customer, it is not generating or enhancing the resources of 
Tele-Service, and so its cost cannot be recognized as an asset. Instead, the cost of these employees is charged to 
expense as incurred. 
 
 
Amortization of Costs 

When contract-related costs have been recognized as assets, they should be amortized on a systematic basis 
that reflects the timing of the transfer of related goods and services to the customer. If there is a change in 
the anticipated timing of the transfer of goods and services to the customer, update the amortization to 
reflect this change. This is considered a change in accounting estimate. 
 
Impairment of Costs 

The seller should recognize an impairment loss in the current period when the carrying amount of an asset 
associated with a contract is greater than the remaining payments to be received from the customer. The 
calculation is: 
 

Remaining consideration to be received – Costs not yet recognized as expenses 
 

= Impairment amount (if result is a negative figure) 
 
Note: When calculating possible impairment, adjust the amount of the remaining consideration to be received for the 
effects of the customer’s credit risk. 
 
It is not allowable to reverse an impairment loss on contract assets that has already been recognized. 

Exclusions 
The revenue recognition rules contained within Topic 606 do not apply to the following areas, for which 
more specific recognition standards apply: 
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• Lease contracts 
• Insurance contracts 
• Financial instruments involving receivables, investments, liabilities, debt, derivatives, hedging, or 

transfers and servicing 
• Guarantees, not including product or service warranties 
• Nonmonetary exchanges between entities in the same line of business, where the intent is to facil-

itate sales transactions to existing or potential customers 

EXAMPLE 
 
Two distributors of heating oil swap stocks of different grades of heating oil, so that they can better meet the forecasted 
demand of their customers. No revenue recognition occurs in this situation, since the two parties are in the same line 
of business and the intent of the transaction is to facilitate sales to potential customers. 
 
 
Since Topic 606 only applies to contracts with customers, there are a number of transactions that do not 
incorporate these elements, and so are not covered by the provisions of this Topic. Consequently, the fol-
lowing transactions and events are not covered: 

• Dividends received 
• Non-exchange transactions, such as donations received 
• Changes in regulatory assets and liabilities caused by alternative revenue programs for rate-regu-

lated entities 
 
Revenue Disclosures 
There are a number of disclosures related to revenue. As a general overview, the intent of the disclosures 
is to reveal enough information so that readers will understand the nature of the revenue, the amount being 
recognized, the timing associated with its recognition, and the uncertainty of the related cash flows. More 
specifically, disclosures are required in the following three areas for both annual and interim financial state-
ments: 

• Contracts. Disclose the amount of revenue recognized, any revenue impairments, the disaggrega-
tion of revenue, performance obligations, contract balances, and the amount of the transaction price 
allocated to the remaining performance obligations. Contract balances should include beginning 
and ending balances of receivables, contract assets, and contract liabilities. In particular: 

o Revenue. Separately disclose the revenue recognized from contracts with customers. 
o Impairment losses. Separately disclose any impairment losses on receivables or contract 

assets that arose from contracts with customers. These disclosures must be separated from 
the disclosure of losses from other types of contracts. 

o Disaggregation. Disaggregate the reported amount of revenue recognized into categories 
that reflect the nature, amount, timing, and uncertainty of cash flows and revenue. Exam-
ples are: 

 By contract type (such as by cost-plus versus fixed-price contract) 
 By country or region 
 By customer type (such as by retail versus government customer) 
 By duration of contract 
 By major product line 
 By market 
 By sales channels (such as by Internet store, retail chain, or wholesaler) 
 By transfer timing (such as sales as of a point in time versus over time) 
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The nature of this disaggregation may be derived from how the organization discloses in-
formation about revenue in other venues, such as within annual reports, in presentations to 
investors, or when being evaluated for financial performance or resource allocation judg-
ments. If the entity is publicly-held and therefore reports segment information, consider 
how the reporting of disaggregated revenue information might relate to the revenue infor-
mation reported for segments of the business. It is also allowable for certain non-public 
entities to not disaggregate revenue information, but only if this disclosure is replaced by 
the disclosure of revenue by the timing of transfers to customers, and with a discussion of 
how economic factors (such as contract types or customer types) impact the nature, amount, 
timing, and uncertainty of cash flows and revenue. 
 

EXAMPLE 
 
Lowry Locomotion operates a number of business segments generally related to different types of trains. It compiles 
the following information for its disaggregation disclosure: 
 

(000s) 
Segments 

Freight 
Trains 

Passenger 
Trains 

 
Railbus 

 
Total 

Primary Geographical Markets     
Europe $53,000 $41,000 $14,000 $108,000 
North America 91,000 190,000 --- 281,000 

 $144,000 $231,000 $14,000 $389,000 
     
Major Product Lines     

Diesel $106,000 $--- $--- $106,000 
Electric 38,000 190,000 14,000 242,000 
Trolleys --- 41,000 --- 41,000 

 $144,000 $231,000 $14,000 $389,000 
     
Timing of Revenue Recognition     

Goods transferred at a point in time $129,000 $189,000 $11,000 $329,000 
Services transferred over time 15,000 42,000 3,000 60,000 

 $144,000 $231,000 $14,000 $389,000 
 

 
o Contract-related. The disclosure of contract balances for all entities shall include the open-

ing and closing balances of receivables, contract assets, and contract liabilities.  Publicly-
held and certain other entities must provide considerably more information. This includes: 

 Revenue recognized in the period that was included in the contract liability at the 
beginning of the period, and revenue recognized in the period from performance 
obligations at least partially satisfied in previous periods (such as from changes in 
transaction prices). 

 How the timing of the completion of performance obligations relates to the timing 
of payments from customers and the impact this has on the balances of contract 
assets and contract liabilities. 
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 Explain significant changes in the balances of contract assets and contract liabili-
ties in the period. Possible causes to discuss might include changes caused by busi-
ness combinations, impairments, or cumulative catch-up adjustments. 

o Performance obligations. Describe the performance obligations related to contracts with 
customers, which should include the timing of when these obligations are typically satis-
fied (such as upon delivery), significant payment terms, the presence of any significant 
financing components, whether consideration is variable, and whether the consideration 
may be constrained. Also note the nature of the goods or services being transferred, and 
describe any obligations to have a third party transfer goods or services to customers (as is 
the case in an agent relationship). Finally, describe any obligations related to returns, re-
funds, and warranties. 

o Price allocations. If there are remaining performance obligations to which transaction 
prices are to be allocated, disclose the aggregate transaction price allocated to those unsat-
isfied obligations. Also note when this remaining revenue is likely to be recognized, either 
in a qualitative discussion or by breaking down the amounts to be recognized by time band. 
None of these disclosures are needed if the original expected duration of a contract’s per-
formance obligation is for less than one year. Also, certain non-public entities can elect to 
not disclose any of this information. 

 
EXAMPLE 
 
Franklin Oilfield Support provides gas field maintenance to gas exploration companies in North America.  Franklin 
discloses the following information related to the allocation of transaction prices to remaining performance obliga-
tions: 
 

Franklin provides gas field maintenance services to several of the larger gas exploration firms in the Bakken 
field in North Dakota. The company typically enters into two-year maintenance service agreements. Cur-
rently, the remaining performance obligations are for $77,485,000, which are expected to be satisfied within 
the next 24 months. These obligations are noted in the following table, which also states the year in which 
revenue recognition is expected: 

 
(000s) 20X1 20X2 Totals 
Revenue expected to be recognized:    

Gates contract $14,250 $7,090 $21,340 
Hollander contract 23,825 17,900 41,725 
Ives contract 9,070 5,350 14,420 

Totals $47,145 $30,340 $77,485 
 
 

• Judgments. Note the timing associated with when performance obligations are satisfied, as well as 
how the transaction price was determined and how it was allocated to the various performance 
obligations. In particular: 

o Recognition methods. When performance obligations are to be satisfied over time, describe 
the methods used to recognize revenue, and explain why these methods constitute a faithful 
depiction of the transfer of goods or services to customers. 

o Transfer of control. When performance obligations are satisfied as of a point in time, dis-
close the judgments made to determine when a customer gains control of the goods or 
services promised under contracts. 
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o Methods, inputs and assumptions. Disclose sufficient information about the methods, in-
puts, and assumptions used to determine transaction prices, the constraints on any variable 
consideration, allocation of transaction prices, and measurement of obligations for returns, 
refunds, and so forth. The discussion of transaction prices should include how variable 
consideration is estimated, how noncash consideration is measured, and how the time value 
of money is used to adjust prices. 

o Disclosure avoidance. Certain non-public entities can elect not to disclose information 
about the following items pertaining to judgments: 

 Why revenue recognition methods constitute a faithful depiction of the transfer of 
goods or services to customers. 

 The judgments made to determine when a customer gains control of the goods or 
services promised under contracts. 

 All methods, inputs, and assumptions used, though this information must still be 
supplied in regard to the determination of whether variable consideration is con-
strained. 

• Asset recognition. Note the recognized assets associated with obtaining or completing the terms of 
the contract. This shall include the closing balances of contract-related assets by main category of 
asset, such as for setup costs and the costs to obtain contracts. The disclosure should also include 
the amount of amortization expenses and impairment losses recognized in the period. Also de-
scribe: 

o Judgments. The judgments involved in determining the amount of costs incurred to obtain 
or fulfill a customer contract. 

o Amortization. The amortization method used to charge contract-related costs to expense in 
each reporting period. 

 
A non-public entity can elect not to make the disclosures just noted for asset recognition. 

 
It may be necessary to aggregate or disaggregate these disclosures to clarify the information presented. In 
particular, do not obscure information by adding large amounts of insignificant detail, or by combining 
items whose characteristics are substantially different. 
 
There may be a change in estimate related to the measurement of progress toward completion of a perfor-
mance obligation. If the change in estimate will affect several future periods, disclose the effect on income 
from continuing operations, net income, and any related per-share amounts (if the entity is publicly held). 
This disclosure is only required if the change is material. If there is not an immediate material effect, but a 
material effect is expected in later periods, provide a description of the change in estimate. 
 
Summary 
A key benefit of Topic 606 is that the recognition of revenue from contracts with customers will now be 
quite consistent across a number of contract types and industries. Previously, industry-specific standards 
did not always treat essentially the same types of transactions in a similar manner. This may mean that some 
industries, such as software, may experience significant recognition changes, since they were previously 
governed by highly specific recognition rules. Some entities, irrespective of their industry, may find that 
their recognition accounting will also change if they had previously been using an interpretation of the 
existing standards that is no longer valid. For many industries, however, especially those involving retail 
transactions, the net effect of this standard is minimal. 
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Chapter 11 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The following conditions are needed for a contract to exist, except for: 

a. The cash flows of the seller will change 
b. Written approval 
c. The rights of the parties are identified 
d. The amount the customer will pay is stated 

 
2. Two contracts with the same customer can be considered a single contract for accounting purposes 

when: 

a. They are approved by the same authorized representative of the customer 
b. The prices paid are segregated by contract 
c. Multiple commercial objectives are involved 
d. There is one performance obligation inherent in the contracts 

 
3. The assessment of a possible reversal of revenue can include the following factor: 

a. The time that must pass before the uncertainty can be resolved is relatively short 
b. The seller has a history of accepting price concessions 
c. The seller has tight control over the amount paid 
d. There are two possible outcomes for the amounts that may be paid 

 
4. A standalone selling price may be estimated by using all of the following methods, except for: 

a. Residual approach 
b. Adjusted market assessment 
c. Expected cost plus a margin 
d. Transfer pricing 
 

5. The following is an indicator that a customer has gained control over a good or service delivered 
by the supplier: 

a. The seller retains title to the asset 
b. The goods are segregated on the seller’s premises 
c. The customer cannot pledge the asset 
d. The customer has accepted the asset 

 
6. The following is an example of an output method used to measure progress toward the fulfillment 

of a performance obligation: 

a. Machine hours used 
b. Labor hours expended 
c. Milestones reached 
d. Costs incurred 



Accountants Guidebook 
 
 

Chapter 12 - Accounting for Payroll 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the proper accounting for the full range of payroll transactions. 
 
Introduction 
The payroll system may be entirely separate from a company’s primary system of recording accounting 
transactions. This is especially true if it has outsourced the payroll function entirely. Thus, you need a 
process for transferring the information accumulated in the payroll system to the accounting system. The 
chief tool for doing so is the journal entry, which is used to transfer a variety of types of expense-related 
information at a summary level into the accounting system. This chapter describes where payroll infor-
mation is stored in an accounting system, and the journal entries used to record payroll information in that 
system. 
 
The Chart of Accounts 
The chart of accounts is a listing of all the accounts in the general ledger. The following chart of accounts 
shows only those accounts most likely to be used for payroll-related transactions (the account numbers used 
are examples only – your account numbers will likely differ). 
 
Payroll-Related Accounts in the Chart of Accounts 

Number Description Usage 
Assets   
1000 Cash Source of payments to employees 
1100 Payroll advances Tracks advances that have not yet been paid back to the 

company 
   
Liabili-
ties 

  

2100 Federal unemployment taxes payable Tracks federal unemployment taxes owed but not yet paid 
2110 Federal withholding taxes payable Tracks federal income taxes withheld from employee pay 

but not yet remitted to the government 
2120 Garnishments payable Tracks garnishments withheld from employee pay but not 

yet remitted to the garnishing authority 
2130 Medicare taxes payable Tracks Medicare taxes withheld and matched, but not yet 

remitted to the government 
2140 Social security taxes payable Tracks social security taxes withheld and matched, but not 

yet remitted to the government 
2150 State unemployment taxes payable Tracks state unemployment taxes owed but not yet paid 
2160 Accrued benefits liability Tracks benefits expenses incurred but not yet paid 
2170 Accrued bonus liability Tracks bonus expense incurred but not yet paid 
2180 Accrued commissions Tracks commission expense incurred but not yet paid 
2190 Accrued payroll taxes Tracks payroll taxes associated with accrued wages that 

have not yet been paid 
2200 Accrued salaries and wages Tracks salaries and wages that have been earned by em-

ployees but not yet paid 
   
Expenses   
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Number Description Usage 
3100 Direct labor expense Tracks the incurred labor expense associated with the cost 

of goods sold 
4200 Bonus expense Tracks the incurred cost of bonuses paid or payable to em-

ployees 
4210 Commission expense Tracks the incurred cost of commissions paid or payable to 

employees 
4220 Wage expense Tracks the incurred labor expense associated with adminis-

trative and selling activities 
4230 Payroll taxes expense Tracks the incurred cost of payroll taxes paid or payable to 

the government 
4240 Medical insurance expense Tracks the incurred cost of medical insurance paid or paya-

ble to suppliers 
4250 Dental insurance expense Tracks the incurred cost of dental insurance paid or payable 

to suppliers 
4260 Disability insurance expense Tracks the incurred cost of disability insurance paid or pay-

able to suppliers 
4270 Life insurance expense Tracks the cost of life insurance paid or payable to suppli-

ers 
 
Tip: When constructing a chart of accounts, always leave gaps in the numbering between accounts, so that you can 
more easily add accounts later, as the business expands and its information storage needs grow. 
 
Types of Payroll Journal Entries 
There are several types of journal entries that involve the recordation of compensation. The primary entry 
is for the initial recordation of a payroll. This entry records the gross wages earned by employees, as well 
as all withholdings from their pay, and any additional taxes owed by the company. There may also be an 
accrued wages entry that is recorded at the end of each accounting period, and which is intended to record 
the amount of wages owed to employees but not yet paid. Under some circumstances, it may also be prudent 
to accrue a portion of the bonus that an employee may be paid at the end of a period if he or she meets 
certain performance criteria. A more common entry is for the accrual of commissions earned by the sales 
staff, but which have not yet been paid. Each of these types of compensation is based on different source 
documents and requires separate calculations and journal entries. 
 

There are also a number of other payroll-related journal entries that a payroll staff must deal with on a 
regular basis. They include: 

• Benefit payments 
• Accrued benefits 
• Stock subscriptions 
• Manual paychecks 
• Employee advances 
• Accrued vacation pay 
• Tax deposits 

 
All of these journal entries are described in the following sections. 
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Primary Payroll Journal Entry 
The primary journal entry for payroll is the summary-level entry that is compiled from the payroll register, 
and which is recorded in either the payroll journal or the general ledger. This entry usually includes debits 
for the direct labor expense, wages, and the company’s portion of payroll taxes. There will also be credits 
to a number of other accounts, each one detailing the liability for payroll taxes that have not been paid, as 
well as for the amount of cash already paid to employees for their net pay. The basic entry (assuming no 
further breakdown of debits by individual department) is: 
 

 Debit Credit 
Direct labor expense xxx  
Wages expense xxx  
Payroll taxes expense xxx  

Cash  xxx 
Federal withholding taxes payable  xxx 
Social security taxes payable  xxx 
Medicare taxes payable  xxx 
Federal unemployment taxes payable  xxx 
State unemployment taxes payable  xxx 
Garnishments payable  xxx 

 
Note: The reason for the payroll taxes expense line item in this journal entry is that the company incurs the cost of 
matching the social security and Medicare amounts paid by employees, and directly incurs the cost of unemployment 
insurance. The employee-paid portions of the social security and Medicare taxes are not recorded as expenses; instead, 
they are liabilities for which the company has an obligation to remit cash to the taxing government entity. 
 
A key point with this journal entry is that the direct labor expense and salaries expense contain employee 
gross pay, while the amount actually paid to employees through the cash account is their net pay. The 
difference between the two figures (which can be substantial) is the amount of deductions from their pay, 
such as payroll taxes and withholdings to pay for benefits. 
 
There may be a number of additional employee deductions to include in this journal entry. For example, 
there may be deductions for 401(k) pension plans, health insurance, life insurance, vision insurance, and 
for the repayment of advances. 
 
When you later pay the withheld taxes and company portion of payroll taxes, use the following entry to 
reduce the balance in the cash account, and eliminate the balances in the liability accounts: 

 
 Debit Credit 
Federal withholding taxes payable xxx  
Social security taxes payable xxx  
Medicare taxes payable xxx  
Federal unemployment taxes payable xxx  
State withholding taxes payable xxx  
State unemployment taxes payable xxx  
Garnishments payable xxx  

Cash  xxx 
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Thus, when a company initially deducts taxes and other items from an employee’s pay, the company incurs 
a liability to pay the taxes to a third party. This liability only disappears from the company’s accounting 
records when it pays the related funds to the entity to which they are owed. 
 
Note: If your payroll system is tightly integrated into the accounting system, it is not necessary to create the entries 
just described. Instead, the software will automatically transfer detailed payroll information into the payroll journal, 
which will eventually be transferred to the general ledger. 
 
Accrued Wages 
It is quite common to have some amount of unpaid wages at the end of an accounting period, so accrue this 
expense (if it is material). The accrual entry, as shown next, is simpler than the comprehensive payroll entry 
already shown, because you typically clump all payroll taxes into a single expense account and offsetting 
liability account. After recording this entry, reverse it at the beginning of the following accounting period, 
and then record the actual payroll expense whenever it occurs. 
 

 Debit Credit 
Direct labor expense xxx  
Wages expense xxx  

Accrued salaries and wages  xxx 
Accrued payroll taxes  xxx 

 
Companies with predominantly salaried staffs frequently avoid making the accrued wages entry, on the 
grounds that the wages due to a small number of hourly personnel at the end of the reporting period have a 
minimal impact on reported financial results. 
 
The information for the wage accrual entry is most easily derived from a spreadsheet that itemizes all em-
ployees to whom the calculation applies, the amount of unpaid time, and the standard pay rate for each 
person. It is not necessary to also calculate the cost of overtime hours earned during an accrual period if the 
amount of such hours is relatively small. A sample spreadsheet for calculating accrued wages is: 

 
Hourly Employees Unpaid Days Hourly Rate Pay Accrual 
Anthem, Jill 4 $20.00 $640 
Bingley, Adam 4 18.25 584 
Chesterton, Elvis 4 17.50 560 
Davis, Ethel 4 23.00 736 
Ellings, Humphrey 4 21.50 688 
Fogarty, Miriam 4 16.00 512 
  Total $3,720 

 
Accrued Bonuses 
Accrue a bonus expense whenever there is an expectation that the financial or operational performance of 
a company at least equals the performance levels required in any active bonus plans. 
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The decision to accrue a bonus calls for considerable judgment, for the entire period of performance may 
encompass many future months, during which time a person may not continue to achieve his bonus plan 
objectives, in which case any prior bonus accrual should be reversed. Here are some alternative ways to 
treat a bonus accrual during the earlier stages of a bonus period: 

• Accrue no expense at all until there is a reasonable probability that the bonus will be achieved. 
• Accrue a smaller expense early in a performance period to reflect the higher risk of performance 

failure, and accrue a larger expense later if the probability of success improves. 
 
One thing you should not do is accrue a significant bonus expense in a situation where the probability that 
the bonus will be awarded is low; such an accrual is essentially earnings management, since it creates a 
false expense that is later reversed when the performance period is complete. 
 
EXAMPLE 
 
The management team of High Noon Armaments will earn a year-end group bonus of $240,000 if profits exceed 12 
percent of revenues. There is a reasonable probability that the team will earn this bonus, so the accountant records the 
following accrual in each month of the performance year: 
 

 Debit Credit 
Bonus expense 20,000  

Accrued bonus liability  20,000 
 
The management team does not quite meet the profit criteria required under the bonus plan, so the group instead 
receives a $150,000 bonus. This results in the following entry to eliminate the liability and pay out the bonus: 
 

 Debit Credit 
Accrued bonus liability 240,000  

Bonus expense  90,000 
Cash  150,000 

 
The actual payout of $150,000 would be reduced by any social security and Medicare taxes applicable to each person 
in the management group being paid. 
 
 
Tip: Employee performance plans are usually maintained by the human resources department. The payroll 
manager should summarize these plans into a format that the payroll staff can consult when calculating its 
estimates of bonus accruals. 
 
Accrued Commissions 
Accrue an expense for a commission in the same period as you record the sale generated by the salesperson, 
and when you can calculate the amount of the commission. This is a debit to the commission expense 
account and a credit to a commission liability account. You can classify the commission expense as part of 
the cost of goods sold, since it directly relates to the sale of goods or services. It is also acceptable to classify 
it as part of the expenses of the sales department. 
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EXAMPLE 
 
Wes Smith sells a $1,000 item for High Noon Armaments. Under the terms of his commission agreement, he receives 
a 5% commission on the revenue generated by the transaction, and will be paid on the 15th day of the following month. 
At the end of the accounting period in which Mr. Smith generates the sale, High Noon creates the following entry to 
record its liability for the commission: 
 

 Debit Credit 
Commission expense 50  

Accrued commissions (liability)  50 
 
High Noon then reverses the entry at the beginning of the following accounting period, because it is going to record 
the actual payment on the 15th of the month. Thus, the reversing entry is: 
 

 Debit Credit 
Accrued commissions (liability) 50  

Commission expense  50 
 
On the 15th of the month, High Noon pays Mr. Smith his commission and records this entry: 
 

 Debit Credit 
Commission expense 50  

Cash  50 
 
 
Benefit Payments 
Benefits are paid through the accounts payable system, while the employee-paid portion of benefits is de-
ducted from their pay through the payroll system. Thus, two different systems are required to process ben-
efits, on the assumption that employees are paying for a portion or all of the benefits. 
 
A company enrolls an employee in a benefit plan with a supplier, and is usually billed in advance for ben-
efits, with payment due to the supplier by the beginning of the month in which the benefits are to be in-
curred. This early payment means that the proper recordation of such a benefit is as a prepaid expense, 
which is classified as a current asset. The entry is: 
 

 Debit Credit 
Prepaid expenses (asset) xxx  

Accounts payable  xxx 
 
At the beginning of the next month, which is the month to which the benefits apply, shift the amount in the 
prepaid expenses account to the applicable benefits expense account. A sample entry for medical benefits 
would be: 
 

 Debit Credit 
Medical benefits expense xxx  

Prepaid expenses (asset)  xxx 
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Any deductions taken from employee pay are then recorded as credits to the applicable benefits expense 
account, thereby reducing the amount of the expense borne by the company. 
 
EXAMPLE 
 
Giro Cabinetry pays $20,000 for its employee medical insurance per month. The company requires all participating 
employees to pay 20% of the total cost of the insurance, which is $4,000. The company pays its employees twice a 
month. The entries into its medical benefits expense account in May are: 
 

Date Description Source Debit Credit Balance 
 Beginning balance    $63,900 
5/1 Payment to First Medical AP 20,000  83,900 
5/15 Payroll deductions PJ  2,000 81,900 
5/31 Payroll deductions PJ  2,000 79,900 
 Ending balance    $79,900 

 
The transaction detail reveals that Giro records the medical insurance expense at the beginning of the month, with the 
source document being the accounts payable journal. The payroll deductions come from the mid-month and end-of-
month payrolls, and the source document in both cases is the payroll journal. 
 
 
Tip: When there is a change in the cost of a benefit charged by a supplier, some portion of this cost increase 
is usually paid by employees through an increased pay deduction. However, there may be a disconnect 
between a change in a benefit cost and the related deduction, resulting in deductions being too low, and the 
company paying all of the cost increase. To avoid this problem, schedule a periodic internal audit of em-
ployee deductions, where the auditors are specifically verifying that deduction amounts are correct. 
 
Accrued Benefits 
The proper way to account for the accrual of employee benefits is to use a journal entry template to record 
the amount of any benefits that have been consumed by employees, and for which a supplier billing has not 
yet arrived. 
 
Certain types of insurance may be billed after the fact, when the insurer has sufficient information about 
employees to create an invoice. For example, an employer might send employee information to its insurer 
at the end of each month, so that the insurer can devise an accurate billing that is issued in the next month, 
but which applies to the preceding month. In this case, the company accrues the estimated cost of the in-
surance in the current month, and sets the entry to automatically reverse in the next month, when the insur-
er's invoice arrives. 

 
A sample of this transaction is: 

 
 Debit Credit 
Medical insurance expense xxx  
Dental insurance expense xxx  
Disability insurance expense xxx  
Life insurance expense xxx  

Accrued benefits liability  xxx 
 



Accountants Guidebook 
 

211 

Most benefit providers issue billings in advance of a reporting period, so there may be few benefit accruals 
to record. Also, if a proposed accrual is a small one, it may make little sense to record it, on the grounds 
that it has no material impact on the financial statements, requires accounting labor, and introduces the risk 
of incorrectly recording or reversing the transaction. 
 
Stock Subscriptions 
A publicly-held company can create a stock subscription arrangement, where employees pay for shares in 
the company by having a standard amount deducted from their pay. Under this arrangement, a receivable 
is set up for the full amount expected from employees, with an offset to a common stock account and the 
additional paid-in capital account (for the par value of the subscribed shares). When the cash is collected 
and the stock is issued, the funds are deducted from these accounts and shifted to the common stock account. 
 
EXAMPLE 
 
High Noon Armaments sets up a stock subscription system for its employees. They choose to purchase 10,000 shares 
of common stock with a par value of $1 for a total of $52,000. Employees are paying $1,000 per week through payroll 
deductions. The company has a weekly payroll. The initial entry is: 
 

 Debit Credit 
Stock subscriptions receivable 52,000  

Common stock subscribed  42,000 
Additional paid-in capital  10,000 

 
When High Noon receives a cash payment, it offsets the stock subscriptions receivable account and shifts funds stored 
in the common stock subscribed account to the common stock account. The following entry shows the processing of 
a typical $1,000 payment arising from the deductions in one of the weekly payrolls: 
 

 Debit Credit 
Cash 1,000  

Stock subscriptions receivable  1,000 
Common stock subscribed 1,000  

Common stock  1,000 
 
 
Manual Paycheck Entry 
It is all too common to create a manual paycheck, either because an employee was short-paid in a prior 
payroll, or because the company is laying off or firing an employee, and so is obligated to pay that person 
before the next regularly scheduled payroll. This check may be paid through the corporate accounts payable 
bank account, rather than its payroll account, so you may need to make this entry through the accounts 
payable system. If you are recording it directly into the general ledger or the payroll journal, then use the 
same line items already noted for the primary payroll journal entry. 
 
EXAMPLE 
 
High Noon Armaments lays off Mr. Jones. High Noon owes Mr. Jones $5,000 of wages at the time of the layoff. The 
payroll staff calculates that it must withhold $382.50 from Mr. Jones’ pay to cover the employee-paid portions of 
social security and Medicare taxes. Mr. Jones has claimed a large enough number of withholding allowances that there 
is no income tax withholding. Thus, the company pays Mr. Jones $4,617.50. The journal entry it uses is: 
 



Accountants Guidebook 
 

212 

 Debit Credit 
Wage expense 5,000  

Social security taxes payable  310.00 
Medicare taxes payable  72.50 
Cash  4,617.50 

 
At the next regularly-scheduled payroll, the payroll staff records this payment as a notation in the payroll system, so 
that it will properly compile the correct amount of wages for Mr. Jones for his year-end Form W-2. In addition, the 
payroll system calculates that High Noon must pay a matching amount of social security and Medicare taxes (though 
no unemployment taxes, since Mr. Jones already exceeded his wage cap for these taxes). Accordingly, an additional 
liability of $382.50 is recorded in the payroll journal entry for that payroll. High Noon pays these matching amounts 
as part of its normal tax remittances associated with the payroll. 
 
 
Employee Advances 
When an employee asks for an advance, this is recorded as a current asset in the company’s balance sheet. 
There may not be a separate account in which to store advances, especially if employee advances are infre-
quent; possible asset accounts you can use are: 

• Employee advances (for high-volume situations) 
• Other assets (probably sufficient for smaller companies that record few assets other than trade re-

ceivables, inventory, and fixed assets) 
• Other receivables (useful if you are tracking a number of different types of assets, and want to 

segregate receivables in one account) 
 
EXAMPLE 
 
High Noon Armaments issues a $1,000 advance to employee Wes Smith. High Noon issues advances regularly, and 
so uses a separate account in which to record advances. It records the transaction as: 
 

 Debit Credit 
Other assets 1,000  

Cash  1,000 
 
One week later, Mr. Smith pays back half the amount of the advance, which is recorded with this entry: 
 

 Debit Credit 
Cash 500  

Other assets  500 
 
 
No matter what method is later used to repay the company – a check from the employee, or payroll deduc-
tions – the entry will be a credit to whichever asset account was used, until such time as the balance in the 
account has been paid off. 
 
Employee advances require considerable vigilance by the accounting staff, because employees who have 
limited financial resources will tend to use the company as their personal banks, and so will be reluctant to 
pay back advances unless pressed repeatedly. Thus, it is essential to continually monitor the remaining 
amount of advances outstanding for every employee. 
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Accrued Vacation Pay 
Accrued vacation pay is the amount of vacation time that an employee has earned as per a company’s 
employee benefit manual, but which he has not yet used. The calculation of accrued vacation pay for each 
employee is: 

1. Calculate the amount of vacation time earned through the beginning of the accounting period. This 
should be a roll-forward balance from the preceding period. 

2. Add the number of hours earned in the current accounting period. 
3. Subtract the number of vacation hours used in the current period. 
4. Multiply the ending number of accrued vacation hours by the employee’s hourly wage to arrive at 

the correct accrual that should be on the company’s books. 
5. If the amount already accrued for the employee from the preceding period is lower than the correct 

accrual, record the difference as an addition to the accrued liability. If the amount already accrued 
from the preceding period is higher than the correct accrual, record the difference as a reduction of 
the accrued liability. 

 
A sample spreadsheet follows that uses the preceding steps, and which can be used to compile accrued 
vacation pay: 
 

 
 
Name 

Vacation 
Roll-Forward 

Balance 

+ 
New Hours 

Earned 

- 
Hours 
Used 

= 
Net 

Balance 

× 
Hourly 

Pay 

= 
Accrued 

Vacation $ 
Hilton, David 24.0 10 34.0 0.0 $25.00 $0.00 
Idle, John 13.5 10 0.0 23.5 17.50 411.25 
Jakes, Jill 120.0 10 80.0 50.0 23.50 1,175.00 
Kilo, Steve 114.5 10 14.0 110.5 40.00 4,420.00 
Linder, Alice 12.0 10 0.0 22.0 15.75 346.50 
Mills, Jeffery 83.5 10 65.00 28.5 19.75 562.88 
     Total $6,915.63 

 
It is not necessary to reverse the vacation pay accrual in each period if you choose to instead record just 
incremental changes in the accrual from month to month. 
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EXAMPLE 
 
There is already an existing accrued balance of 40 hours of unused vacation time for Wes Smith on the books of High 
Noon Armaments. In the most recent month that has just ended, Mr. Smith accrued an additional five hours of vacation 
time (since he is entitled to 60 hours of accrued vacation time per year, and 60 ÷ 12 = five hours per month). He also 
used three hours of vacation time during the month. This means that, as of the end of the month, High Noon should 
have accrued a total of 42 hours of vacation time for him (calculated as 40 hours existing balance + 5 hours additional 
accrual – 3 hours used). 

Mr. Smith is paid $30 per hour, so his total vacation accrual should be $1,260 (42 hours × $30/hour), so High Noon 
accrues an additional $60 of vacation liability. 
 
 
What if a company has a “use it or lose it” policy? This means that employees must use their vacation time 
by a certain date (such as the end of the year), and can only carry forward a small number of hours (if any) 
into the next year. One issue is that this policy may be illegal, since vacation is an earned benefit that cannot 
be taken away (which depends on state law). If this policy is considered to be legal, then it is acceptable to 
reduce the accrual as of the date when employees are supposed to have used their accrued vacation, thereby 
reflecting the reduced liability to the company as represented by the number of vacation hours that employ-
ees have lost. 
 
What if an employee receives a pay raise? Then you need to increase the amount of his entire vacation 
accrual by the incremental amount of the pay raise. This is because, if the employee were to leave the 
company and be paid all of his unused vacation pay, he would be paid at his most recent rate of pay. 
 
Tax Deposits 
When an employer withholds taxes from employee pay, it must deposit these funds with the government at 
stated intervals. The journal entry for doing so is a debit to the tax liability account being paid and a credit 
to the cash account, which reduces the cash balance. For example, if a company were to pay a state gov-
ernment for unemployment taxes, the entry would be: 
 

 Debit Credit 
State unemployment taxes payable xxx  

Cash  xxx 
 
Payroll Information in the Financial Statements - Wages 
When a company pays wages, the effect is a reduction in the cash balance on the balance sheet and an 
increase in the wages expense line item in the income statement. In addition, if there is a wage, commission, 
or bonus accrual to reflect an unpaid wage amount, this appears in the balance sheet as an increase in the 
accrued wages, commissions, or bonuses liability, and in the income statement as an increase in one of the 
compensation expense line items. 
 
If expenses are categorized by line item in the income statement, the various compensation expenses may 
be charged to specific departments. It is particularly common to shift the cost of direct labor into the cost 
of goods sold line item in the income statement. 
 
Payroll Information in the Financial Statements – Payroll Taxes 
When a company incurs an obligation to pay payroll taxes to the government, a portion of it appears on the 
income statement, and a portion on the balance sheet. 
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You would record an expense on the income statement for the employer matching portion of any social 
security and Medicare taxes, as well as the entire amount of any federal and state unemployment taxes 
(since they are paid by the company and not the employees). In some locations, there may be additional 
taxes owed by the company, such as a head tax for every person employed within the boundaries of a city. 
All of these payroll taxes are valid expenses of the company, and so will appear on its income statement. 
 
These taxes should be charged to expense in the period incurred. They may be charged to a single payroll 
taxes account, or to a payroll taxes account within each department. If the latter is the case, some part of 
the taxes will likely be charged to the production department, in which case you have the option of including 
them in an overhead cost pool, from which you can allocate them to the cost of goods sold and ending 
inventory; this can defer the recognition of a portion of the payroll taxes until such time as the inventory is 
sold. 
 
A company also incurs a liability for payroll taxes, which appears as a short-term liability on its balance 
sheet. This liability is comprised of all the taxes just noted (until they are paid), plus the amount of any 
social security and Medicare taxes that are withheld from the pay of employees. In the later situation, the 
company is essentially an agent for the government, and is responsible for transferring the funds to the 
government. Thus, the employee portion of social security and Medicare taxes are not an expense of the 
company, but they are a liability. 
 
Summary 
This chapter has shown a broad array of journal entries that can be used to record payroll-related transac-
tions. Given the large number of journal entries, it is common for errors to arise in the accounting for 
payroll. Here are several ways to reduce payroll accounting errors: 

• Journal entry templates. Use a standard format for each type of journal entry, so that you always 
consistently use the same account numbers. This can be a simple form if you have a manual payroll 
system, or a template function within an accounting software package. 

• Automated reversing entries. If it is necessary to reverse a journal entry in the next accounting 
period and you are using an accounting software package, use the automated reversing feature in 
the software, so that the reversal occurs without any further actions from you. 

• Integrated payroll module. If you process payroll in-house, do so through the payroll module pro-
vided by the supplier of your accounting software (if there is such a module). This module usually 
generates all journal entries related to payroll processing, and posts them to the accounting system. 

• Horizontal analysis. Even if your payroll entries are properly filled out, you could have entered an 
incorrect wage amount, or charged it to the wrong department. A good way to spot these problems 
is to run a preliminary set of financial statements that show the results of each department over 
several consecutive periods. An incorrect payroll entry will likely result in a spike or drop in a 
payroll line item in comparison to the rest of the preceding periods. 

 
The accrual journal entries recommended in this chapter are based on the assumption that you are using the 
accrual basis of accounting. If you are instead using the cash basis of accounting, where transactions are 
only recorded when there is a cash receipt or expenditure, none of the accrual entries are needed. 
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Chapter 12 - Review Questions  
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The chart of accounts: 

a. Is used to graphically demonstrate the organizational structure of a company 
b. Identifies all bank accounts owned by the employer 
c. Is a listing of all accounts used in the general ledger 
d. Contains baseline information about every employee 

 
2. Wages are accrued in order to: 

a. Recognize the expense associated with unpaid wages at the end of an accounting period 
b. Pay employees the amount of any unpaid wages at the end of an accounting period 
c. Notify the IRS of an additional payroll tax liability 
d. Shift the wage expense forward into the next accounting period 

 
3. It is acceptable to record commission expense as: 

a. A reduction of revenue 
b. Part of the cost of goods sold 
c. A special expense 
d. An increase in the sales discounts contra account 
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Chapter 13 - Accounting for Stock-Based Compensation 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify the accounting requirements related to stock-based compensation. 
 
Introduction 
A company may issue shares to its employees that are intended to be compensation for past or future ser-
vices rendered. These payments can take many forms, such as stock grants, stock options, and discounted 
employee stock purchase plans. In this chapter, we address how to account for each of these types of stock 
compensation, as well as similar arrangements. 
 
Overview of Stock Compensation 
A company may issue payments to its employees in the form of shares in the business. When these payments 
are made, the essential accounting is to recognize the cost of the related services as they are received by the 
company, at their fair value. The offset to this expense recognition is either an increase in an equity or 
liability account, depending on the nature of the transaction. In rare cases, the cost of the services received 
by the company may be capitalized into a fixed asset, if the services are related to the acquisition or con-
struction of the asset. 

The following issues relate to the measurement and recognition of stock-based compensation: 

• Employee designation. The accounting for stock compensation noted in this chapter only applies 
to employees. It also applies to the board of directors, as long as they were elected by company 
shareholders. However, the accounting only applies to stock grants issued in compensation for their 
services as directors, not for other services provided. 

• Employee payments. If an employee pays the issuer an amount in connection with an award, the 
fair value attributable to employee service is net of the amount paid. For example, if a stock option 
has a fair value on the grant date of $100, and the recipient pays $20 for the option, the award 
amount attributable to employee service is $80. 

 
EXAMPLE 
 
Armadillo Industries issues 1,000 shares of common stock to Mr. Jones, the vice president of sales, at a large discount 
from the market price. On the grant date, the fair value of these shares is $20,000. Mr. Jones pays $1,000 to the 
company for these shares. Thus, the amount that can be attributed to Mr. Jones’ services to the company is $19,000 
(calculated as $20,000 fair value - $1,000 payment). 
 
 

• Expense accrual. When the service component related to a stock issuance spans several reporting 
periods, accrue the related service expense based on the probable outcome of the performance con-
dition. Thus, always accrue the expense when it is probable that the condition will be achieved. 
Also, accrue the expense over the initial best estimate of the employee service period, which is 
usually the service period required in the arrangement related to the stock issuance. 

 
EXAMPLE 
 
The board of directors of Armadillo Industries grants stock options to its president that have a fair value of $80,000, 
which will vest in the earlier of four years or when the company achieves a 20% market share in a new market that 
the company wants to enter. Since there is not sufficient historical information about the company’s ability to succeed 
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in the new market, the accountant elects to set the service period at four years, and accordingly accrues $20,000 of 
compensation in each of the next four years. 
 
If both performance conditions had been required before the stock options would be awarded, and there was no way 
of determining the probability of achieving the 20% market share condition, the accountant would only begin to accrue 
any compensation expense after it became probable that the market share condition could be achieved. In this latter 
case, compensation expense would be recognized at once for all of the earlier periods during which no compensation 
expense had been accrued. 
 
 

• Expired stock options. If stock option grants expire unused, do not reverse the related amount of 
compensation expense. 

• Fair value determination. Stock-based compensation is measured at the fair value of the instru-
ments issued as of the grant date, even though the stock may not be issued until a much later date. 
Fair value is based on the share price at the grant date, though this information is not typically 
available for the shares of a privately-held company. The fair value of a stock option is estimated 
with a valuation method, such as an option-pricing model. 

• Fair value of nonvested shares. The fair value of a nonvested share is based on its value as though 
it were vested on the grant date. 

• Fair value of restricted shares. The fair value of a restricted share is based on its value as a restricted 
share, which is likely to be less than the fair value of an unrestricted share. 

• Fair value restrictions. If a restriction is imposed on awarded equity instruments that continue after 
the required service period, such as being unable to sell shares for a period of time, this restriction 
is considered in determining the fair value of the stock award. 

• Grant date. The date on which a stock-based award is granted is assumed to be the date when the 
award is approved under the corporate governance requirements. The grant date can also be con-
sidered the date on which an employee initially begins to benefit from or be affected by subsequent 
changes in the price of a company’s stock, as long as subsequent approval of the grant is considered 
perfunctory. 

• Non-compete agreement. If a share-based award contains a non-compete agreement, the facts and 
circumstances of the situation may indicate that the non-compete is a significant service condition. 
If so, accrue the related amount of compensation expense over the period covered by the non-
compete agreement. 

 
EXAMPLE 
 
Armadillo Industries grants 200,000 restricted stock units to its chief high-pressure module design engineer, which 
are vested on the grant date. The fair value of the grant is $500,000, which is triple his compensation for the past year. 
Under the terms of the arrangement, the RSUs will only be transferred to the engineer ratably over the next five years 
if he complies with the terms of the non-compete agreement. 
 
Since the RSUs are essentially linked to the non-compete agreement, and the amount of the future payouts are quite 
large, it is evident that the arrangement is really intended to be compensation for future services yet to be rendered to 
the company. Consequently, the appropriate accounting treatment is not to recognize the expense at once, but rather 
to recognize it ratably over the remaining term of the non-compete agreement. 
 
 

• Payroll taxes. Accrue an expense for the payroll taxes associated with stock-based compensation 
at the same time as the related compensation expense. 

• Reload valuation. A compensation instrument may have a reload feature, which automatically 
grants additional options to an employee once that person exercises existing options that use 
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company shares to pay the exercise price. Do not include the value of the reload feature in the fair 
value of an award. Instead, measure reload options as separate awards when they are granted. 

• Service not rendered. If an employee does not render the service required for an award, you may 
then reverse any related amount of compensation expense that had previously been recognized. 

 
EXAMPLE 
 
Uncanny Corporation grants 5,000 restricted stock units (RSUs) to its vice president of sales, with a three-year cliff 
vesting provision. The fair value of the RSUs on the grant date is $60,000, so the company accrues $20,000 of com-
pensation expense per year for three years. 
 
One week prior to the cliff vesting date, the vice president of sales unexpectedly resigns. Since the award has not yet 
vested, the company reverses all of the accrued compensation expense. 
 
 

• Service period. The service period associated with a stock-based award is considered to be the 
vesting period, but the facts and circumstances of the arrangement can result in a different service 
period for the purpose of determining the number of periods over which to accrue compensation 
expense. This is called the implicit service period. 

 
EXPENSE 
 
Mrs. Smith is granted 10,000 stock options by the board of directors of Uncanny Corporation, which vest over 24 
months. There is no service specified under the arrangement, so the service period is assumed to be the 24-month 
vesting period. Thus, the fair value of the award should be recognized ratably over the vesting period. 
 
 

• Service rendered prior to grant date. If some or all of the requisite service associated with stock-
based compensation occurs prior to the grant date, accrue the compensation expense during these 
earlier reporting periods, based on the fair value of the award at each reporting date. When the grant 
date is reached, adjust the compensation accrued to date based on the per-unit fair value assigned 
on the grant date. Thus, the initial recordation is a best guess of what the eventual fair value will 
be. 

• Subsequent changes. If the circumstances later indicate that the number of instruments to be granted 
has changed, recognize the change in compensation cost in the period in which the change in esti-
mate occurs. Also, if the initial estimate of the service period turns out to be incorrect, adjust the 
expense accrual to match the updated estimate. 

 
EXAMPLE 
 
The board of directors of Armadillo Industries initially grants 5,000 stock options to the engineering manager, with a 
vesting period of four years. The shares are worth $100,000 at the grant date, so the accountant plans to recognize 
$25,000 of compensation expense in each of the next four years. After two years, the board is so pleased with the 
performance of the engineering manager that they accelerate the vesting schedule to the current date. The accountant 
must therefore accelerate the remaining $50,000 of compensation expense that had not yet been recognized to the 
current date. 
 
 
If the offsetting increase to stock-based compensation is equity, it should be to the paid-in capital account, 
as noted in the following example. 
 
EXAMPLE 
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Armadillo Industries issues stock options with 10-year terms to its employees. All of these options vest at the end of 
four years (known as cliff vesting). The company uses a lattice-based valuation model to arrive at an option fair value 
of $15.00. The company grants 100,000 stock options. On the grant date, it assumes that 10% of the options will be 
forfeited. The exercise price of the options is $25. 
 
Given this information, Armadillo charges $28,125 to expense in each month. The calculation of this compensation 
expense accrual is: 
 

($15 Option fair value × 100,000 Options × 90% Exercise probability) ÷ 48 Months = $28,125 
 
The monthly journal entry to recognize the compensation expense is: 
 

 Debit Credit 
Compensation expense 28,125  

Additional paid-in capital  28,125 
 
Armadillo is subject to a 35% income tax rate, and expects to have sufficient future taxable income to offset the 
deferred tax benefits of the share-based compensation arrangements. Accordingly, the company records the following 
monthly entry to recognize the deferred tax benefit: 
 

 Debit Credit 
Deferred tax asset 9,844  

Deferred tax benefit  9,844 
 
Thus, the net after-tax effect of the monthly compensation expense recognition is $18,281 (calculated as $28,125 
compensation expense - $9,844 deferred tax benefit). 
 
At the end of the vesting period, the actual number of forfeitures matches the originally estimated amount, leaving 
90,000 options. All of the 90,000 options are exercised once they have vested, which results in the following entry to 
record the conversion of options to shares: 
 

 Debit Credit 
Cash (90,000 shares × $25/share) 2,250,000  
Additional paid-in capital 1,350,000  

Common stock  3,600,000 
 
 
The Volatility Concept 

A key component of the value of a company’s stock is its volatility, which is the range over which the price 
varies over time, or is expected to vary. Since an employee holding a stock option can wait for the highest 
possible stock price before exercising the option, that person will presumably wait for the stock price to 
peak before exercising the option. Therefore, a stock that has a history or expectation of high volatility is 
worth more from the perspective of an option holder than one that has little volatility. The result is that a 
company with high stock price volatility will likely charge more employee compensation to expense for a 
given number of shares than a company whose stock experiences low volatility. 

Tip: It is useful for a publicly-held company to engage in a high level of investor relations activity in order 
to manage stock price expectations and thereby reduce the volatility of the stock price. Doing so reduces 
the cost of stock-based compensation, which is based on the level of price volatility. 
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Stock price volatility is partially driven by the amount of leverage that a company employs in its financing. 
Thus, if a business uses a large amount of debt to fund its operations, its profit will fluctuate in a wider 
range than a business that uses less debt, since the extra debt can be used to generate more sales, but the 
associated interest expense will reduce net profits if revenues decline. 
 
Fair Value Calculation Alternatives 

When a publicly-held company issues stock compensation, it can derive fair value from the current market 
price of its stock, which is readily available. This information is not available to a privately-held organiza-
tion, for which there is no ready market for its stock. The alternative is to estimate share value based on the 
historical volatility of a related industry sector index, which is comprised of companies that are similar to 
the entity conducting the measurement in terms of size, leverage, industry, and so forth. This latter approach 
is called the calculated value method. If a nonpublic company operates in several markets, it is permissible 
to model its stock price volatility on a weighted average of several related industry sector indexes that 
approximately mirror the structure of the company, or simply rely upon that industry sector that is most 
representative of its operations. Broad-based market indexes are not acceptable, since they are not suffi-
ciently closely-related to a specific industry. 
 
EXAMPLE 
 
Abbreviated Corporation is a privately-held company that produces short versions of famous literature. The company 
grants 60,000 stock options to its editorial staff. The company accountant elects to use the calculated value method to 
derive a valuation for the stock options. She locates an industry stock price index for publicly-held publishing com-
panies, from which she derives historical stock price volatility of 27%. She plugs this information and other factors 
into the Black-Scholes-Merton formula to derive a fair value of $3.18 per share. When multiplied by the 60,000 op-
tions granted, the result is total compensation expense of $190,800. Forfeitures are expected to be 20%, so the net 
compensation expense is $152,640. Since the vesting period of the options is three years, the accountant recognizes 
the net expense at the rate of $50,880 per year, through the vesting period. 
 
 
When it is not possible to estimate the fair value of an equity instrument, it is permissible to use an alterna-
tive valuation technique, as long as it is applied consistently, reflects the key characteristics of the instru-
ment, and is based on accepted standards of financial economic theory. Models that are commonly used to 
derive fair value are the Black-Scholes-Merton formula and the lattice model. Key characteristics of these 
models are: 

• Black-Scholes-Merton formula. Assumes that options are exercised at the end of the arrangement 
period, and that price volatility, dividends, and interest rates are constant through the term of the 
option being measured. 

• Lattice model. Can incorporate ongoing changes in price volatility and dividends over successive 
time periods in the term of an option. The model assumes that at least two price movements are 
possible in each measured time period. 
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EXAMPLE 
 
Armadillo Industries grants an option on $25 stock that will expire in 12 months. The exercise price of the option 
matches the $25 stock price. Management believes there is a 40% chance that the stock price will increase by 25% 
during the upcoming year, a 40% chance that the price will decline by 10%, and a 20% chance that the price will 
decline by 50%. The risk-free interest rate is 5%. The steps required to develop a fair value for the stock option using 
the lattice model are: 

1. Chart the estimated stock price variations. 
2. Convert the price variations into the future value of options. 
3. Discount the options to their present values. 

 
The following lattice model shows the range and probability of stock prices for the upcoming year: 
 

$25 stock price at 
grant date

$22.50 stock price
(40% chance)

$12.50 stock price
(20% chance)

$31.25 stock price
(40% chance)

1. Chart price
variations

2. Calculate Future
Value

$6.25 Future value
($31.25 - $25)

$0 Future value
(less than $25)

$0 Future value
(less than $25)

3. Discount to
Present Value

$5.95 Present value
($6.25 ÷ 1.05)

 
 
In short, the option will expire unexercised unless the stock price increases. Since there is only a 40% chance of the 
stock price increasing, the present value of the stock option associated with that scenario can be assigned the following 
expected present value for purposes of assigning a fair value to the option at the grant date: 
 

$5.95 Option present value × 40% Probability = $2.38 Option value at grant date 
 
 
It is acceptable to employ a different valuation model to develop the fair value of different equity instru-
ments. It is also permissible to switch valuation methods if the replacement method can yield a better esti-
mate of fair value. 
 

Whatever valuation method is used, it must take into account the exercise price and expected term of the 
option being measured, the risk-free interest rate over the expected term of the option, and the expected 
dividends and volatility of the underlying shares. Accounting notes related to these inclusions are: 

• Interest-free rate. Use the implied yield on U.S. Treasury zero-coupon issuances over the term of 
the option. 

• Expected term. The expected term of an option is generally shorter than its contractual term, and 
can be based on historical experience. Another choice is to estimate the term based upon expected 
future price points of the underlying stock. 

• Volatility. A reasonable way to estimate volatility is the historical pattern of changes in the price of 
a company’s stock, adjusted for anticipated future issues that may impact volatility. 
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• Dividends. Include the historical pattern of changes in dividend payments in the estimation of future 
dividends. 

 
When developing estimates for these inputs to the valuation model, select the amount that is the most likely; 
if no value appears to be the most likely, then use an average of the range of possible outcomes. 
 
Tip: From an accounting efficiency perspective, it is useful to aggregate individual awards into homogeneous groups 
for valuation purposes. 
 
Awards Classified as Equity 
In this section, we address a number of variations on how to account for awards that are classified as equity 
arrangements (that is, the offset to compensation expense is an increase in equity). The bulk of these issues 
relate to subsequent modifications of existing stock-based awards. 
 
Award Measurement Problems 

When it is not possible to reasonably estimate the fair value of a stock-based award at its grant date, continue 
to remeasure the award at each successive reporting date until the award has been settled. Once the award 
has been settled, adjust the compensation-to-date associated with the award to the intrinsic value of the 
award. Intrinsic value is the excess amount of the fair value of a share over the exercise price of an under-
lying stock option. 
 
Contingent Features 

If there is a contingent feature in a stock-based award that allows the recipient to return equity instruments 
earned or to pay for equity instruments at less than their fair value when sold, account for the feature only 
if it is actually used. 
 
Award Modifications 

If a stock-based award is modified, treat the modification as an exchange of the original award for an en-
tirely new award. Thus, the company is assumed to buy back the original award and exchange it for an 
award of equal or greater value. The accounting for a modified award includes the following points: 

• Fair value basis. If there is an incremental change in value between the “old” and “new” awards, 
this is treated as additional compensation expense. The amount of expense is calculated by deter-
mining the fair value of the “old” award immediately prior to the terms modification, and subtract-
ing it from the fair value of the modified award. 

• Intrinsic value basis. If intrinsic value is being used instead of fair value to calculate the associated 
cost of compensation, measure the incremental change in value by comparing the intrinsic value of 
the award just prior to modification with the intrinsic value of the modified award. 

• Short-term inducements. If the company offers short-term inducements to convince employees to 
accept an alteration of their stock-based compensation plans, only treat these inducements as mod-
ifications if they are accepted by employees. 

• Equity restructuring. If there is an equity restructuring and awards are replaced with new ones that 
have the same fair values, do not alter the existing accounting. However, if the fair values have 
changed, treat the effects of the equity restructuring as a modification. 

• Repurchase of award. If the company repurchases an award, it should charge the amount of the 
payment to equity, up to the amount of the fair value of the instruments repurchased. If the amount 
paid exceeds the fair value of the instruments repurchased, charge the difference to compensation 
expense. 
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• Cancellation and replacement. If the company cancels a stock-based award and concurrently grants 
a replacement award or other form of payment, treat these two events as the modification of terms 
of the original award. 

• Award cancellation. If the company cancels an award outright, without any offer to replace the 
award, then accelerate the recognition of any remaining unrecognized compensation expense to the 
cancellation date. 

EXAMPLE 
 
Armadillo Industries issues 10,000 stock options to various employees in 20X1. The designated exercise price of the 
options is $25, and the vesting period is four years. The total fair value of these options is $20,000, which the company 
charges to expense ratably over four years, which is $5,000 per year. 
 
One year later, the market price of the stock has declined to $15, so the board of directors decides to modify the options 
to have an exercise price of $15. 
 
Armadillo incurs additional compensation expense of $30,000 for the amount by which the fair value of the modified 
options exceeds the fair value of the original options as of the date of the modification. The accounting department 
adds this additional expense to the remaining $15,000 of compensation expense associated with the original stock 
options, which is a total unrecognized compensation expense of $45,000. The company recognizes this amount ratably 
over the remaining three years of vesting, which is $15,000 per year. 
 
 
Income Tax Effects 

If there is a compensation cost associated with the issuance of equity instruments that would normally result 
in a tax deduction at a future date, it is considered a deductible temporary difference for income tax pur-
poses. If some portion of this compensation cost is capitalized into the cost of an asset (such as inventory 
or a fixed asset), the capitalized cost is considered part of the tax basis of the asset. 
 
If there is a compensation cost that does not result in a tax deduction, do not treat it as a deductible temporary 
difference. If a future event will change the treatment of such an item to a tax deduction, wait until the 
future event occurs before treating the item as a tax deduction. 
 
Awards Classified as Liabilities 
A key element of stock-based compensation arrangements is whether these arrangements result in an off-
setting increase in equity or liabilities. The following situations indicate the presence of a liability: 

• Cash settlement. An employee can require the issuing company to settle an option by paying in 
cash or other assets, rather than stock. 

• Indexing. An award is indexed to some additional factor, such as the market price of a commodity. 
• Puttable shares. An employee has the right to require the issuing company to repurchase shares at 

their fair value, where the put feature essentially allows the employee to avoid the risks associated 
with owning stock. 

• Share classification. Certain types of share-based payments, such as mandatorily-redeemable 
shares, are themselves classified as liabilities. 

 
If an award is classified as a liability, the offsetting expense should be remeasured at its fair value as of the 
end of each reporting period, until the related service has been completed. Any change in value is to be 
recognized in the measurement period, adjusted for the percentage of required service rendered through the 
reporting period. Thus, the measurement date for a liability is the settlement date, not the grant date. 
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If a company is privately-held, management should make a policy decision to either measure the liabilities 
incurred under share-based payment arrangements at their fair value or their intrinsic value. Further, if the 
company is unable to estimate the volatility of its share price, the policy decision is to measure the liabilities 
based on either the calculated value or intrinsic value of the arrangements. 
 

If an award is modified, treat it as the exchange of the “old” award for a “new” award. However, since the 
accounting for awards classified as liabilities already provides for the ongoing remeasurement of a liability, 
there is no need for any additional accounting for a modified award. 

EXAMPLE 
 
Uncanny Corporation grants 20,000 stock appreciation rights (SARs) to its chief executive officer (CEO). Each SAR 
entitles the CEO to receive a cash payment that equates to the increase in value of one share of company stock above 
a baseline value of $25. The award cliff vests after two years. The fair value of each SAR is calculated to be $11.50 
as of the grant date. The entry to record the associated amount of compensation expense for the first year, along with 
the company’s deferred tax asset at its 35% income tax rate, is: 
 

 Debit Credit 
Compensation expense 115,000  

Share-based compensation liability  115,000 
 

Deferred tax asset 40,250  
Deferred tax benefit  40,250 

 
At the end of the first year of vesting, the fair value of each SAR has increased to $12.75, so an additional entry is 
needed to adjust the vested amount of compensation expense and deferred tax asset for the $12,500 incremental in-
crease in the value of the award over the first year (calculated as $01.25 increase in SAR fair value × 20,000 SARs × 
0.5 service period). 
 
At end of the vesting period, the fair value of each SAR has increased again, to $13.00, which increases the total two-
year vested compensation expense for the CEO to $260,000. Since $127,500 of compensation expense has already 
been recognized at the end of the first year, the company must recognize an additional $132,500 of compensation 
expense, along with the related amount of deferred tax asset. When the cash payment is made to the CEO, the entry 
is: 
 

 Debit Credit 
Share-based compensation liability 260,000  

Cash  260,000 
 
 
Employee Share Purchase Plans 
A company may offer its employees the opportunity to directly purchase shares in the business through an 
employee share purchase plan (ESPP). These plans frequently offer sales without any brokerage charge, 
and possibly also at a price somewhat below the market rate. 
 

From an accounting perspective, the main issue with an ESPP is whether it represents a form of compensa-
tion to employees. An ESPP is not considered compensatory if it meets all of the following criteria: 
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• Employee qualification. Essentially all employees meeting a limited set of employment qualifica-
tions can participate in the plan. 

• Favorable terms. The terms offered under the plan are no more favorable than those available to 
investors at large, or does not offer a purchase discount of greater than five percent (which is con-
sidered the per-share cost that would otherwise be required to raise funds through a public offering). 
It is possible to justify a percentage greater than five percent, but you must reassess the justification 
on an annual basis. 

• Option features. The plan only allows a maximum 31-day notice period to enroll in the plan after 
the share price has been fixed, the share price is based only on the market price on the purchase 
date, and employees can cancel their participation before the purchase date. 

 
Under the following circumstances, an ESPP is considered to be compensatory, which means that the com-
pany must record the difference between the market price of the stock and the lower price at which em-
ployees purchase the shares as compensation expense: 

• The purchase discount offered under the plan is greater than five percent. 
• The purchase price is the lesser of the market price on the grant date or the market price on the 

purchase date. 
 
EXAMPLE 
 
Armadillo Industries has an employee stock purchase plan, under which employees can purchase shares for a 10% 
discount from the market price of the company’s stock. In the most recent quarter, employees authorized the deduction 
of $90,000 from their pay, which was used to purchase $100,000 of company stock. Since the discount exceeds the 
5% threshold, Armadillo must record the $10,000 discount as compensation expense. 
 
 
Summary 
The measurement of stock-based compensation can be complex, but is not inordinately so, as long as the 
accounting staff develops a standard procedure for dealing with these arrangements, and follows it consist-
ently. It is also useful to gain the cooperation of the human resources department in formulating compen-
sation arrangements that consistently include the same terms, so that the pre-existing accounting procedures 
can be readily applied to them. The worst-case scenario is when stock-based compensation plans are issued 
with substantially different terms, which forces the accounting department to adopt unique and detailed 
accounting plans to deal with each one. In short, a consistently-applied pay system greatly reduces the effort 
of accounting for stock-based compensation. 
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Chapter 13 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. When you issue stock to an employee, the proper accounting is: 

a. To charge the full cost to expense, irrespective of any amount paid by the employee for the 
stock 

b. To wait to charge the cost to expense until the performance condition has been completed 
c. To charge the cost to expense at once 
d. To accrue expense based on the probable outcome of the performance condition 

 
2. The reload feature: 

a. Gives an employee the choice to take compensation in the form of discounted company stock 
b. Retracts any remaining options if only a portion of an option grant is exercised 
c. Grants additional options on specific dates 
d. Grants additional options to an employee once that person exercises existing options 

 
3. A stock with a highly volatile price: 

a. Is worth less to an option holder than a stock with less price volatility 
b. Is worth more to an option holder than a stock with less price volatility 
c. Has the same price as a stock with less price volatility 
d. Typically has fewer shares outstanding, and so is more difficult to buy and sell 
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Chapter 14 - Accounting for Income Taxes 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Itemize the treatment of tax differences, tax assets and liabilities, and the determination of tax rates. 
 
Introduction 
If a company generates a profit, it will probably be necessary to record income tax expense that is a per-
centage of the profit. However, the calculation of income tax is not so simple, since it may be based on a 
number of adjustments to net income that are allowed by the taxing authorities. The result can be remarka-
bly complex tax measurements. In this chapter, we describe the general concepts of income tax accounting, 
as well as the calculation of the appropriate tax rate, the evaluation of tax positions, how to treat deferred 
taxes, the taxation of undistributed earnings, how to record taxes in interim periods, and other related topics. 
 
Overview of Income Taxes 
Before delving into the income taxes topic, we must clarify several concepts that are specific to the income 
taxes topic, and which are essential to understanding the related accounting. The concepts are: 

• Temporary differences. A company may record an asset or liability at one value for financial re-
porting purposes, while maintaining a separate record of a different value for tax purposes. The 
difference is caused by the tax recognition policies of taxing authorities, who may require the de-
ferral or acceleration of certain items for tax reporting purposes. These differences are temporary, 
since the assets will eventually be recovered and the liabilities settled, at which point the differences 
will be terminated. A difference that results in a taxable amount in a later period is called a taxable 
temporary difference, while a difference that results in a deductible amount in a later period is 
called a deductible temporary difference. Examples of temporary differences are: 

o Revenues or gains that are taxable either prior to or after they are recognized in the financial 
statements. For example, an allowance for doubtful accounts may not be immediately tax 
deductible, but instead must be deferred until specific receivables are declared bad debts. 

o Expenses or losses that are tax deductible either prior to or after they are recognized in the 
financial statements. For example, some fixed assets are tax deductible at once, but can 
only be recognized through long-term depreciation in the financial statements. 

o Assets whose tax basis is reduced by investment tax credits. 
 
EXAMPLE 
 
In its most recent year of operations, Table Furniture earns $250,000. Table also has $30,000 of taxable temporary 
differences and $80,000 of deductible temporary differences. Based on this information, Table’s taxable income in 
the current year is calculated as: 
 

$250,000 Profit - $30,000 Taxable temporary differences + $80,000 Deductible temporary differences 
= $300,000 Taxable profit 

 
 

• Carrybacks and carryforwards. A company may find that it has more tax deductions or tax credits 
(from an operating loss) than it can use in the current year’s tax return. If so, it has the option of 
offsetting these amounts against the taxable income or tax liabilities (respectively) of the tax returns 
in earlier periods, or in future periods. Carrying these amounts back to the tax returns of prior 
periods is always more valuable, since the company can apply for a tax refund at once. Thus, these 
excess tax deductions or tax credits are carried back first, with any remaining amounts being 
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reserved for use in future periods. Carryforwards eventually expire, if not used within a certain 
number of years. A company should recognize a receivable for the amount of taxes paid in prior 
years that are refundable due to a carryback. A deferred tax asset can be realized for a carryforward, 
but possibly with an offsetting valuation allowance that is based on the probability that some por-
tion of the carryforward will not be realized. 

 
EXAMPLE 
 
Spastic Corporation has created $100,000 of deferred tax assets through the diligent generation of losses for the past 
five years. Based on the company’s poor competitive stance, management believes it is more likely than not that there 
will be inadequate profits (if any) against which the deferred tax assets can be offset. Accordingly, Spastic recognizes 
a valuation allowance in the amount of $100,000 that fully offsets the deferred tax assets. 
 
 

• Deferred tax liabilities and assets. When there are temporary differences, the result can be deferred 
tax assets and deferred tax liabilities, which represent the change in taxes payable or refundable in 
future periods. 

 
EXAMPLE 
 
Armadillo Industries elects to account for a government contract on the percentage of completion method for financial 
reporting purposes, and on the completed contract method for tax reporting purposes. By doing so, the company rec-
ognizes income in its financial statements throughout the term of the contract, but does not do so for tax reporting 
purposes until the end of the contract. 
 
EXAMPLE 
 
Uncanny Corporation has recorded the following carrying amount and tax basis information for certain of its assets 
and liabilities: 
 

 
(000s) 

Carrying 
Amount 

Tax 
Basis 

Temporary 
Difference 

Accounts receivable 12,000 12,250 -$250 
Prepaid expenses 350 350 0 
Inventory 8,000 8,400 -400 
Fixed assets 17,300 14,900 2,400 
Accounts payable 3,700 3,700 0 

Totals $41,350 $39,600 $1,750 
 
In the table, Uncanny has included a reserve for bad debts in its accounts receivable figure and for obsolete inventory 
in its inventory number, neither of which are allowed for tax purposes. Also, the company applied an accelerated form 
of depreciation to its fixed assets for tax purposes and straight-line depreciation for its financial reporting. These three 
items account for the total temporary difference between the carrying amount and tax basis of the items shown in the 
table. 
 

All of these factors can result in complex calculations to arrive at the appropriate income tax information 
to recognize and report in the financial statements. 
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Accounting for Income Taxes 

Despite the complexity inherent in income taxes, the essential accounting in this area is derived from the 
need to recognize two items, which are: 

• Current year. The recognition of a tax liability or tax asset, based on the estimated amount of 
income taxes payable or refundable for the current year. 

• Future years. The recognition of a deferred tax liability or tax asset, based on the estimated effects 
in future years of carryforwards and temporary differences. 

 
Based on the preceding points, the general accounting for income taxes is: 
 

+/- Create a tax liability for estimated taxes payable, and/or create a tax asset for tax refunds, that relate to the 
current or prior years 

+/- Create a deferred tax liability for estimated future taxes payable, and/or create a deferred tax asset for esti-
mated future tax refunds, that can be attributed to temporary differences and carryforwards 

= Total income tax expense in the period 
 
Tax Positions 

A tax position is a stance taken by a company in its tax return that measures tax assets and liabilities, and 
which results in the permanent reduction or temporary deferral of income taxes. When constructing the 
proper accounting for a tax position, the accountant follows these steps: 

1. Evaluate whether the tax position taken has merit, based on the tax regulations. 
2. If the tax position has merit, measure the amount that can be recognized in the financial statements. 
3. Determine the probability and amount of settlement with the taxing authorities. Recognition should 

only be made when it is more likely than not (i.e., more than 50% probability) that the company’s 
tax position will be sustained once it has been examined by the governing tax authorities. 

4. Recognize the tax position, if warranted. 
 
Tip: Given the financial impact of some tax positions, it makes sense to obtain an outside opinion of a 
proposed position by a tax expert, and document the results of that review thoroughly. This is helpful not 
only if the position is reviewed by the taxing authorities, but also when it is reviewed by the company’s 
outside auditors. 
 
EXAMPLE 
 
Armadillo Industries takes a tax position on an issue and determines that the position qualifies for recognition, and so 
should be recognized. The following table shows the estimated possible outcomes of the tax position, along with their 
associated probabilities: 
 

Possible 
Outcome 

Probability of 
Occurrence 

Cumulative 
Probability 

$250,000 5% 5% 
200,000 20% 25% 
150,000 40% 65% 
100,000 20% 85% 

50,000 10% 95% 
0 5% 100% 
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Since the benefit amount just beyond the 50% threshold level is $150,000, Armadillo should recognize a tax benefit 
of $150,000. 
 
 
If a company initially concludes that the probability of a tax position being sustained is less than 50%, it 
should not initially recognize the tax position. However, it can recognize the position at a later date if the 
probability increases to be in excess of 50%, or if the tax position is settled through interaction with the 
taxing authorities, or the statute of limitations keeps the taxing authorities from challenging the tax position. 
If a company subsequently concludes that it will change a tax position previously taken, it should recognize 
the effect of the change in the period in which it alters its tax position. An entity can also derecognize a tax 
position that it had previously recognized if the probability of the tax position being sustained drops below 
50%. 
 
EXAMPLE 
 
Armadillo Industries takes a tax position under which it accelerates the depreciation of certain production equipment 
well beyond the normally-allowed taxable rate, resulting in a deferred tax liability after three years of $120,000. 
 
After three years, a tax court ruling convinces Armadillo management that its tax position is untenable. Consequently, 
the company recognizes a tax liability for the $120,000 temporary difference. At the company’s current 35% tax rate, 
this results in increased taxes of $42,000 and the elimination of the temporary difference. 
 
 
If there is a change in the tax laws or tax rates, a business cannot recognize alterations in its income tax 
liability in advance of the enactment of these laws and rates. Instead, the company must wait until enactment 
has been completed, and can then recognize the changes on the enactment date. 
 
Deferred Tax Expense 

Deferred tax expense is the net change in the deferred tax liabilities and assets of a business during a period 
of time. The amount of deferred taxes should be compiled for each tax-paying component of a business that 
provides a consolidated tax return. Doing so requires that the business complete the following steps: 

1. Identify the existing temporary differences and carryforwards. 
2. Determine the deferred tax liability amount for those temporary differences that are taxable, using 

the applicable tax rate. 
3. Determine the deferred tax asset amount for those temporary differences that are deductible, as well 

as any operating loss carryforwards, using the applicable tax rate. 
4. Determine the deferred tax asset amount for any carryforwards involving tax credits. 
5. Create a valuation allowance for the deferred tax assets if there is a more than 50% probability that 

the company will not realize some portion of these assets. Any changes to this allowance are to be 
recorded within income from continuing operations on the income statement. The need for a valu-
ation allowance is especially likely if a business has a history of letting various carryforwards expire 
unused, or it expects to incur losses in the next few years. 

 
Applicable Tax Rate 

In general, when measuring a deferred tax liability or asset, a business should use the tax rate that it expects 
to apply to the taxable income that results from the realization of deferred tax assets or settlement of de-
ferred tax liabilities. Also consider the following issues: 

• Alternative minimum tax. The alternative minimum tax may increase the effective tax rate used. It 
may be necessary to reduce the deferred tax asset for the alternative minimum tax credit carryfor-
ward with a valuation allowance, if it is more than 50% probable that the asset will not be realized. 
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• Discounting. Deferred taxes are not to be discounted to their present value when they are recog-
nized. 

• Graduated tax rates. If the applicable tax law has graduated tax rates, and the graduated rates sig-
nificantly affect the average tax rate paid, use the average tax rate that applies to the estimated 
annual taxable income in those periods when deferred tax liabilities are settled or deferred tax assets 
are realized. If a company earns such a large amount of income that the graduated rate is not sig-
nificantly different from the top-tier tax rate, use the top-tier rate for the estimation of annual taxa-
ble income. 

• New tax laws or rates. A company should adjust the amount of its deferred tax liabilities and assets 
for the effect of any changes in tax laws or tax rates, which shall be recorded within income from 
continuing operations. Doing so may also call for an adjustment to the related valuation allowance. 

 
Interest and Penalties 

When there is a requirement in the tax law that interest be paid when income taxes are not fully paid, a 
company should begin recognizing the amount of this interest expense as soon as the expense would be 
scheduled to begin accruing under the tax law. 
 
If a company takes a tax position that will incur penalties, it should recognize the related penalty expense 
as soon as the company takes the position in a tax return. Whether penalties should be recognized may 
depend on management’s judgment of whether a tax position exceeds the minimum statutory threshold 
required to avoid the payment of a penalty. 
 
If a tax position is eventually sustained, reverse in the current period any related interest and penalties that 
had been accrued in previous periods under the expectation that the position would not be sustained. 
 
Intraperiod Tax Allocation 
Intraperiod tax allocation is the allocation of income taxes to different parts of the results appearing in the 
income statement of a business, so that some items are stated net of tax. Income taxes are allocated among 
the following items: 

• Continuing operations 
• Discontinued operations 
• Other comprehensive income 
• Items assigned directly to shareholders’ equity 

 
The intraperiod tax allocation concept is used to reveal the "true" results of certain transactions net of all 
effects, rather than disaggregating them from income taxes. 
 

When allocating income taxes among the various income statement items just noted, allocate the taxes using 
either of the following methodologies: 

• One allocation target. First assign income taxes to continuing operations, and then assign all re-
maining income taxes to the remaining allocation target. 

• Multiple allocation targets. First assign income taxes to continuing operations, and then assign the 
remaining income taxes to the other items in proportion to their individual impact on the amount 
of remaining income taxes. 

 
Note that, though the income tax included in these net calculations is usually an expense, it may also be a 
credit, so that any of the preceding items presented net of tax would include the tax credit. 
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Most elements of the income statement are not presented net of the intraperiod tax allocation. For example, 
revenue, the cost of goods sold, and administrative expenses are not presented net of income taxes. 
 
EXAMPLE 
 
Uncanny Corporation earns $500,000 of income from continuing operations, and experiences a loss of $150,000 from 
a discontinued operation. At the beginning of the year, Uncanny had a $600,000 tax loss carryforward. Uncanny 
applies the tax loss carryforward against the $500,000 income from continuing operations. Since the offset eliminates 
the $500,000 of income from operations, no income tax is applied to it. The company then applies the remaining 
$100,000 of tax loss carryforward against the loss from a discontinued operation, leaving $50,000 of taxable loss to 
be reported for the discontinued operation. 
 
 
Taxes Related to Undistributed Earnings 
There are a few instances where a business is not required to engage in the standard accounting and disclo-
sure of deferred income taxes for temporary differences. These exceptions relate to investments in subsid-
iaries and corporate joint ventures, and whether they remit earnings to the corporate parent or investors, 
respectively. 
 
A corporate subsidiary typically remits earnings to the parent entity only after a number of issues have been 
considered, such as the need for cash by the subsidiary and parent, tax issues, and creditor and government 
restrictions. Funds may be remitted from a corporate joint venture based on the payout clauses in the orig-
inal joint venture agreement, or with the agreement of the investing parties. In many situations, no funds 
are remitted, or only a small portion of the full amount of earnings. 
 
Generally, the accounting for these undistributed earnings is to include them in the earnings of the parent 
entity, which results in a temporary difference, unless there is a means by which an investment in a domestic 
subsidiary can be recovered, free of tax. The same accounting approach applies to the pretax income of 
corporate joint ventures that are unlikely to be remitted to investors, and where the investors account for 
their investments in the joint ventures with the equity method. 
 
A corporate joint venture may have a limited life span that will likely trigger the release of undistributed 
earnings to investors at the end of that lifespan. If so, investors should record deferred taxes when the profits 
or losses of the venture are recorded in its financial statements. 
 

An investor entity should record a deferred tax liability when there is an excess of the reported taxable 
temporary difference over the tax basis: 

• Of an investment in a domestic subsidiary 
• In an investee that is ≤ 50% owned 

 
A temporary difference is not considered a taxable temporary difference when there is a method permitted 
under the tax law for recovering the amount of an investment tax-free, and the investing entity expects to 
use that method. For example, it is possible to do so under certain types of acquisition structures, such as 
when a subsidiary is merged into the parent company, with noncontrolling shareholders receiving the stock 
of the parent company in exchange for their shares in the subsidiary. 
 
When there is an excess of tax basis for an investment in a subsidiary or joint venture over the amount 
recorded in the financial statements, and the temporary difference will reverse in the foreseeable future, the 
corporate parent or investor should recognize a deferred tax asset in the amount of the difference. For 
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example, the decision to sell a subsidiary would make it likely that a temporary difference will reverse in 
the near future. 
 
The tax benefit associated with a deferred tax asset should be recognized when it is more than 50% probable 
that the temporary difference will reverse in the foreseeable future. Similarly, a tax expense should be 
recognized when it is more than 50% probable that a deferred tax liability will reverse in the foreseeable 
future. 
 
It may be necessary to create a valuation allowance that will offset a deferred tax asset. The amount of this 
allowance (if any) shall be based on a periodic assessment of the allowance. 
 
The parent entity should not accrue income taxes for unremitted earnings only in those situations where a 
subsidiary will permanently retain its earnings (which requires a reinvestment plan), or where the remittance 
will involve a tax-free liquidation. If circumstances change, and it appears that some portion of a subsidi-
ary’s undistributed earnings will be remitted, the parent should accrue income taxes related to the amount 
that will be remitted. If the reverse situation arises, where it no longer appears likely that earnings will be 
remitted, reduce the amount of income tax expense that had been previously recognized. 
 
Interim Reporting 
If a business reports its financial results during interim reporting periods (such as monthly or quarterly 
financial statements), it must report income taxes in those interim reports. In general, the proper accounting 
is to report income taxes using an estimated effective tax rate in all of the interim periods. However, the 
application of this general principle varies somewhat as noted below: 

• Ordinary income. Calculate the income tax on ordinary income at the estimated annual effective 
tax rate. 

• Other items. Calculate and recognize the income tax on all items other than ordinary income at the 
rates that are applicable when the items occur. This means that the related tax effect is recognized 
in the period in which the underlying items occur. 

 
The following factors apply to the determination of the estimated annual effective tax rate: 

• The tax benefit associated with any applicable operating loss carryforward 
• The tax effect of any valuation allowance used to offset the deferred tax asset 
• Anticipated investment tax credits (for the amount expected to be used within the year) 
• Foreign tax rates 
• Capital gains rates 
• The effects of new tax legislation, though only after it has been passed 
• Other applicable factors 
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EXAMPLE 
 
In the current fiscal year, Armadillo Industries anticipates $1,000,000 of ordinary income, to which will be applied 
the statutory tax rate of 40%, which will result in an income tax expense of $400,000. Armadillo also expects to take 
advantage of a $100,000 investment tax credit. Thus, the effective tax rate for the year is expected to be 30%, which 
is calculated as $300,000 of net taxes, divided by $1,000,000 of ordinary income. 
 
 
Do not include in the determination of the estimated annual effective tax rate the effect of taxes related to 
unusual items or discontinued operations that are expected to be reported separately in the financial state-
ments. 
 
The estimated tax rate is to be reviewed at the end of each interim period and adjusted as necessary, based 
on the latest estimates of taxable income to be reported for the full year. If it is not possible to derive an 
estimated tax rate, it may be necessary to instead use the actual effective tax rate for the year to date. 
 
If the estimated tax rate is revised in an interim period from the rate used in a prior period, use the new 
estimate to derive the year-to-date tax on ordinary income for all interim periods to date. 
 
The tax benefit associated with a loss recorded in an earlier interim period may not be recognized, on the 
grounds that it is less than 50% probable that the benefit will be realized. If so, do not recognize any income 
tax for ordinary income reported in subsequent periods until the unrecognized tax benefit associated with 
the original loss has been offset with income. 
 
EXAMPLE 
 
Through its first two quarters, Uncanny Corporation has experienced losses of $400,000 and $600,000. Management 
concludes that it is more likely than not that the tax benefit associated with these losses will not be realized. The 
company then earns profits in the third and fourth quarters, resulting in the following application of taxes at the stat-
utory 40% corporate rate: 
 

 Ordinary Income  Income Tax 
 
(000s) 

Current 
Period 

 
Cumulative 

 Cumulative 
Tax (40%) 

Less Previous 
Amount 

Tax 
Provision 

Quarter 1 -$400 -$400  -- --- -- 
Quarter 2 -600 -1,000  -- --- -- 
Quarter 3 1,100 100  $40 --- $40 
Quarter 4 300 400  160 $40 120 

Totals $400     $160 
 
 
If a company records a loss during an interim period, the company should only recognize the tax effects of 
the loss (i.e., a corresponding reduction in taxes) when there is an expectation that the tax reduction will be 
realized later in the year, or will be recognized as a deferred tax asset by year-end. This recognition may 
occur later in the year, if it later becomes more likely than not that the tax effects of the loss can be realized. 
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EXAMPLE 
 
Uncanny Corporation has a history of recording losses in its first and second quarters, after which sales increase during 
the summer and winter holiday seasons. In the first half of the current year, Uncanny records a $1,000,000 loss, but 
expects a $2,000,000 profit in the final half of the year. Based on the company’s history of seasonal sales, realization 
of the tax loss appears to be more likely than not, so Uncanny records the tax effect of the loss in the first half of the 
year. 
 

If a business is subject to a variety of tax rates because of its operations in multiple tax jurisdictions, the 
estimated tax rate shall be based on a single tax rate for the entire company. When developing the single 
company-wide tax rate, exclude the effects of ordinary losses within jurisdictions, and develop a separate 
estimated tax rate for those jurisdictions. Also, if it is impossible to estimate a tax rate or ordinary income 
in a foreign jurisdiction, exclude that jurisdiction from the computation of the company-wide tax rate. 
 
A company may decide to record a change in accounting principle. If so, the amount of the change included 
in retained earnings at the beginning of the fiscal year shall include the effect of the applicable amount of 
tax expense or benefit, employing the tax rate used for the full fiscal year. If the change in principle is made 
in an interim period other than the first interim period of a fiscal year, retrospectively apply the change to 
the preceding interim periods in the same year; when doing so, apply the estimated tax rate that originally 
applied to those periods, modified for the effects of the change in principle. 
 
Income Taxes Presentation 
The following income tax issues can affect the presentation of tax information in the financial statements: 

• Deferred tax accounts. Separately classify deferred tax assets and deferred tax liabilities as current 
and noncurrent amounts. 

• Interest and penalties. Any recognized interest expense related to tax positions can be classified 
within either the interest expense or income taxes line items. Any penalties expense related to tax 
positions can be classified within either the income taxes or some other expense line items. 

• Intraperiod tax allocation. If income taxes are being allocated among income statement line items 
in an interim period, allocate taxes based on the estimated amount of annual ordinary income, plus 
other items that have occurred during the year to date. 

• Netting. Within a tax jurisdiction for a single entity, it is permissible to net the current deferred tax 
assets and current deferred tax liabilities; you can also net the noncurrent deferred tax assets and 
the noncurrent deferred tax liabilities. Do not net those deferred tax assets and deferred tax liabili-
ties that are attributed to unrelated tax jurisdictions or components of the business. 

• Tax status. If there is a change in the tax status of an entity, record the change within the income 
from continuing operations section of the income statement. 

• Undistributed earnings. All changes in the income tax accruals related to undistributed earnings 
from subsidiaries and joint ventures should be recorded in the income tax expense line item. 

• Valuation allowance. Allocate on a pro rata basis the valuation allowance (if any) between current 
and noncurrent deferred tax assets. 

 
Income Taxes Disclosure 
A business should disclose the following information in its financial statements that relates to income taxes, 
broken down by where the information should be disclosed. 
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Balance Sheet 

The following information about income taxes should be disclosed within the balance sheet or the accom-
pany notes: 

• Carryforwards. The amounts of all operating loss carryforwards and tax credit carryforwards, as 
well as their related expiration dates. 

• Deferrals. The total of all deferred tax liabilities, the total of all deferred tax assets, and the total 
valuation allowance associated with the deferred tax assets. Also disclose the net change in the 
valuation allowance during the year. 

• Tax status. A change in tax status, if the change occurred after the end of the reporting year but 
before the related financial statements have been issued or are available to be issued. 

• Temporary differences and carryforwards. The types of significant temporary differences and car-
ryforwards, if the company is not publicly-held. If the entity is publicly-held, it must also disclose 
the tax effect of each temporary difference and carryforward that causes a significant part of the 
reported deferred tax assets and liabilities. 

• Valuation allowance. That portion of the valuation allowance (if any) related to deferred tax assets 
for which recognized tax benefits are to be credited to contributed capital (such as a deductible 
expenditure that reduces the proceeds from a stock issuance). 

 
EXAMPLE 
 
Armadillo Industries discloses the following information about the realizability of its deferred tax assets: 
 

The company has recorded a $10 million deferred tax asset, which reflects the $25 million benefit to be 
derived from loss carryforwards. These carryforwards expire during the period 20X5 to 20X9. The realization 
of this tax asset is dependent upon the company generating a sufficient amount of taxable income before the 
loss carryforwards expire. Management believes it is more likely than not that all $10 million of the deferred 
tax asset will be realized. 

 
 
Income Statement 

The following information about income taxes should be disclosed within the income statement or the ac-
companying notes: 

• Comparison to statutory rate. The nature of significant reasons why the reported income tax differs 
from the statutory tax rate, for a privately-held company. Also, expand the discussion to a numerical 
reconciliation, if the entity is publicly-held. 

• Interest and penalties. The amount of interest and penalties recognized in the period. 
• Tax allocations. The income tax amount allocated to continuing operations and to other items. 
• Tax components. The components of income taxes attributable to continuing operations, including 

the current tax expense, deferred tax expense, investment tax credits, government grants, benefits 
related to operating loss carryforwards, the tax expense resulting from the allocation of tax benefits 
to contributed capital, adjustments related to enacted tax laws or rates, adjustments from a change 
in tax status, and adjustments to the beginning valuation allowance. 
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EXAMPLE 
 
Armadillo Industries discloses the following information about its income taxes in the notes accompanying its finan-
cial statements: 
 

(000s)  
Current tax expense $810 
Deferred tax expense 1,240 
Tax expense from continuing operations $2,050 
  
Tax expense at statutory rate $2,250 
Benefit of investment tax credits -80 
Benefit of operating loss carryforwards -120 
Tax expense from continuing operations $2,050 

 

Other 

The following disclosures are not associated with a particular financial statement. They must be disclosed 
as part of the general set of financial statements. 

• Examination years. The tax years remaining that are subject to examination by taxing authorities. 
• Impact on tax rate. If the entity is publicly-held, the amount of unrecognized tax benefits that would 

impact the effective tax rate if they were recognized. 
• Interim period tax variations. If the application of accounting standards for income taxes in interim 

periods results in a significant variation from the usual income tax percentage, state the reasons for 
the variation. 

• Policies. The policy for the classification of interest and penalty expenses. Also, the policy for the 
methods used to account for investment tax credits. 

• Tax holiday. If the entity is publicly-held, the aggregate and per-share effect of a tax holiday, a 
description of the circumstances, and when the tax holiday will end. 

• Undistributed earnings. Whenever a deferred tax liability is not recognized, disclose the following: 

o Description of the underlying temporary differences, and what would cause them to be 
taxable 

o The cumulative amount of each temporary difference 
o The amount related to permanent investments in foreign subsidiaries and foreign joint ven-

tures, or a statement that the amount cannot be determined 
o The amount related to permanent investment in domestic subsidiaries and domestic joint 

ventures 

• Unrecognized tax benefits reconciliation. If the entity is publicly-held, a tabular reconciliation of 
unrecognized tax changes during the period, including changes caused by tax positions taken in the 
current period and separately for the prior period, decreases based on settlements concluded, and 
any decreases caused by a lapse in the statute of limitations. 
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EXAMPLE 
 
Uncanny Corporation discloses the following reconciliation of its unrecognized tax benefits: 
 

(000s) 20X4 20X3 
Balance at January 1 $5,170 $4,080 
Additions based on tax positions related to the current year 880 1,530 
Additions for tax positions of prior years 240 930 
Reductions for tax positions of prior years -390 -570 
Settlements -2,810 -800 
Balance at December 31 $3,090 $5,170 

 
 

• Unrecognized tax benefits. If unrecognized tax benefits are expected to change significantly within 
the next 12 months, the reason for the change, the type of event that will cause the change, and the 
estimated range of the change (or a statement that the range cannot be estimated). 

 
Summary 
Many accountants consider income tax accounting to be an area best left to a tax specialist, who churns 
through the information provided and creates a set of tax-related journal entries. While this approach should 
result in accurate tax accounting, it does not give management a good view of how its actions are affecting 
the taxes the company is paying – instead, the tax accounting function is treated as a black box whose 
contents are unknown to all, save the tax specialist who guards it. 
 
A better approach is to engage the management team in tax planning by instructing them on the essential 
tax issues that can be impacted by strategic and tactical decisions. Even if management does not become 
conversant at a detailed level in how their actions impact income taxes, they will at least know when to call 
in a tax expert to advise them. Thus, a certain amount of transparency in the tax area can improve the results 
of a business. 
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Chapter 14 - Review Questions 

The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. An excess tax credit can be used as: 

a. A carryback 
b. A deferred tax expense 
c. A tax position 
d. A valuation allowance 

 
2. The following is not a step used to derive a tax position: 

a. Evaluate whether the position has merit 
b. Determine the extent to which the position can be shifted to the company’s limited partners 
c. Recognize the tax position, if warranted 
d. Measure the amount that can be recognized 

 
3. Income taxes are not allocated to: 

a. Continuing operations 
b. Discontinued operations 
c. Other comprehensive income 
d. Equity 
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Chapter 15 - Accounting for Business Combinations 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the accounting for a variety of transactions related to business combinations, as well as the 
uses of different types of acquisition structures. 

 
Introduction 
The business combination, or acquisition, is a relatively uncommon event that entails a considerable amount 
of detailed accounting. At its least-complex level, the accounting involves the allocation of the purchase 
price to the acquiree’s assets and liabilities, with any overage assigned to a goodwill asset. However, there 
are a multitude of additional issues that may apply, such as noncontrolling interests, reverse acquisitions, 
asset purchases, pushdown accounting, income taxes, and more. This chapter deals with the accounting 
required for all of these issues. 
 
Overview of Business Combinations 
A business combination has occurred when a group of assets acquired and liabilities assumed constitute a 
business. A business exists when processes are applied to inputs to create outputs. Examples of inputs are 
fixed assets, intellectual property, inventory, and employees. An output is considered to have the ability to 
generate a return to investors. 
 

A business combination must be accounted for using the acquisition method. This method requires the 
following steps: 

1. Identify the acquirer. The entity that gains control of the acquiree is the acquirer. This is typically 
the entity that pays assets or incurs liabilities as a result of a transaction, or whose owners receive 
the largest portion of the voting rights in the combined entity. If a variable interest entity is acquired, 
the main beneficiary of that entity is the acquirer. One of the combining entities must be the ac-
quirer. 

2. Determine the acquisition date. The acquisition date is when the acquirer gains control of the ac-
quiree, which is typically the closing date. 

3. Recognize and measure all assets acquired and liabilities assumed. These measurements should be 
at the fair values of the acquired assets and liabilities as of the acquisition date. 

4. Recognize any noncontrolling interest in the acquiree. The amount recognized should be the fair 
value of the noncontrolling interest. 

5. Recognize and measure any goodwill or gain from a bargain purchase. See the Goodwill or Gain 
from Bargain Purchase section for a discussion of goodwill and bargain purchases. 

 
There are two types of business combinations that can result in some modification of the preceding ac-
counting treatment. These types are: 

• Step acquisition. A business may already own a minority interest in another entity, and then ac-
quires an additional equity interest at a later date that results in an acquisition event. In this situation, 
the acquirer measures the fair value of its existing equity interest in the acquiree at the acquisition 
date, and recognizes a gain or loss in earnings at that time. If some of this gain or loss had previously 
been recognized in other comprehensive income, reclassify it into earnings. 

• No transfer of consideration. There are rare cases where no consideration is paid while gaining 
control of an acquiree, such as when the acquiree repurchases enough of its own shares to raise an 
existing investor into a majority ownership position. In this situation, recognize and measure the 
noncontrolling interest(s) in the acquiree. 



Accountants Guidebook 
 

242 

 
There are a number of additional issues that can affect the accounting for a business combination, as out-
lined below: 

• Contingent consideration. Some portion of the consideration paid to the owners of the acquiree 
may be contingent upon future events or circumstances. If an event occurs after the acquisition date 
that alters the amount of consideration paid, such as meeting a profit or cash flow target, the ac-
counting varies depending on the type of underlying consideration paid, as noted next: 

o Asset or liability consideration. If the consideration paid is with assets or liabilities, re-
measure these items at their fair values until such time as the related consideration has been 
fully resolved, and recognize the related gains or losses in earnings. 

o Equity consideration. If the consideration paid is in equity, do not remeasure the amount 
of equity paid. 

• Provisional accounting. If the accounting for a business combination is incomplete at the end of a 
reporting period, report provisional amounts, and later adjust these amounts to reflect information 
that existed as of the acquisition date. 

• New information. If new information becomes available about issues that existed at the acquisition 
date concerning the acquiree, adjust the recordation of assets and liabilities, as appropriate. 

 
EXAMPLE 
 
Armadillo Industries acquires Cleveland Container on December 31, 20X3. Armadillo hires an independent appraiser 
to value Cleveland, but does not expect a valuation report for three months. In the meantime, Armadillo issues its 
December 31 financial statements with a provisional fair value of $4,500,000 for the acquisition. Three months later, 
the appraiser reports a valuation of $4,750,000 as of the acquisition date, based on an unexpectedly high valuation for 
a number of fixed assets. 
 
In Armadillo’s March 31 financial statements, it retrospectively adjusts the prior-year information to increase the 
carrying amount of fixed assets by $250,000, as well as to reduce the amount of goodwill by the same amount. 
 
 
Any changes to the initial accounting for an acquisition must be offset against the recorded amount of 
goodwill. These changes to the initial provisional amounts should be recorded retrospectively, as though 
all accounting for the acquisition had been finalized at the acquisition date. 
 
The measurement period during which the recordation of an acquisition may be adjusted ends as soon as 
the acquirer receives all remaining information concerning issues existing as of the acquisition date, not to 
exceed one year from the acquisition date. 
 
The acquirer will probably incur a number of costs related to an acquisition, such as fees for valuations, 
legal advice, accounting services, and finder’s fees. These costs are to be charged to expense as incurred. 
 
Identifiable Assets and Liabilities, and Noncontrolling Interests 
When the acquirer recognizes an acquisition transaction, it should recognize identifiable assets and liabili-
ties separately from goodwill, and at their fair values as of the acquisition date. The following special situ-
ations also apply: 

• No asset or liability is recognized in relation to an acquired operating lease in which the acquiree 
is the lessee, except to the extent of any favorable or unfavorable lease feature relative to market 
terms, or the willingness of third parties to acquire a lease even at market rates. 
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• Do not include any costs that the acquirer expects to incur in the future, but is not obligated to incur 
in relation to the acquiree, such as possible employee relocation costs. 

 
It is entirely possible that the acquirer will recognize assets and liabilities that the acquiree had never rec-
orded in its own accounting records. In particular, the acquirer will likely assign value to a variety of intan-
gible assets that the acquiree may have developed internally, and so was constrained by GAAP from rec-
ognizing as assets. Examples of intangible assets are noted in the following exhibit. 
 

Examples of Intangible Assets 

Broadcast rights Internet domain names Noncompetition agreements 
Computer software Lease agreements Order backlog 
Customer lists Licensing agreements Patented technology 
Customer relationships Literary works Pictures 
Employment contracts Motion pictures Service contracts 
Franchise agreements Musical works Trademarks 

 
A key intangible asset for which GAAP does not allow separate recognition is the concept of the assembled 
workforce, which is the collected knowledge and experience of company employees. This intangible must 
be included in the goodwill asset. 
 

The accounting treatment for special cases related to the recognition of assets and liabilities is as follows: 

• Contingency fair value not determinable. It is quite common for a contingent asset or liability to 
not be measurable on the acquisition date, since these items have not yet been resolved. If so, only 
recognize them if the amount can be reasonably estimated, and events during the measurement 
period confirm that an asset or liability existed at the acquisition date. 

• Defined benefit pension plan. If the acquiree sponsored a defined benefit pension plan, the acquirer 
should recognize an asset or liability that reflects the funding status of that plan. 

• Indemnification clause. The seller of the acquiree may agree to an indemnification clause in the 
acquisition agreement, whereby it will indemnify the acquirer for changes in the value of certain 
assets or liabilities, such as for unusual bad debt losses from receivables in existence at the acqui-
sition date. In these cases, the seller recognizes an indemnification asset when it recognizes a loss 
on an item to be indemnified; this should be retrospectively applied as of the acquisition date. 

 
Tip: Realistically, if you are still attempting to establish a valuation for assets and liabilities more than a few months 
after an acquisition, they probably had no value at the acquisition date, and so should not be recognized as part of the 
acquisition. 
 
Acquired assets and liabilities are supposed to be measured at their fair values as of the acquisition date. 
Fair value measurement can be quite difficult, and may call for different valuation approaches, as noted 
below: 

• Alternative use assets. Even if the acquirer does not intend to apply an asset to its best use (or use 
the asset at all), the fair value of the asset should still be derived as though it were being applied to 
its best use. This guidance also applies to situations where an asset is acquired simply to prevent it 
from being used by competitors. 

• Assets where acquiree is the lessor. If the acquiree owns assets that it leases to a third party (such 
as a building lease), derive fair values for these assets in the normal manner, irrespective of the 
existence of the lease. 
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• Fair value exceptions. There are exceptions to the general rule of recognizing acquired assets and 
liabilities at their fair values. The GAAP related to the recognition of income taxes, employee ben-
efits, indemnification assets, reacquired rights, share-based awards, assets held for sale, and certain 
contingency situations overrides the use of fair value. 

• Noncontrolling interest. The best way to measure the fair value of a noncontrolling interest is based 
on the market price of the acquiree’s stock. However, this information is not available for privately-
held companies, so alternative valuation methods are allowed. This valuation may differ from the 
valuation assigned to the acquirer, since the acquirer also benefits from gaining control over the 
entity, which results in a control premium. 

• Valuation allowances. Some assets, such as receivables and inventory, are normally paired with a 
valuation allowance. The valuation allowance is not used when deriving fair values for these assets, 
since the fair value should already incorporate a valuation allowance. 

 
A few assets and liabilities that are initially measured as part of an acquisition require special accounting 
during subsequent periods. These items are: 

• Contingencies. If an asset or liability was originally recognized as part of an acquisition, derive a 
systematic and consistently-applied approach to measuring it in future periods. 

• Indemnifications. Reassess all indemnification assets and the loss items with which they are paired 
in each subsequent reporting period, and adjust the recorded amounts as necessary until the indem-
nifications are resolved. 

• Reacquired rights. An acquirer may regain control over a legal right that it had extended to the 
acquiree prior to the acquisition date. If these reacquired rights were initially recognized as an in-
tangible asset as part of the acquisition accounting, amortize the asset over the remaining period of 
the contract that the acquiree had with the acquirer. 

• Leasehold improvements. If the acquirer acquires leasehold improvement assets as part of an ac-
quisition, amortize them over the lesser of the useful life of the assets or the remaining reasonably 
assured lease periods and renewals. 

 
Tip: The amortization period for leasehold improvements may be a significant issue for the acquirer, if it intends to 
shut down acquiree leases as soon as practicable. Doing so may accelerate the recognition of leasehold improvement 
assets. 
 
The Securities and Exchange Commission (SEC) does not allow use of the residual method in deriving the 
value of intangible assets. The residual method is the two-step process of first assigning the purchase price 
to all identifiable assets, and then allocating the remaining residual amount to other intangible assets. This 
SEC guidance only applies to publicly-held companies. 
 
Goodwill or Gain from Bargain Purchase 
This section addresses the almost inevitable calculation of goodwill that is associated with most acquisi-
tions. It also addresses the considerably less common recognition of a bargain purchase. 
 
Goodwill Calculation 

Goodwill is an intangible asset that represents the future benefits arising from assets acquired in a business 
combination that are not otherwise identified. Goodwill is a common element in most acquisition transac-
tions, since the owners of acquirees generally do not part with their companies unless they are paid a pre-
mium. 
 
The acquirer must recognize goodwill as an asset as of the acquisition date. The goodwill calculation is as 
follows: 
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Goodwill = (Consideration paid + Fair value of noncontrolling interest) – (Assets acquired – Liabilities assumed) 

 
If no consideration is transferred in an acquisition transaction, use a valuation method to determine the fair 
value of the acquirer’s interest in the acquiree as a replacement value. 
 

When calculating the total amount of consideration paid as part of the derivation of goodwill, consider the 
following additional factors: 

• Fair value of assets paid. When the acquirer transfers its assets to the owners of the acquiree as 
payment for the acquiree, measure this consideration at its fair value. If there is a difference be-
tween the fair value and carrying amount of these assets as of the acquisition date, record a gain or 
loss in earnings to reflect the difference. However, if these assets are simply being transferred to 
the acquiree entity (which the acquirer now controls), do not restate these assets to their fair value; 
this means there is no recognition of a gain or loss. 

• Share-based payment awards. The acquirer may agree to swap the share-based payment awards 
granted to employees of the acquiree for payment awards based on the shares of the acquirer. If the 
acquirer must replace awards made by the acquiree, include the fair value of these awards in the 
consideration paid by the acquirer, where the portion attributable to pre-acquisition employee ser-
vice is considered consideration paid for the acquiree. If the acquirer is not obligated to replace 
these awards but does so anyways, record the cost of the replacement awards as compensation 
expense. 

 
Bargain Purchase 

When an acquirer gains control of an acquiree whose fair value is greater than the consideration paid for it, 
the acquirer is said to have completed a bargain purchase. A bargain purchase transaction most commonly 
arises when a business must be sold due to a liquidity crisis, where the short-term nature of the sale tends 
to result in a less-than-optimum sale price from the perspective of the owners of the acquiree. To account 
for a bargain purchase, follow these steps: 

1. Record all assets and liabilities at their fair values. 
2. Reassess whether all assets and liabilities have been recorded. 
3. Determine and record the fair value of any contingent consideration to be paid to the owners of the 

acquiree. 
4. Record any remaining difference between these fair values and the consideration paid as a gain in 

earnings. Record this gain as of the acquisition date. 
 
EXAMPLE 
 
The owners of Failsafe Containment have to rush the sale of the business in order to obtain funds for estate taxes, and 
so agree to a below-market sale to Armadillo Industries for $5,000,000 in cash of a 75% interest in Failsafe. Armadillo 
hires a valuation firm to analyze the assets and liabilities of Failsafe, and concludes that the fair value of its net assets 
is $7,000,000 (of which $8,000,000 is assets and $1,000,000 is liabilities), and the fair value of the 25% of Failsafe 
still retained by its original owners has a fair value of $1,500,000. 
 
Since the fair value of the net assets of Failsafe exceeds the consideration paid and the fair value of the noncontrolling 
interest in the company, Armadillo must recognize a gain in earnings, which is calculated as follows: 
 

$7,000,000 Net assets - $5,000,000 Consideration - $1,500,000 Noncontrolling interest 
= $500,000 Gain on bargain purchase 

 
Armadillo records the transaction with the following entry: 
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 Debit Credit 
Assets acquired 8,000,000  

Cash  5,000,000 
Liabilities assumed  1,000,000 
Gain on bargain purchase  500,000 
Equity – noncontrolling interest in Failsafe  1,500,000 

 
 
Reverse Acquisitions 
A reverse acquisition occurs when the legal acquirer is actually the acquiree for accounting purposes. The 
reverse acquisition concept is most commonly used when a privately-held business buys a public shell 
company for the purposes of rolling itself into the shell and thereby becoming a publicly-held company. 
This approach is used to avoid the expense of engaging in an initial public offering. 
 
To conduct a reverse acquisition, the legal acquirer issues its shares to the owners of the legal acquiree 
(which is the accounting acquirer). The fair value of this consideration is derived from the fair value amount 
of equity the legal acquiree would have had to issue to the legal acquirer to give the owners of the legal 
acquirer an equivalent percentage ownership in the combined entity. 
 
When a reverse acquisition occurs, the legal acquiree may have owners who do not choose to exchange 
their shares in the legal acquiree for shares in the legal acquirer. These owners are considered a noncontrol-
ling interest in the consolidated financial statements of the legal acquirer. The carrying amount of this non-
controlling interest is based on the proportionate interest of the noncontrolling shareholders in the net asset 
carrying amounts of the legal acquiree prior to the business combination. 
 
EXAMPLE 
 
The management of High Noon Armaments wants to take their company public through a reverse acquisition trans-
action with a public shell company, Peaceful Pottery. The transaction is completed on January 1, 20X4. The balance 
sheets of the two entities on the acquisition date are as follows: 
 

 Peaceful 
(Legal Acquirer, 

Accounting Acquiree) 

High Noon 
(Legal Subsidiary, 

Accounting Acquirer) 
Total assets $100 $8,000 
   
Total liabilities $0 $4,500 
Shareholders’ equity   

Retained earnings 10 3,000 
Common stock   

100 shares 90  
1,000 shares  500 

Total shareholders’ equity 100 3,500 
Total liabilities and shareholders’ equity $100 $8,000 
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On January 1, Peaceful issues 0.5 shares in exchange for each share of High Noon. All of High Noon’s shareholders 
exchange their holdings in High Noon for the new Peaceful shares. Thus, Peaceful issues 500 shares in exchange for 
all of the outstanding shares in High Noon. 
 
The quoted market price of Peaceful shares on January 1 is $10, while the fair value of each common share of High 
Noon shares is $20. The fair values of Peaceful’s few assets and liabilities on January 1 are the same as their carrying 
amounts. 
 
As a result of the stock issuance to High Noon investors, those investors now own 5/6ths of Peaceful shares, or 83.3% 
of the total number of shares. To arrive at the same ratio, High Noon would have had to issue 200 shares to the 
shareholders of Peaceful. Thus, the fair value of the consideration transferred is $4,000 (calculated as 200 shares × 
$20 fair value per share). 
 
Goodwill for the acquisition is the excess of the consideration transferred over the amount of Peaceful’s assets and 
liabilities, which is $3,900 (calculated as $4,000 consideration - $100 of Peaceful net assets). 
 
Based on the preceding information, the consolidated balance sheet of the two companies immediately following the 
acquisition transaction is: 
 

 Peaceful High Noon Adjustments Consolidated 
Total assets $100 $8,000 $3,900 $12,000 
     
Total liabilities $0 $4,500 -- $4,500 
Shareholders’ equity     

Retained earnings 10 3,000 -10 3,000 
Common stock     

100 shares 90  -90 -- 
1,000 shares  500  500 
600 shares   4,000 4,000 

Total shareholders’ equity 100 3,500 3,900 7,500 
Total liabilities and shareholders’ equity $100 $8,000 $3,900 $12,000 

 
 
Related Issues 
This section addresses several issues that are similar to business combinations, but which are not treated in 
the same manner as business combinations. 
 
Acquisition of Assets 

A common form of acquisition is to acquire only selected assets and liabilities of an acquiree. This approach 
is used to avoid any undocumented liabilities that may be associated with the acquiree. See the author’s 
Mergers & Acquisitions book for more information about why this type of acquisition is used. The account-
ing for asset acquisitions encompasses the following situations. 

• Cash consideration paid. When cash is paid for assets, recognize the assets at the amount of cash 
paid for them. 

• Noncash assets paid. Measure assets acquired at the fair value of the consideration paid or the fair 
value of the assets acquired, whichever is more reliably measurable. Do not recognize a gain or 
loss on an asset acquisition, unless the fair value of any noncash assets used by the acquirer to pay 
for the assets differs from the carrying amounts of these assets. 



Accountants Guidebook 
 

248 

• Cost allocation. If assets and liabilities are acquired in a group, allocate the cost of the entire group 
to the individual components of that group based on their relative fair values. 

 
EXAMPLE 
 
Armadillo Industries acquires the sheet metal stamping facility of a competitor, which includes production equipment, 
a manufacturing facility, and the real estate on which the facility is located. The total purchase price of this group of 
assets was $800,000. Armadillo allocates the purchase price to the individual assets in the following manner: 
 

 
 
Asset 

 
Fair 

Value 

Percent of 
Total Fair 

Value 

 
 
 

 
Purchase 

Price 

 
 
 

 
Cost 

Allocation 
Production equipment $325,000 35% × $800,000 = $280,000 
Manufacturing facility 400,000 43% × 800,000 = 344,000 
Real estate 200,000 22% × 800,000 = 176,000 
 $925,000 100%    $800,000 

 
 
Transactions between Entities under Control of Same Parent 

When two or more entities are owned by a common parent, it is relatively common for them to enter into a 
variety of business transactions with each other, such as the transfer of assets or the sale of goods or services. 
Other examples of these transactions are shifting assets to a new entity, shifting assets into the parent, and 
the parent shifting its ownership interest in partially-owned subsidiaries into a new subsidiary. 
 
When transferring assets or exchanging shares between entities under common control, the entity receiving 
the assets or equity interests should recognize the transferred items at their carrying amounts as stated in 
the records of the transferring entity on the transfer date. If these carrying amounts have been altered due 
to pushdown accounting (see next), then the entity receiving the assets or equity interests should instead 
recognize the transferred items at the historical cost of the parent entity. 
 

If the sending and receiving entities use different accounting methods to account for similar types of assets 
and liabilities, it is permissible to adjust the carrying amounts of transferred items to the accounting method 
used by the recipient, if doing so represents a preferable treatment. If there is a change in accounting 
method, it must be applied retrospectively to the transferred items for all prior periods for which financial 
statements are presented, unless it is impracticable to do so. 

Pushdown Accounting 

Pushdown accounting involves requiring the acquiree to adopt a new basis of accounting for its assets and 
liabilities. This approach is used when a master limited partnership is formed from the assets of existing 
businesses (though usage is restricted), as well as when there is a step-up in the tax basis of a subsidiary. 
The SEC has stated that it believes pushdown accounting should be used in purchase transactions where 
the acquiree becomes substantially wholly owned. Pushdown accounting is not required if a business is not 
publicly-held. 
 
Income Taxes 
The nature of an acquisition transaction represents a balance of the taxation goals of the acquirer and the 
owners of the acquiree, as is described further in the author’s Mergers & Acquisitions book. The likely 
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result of the acquisition structure is that some deferred tax liabilities and deferred tax assets should be 
recognized. Specifically, the following tax-related accounting may be required: 

• Goodwill. The amortization of goodwill is allowed as a tax deduction in some tax jurisdictions, but 
not in others. The result may be a difference in the book and tax basis for goodwill in future years, 
for which a deferred tax asset or liability should be recorded. 

• Replacement awards. If the acquirer issues replacement awards to the employees of the acquiree, 
and those awards are classified as equity and eligible to be tax deductions, recognize a deferred tax 
asset for the deductible temporary difference relating to that portion of the award relating to the 
precombination service of the awardee. The deduction may exceed the fair value of the award; if 
so, record the excess as additional paid-in capital. 

• Tax allocation to acquired entity. If the acquirer retains the historical basis for the financial report-
ing of an acquiree in conjunction with a step-up in the tax basis of acquired assets, it is allowable 
to use any of the following methods to allocate the consolidated tax provision: 

o Allocate taxes to the acquiree on a preacquisition tax basis 
o When realized, credit the tax benefit caused by the step-up in tax basis to the additional 

paid-in capital account of the acquiree 
o When realized, credit the tax benefit caused by the step-up in tax basis to the income of the 

acquiree 

• Temporary differences. If there are temporary differences related to deferred tax liabilities or assets 
related to a business combination, recognize them at the acquisition date. 

• Valuation allowance or tax position change. If there is a change in the valuation allowance or tax 
position of an acquiree that occurs during the post-acquisition measurement period, and which re-
sults from new information about issues in existence at the acquisition date, record the offset to the 
change as an adjustment to goodwill. If goodwill has been reduced to zero, the offset is then rec-
orded as a bargain purchase. All other changes in the acquiree’s allowance or tax position are rec-
ognized as a change in income tax expense. 

• Valuation allowance. Assess the need for a valuation allowance that offsets any deferred tax asset 
for which there is uncertainty about the recoverability of the asset. If the acquirer has already es-
tablished a valuation allowance, it may be necessary to alter the allowance based on tax laws that 
may restrict the future use of deductible temporary differences or carryforwards of either the ac-
quirer or the acquiree. 

 
Business Combination Disclosures 
Business combinations are one of the areas in which GAAP requires unusually thorough disclosures. Dis-
closure topics are addressed under the following headers that describe different aspects of business combi-
nations. 
 
General Disclosures 

If an acquirer enters into a business combination during the current reporting period or after the reporting 
date but before the financial statements are issued or available to be issued, disclose the following infor-
mation: 

• The name of the acquiree and its description 
• The acquisition date 
• The acquired percentage of voting equity interest in the acquiree 
• The reason(s) for the combination 
• How the acquirer gained control of the acquiree 
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In addition, there may be other transactions with an acquiree that are recognized separately from the acqui-
sition transaction. If so, disclose the following information: 

• The transaction and how it was accounted for 
• The amounts recognized for each transaction, and the line item(s) in the financial statements where 

these amounts are located 
• If the result is settlement of a preexisting relationship, describe how the settlement was determined 
• The amount of costs related to the acquisition, the amount of these costs recognized as expense, 

any issuance costs not charged to expense, and how these costs were recognized 
 
If a business combination was achieved in stages, disclose the following information: 

• The fair value of the acquirer’s equity interest in the acquiree just prior to the acquisition date 
• Any gain or loss resulting from the remeasurement of the existing equity interest to fair value, and 

where that gain or loss is recorded in the income statement 
• The valuation technique used to measure the fair value of the existing equity interest 
• Additional information that assists users to assess the development of this fair value measurement 

 
If the acquirer is a publicly-held company, disclose the following information: 

• The amount of revenue and earnings attributable to the acquiree since the acquisition date and 
included in the results of the reporting period 

• A pro forma statement of the revenue and earnings of the combined entity, as though the acquisition 
had been completed at the beginning of the year 

• If there are comparative financial statements, a pro forma statement of the revenue and earnings of 
the combined entity, as though the acquisition had been completed at the beginning of all the peri-
ods presented 

• The nature and amount of any nonrecurring pro forma adjustments attributable to a business com-
bination that are material 

• If it is impracticable to report any of the preceding items required for a publicly-held company, 
disclose why the reporting is impracticable 

 
If the acquirer recognized adjustments in the current reporting period that relate to prior periods, disclose 
the following information: 

• The reason(s) why the initial accounting for a business combination is incomplete 
• The specific items for which the accounting is incomplete, including assets, liabilities, equity in-

terests, and/or payments 
• The amount and type of any adjustments recognized during the period 

 
It is allowable to aggregate the preceding disclosure information if there are several business combinations 
in a period that are individually immaterial, but material when reported as a group. 
 
The preceding disclosures are still required if a business combination occurs after the reporting date of the 
financial statements, but before the statements are issued or available to be issued. The only exception is 
when the initial accounting for the combination is incomplete, in which case you should describe which 
disclosures were not made, and why they were not made. 
 
EXAMPLE 
 
Armadillo Industries discloses the following information pertaining to its acquisition of High Pressure Designs: 
 



Accountants Guidebook 
 

251 

On June 30, 20X1, Armadillo acquired 20% of the outstanding common stock of High Pressure Designs 
(“High Pressure”). On March 31, 20X3, Armadillo acquired 45% of the outstanding common stock of High 
Pressure. High Pressure designs the containment walls for deep-sea submersible devices, and typically sells 
its services to oceanographic and military customers. As a result of the acquisition, Armadillo expects to 
solidify its leading market position in the submersible construction market. 
 
The fair value of Armadillo’s equity holdings in High Pressure was $3,500,000 at the acquisition date, which 
represented a $200,000 gain. The valuation technique to derive the fair value was the discounted cash flows 
method, which incorporated an 8% discount rate. The gain is recorded in other income in the company’s 
income statement for the quarter ended March 31, 20X3. 
 
Armadillo paid $8,750,000 for its March 31 purchase of 45% of High Pressure’s common stock. This pay-
ment was made with 437,500 shares of the company’s common stock, which had a closing market price of 
$20 on the acquisition date. 

 
 
Identifiable Assets and Liabilities, and any Noncontrolling Interest 

If an acquirer completes a business combination, it should disclose the following information in the period 
in which the combination was completed: 

• Indemnification assets. If there are indemnification assets, describe the arrangement, and state the 
amount recognized as of the acquisition date and the basis for determining it. Also estimate the 
range of undiscounted outcomes, the reasons why a range cannot be estimated, or if the maximum 
amount is unlimited. 

• Acquired receivables. By major class of receivables, state the gross amount and fair value of the 
receivables, and estimate the contractual cash flow you do not expect to collect. 

• Major asset and liability classes. State the amount recognized for each major class of assets and 
liabilities. 

• Contingencies. State the nature and amount of each asset or liability recognized in relation to a 
contingency, and how they were measured. You may aggregate disclosures for similar assets and 
liabilities. 

• Noncontrolling interests. If you hold less than 100% ownership of the acquiree, state the fair value 
of the noncontrolling interest and the valuation method used to arrive at that figure. 

If there were several acquisitions in the period that were individually immaterial but material when aggre-
gated, disclose the preceding items in aggregate for the group of acquisitions. 
 
If acquisitions are completed after the balance sheet date but before the financial statements have been 
issued or are available to be issued, you should still disclose all of the preceding information. However, if 
the initial accounting for the acquisitions is incomplete, describe the disclosures you were unable to report, 
and why they could not be made. 
 
Goodwill or Gain from Bargain Purchase 

If the acquirer recognizes goodwill as part of an acquisition transaction, disclose the following information 
for each business combination completed in a reporting period: 

• Bargain purchase. If the acquisition is a bargain purchase, disclose the resulting gain and the line 
item in which it is located in the income statement, as well as the reasons why the acquisition 
generated a gain. 

• Consideration paid. State the fair value of all consideration paid, as well as by class of asset, lia-
bility, and equity item. 
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• Contingent assets and liabilities. In later periods, continue to report any changes in the fair values 
of unsettled contingent assets and liabilities, as well as changes in (and the reasons for) the range 
of possible outcomes. 

• Contingent consideration. If there is consideration contingent upon future events or circumstances, 
state the amount of this consideration already recognized on the acquisition date, describe the ar-
rangement, estimate the range of undiscounted outcomes or reasons why a range cannot be pre-
sented, and whether the maximum payment can be unlimited. 

• Goodwill content. Describe the factors that comprise goodwill, such as expected synergies from 
combining the companies. 

• Reconciliation. Present a reconciliation of the carrying amount of goodwill at the beginning and 
end of the reporting period. 

• Segment reporting. If the acquirer is publicly-held, disclose the amount of goodwill assigned to 
each reportable segment. If this assignment has not yet been completed, disclose this point. 

• Tax deductibility. Note the amount of resulting goodwill expected to be tax deductible. 
 
If there were several acquisitions in the period that were individually immaterial but material when aggre-
gated, disclose the preceding items in aggregate for the group of acquisitions. 
 
If acquisitions are completed after the balance sheet date but before the financial statements have been 
issued or are available to be issued, you should still disclose all of the preceding information. However, if 
the initial accounting for the acquisitions is incomplete, describe the disclosures you were unable to report, 
and why they could not be made. 
 
Reverse Acquisitions 

When there is a reverse acquisition, consolidated financial statements are issued under the name of the legal 
acquirer (which is the accounting acquiree). The accompanying notes should clarify that the financial state-
ments are actually a continuation of the financial statements formerly issued by the legal acquiree, with a 
retroactive adjustment to reflect the legal capital of the legal acquirer. If comparative information is pre-
sented for prior periods, this means that the presented amount of legal capital should also be adjusted in the 
prior periods. The following additional points apply to the presentation of the consolidated financial state-
ments of the two entities: 

• Carrying amounts. Assets and liabilities are stated at their precombination carrying amounts – there 
is no fair value restatement. 

• Equity structure. The equity structure in the statements reflects the equity structure of the legal 
acquirer, which includes any equity changes resulting from the combination. 

• Earnings per share. Assuming that the reverse acquisition was completed in order to take the legal 
acquiree public, it must now report earnings per share. The earnings per share calculation requires 
the formulation of the weighted-average number of shares outstanding during each reporting pe-
riod. To calculate the number of shares for the period in which the acquisition occurs, use the fol-
lowing guidance: 

o Shares outstanding from beginning of period to acquisition date. This is the weighted-
average number of shares of the legal acquiree outstanding in the period, multiplied by the 
exchange ratio used to replace them with shares of the legal acquirer. 

o Shares outstanding from acquisition date to end of period. This is the actual weighted-
average number of shares of the legal acquirer outstanding. 

 
To calculate the basic earnings per share information for any comparative periods presented for 
periods prior to the date of a reverse acquisition, use the following formula: 
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Income of legal acquiree attributable to common shareholders 
(Legal acquiree’s weighted-average common shares outstanding × Exchange ratio) 

 
Transactions between Entities under Control of Same Parent 

When there is an exchange of assets or equity interests between entities under common control, the receiv-
ing entity records these transactions as though they occurred at the beginning of the reporting period. In 
addition, retrospectively adjust all comparative financial statements presented for previous reporting peri-
ods to reflect the amounts of these transactions. This prior-period adjustment is only required for those 
periods during which the entities had a common parent. 
 

When there is a transfer of assets and/or liabilities, or an exchange of equity interests, disclose the following 
information: 

• Description. State the name and description of the entity being included in the reporting entity. 
• Method of accounting. Describe the method of accounting for the indicated transaction. 

 
Income Taxes 

If there is a change in the valuation allowance of the deferred tax assets of an acquirer that is caused by a 
business combination, disclose the adjustments to the beginning balance of the valuation. 
 
Summary 
The accountant may deal with acquisitions on only rare occasions, and so may be unfamiliar with the proper 
accounting to be used to recognize these transactions. While texts such as this one can certainly provide 
guidelines for how to structure these transactions, there is still a strong likelihood of incorrectly accounting 
for an acquisition. Given the high level of accounting complexity in this area, it is best to engage the services 
of an acquisition accounting expert, for whom a recommendation may be obtained from the company’s 
certified public accountants. Either this person’s work can be thoroughly documented and copied for use in 
later acquisitions, or the company can continue to engage his or her services whenever an acquisition is 
completed. The latter approach is recommended, since it reduces the risk of a reporting error. 
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Chapter 15 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The acquisition method involves the following step: 

a. Value the acquiree 
b. Sign a letter of intent 
c. Determine the acquisition date 
d. Settle upon the method of payment 

 
2. If contingent consideration is paid in equity: 

a. Record the consideration at the fair value of the equity 
b. Record the consideration at the par value of the issued stock 
c. Record the consideration at the fair value of the increase in value of the acquiree 
d. Do not remeasure the amount of equity paid 

 
3. If there is no noncontrolling interest, the calculation of goodwill is: 

a. Consideration paid 
b. Consideration paid – assets acquired + liabilities assumed 
c. Consideration paid + assets acquired – liabilities assumed 
d. Consideration paid + contingent consideration 
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Chapter 16 - Foreign Currency Matters 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the accounting treatment for transactions involving foreign currency. 
 
Introduction 
A large number of businesses routinely engage in foreign currency transactions with their business partners, 
in which case they will probably deal with foreign currencies. Others have subsidiaries located in foreign 
countries, and need to convert the financial statements of these entities into the currency used by the parent 
for consolidation purposes. We deal with the accounting for and disclosure of these two situations in the 
following sections. 
 
Foreign Currency Transactions 
A business may enter into a transaction where it is scheduled to receive a payment from a customer that is 
denominated in a foreign currency, or to make a payment to a supplier in a foreign currency. On the date 
of recognition of each such transaction, record it in the functional currency of the reporting entity, based on 
the exchange rate in effect on that date. If it is not possible to determine the market exchange rate on the 
date of recognition of a transaction, use the next available exchange rate. 
 
If there is a change in the expected exchange rate between the functional currency of the entity and the 
currency in which a transaction is denominated, record a gain or loss in earnings in the period when the 
exchange rate changes. This can result in the recognition of a series of gains or losses over a number of 
accounting periods, if the settlement date of a transaction is sufficiently far in the future. This also means 
that the stated balances of the related receivables and payables will reflect the current exchange rate as of 
each subsequent balance sheet date. 
 

The two situations in which you should not recognize a gain or loss on a foreign currency transaction are: 

• When a foreign currency transaction is designed to be an economic hedge of a net investment in a 
foreign entity, and is effective as such; or 

• When there is no expectation of settling a transaction between entities that are to be consolidated. 
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EXAMPLE 
 
Armadillo Industries sells goods to a company in the United Kingdom, to be paid in pounds having a value at the 
booking date of $100,000. Armadillo records this transaction with the following entry: 
 

 Debit Credit 
Accounts receivable 100,000  

Sales  100,000 
 
Later, when the customer pays Armadillo, the exchange rate has changed, resulting in a payment in pounds that trans-
lates to a $95,000 sale. Thus, the foreign exchange rate change related to the transaction has created a $5,000 loss for 
Armadillo, which it records with the following entry: 
 

 Debit Credit 
Cash 95,000  
Foreign currency exchange loss 5,000  

Accounts receivable  100,000 
 
 
The following table shows the impact of transaction exposure on different scenarios. 
 

Risk When Transactions Denominated in Foreign Currency 

 Import Goods Export Goods 
Home currency weakens Loss Gain 
Home currency strengthens Gain Loss 

 
Financial Statement Translation 
A company may have subsidiaries located in other countries, and creates financial statements for those 
subsidiaries that are denominated in the local currency. If so, the parent company will need to translate the 
results of these subsidiaries into the currency used by the parent company when it creates consolidated 
financial statements for the entire entity (called the reporting currency). The steps in this process are as 
follows: 

1. Determine the functional currency of the foreign entity. 
2. Remeasure the financial statements of the foreign entity into the reporting currency of the parent 

company. 
3. Record gains and losses on the translation of currencies. 

 
Determination of Functional Currency 

The financial results and financial position of a company should be measured using its functional currency, 
which is the currency that the company uses in the majority of its business transactions. 
 
If a foreign business entity operates primarily within one country and is not dependent upon the parent 
company, its functional currency is the currency of the country in which its operations are located. However, 
there are other foreign operations that are more closely tied to the operations of the parent company, and 
whose financing is mostly supplied by the parent or other sources that use the dollar. In this latter case, the 
functional currency of the foreign operation is probably the dollar. These two examples anchor the ends of 
a continuum on which you will find foreign operations. Unless an operation is clearly associated with one 
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of the two examples provided, it is likely that you must make a determination of functional currency based 
on the unique circumstances pertaining to each entity. For example, the functional currency may be difficult 
to determine if a business conducts an equal amount of business in two different countries. An examination 
of the factors stated in the following exhibit can assist in determining a functional currency. 
 
Functional Currency Determination Factors 

 
Indicators 

Indicates Use of Foreign Currency 
as Functional Currency 

Indicates use of Reporting Currency 
as Functional Currency 

Cash flow The cash flows relating to an entity’s as-
sets and liabilities are primarily in the for-
eign currency, and have no direct impact 
on the cash flows of the parent 

The cash flows relating to an entity’s as-
sets and liabilities directly affect the cash 
flows of the parent and are available for re-
mittance to it 

Expenses The labor, material, and other costs of the 
entity are primarily obtained locally 

The labor, material, and other costs of the 
entity are primarily obtained from the par-
ent’s country 

Financing Any financing obtained is primarily de-
nominated in a foreign currency, and lo-
cally-generated funds should be able to 
service the entity’s existing and expected 
debts 

Financing is obtained from the parent or is 
in dollar-denominated obligations, or lo-
cally-generated funds are not sufficient for 
the servicing of existing and expected 
debts without a cash infusion 

Intra-entity transac-
tions 

There are few intra-entity transactions, and 
operations are not tightly integrated with 
those of the parent 

There are many intra-entity transactions, 
and operations are more likely to be tightly 
integrated with those of the parent 

Sales market There is an active local market for the 
products of the entity 

The primary market for the entity’s prod-
ucts is the country of the parent, or sales 
are denominated in the currency of the par-
ent’s country 

Sales price Sales prices are mostly based on local 
competition and regulations, rather than on 
exchange rate changes 

Sales prices are mostly based on exchange 
rate changes, which can be driven by inter-
national price competition 

 
The functional currency in which a business reports its financial results should rarely change. A shift to a 
different functional currency should be used only when there is a significant change in the economic facts 
and circumstances. If there is a change in functional currency, do not restate previously-issued financial 
statements into the new currency. 
 
If there is a change in functional currency from the reporting currency of an entity (i.e., the functional 
currency of the parent company) to a foreign currency, report the adjustment associated with the current-
rate translation of any nonmonetary assets in other comprehensive income. Conversely, if the functional 
currency changes from a foreign currency to the reporting currency, the translated amounts previously 
stated for nonmonetary assets as of the prior period become the cost basis for these assets going forward; 
also, do not remove any prior period translation adjustments from equity. 
 
EXAMPLE 
 
Armadillo Industries has a subsidiary in Australia, to which it ships its body armor products for sale to local police 
forces. The Australian subsidiary sells these products and then remits payments back to corporate headquarters. Ar-
madillo should consider U.S. dollars to be the functional currency of this subsidiary. 
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Armadillo also owns a subsidiary in Russia, which manufactures its own body armor for local consumption, accumu-
lates cash reserves, and borrows funds locally. This subsidiary rarely remits funds back to the parent company. In this 
case, the functional currency should be the Russian ruble. 
 
 
Translation of Financial Statements 

When translating the financial statements of an entity for consolidation purposes into the reporting currency 
of a business, translate the financial statements using the following rules: 

• Assets and liabilities. Translate using the current exchange rate at the balance sheet date for assets 
and liabilities. 

• Income statement items. Translate revenues, expenses, gains, and losses using the exchange rate as 
of the dates when those items were originally recognized. 

• Allocations. Translate all cost and revenue allocations using the exchange rates in effect when those 
allocations are recorded. Examples of allocations are depreciation and the amortization of deferred 
revenues. 

• Different balance sheet date. If the foreign entity being consolidated has a different balance sheet 
date than that of the reporting entity, use the exchange rate in effect as of the foreign entity’s balance 
sheet date. 

• Profit eliminations. If there are intra-entity profits to be eliminated as part of the consolidation, 
apply the exchange rate in effect on the dates when the underlying transactions took place. 

• Statement of cash flows. In the statement of cash flows, state all foreign currency cash flows at their 
reporting currency equivalent using the exchange rates in effect when the cash flows occurred. A 
weighted average exchange rate may be used for this calculation. 

 
If there are translation adjustments resulting from the implementation of these rules, record the adjustments 
in the equity section of the parent company’s consolidated balance sheet. 
 
EXAMPLE 
 
Armadillo Industries has a subsidiary located in England, which has its net assets denominated in pounds. The func-
tional currency of Armadillo is U.S. dollars. At year-end, when the parent company consolidates the financial state-
ments of its subsidiaries, the U.S. dollar has depreciated in comparison to the pound, resulting in a decline in the value 
of the subsidiary’s net assets. 
 
 
The following table shows the impact of translation exposure on different scenarios. 
 

Risk When Net Assets Denominated in Foreign Currency 

 Assets Liabilities 
Reporting currency weakens Gain Loss 
Reporting currency strengthens Loss Gain 

 
If the process of converting the financial statements of a foreign entity into the reporting currency of the 
parent company results in a translation adjustment, report the related profit or loss in other comprehensive 
income. 
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EXAMPLE 
 
A subsidiary of Armadillo Industries is located in Argentina, and its functional currency is the Argentine peso. The 
relevant peso exchange rates are: 

• 0.20 to the dollar at the beginning of the year 
• 0.24 to the dollar at the end of the year 
• 0.22 to the dollar for the full-year weighted average rate 

 
The subsidiary had no retained earnings at the beginning of the year. Based on this information, the financial statement 
conversion is as follows: 
 

 
(000s) 

Argentine 
Pesos 

Exchange 
Rate 

U.S. 
Dollars 

Assets    
Cash 89,000 0.24 21,360 
Accounts receivable 267,000 0.24 64,080 
Inventory 412,000 0.24 98,880 
Fixed assets, net 608,000 0.24 145,920 

Total assets 1,376,000  330,240 
    
Liabilities and Equity    
Accounts payable 320,000 0.24 76,800 
Notes payable 500,000 0.24 120,000 
Common stock 10,000 0.20 2,400 
Additional paid-in capital 545,000 0.20 130,800 
Retained earnings 1,000 (*) 220 
Translation adjustments 0 -- 20 

Total liabilities and equity 1,376,000  330,240 

* Reference from the following income statement 
 
 

 
(000s) 

Argentine 
Pesos 

Exchange 
Rate 

U.S. 
Dollars 

Revenue 1,500,000 0.22 330,000 
Expenses 1,499,000 0.22 329,780 
Net income 1,000  220 
    
Beginning retained earnings 0  0 

Add: Net income 1,000 0.22 220 
Ending retained earnings 1,000  220 
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Use of Average Exchange Rates 

We have noted that the remeasurement of financial statements may require the use of historical exchange 
rate information. It can be burdensome to keep track of these exchange rates and the dates on which the 
rates are to be applied. To reduce the work involved, GAAP allows the use of an average exchange rate, or 
other labor-saving methods that reasonably approximate the exchange rates that were more frequently ap-
plied. If you use an average exchange rate, derive a weighted average based on the volume of currency 
transactions in the period. For example, a reasonably accurate result might be achieved by developing an 
average rate for each month of the year, to be applied to those transactions occurring within each month. 
 
Hyperinflationary Effects 

An entity may find itself operating in an environment that has cumulative inflation of 100% or more. If this 
level of inflation continues over a three-year period, a country is considered to have a highly inflationary 
economy. When this is the case, remeasure the financial statements of the entity operating in that environ-
ment as though the functional currency were the reporting currency. 
 
If the economy is no longer considered to be hyperinflationary, restate the financial statements of the rele-
vant entity so that the local currency is now the functional currency. This means translating the reporting 
currency amounts into the local currency amounts at the current exchange rate on the date of change; these 
translated amounts then become the new functional currency for the nonmonetary assets and liabilities of 
the entity. 
 
EXAMPLE 
 
A subsidiary of Armadillo Industries is operating in a highly inflationary economy. On March 31 of 20X3, it bought 
a machine for 50,000 units of the local currency. The exchange rate at that time was 5 units of the local currency to 
one U.S. dollar, so the equivalent cost of the machine in U.S. dollars was $10,000. Five years later, on March 31, 
20X8, the machine’s net book value on the subsidiary’s books has declined to 25,000 units of the local currency, due 
to ongoing depreciation. On March 31 of 20X8, hyperinflation has altered the exchange rate to 25 to one U.S. dollar. 
During this time, the parent company has been using the historical exchange rate to account for the machine, so the 
recorded amount has declined to $5,000, based on the depreciation incurred during the intervening years. 
 
On April 1 of 20X8, Armadillo’s management no longer considers the local economy of the subsidiary to be highly 
inflationary, so it establishes a new cost basis for the equipment by translating the current $5,000 cost of the machine 
back into the local currency at the current exchange rate of 25:1. This means the functional accounting basis for the 
machine on April 1 of 20X8 would be 125,000 units of the local currency. 
 
 
Derecognition of a Foreign Entity Investment 

When a company sells or liquidates its investment in a foreign entity, complete the following steps to ac-
count for the situation: 

• Remove the translation adjustment recorded in equity for the investment 
• Report a gain or loss in the period in which the sale or liquidation occurs 

 
If a company only sells a portion of its investment in a foreign entity, recognize only a pro rata portion of 
the accumulated translation adjustment recorded in equity. 
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Foreign Currency Disclosures 
Disclose the following information related to transactions denominated in foreign currencies: 

• Gains and losses. If there are transaction-based gains or losses during the period that are caused by 
changes in foreign exchange rates, disclose the aggregate amount in the financial statements or in 
the accompanying notes. 

• Subsequent rate changes. If there is a foreign currency rate change after the date of the financial 
statements that has a significant effect on unsettled balances, disclose the impact of the rate on 
unsettled transactions between the date of the financial statements and the date of the rate change. 

• Rate change effects. GAAP encourages you to discuss the effects of rate changes on the reported 
results of operations, but does not require it. 

 
If translation adjustments have been reported in equity, disclose an analysis of the changes during the period 
in the financial statements. This information can be integrated into the statement of changes in equity. The 
analysis should state the following: 
 

 Beginning balance of cumulative translation adjustments 
+/- The aggregate adjustment caused by translation adjustments, as well as from the gains and losses caused by 

certain hedges and intra-entity balances 
+/- The amount of income taxes allocated to translation adjustments 
+/- Transfers from cumulative translation adjustments as a result of the sale or liquidation of an investment in a 

foreign entity 
= Ending balance of cumulative translation adjustments 

 
If there are income taxes associated with translation adjustments, report them in other comprehensive in-
come. 

Report in the statement of cash flows the effect of any changes in exchange rates on cash balances held 
in foreign currencies. This information should be stated in separate line items within the reconciliation of 
the change in cash and cash equivalents during the period. 
 
Summary 
The key factor to consider when translating financial statements into the reporting currency is the use of 
average exchange rates. Consider creating a standard procedure for calculating the weighted average ex-
change rate for each relevant currency for each reporting period, and then retain the calculation, to justify 
the exchange rate(s) for audit purposes. Using a weighted average is much more efficient from an account-
ing perspective than translating specific transactions at the associated exchange rate on a daily basis. 
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Chapter 16 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The functional currency is: 

a. The legal currency used within a country 
b. The currency in which a business prepares its financial statements 
c. The currency that a business uses in the majority of its business transactions 
d. The U.S. dollar 

 
2. Financial statement translation does not involve this step: 

a. Determining the functional currency of the foreign entity 
b. Recording gains and losses on currency translation 
c. Remeasuring the functional currency of the foreign entity into its legal currency 
d. Remeasuring the financial statements of the foreign entity into the reporting currency of the 

parent 
 
3. When translating the financial statements of an entity into the reporting currency of a business, 

translate assets: 

a. At the weighted-average exchange rate 
b. At the current exchange rate at the balance sheet date 
c. At the exchange rate as of the dates when those items were originally recognized 
d. At the exchange rate in effect at the beginning of the reporting period 
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Chapter 17 - Accounting Changes and Error Corrections 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the applicability of the accounting standards for accounting changes and error corrections to 
different scenarios. 

 
Introduction 
From time to time, a company will find that it must change its accounting to reflect a change in accounting 
principle or estimate, or it may locate an accounting error that must be corrected. In this chapter, we address 
the rules for both situations and how to disclose them, as well as for several related situations. 
 
Changes in Accounting Principle 
There is an assumption in GAAP that, once an accounting principle has been adopted by a business, the 
principle shall be consistently applied in recording transactions and events from that point forward. Con-
sistent application is a cornerstone of accounting, since it allows the readers of financial statements to com-
pare the results of multiple accounting periods. Given how important it is to maintain consistency in the 
application of accounting principles, a business should only change an accounting principle in one of the 
two following situations: 

• The change is required by an update to GAAP 
• The use of an alternative principle is preferable 

 
Tip: Thoroughly document the reason for any change in accounting principle, since it will likely be reviewed by the 
company’s auditors. 
 
Whenever there is a change in accounting principle, retrospective application of the new principle to prior 
accounting periods is required, unless it is impracticable to do so. If it is impracticable to retroactively apply 
changes to prior interim periods of the current fiscal year, then the change in accounting principle can only 
be made as of the start of a subsequent fiscal year. 
 
Tip: Where possible, companies are encouraged to adopt changes in accounting principle as of the first interim period 
of a fiscal year. 
 
The activities required for retrospective application are: 

1. Alter the carrying amounts of assets and liabilities for the cumulative effect of the change in prin-
ciple as of the beginning of the first accounting period presented. 

2. Adjust the beginning balance of retained earnings to offset the change noted in the first step. 
3. Adjust the financial statements for each prior period presented to reflect the impact of the new 

accounting principle. 
 
If it is impracticable to make these changes, then do so as of the earliest reported periods for which it is 
practicable to do so. It is considered impracticable to make a retrospective change when any of the following 
conditions apply: 

• Assumptions. Making a retrospective application calls for assumptions about what management 
intended to do in prior periods, and those assumptions cannot be independently substantiated. 

• Efforts made. The company has made every reasonable effort to do so. 
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• Estimates. Estimates are required, which are impossible to provide due to the lack of information 
about the circumstances in the earlier periods. 

 
When making prior period adjustments due to a change in accounting principle, do so only for the direct 
effects of the change. A direct effect is one that is required to switch accounting principles. 
 
EXAMPLE 
 
Armadillo Industries changes from the last in, first out method of inventory accounting to the first in, first out method. 
Doing so calls for an increase in the ending inventory in the preceding period, which in turn increases net profits for 
that period. Altering the inventory balance is a direct effect of the change in principle. 
 
An indirect effect of the change in principle would be a change in the corporate accrual for profit sharing in the prior 
period. Since it is an indirect effect, Armadillo does not record the change. 
 
 
Changes in Accounting Estimate 
A change in accounting estimate occurs when there is an adjustment to the carrying amount of an asset or 
liability, or the subsequent accounting for it. Examples of changes in accounting estimate are changes in: 

• The allowance for doubtful accounts 
• The reserve for obsolete inventory 
• Changes in the useful life of depreciable assets 
• Changes in the salvage values of depreciable assets 
• Changes in the amount of expected warranty obligations 

 
Changes in accounting estimate occur relatively frequently, and so would require a considerable amount of 
effort to make an ongoing series of retroactive changes to prior financial statements. Instead, GAAP only 
requires that changes in accounting estimate be accounted for in the period of change and thereafter. Thus, 
no retrospective change is required or allowed. 
 
Changes in Reporting Entity 
There are situations where a change in the entities included in consolidated financial statements effectively 
means that there is a change in reporting entity. If so, apply the change retrospectively to all of the periods 
being reported. The result should be the consistent presentation of financial information for the same re-
porting entity for all periods, including interim periods. 
 
Correction of an Error in Previously Issued Financial Statements 
From time to time, financial statements will be inadvertently issued that contain one or more errors. When 
such an error is discovered, the prior period financial statements to which the error applies must be restated. 
Restatement requires the following steps: 

1. Alter the carrying amounts of assets and liabilities for the cumulative effect of the error as of the 
beginning of the first accounting period presented. 

2. Adjust the beginning balance of retained earnings to offset the change noted in the first step. 
3. Adjust the financial statements for each prior period presented to reflect the impact of the error. 

 
Corrections Related to Prior Interim Periods 
GAAP specifies several situations in which the financial statements of prior interim periods of the current 
fiscal year should be adjusted. These adjustments are for the following: 
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• Adjustment or settlement of litigation 
• Income taxes 
• Renegotiation proceedings 
• Utility revenue under rate-making processes 

 
Adjustments for these items are only necessary if all of the following criteria apply: 

• The effect of the change is material to income from continuing operations, or its trend 
• The adjustments are directly related to the prior interim periods 
• The adjustment amount could not be reasonably estimated prior to the current interim period, but 

can now be estimated 
 
If an adjustment occurs in any interim period other than the first period, use the following steps to account 
for it: 

1. Include any portion of the adjustment that relates to current business activities in the current interim 
period. 

2. Restate prior interim periods of the current fiscal year to include that portion of the item that relates 
to the business activities in those periods. 

3. Restate the first interim period of the current fiscal year to include that portion of the item that 
relates to the business activities in prior fiscal years. 

 
The Materiality of an Error 
When an accounting error is discovered, determine whether it is material enough to report. To do so, com-
pare its effect to the full-year estimated income or the full-year earnings trend. If it is not material, there is 
no need to disclose it. However, it the error is material in relation to the estimated income or earnings trend 
for an interim period, disclose the error in the financial statements for that interim period. 
 
Accounting Changes and Error Corrections Disclosures 
There are a number of variations on the disclosures required for the various types of accounting changes 
and error corrections, so we address each one within the following sub-sections. 
 
Change in Accounting Principle 

When there is a change in accounting principle, disclose all of the following items in the period in which 
the change takes place: 

• Nature of the change. The nature of the change and why the new principle is preferable. 
• Application method. State the method used to apply the change, including: 

o The information being adjusted 
o The effect of the change on income from continuing operations, net income, any other 

affected financial statement line items, and any affected per-share amounts 
o The cumulative effect of the change on retained earnings in the balance sheet as of the 

beginning of the earliest period presented 
o The reasons why retrospective application is impracticable (if this is the case), and the 

alternative method used to report the change 

• Indirect effects. If you have elected to recognize the indirect effects of a change in principle, dis-
close the effects, the amounts recognized in the current period, and any applicable per-share 
amounts, and the same information for all prior periods presented (unless impracticable to do so). 
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These disclosures are required for all interim and annual financial statements that are reported. 
 
When you adopt a new accounting principle, disclose the effect of the change on income from continuing 
operations, net income, and any related per-share amounts for all remaining interim periods in the current 
fiscal year. 
 
Change in Accounting Estimate 

If there is a change in estimate that will affect several future periods, disclose the effect on income from 
continuing operations, net income, and any related per-share amounts. This disclosure is not needed for 
ongoing changes in estimate that arise in the ordinary course of business, such as changes in reserves. In 
effect, this disclosure is only required if the change is material. If there is not an immediate material effect, 
but a material effect is expected in later periods, provide a description of the change in estimate. 
 
Change in Reporting Entity 

In those rare cases where there has been a change in reporting entity, disclose the nature of and reason for 
the change. In addition, report the effect of the change on income before net income, other comprehensive 
income, and any related per-share amounts for all periods presented. If there is not an immediate material 
effect, but a material effect is expected in later periods, state the nature of and reason for the change in the 
period in which the change occurred. 
 
Error Corrections 

When you restate financial statements to correct an error, disclose the following information: 

• A statement that the previously issued financial statements have been restated, and describe the 
error 

• The effect of the error correction on financial statement line items and per-share amounts for each 
period presented 

• The cumulative effect of the error correction on retained earnings as of the beginning of the earliest 
period presented 

• The before-tax and after-tax effect on net income for each prior period reported. If the results of 
only one period are reported, indicate the effect on net income for the immediately preceding period 

If there is an error correction related to prior interim periods of the current fiscal year, disclose the effect 
on income from continuing operations, net income, and related per-share amounts for all of the prior interim 
periods of the current fiscal year, as well as the restated results for these line items. 
 
Historical Summaries 

If a business issues historical summaries of its results for a number of prior years, be sure to adjust these 
summaries for any errors found in affected years, and disclose the changes alongside the summaries. 
 
EXAMPLE 
 
Armadillo Industries provides the following disclosure regarding a change in its method of accounting for the valua-
tion of its inventory: 
 

On January 1, 20X1, Armadillo changed its method for valuing inventory to the weighted-average method. 
The company had previously used the LIFO method to value its inventory. The new method was adopted 
because management felt that having very old inventory layers misrepresented the value of the company’s 
reported inventory. The company’s comparative financial statements for previous years have been adjusted 
to apply the new method retrospectively. 
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The following financial statement line items for fiscal years 20X1 and 20X0 were affected by this change in 
accounting principle: 
 

20X1 Income Statement 

 As Computed 
under LIFO 

As Reported under 
Weighted Average 

Effect of 
Change 

Sales $1,000,000 $1,000,000 $0 
Cost of goods sold 600,000 580,000 20,000 
Selling, general and administrative expenses 375,000 375,000 0 
Income before taxes 25,000 45,000 20,000 
Income taxes 9,000 16,000 -7,000 
Net income $16,000 $29,000 $13,000 

 
20X0 Income Statement 

 As Originally 
Reported 

 
As Adjusted 

Effect of 
Change 

Sales $900,000 $900,000 $0 
Cost of goods sold 540,000 525,000 15,000 
Selling, general and administrative expenses 350,000 350,000 0 
Income before taxes 10,000 25,000 15,000 
Income taxes 3,000 9,000 -6,000 
Net income $7,000 $16,000 $9,000 

 
20X1 Balance Sheet 

 As Computed 
under LIFO 

As Reported under 
Weighted Average 

Effect of 
Change 

Cash $100,000 $100,000 $0 
Accounts receivable 350,000 350,000 0 
Inventory 400,000 420,000 20,000 

Total assets $850,000 $870,000 $20,000 
    
Accounts payable $125,000 $125,000 $0 
Income tax liability 9,000 16,000 7,000 
Paid-in capital 500,000 500,000 0 
Retained earnings 216,000 229,000 13,000 

Total liabilities and stockholders’ equity $850,000 $870,000 $20,000 
 

20X0 Balance Sheet 
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 As Originally 
Reported 

 
As Adjusted 

Effect of 
Change 

Cash $80,000 $80,000 $0 
Accounts receivable 320,000 320,000 0 
Inventory 360,000 375,000 15,000 

Total assets $760,000 $775,000 $15,000 
    
Accounts payable $100,000 $100,000 $0 
Income tax liability 3,000 9,000 6,000 
Paid-in capital 500,000 500,000 0 
Retained earnings 157,000 166,000 9,000 

Total liabilities and stockholders’ equity $760,000 $775,000 $15,000 
 
 
Summary 
Retrospective changes can require large amounts of detective accounting work, judgment, and thorough 
documentation of the changes made. Given the amount of labor involved, it is cost-effective to find justifi-
able reasons for not making retrospective changes. Two valid methods for doing so are to question the 
materiality of the necessary changes, or to find reasons to instead treat issues as changes in accounting 
estimate. 
 
If retrospective application is completely unavoidable, it may make sense to have the company’s auditors 
review proposed retrospective changes in advance. Doing so minimizes the risk that an issue will be dis-
covered by the auditors during the annual audit, which will require additional retrospective changes. 
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Chapter 17 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. An example of a change in accounting estimate is: 

a. A change in the salvage value of a depreciable asset 
b. A change in expense from period to period 
c. The resetting of a product’s price 
d. The revaluation of an asset to its fair value 

 
2. The following is not a step used to correct an error in previously issued financial statements: 

a. Alter the carrying amount of assets for the cumulative effect of the error 
b. Adjust the financial statements for each prior period to adjust for the error 
c. Adjust the beginning balance of retained earnings 
d. Record the adjustment as a net reduction in current period revenues 

 
3. You should adjust the financial statements of prior interim periods of the current fiscal year when: 

a. The adjustment is not related to the prior interim periods 
b. The amount of the adjustment cannot be estimated 
c. The effect of the change is material to income from continuing operations 
d. The effect of the change is immaterial to income from continuing operations 
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Chapter 18 - Closing the Books 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the steps required to close the books and generate financial statements. 
 

Introduction 
A great many steps are required to close the books and issue financial statements. In this chapter, we give 
an overview of the most prevalent closing activities that you are likely to need. 

The closing process does not begin after a reporting period has been completed. Instead, you should be 
preparing for it well in advance. By doing so, you can complete a number of activities in a leisurely manner 
before the end of the month, leaving fewer items for the busier period immediately following the end of the 
period. Accordingly, we have grouped closing steps into the following categories: 

1. Prior steps. These are steps needed to complete the processing of the financial statements, and 
which can usually be completed before the end of the reporting period. 

2. Core steps. These are the steps that are required for the creation of financial statements, and 
which cannot be completed prior to the end of the reporting period. 

3. Delayed steps. These are the activities that can be safely delayed until after the issuance of the 
financial statements, but which are still part of the closing process. 

 
The sections in this chapter do not necessarily represent the exact sequence of activities to follow when 
closing the books; you may want to alter the sequence based on the processes of your company, and the 
availability of employees to work on them. 
 
Prior Steps: Update Reserves 
Under the accrual basis of accounting, create a reserve in the expectation that expenses will be incurred in 
the future that are related to revenues generated now. This concept is called the matching principle. Under 
the matching principle, you record the cause and effect of a business transaction at the same time. Thus, 
when you record revenue, you should also record within the same accounting period any expenses directly 
related to that revenue. 
 
The most common of all reserves is the allowance for doubtful accounts. It is used to charge to expense the 
amount of bad debts that you expect from a certain amount of sales, before you know precisely which 
invoices will not be paid. This allowance is updated as part of the closing process. 
 
Review the balance in the allowance for doubtful accounts as part of the month-end closing process, to 
ensure that the balance is reasonable in comparison to the latest bad debt forecast. For companies having 
minimal bad debt activity, a quarterly update may be sufficient. The following example demonstrates how 
the allowance is handled. 
 
EXAMPLE 
 
Milagro Corporation records $10,000,000 of sales to several hundred customers, and projects (based on historical 
experience) that it will incur 1% of this amount as bad debts, though it does not know exactly which customers will 
default. It records the 1% of projected bad debts as a $100,000 debit to the bad debt expense account and a credit to 
the allowance for doubtful accounts. The bad debt expense is charged to expense right away, and the allowance for 
doubtful accounts becomes a reserve account that offsets the accounts receivable of $10,000,000 (for a net receivable 
on the balance sheet of $9,900,000). The entry is: 
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 Debit Credit 
Bad debt expense 100,000  

Allowance for doubtful accounts  100,000 
 
Later, several customers default on payments totaling $40,000. Accordingly, the company credits the accounts receiv-
able account by $40,000 to reduce the amount of outstanding accounts receivable, and debits the allowance for doubt-
ful accounts by $40,000. This entry reduces the balance in the allowance account to $60,000. The entry does not 
impact earnings in the current period. The entry is: 
 

 Debit Credit 
Allowance for doubtful accounts 40,000  

Accounts receivable  40,000 
 
A few months later, a collection agency succeeds in collecting $15,000 of the funds that Milagro had already written 
off. The company can now reverse part of the previous entry, thereby increasing the balances of both the accounts 
receivable and the allowance for doubtful accounts. The entry is: 
 

 Debit Credit 
Accounts receivable 15,000  

Allowance for doubtful accounts  15,000 
 
 
There are a number of other reserves to consider, such as: 

• Inventory obsolescence reserve. If there is an expectation that there are some higher-cost items in 
inventory that will be rendered obsolete and disposed of, even if you are not sure which items they 
are, create an obsolescence reserve, and charge any losses against the reserve as you locate and 
dispose of these items. 

• Reserve for product returns. If there is a history of significant product returns from customers, 
estimate the percentage of these returns based on prior history, and create a reserve using that per-
centage whenever you record related sales. 

• Reserve for warranty claims. If the company has experienced a material amount of warranty claims 
in the past, and it can reasonably estimate the amount of these claims in the future, create a reserve 
in that amount whenever you record related sales. 

 
The reserves just noted are among the more common ones. You may find a need for more unique types of 
reserves that are specific to your company’s industry or business model. 
 
There is no need to create a reserve if the balance in the account is going to be immaterial. Instead, many 
businesses can generate perfectly adequate financial statements that only have a few reserves, while charg-
ing all other expenditures to expense as incurred. 
 
Core Steps: Issue Customer Invoices 
Part of the closing process nearly always includes the issuance of month-end invoices to customers, espe-
cially in situations (such as consulting) where billable hours are compiled throughout the month and then 
billed at one time, or where a company has a practice of shipping most of its products near the end of the 
month. In other cases, invoices may have been issued throughout the month, leaving only a residual number 
to be issued as part of the closing process. 
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Irrespective of the number of invoices to be issued, invoices are always an important part of the closing 
process, because they are the primary method for recognizing revenue. Consequently, you normally spend 
a significant part of the closing process verifying that all possible invoices have, in fact, been created. This 
verification process may include a comparison of the shipping log to the invoice register, or a comparison 
of the shipping log to the timekeeping system where billable hours are stored or to a listing of open con-
tracts. 
 

If some revenues are considered to not yet be billable, but to have been fully earned by the company, you 
can accrue the revenue with a journal entry. If you use this approach, be sure to address the following issues: 

• Auditor documentation. Auditors do not like accrued revenue, since there are a number of re-
strictions placed on its use under GAAP. Consequently, you should fully document the reasons for 
accruing revenue, with complete backup of the revenue calculations. The auditors will review this 
information. However, if you are only accruing revenue partway through a year, it may not be 
necessary to document the transactions in detail, since they should no longer be present on the 
balance sheet by the end of the fiscal year. 

• Reversing entry. When you accrue revenue, the assumption is that you are likely to issue an invoice 
soon thereafter, probably in the next month. Consequently, set up every revenue accrual journal 
entry to automatically reverse in the next month. This clears the revenue accrual from the books, 
leaving room to record the revenue on the invoice. The following example illustrates the technique. 

 
EXAMPLE 
 
Milagro Corporation has fulfilled all of the terms of a contract with a customer to deliver a coffee bean roasting 
facility, but is unable to issue an invoice until July, which is the following month. Accordingly, the accountant creates 
a revenue accrual with the following entry in June: 
 

 Debit Credit 
Accrued revenue receivable (asset) 6,500,000  

Accrued revenue (revenue)  6,500,000 
 
The accountant sets the journal entry to automatically reverse in the next month, so the accounting software creates 
the following entry at the beginning of July: 
 

 Debit Credit 
Accrued revenue (revenue) 6,500,000  

Accrued revenue receivable (asset)  6,500,000 
 
In July, Milagro is now able to issue the invoice to the customer. When the invoice is created, the billing module of 
the accounting software creates the following entry in July: 
 

 Debit Credit 
Accounts receivable 6,500,000  

Revenue  6,500,000 
 
Thus, the net impact of these transactions is: 
 

June: Accrued revenue = $6,500,000 
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July: Accrued revenue reversal = -$6,500,000 
 Invoice generated = +6,500,000 
 Net effect in July = $0 

 
 
Core Steps: Value Inventory 
Potentially the most time-consuming activity in the closing process is valuing ending inventory. This in-
volves the following steps: 

1. Physical count. Either conduct an ending inventory count or have an adequate perpetual inventory 
system in place that yields a verifiable ending inventory. 

2. Determine the cost of the ending inventory. There are several methods available for assigning a 
cost to the ending inventory, such as the first in first out method, the last in first out method, and 
standard costing. 

3. Allocate overhead. Allocate the costs of manufacturing overhead to any inventory items that are 
classified as work-in-process or finished goods. Overhead is not allocated to raw materials inven-
tory, since the operations giving rise to overhead costs only impact work-in-process and finished 
goods inventory. The following items are usually included in manufacturing overhead: 

 
Depreciation of factory equipment Quality control and inspection 
Factory administration expenses Rent, facility and equipment 
Indirect labor and production supervisory wages Repair expenses 
Indirect materials and supplies Rework labor, scrap and spoilage 
Maintenance, factory and production equipment Taxes related to production assets 
Officer salaries related to production Uncapitalized tools and equipment 
Production employees’ benefits Utilities 

 
The typical procedure for allocating overhead is to accumulate all manufacturing overhead costs 
into one or more cost pools, and to then use an activity measure to apportion the overhead costs in 
the cost pools to inventory. Thus, the overhead allocation formula is: 

 
Cost pool ÷ Total activity measure = Overhead allocation per unit 

 
4. Adjust the valuation. It may be necessary to reduce the amount of ending inventory due to the lower 

of cost or market rule, or for the presence of obsolete inventory. The lower of cost or market rule 
is required by GAAP, and requires that you record the cost of inventory at whichever cost is lower 
– the original cost or its current market price. This situation typically arises when inventory has 
deteriorated, or has become obsolete, or market prices have declined. The “current market price” 
is defined as the current replacement cost of the inventory, as long as the market price does not 
exceed net realizable value; also, the market price shall not be less than the net realizable value, 
less the normal profit margin. Net realizable value is defined as the estimated selling price, minus 
estimated costs of completion and disposal. 

 
EXAMPLE 
 
Milagro Corporation has a small production line for toy coffee roasters. During April, it incurs costs for the following 
items: 
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Cost Type Amount 
Building rent $65,000 
Building utilities 12,000 
Factory equipment depreciation 8,000 
Production equipment maintenance 7,000 

Total $92,000 
 
All of these items are classified as manufacturing overhead, so Milagro creates the following journal entry to shift 
these costs into an overhead cost pool for later allocation: 
 

 Debit Credit 
Overhead cost pool 92,000  

Depreciation expense  8,000 
Maintenance expense  7,000 
Rent expense  65,000 
Utilities expense  12,000 

 
EXAMPLE 
 
Milagro Corporation resells five major brands of coffee, which are noted in the following table. At the end of its 
reporting year, Milagro calculates the lower of its cost or net realizable value in the following table: 
 

 
Product 
Line 

 
Quantity 
on Hand 

 
Unit 
Cost 

 
Inventory 

at Cost 

 
Market 
per Unit 

Lower of 
Cost 

or Market 
Arbuthnot 1,000 $190 $190,000 $230 $190,000 
Bagley 750 140 105,000 170 105,000 
Chowdry 200 135 27,000 120 24,000 
Dingle 1,200 280 336,000 160 192,000 
Ephraim 800 200 160,000 215 160,000 

 
Based on the table, the market value is lower than cost on the Chowdry and Dingle coffee lines. Consequently, Milagro 
recognizes a loss on the Chowdry line of $3,000 ($27,000 - $24,000), as well as a loss of $144,000 ($336,000 - 
$192,000) on the Dingle line. 
 
 
There are many steps because of the complexity of inventory valuation, but also because the investment in 
inventory may be so large that you simply cannot afford to arrive at an incorrect valuation – an error here 
could require a major adjustment to the financial statements in a later period. 
 
If there is a relatively small investment in inventory, it may not be so necessary to invest a large amount of 
time in closing inventory, since the size of potential errors is substantially reduced. 
 
Core Steps: Calculate Depreciation 
Once all fixed assets have been recorded in the accounting records for the month, calculate the amount of 
depreciation (for tangible assets) and amortization (for intangible assets). This is a significant issue for 
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companies with a large investment in fixed assets, but may be so insignificant in other situations that it is 
sufficient to only record depreciation at the end of the year. 
 
The basic depreciation entry is to debit the depreciation expense account (which appears in the income 
statement) and credit the accumulated depreciation account (which appears in the balance sheet as a contra 
account that reduces the amount of fixed assets). Over time, the accumulated depreciation balance will 
continue to increase as more depreciation is added to it, until such time as it equals the original cost of the 
asset. At that time, stop recording any depreciation expense, since the cost of the asset has now been reduced 
to zero. 
 
The journal entry for depreciation can be a simple two-line entry designed to accommodate all types of 
fixed assets, or it may be subdivided into separate entries for each type of fixed asset. 
 
EXAMPLE 
 
Milagro Corporation calculates that it should have $25,000 of depreciation expense in the current month. The entry 
is: 
 

 Debit Credit 
Depreciation expense 25,000  

Accumulated depreciation  25,000 
 
In the following month, Milagro’s accountant decides to show a higher level of precision at the expense account level, 
and instead elects to apportion the $25,000 of depreciation among different expense accounts, so that each class of 
asset has a separate depreciation charge. The entry is: 
 

 Debit Credit 
Depreciation expense – Automobiles 4,000  
Depreciation expense – Computer equipment 8,000  
Depreciation expense – Furniture and fixtures 6,000  
Depreciation expense – Office equipment 5,000  
Depreciation expense – Software 2,000  

Accumulated depreciation  25,000 
 
 
An intangible asset is a non-physical asset having a useful life greater than one year. Examples of intangible 
assets are trademarks, patents, and non-competition agreements. The journal entry to record the amortiza-
tion of intangible assets is fundamentally the same as the entry for depreciation, except that the accounts 
used substitute the word “amortization” for depreciation. 
 
EXAMPLE 
 
Milagro Corporation calculates that it should have $4,000 of amortization expense in the current month that is related 
to intangible assets. The entry is: 
 

 Debit Credit 
Amortization expense 4,000  

Accumulated amortization  4,000 
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If you are constructing fixed assets (as would be the case for a factory or company headquarters) and have 
incurred debt to do so, it may be necessary to capitalize some interest expense into the cost of the fixed 
assets. Interest capitalization is the inclusion of any interest expense directly related to the construction of 
a fixed asset in the cost of that fixed asset. 
 

Follow these steps to calculate the amount of interest to be capitalized for a specific project: 

1. Construct a table itemizing the amounts of expenditures made and the dates on which the expend-
itures were made. 

2. Determine the date on which interest capitalization ends. 
3. Calculate the capitalization period for each expenditure, which is the number of days between the 

specific expenditure and the end of the interest capitalization period. 
4. Divide each capitalization period by the total number of days elapsed between the date of the first 

expenditure and the end of the interest capitalization period to arrive at the capitalization multiplier 
for each line item. 

5. Multiply each expenditure amount by its capitalization multiplier to arrive at the average expendi-
ture for each line item over the capitalization measurement period. 

6. Add up the average expenditures at the line item level to arrive at a grand total average expenditure. 
7. If there is project-specific debt, multiply the grand total of the average expenditures by the interest 

rate on that debt to arrive at the capitalized interest related to that debt. 
8. If the grand total of the average expenditures exceeds the amount of the project-specific debt, mul-

tiply the excess expenditure amount by the weighted average of the company’s other outstanding 
debt to arrive at the remaining amount of interest to be capitalized. 

9. Add together both capitalized interest calculations. If the combined total is more than the total 
interest cost incurred by the company during the calculation period, reduce the amount of interest 
to be capitalized to the total interest cost incurred by the company during the calculation period. 

10. Record the interest capitalization with a debit to the project’s fixed asset account and a credit to the 
interest expense account. 
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EXAMPLE 
 
Milagro Corporation is building a company headquarters building. Milagro makes payments related to the project of 
$10,000,000 and $14,000,000 to a contractor on January 1 and July 1, respectively. The building is completed on 
December 31. 
 
For the 12-month period of construction, Milagro can capitalize all of the interest on the $10,000,000 payment, since 
it was outstanding during the full period of construction. Milagro can capitalize the interest on the $14,000,000 pay-
ment for half of the construction period, since it was outstanding during only the second half of the construction period. 
The average expenditure for which the interest cost can be capitalized is calculated in the following table: 
 

Date of  
Payment 

Expenditure 
Amount 

Capitalization 
Period* 

Capitalization 
Multiplier 

Average 
Expenditure 

January 1 $10,000,000 12 months 12 ÷ 12 months = 100% $10,000,000 
July 1 14,000,000 6 months 6 ÷ 12 months = 50% 7,000,000 
    $17,000,000 

* In the table, the capitalization period is defined as the number of months that elapse between the expenditure 
payment date and the end of the interest capitalization period. 

 
The only debt that Milagro has outstanding during this period is a line of credit, on which the interest rate is 8%. The 
maximum amount of interest that Milagro can capitalize into the cost of the building project is $1,360,000, which is 
calculated as: 
 

8% Interest rate × $17,000,000 Average expenditure = $1,360,000 
 
Milagro records the following journal entry: 
 

 Debit Credit 
Buildings (asset) 1,360,000  

Interest expense  1,360,000 
 
 
Tip: There may be an inordinate number of expenditures related to a larger project, which could result in a 
large and unwieldy calculation of average expenditures. To reduce the workload, consider aggregating these 
expenses by month, and then assume that each expenditure was made in the middle of the month, thereby 
reducing all of the expenditures for each month to a single line item. 
 
You cannot capitalize more interest cost in an accounting period than the total amount of interest cost 
incurred by the business in that period. If there is a corporate parent, this rule means that the amount capi-
talized cannot exceed the total amount of interest cost incurred by the business on a consolidated basis. 
 
Core Steps: Create Accruals 
An accrual allows you to record expenses and revenues for which you expect to expend cash or receive 
cash, respectively, in a future reporting period. The offset to an accrued expense is an accrued liability 
account, which appears in the balance sheet. The offset to accrued revenue is an accrued asset account (such 
as unbilled consulting fees), which also appears in the balance sheet. Examples of accruals are: 

• Revenue accrual. A consulting company works billable hours on a project that it will eventually 
invoice to a client for $5,000. It can record an accrual in the current period so that its current income 
statement shows $5,000 of revenue, even though it has not yet billed the client. 
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• Expense accrual – general. A supplier provides $10,000 of services before month-end, but does 
not issue an invoice to the company by the time it closes its books. Accordingly, the company 
accrues a $10,000 expense to reflect the receipt of services. 

• Expense accrual – interest. A company has a loan with the local bank for $1 million, and pays 
interest on the loan at a variable rate of interest. The invoice from the bank for $3,000 in interest 
expense does not arrive until the following month, so the company accrues the expense in order to 
show the amount on its income statement in the proper month. 

• Expense accrual – wages. A company pays its employees at the end of each month for their hours 
worked through the 25th day of the month. To fully record the wage expense for the entire month, 
it also accrues $32,000 in additional wages, which represents the cost of wages for the remaining 
days of the month. 

 
Most accruals are initially created as reversing entries, so that the accounting software automatically creates 
a reverse version of them in the following month. This happens when you are expecting revenue to actually 
be billed, or supplier invoices to actually arrive, in the next month. 
 
Core Steps: Consolidate Division Results 
If there are company divisions that forward their financial results to the parent company, the largest issue 
from the perspective of the close is simply obtaining the information in a timely manner. This information 
may be provided in the format of a trial balance report. You should then input the summary totals for all 
accounts provided into the general ledger of the parent company. This process is repeated for all of the 
divisions. 
 
If the company uses the same accounting software throughout the business, then it may be quite simple to 
consolidate the division results, but only if the software is networked together. Otherwise, it will be neces-
sary to create a separate journal entry to record the results of each division. 

 
Tip: If you record division results with a journal entry, the transaction likely involves a large number of 
line items. To reduce the risk of recording this information incorrectly, create a journal entry template in 
the accounting software that includes only the relevant accounts. If the entries for the various divisions are 
substantially different, consider creating a separate template for each one. 
 
Core Steps: Eliminate Intercompany Transactions 
If there are several divisions within a company for which accounting transactions are recorded separately, 
it is possible that they do business with each other. For example, if a company is vertically integrated, some 
subsidiaries may sell their output to other subsidiaries, which in turn sell their output to other subsidiaries. 
If this is the case, they are generating intercompany transactions to record the sales. Intercompany transac-
tions must be eliminated from the consolidated financial statements of the business, since not doing so 
would artificially inflate the revenue of the company as a whole. This elimination requires you to reverse 
the sale and offsetting account receivable for each such transaction. 
 
Intercompany transactions can be difficult to spot, especially in businesses where such transactions are rare, 
and therefore not closely monitored. In a larger business, it is relatively easy to flag these transactions as 
being intercompany when they are created, so that the system automatically reverses them when the finan-
cial statements are consolidated. However, this feature is usually only available in the more expensive ac-
counting software packages. 
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Core Steps: Review Journal Entries 
It is entirely possible that some journal entries were made incorrectly, in duplicate, or not at all. You should 
print the list of standard journal entries and compare it to the actual entries made in the general ledger, just 
to ensure that they were entered in the general ledger correctly. Another test is to have someone review the 
detailed calculations supporting each journal entry, and trace them through to the actual entries in the gen-
eral ledger. This second approach takes more time, but is quite useful for ensuring that all necessary journal 
entries have been made correctly. 
 
If you are interested in closing the books quickly, the latter approach could interfere with the speed of the 
close; if so, authorize this detailed review at a later date, when someone can conduct the review under less 
time pressure. However, any errors found can only be corrected in the following accounting period, since 
the financial statements will already have been issued. 
 
Core Steps: Reconcile Accounts 
It is very important to examine the contents of the balance sheet accounts to verify that the recorded assets 
and liabilities are supposed to be there. It is quite possible that some items are still listed in an account that 
should have been flushed out of the balance sheet a long time ago, which can be quite embarrassing if they 
are still on record when the auditors review the company’s books at the end of the year. Here are several 
situations that a proper account reconciliation would have caught: 

• Prepaid assets. A company issues a $10,000 bid bond to a local government. The company loses 
the bid, but is not repaid. The asset lingers on the books until year-end, when the auditors inquire 
about it, and the company then recovers the funds from the local government. 

• Accrued revenue. A company accrues revenue of $50,000 for a services contract, but forgets to 
reverse the entry in the following month, when it invoices the full $50,000 to the customer. This 
results in the double recordation of revenue, which is not spotted until year-end. The accountant 
then reverses the accrual, thereby unexpectedly reducing revenues for the full year by $50,000. 

• Depreciation. A company calculates the depreciation on several hundred assets with an electronic 
spreadsheet, which unfortunately does not track when to stop depreciating assets. A year-end re-
view finds that the company charged $40,000 of excess depreciation to expense. 

• Accumulated depreciation. A company has been disposing of its assets for years, but has never 
bothered to eliminate the associated accumulated depreciation from its balance sheet. Doing so 
reduces both the fixed asset and accumulated depreciation accounts by 50%. 

• Accounts payable. A company does not compare its accounts payable detail report to the general 
ledger account balance, which is $8,000 lower than the detail. The auditors spot the error and re-
quire a correcting entry at year-end, so that the account balance matches the detail report. 

 
These issues and many more are common problems encountered at year-end. To prevent the extensive 
embarrassment and error corrections caused by these problems, conduct account reconciliations every 
month for the larger accounts, and occasionally review the detail for the smaller accounts, too. The follow-
ing exhibit contains some of the account reconciliations to conduct, as well as the specific issues to look 
for. 
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Sample Account Reconciliation List 

Account Reconciliation Discussion 
Cash There can be a number of unrecorded checks, deposits, and bank fees that you will 

only spot with a bank reconciliation. It is permissible to do a partial bank reconcil-
iation a day or two before the close, but completely ignoring it is not a good idea. 

Accounts receivable, trade The accounts receivable detail report should match the account balance. If not, you 
probably created a journal entry that should be eliminated from this account. 

Accounts receivable, other This account usually includes a large proportion of accounts receivable from em-
ployees, which are probably being deducted from their paychecks over time. This 
is a prime source of errors, since payroll deductions may not have been properly 
reflected in this account. 

Accrued revenue It is good practice to reverse all accrued revenue out of this account at the begin-
ning of every period, so that you are forced to create new accruals every month. 
Thus, if there is a residual balance in the account, it probably should not be there. 

Prepaid assets This account may contain a variety of assets that will be charged to expense in the 
short term, so it may require frequent reviews to ensure that items have been 
flushed out in a timely manner. 

Inventory If you are using a periodic inventory system, you must match the inventory ac-
count to the ending inventory balance, which calls for a monthly reconciliation. 
However, if you are using a perpetual inventory system, inadequate cycle counting 
can lead to incorrect inventory balances. Thus, the level of reconciliation work de-
pends upon the quality of the supporting inventory tracking system. 

Fixed assets It is quite likely that fixed assets will initially be recorded in the wrong fixed asset 
account, or that they are disposed of incorrectly. You should reconcile the account 
to the fixed asset detail report at least once a quarter to spot and correct these is-
sues. 

Accumulated depreciation The balance in this account may not match the fixed asset detail if you have not re-
moved the accumulated depreciation from the account upon the sale or disposal of 
an asset. This is not a critical issue, but still warrants occasional review. 

Accounts payable, trade The accounts payable detail report should match the account balance. If not, you 
probably included the account in a journal entry, and should reverse that entry. 

Accrued expenses This account can include a large number of accruals for such expenses as wages, 
vacations, and benefits. It is good practice to reverse all of these expenses in the 
month following recordation. Thus, if there is a residual balance, there may be an 
excess accrual still on the books. 

Sales taxes payable If state and local governments mandate the forwarding of collected sales taxes 
every month, this means that beginning account balances should have been paid 
out during the subsequent month. Consequently, there should not be any residual 
balances from the preceding month, unless payment intervals are longer than one 
month. 

Income taxes payable The amount of income taxes paid on a quarterly basis does not have to match the 
accrued liability, so there can be a residual balance in the account. However, you 
should still examine the account, if only to verify that scheduled payments have 
been made. 

Notes payable The balance in this account should exactly match the account balance of the 
lender, barring any exceptions for in-transit payments to the lender. 

Equity In an active equity environment where there are frequent stock issuances or treas-
ury stock purchases, these accounts may require considerable review to ensure that 
the account balances can be verified. However, if there is only sporadic account 
activity, it may be acceptable to reconcile at much longer intervals. 
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The number of accounts that can be reconciled makes it clear that this is one of the larger steps involved in 
closing the books. You can skip selected reconciliations from time to time, but doing so presents the risk 
of an error creeping into the financial statements and not being spotted for quite a few months. Conse-
quently, there is a significant risk of issuing inaccurate financial statements if you continually avoid some 
reconciliations. 
 
Core Steps: Close Subsidiary Ledgers 
Depending on the type of accounting software you are using, it may be necessary to resolve any open issues 
in subsidiary ledgers, create a transaction to shift the totals in these balances to the general ledger (called 
posting), and then close the accounting periods within the subsidiary ledgers and open the next accounting 
period. This may involve ledgers for inventory, accounts receivable, and accounts payable. 
 
Other accounting software systems (typically those developed more recently) do not have subsidiary ledg-
ers, or at least use ones that do not require posting, and so are essentially invisible from the perspective of 
closing the books. Posting is the process of copying either summary-level or detailed entries in an account-
ing journal into the general ledger. Posting is needed in order to have a complete record of all accounting 
transactions in the general ledger. 
 
Core Steps: Create Financial Statements 
When you have completed all of the preceding steps, print the financial statements, which include the fol-
lowing items: 

• Income statement 
• Balance sheet 
• Statement of cash flows 
• Statement of retained earnings 
• Disclosures 

 
If the financial statements are only to be distributed internally, it may be acceptable to only issue the income 
statement and balance sheet, and dispense with the other items just noted. Reporting to people outside of 
the company generally calls for issuance of the complete set of financial statements. 
 
Core Steps: Review Financial Statements 
Once you have completed all of the preceding steps, review the financial statements for errors. There are 
several ways to do so, including: 

• Horizontal analysis. Print reports that show the income statement, balance sheet, and statement of 
cash flows for the past twelve months on a rolling basis. Track across each line item to see if there 
are any unusual declines or spikes in comparison to the results of prior periods, and investigate 
those items. This is the best review technique. 

• Budget versus actual. Print an income statement that shows budgeted versus actual results, and 
investigate any larger variances. This is a less effective review technique, because it assumes that 
the budget is realistic, and also because a budget is not usually available for the balance sheet or 
statement of cash flows. 

 
There will almost always be problems with the first iteration of the financial statements. Expect to investi-
gate and correct several items before issuing a satisfactory set of financials. To reduce the amount of time 
needed to review financial statement errors during the core closing period, consider doing so a few days 
prior to month-end; this may uncover a few errors, leaving a smaller number to investigate later on. 
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Core Steps: Accrue Tax Liabilities 
Once you have created the financial statements and have finalized the information in it, there may be a need 
to accrue an income tax liability based on the amount of net profit or loss. There are several issues to 
consider when creating this accrual: 

• Income tax rate. In most countries that impose an income tax, the tax rate begins at a low level and 
then gradually moves up to a higher tax rate that corresponds to higher levels of income. When 
accruing income taxes, use the average income tax rate that you expect to experience for the full 
year. Otherwise, the first quarter of the year will have a lower tax rate than later months, which is 
caused by the tax rate schedule, rather than any changes in company operational results. 

• Losses. If the company has earned a profit in a prior period of the year, and has now generated a 
loss, accrue for a tax rebate, which will offset the tax expense that you recorded earlier. Doing so 
creates the correct amount of tax liability when you look at year-to-date results. If there was no 
prior profit and no reasonable prospect of one, do not accrue for a tax rebate, since it is more likely 
than not that the company will not receive the rebate. 

• Net operating loss carryforwards. A net operating loss (NOL) carryforward is a loss experienced 
in an earlier period that could not be completely offset against prior-period profits. If the company 
has a net operating loss carryforward on its books, you may be able to use it to offset any income 
taxes in the current period. If so, there is no need to accrue for an income tax expense. 

 
Once you have accrued the income tax liability, print the complete set of financial statements. 
 
Core Steps: Close the Month 
Once all accounting transactions have been entered in the accounting system, you should close the month 
in the accounting software. This means prohibiting any further transactions in the general ledger in the old 
accounting period, as well as allowing the next accounting period to accept transactions. These steps are 
important, so that you do not inadvertently enter transactions into the wrong accounting periods. 
 
Tip: There is a risk that an accounting person might access the accounting software to re-open an accounting period 
to fraudulently adjust the results from a prior period. To avoid this, password-protect the relevant data entry screens 
in the software. 
 
Core Steps: Add Disclosures 
If you are issuing financial statements to readers other than the management team, consider adding disclo-
sures to the basic set of financial statements. There are many disclosures required under GAAP and Inter-
national Financial Reporting Standards. It is especially important to include a complete set of disclosures 
if the financial statements are being audited. If so, your auditors will offer advice regarding which disclo-
sures to include. Allocate a large amount of time to the proper construction and error-checking of disclo-
sures, for they contain a number of references to the financial statements and subsets of financial infor-
mation extracted from the statements, and this information could be wrong. Thus, every time you create a 
new iteration of the financial statements, update the accompanying disclosures. 
 
If you are issuing financial statements solely for the management team, do not include any disclosures. By 
avoiding them, you can cut a significant amount of time from the closing process. Further, the management 
team is already well aware of how the business is run, and so presumably does not need the disclosures. If 
there are disclosure items that are unusual (such as violating the covenants on a loan), then attach just those 
items to the financial statements, or note them in the cover letter that accompanies the financials (see the 
next section). 
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Core Steps: Write Cover Letter 
When you issue financial statements, readers are receiving several pieces of information that they may not 
have the time, interest, or knowledge to properly interpret. Accordingly, create a cover letter that itemizes 
the key aspects of the financial results and position of the business during the reporting period. This should 
not be an exhaustive analysis. Instead, point out the key changes in the business that might be of interest to 
the readers. Conversely, if changes were expected but did not occur, point that out. Further, discuss events 
that will occur in the near future, and their financial impact. Finally, use a standard format for the cover 
letter that lists all major topic areas, just so that you can refer to each topic as you write the contents of the 
letter. Doing so ensures that you will not miss any areas. A sample cover letter follows. 
 
Sample Cover Letter 

To: Milagro Management Team 
Fr: Accountant 
Re: April Financial Statements 
 
Income statement: The profit for the past month was $100,000 below budget, because we did not ship the 
ABC widget order on time. This was caused by a quality problem that was not spotted until the final quality 
review at the shipping dock. The order could have shipped on time if the quality review had been positioned 
after the widget trimming machine. 
 
We also paid $20,000 more than expected for rent, because we leased 12 storage trailers to accommodate 
a work-in-process overflow that did not fit into the warehouse. This was caused by the failure of the widget 
stamping machine. A replacement machine will arrive next week, and we expect it to require two months 
to eliminate the backlog of stored items. Thus, we will incur most of these leasing costs again through the 
next two months. 
 
Balance Sheet: Accounts receivable were lower than expected by $180,000, primarily because of the ABC 
widget order just noted. This means that incoming cash flows will be reduced by that amount in one month. 
In anticipation of this cash shortfall, we have finalized an increase in the company’s line of credit of 
$200,000. 
 
Future Events: We expect to hear from the Marine Corps regarding the Combat Coffee order in late May. 
That order could increase the backlog by $1,000,000. Also, the office rent agreement expires on June 1. 
Market rates have increased, so we expect the replacement lease to cost at least $8,000 more per month. 
 
Note that the sample cover letter addressed three key areas: the income statement, the balance sheet, and 
future events. These general categories are used to remind you to review each area for discussion topics. If 
there are areas of particular ongoing concern, such as cash or debt, then it is acceptable to list these items 
as separate categories. 
 
Tip: When writing the cover letter, always round up the numbers in the report to the nearest thousand (if not higher). 
Managers will not change their decision if you report a variance as $82,000 or as $81,729.32, and the report will be 
much easier to read. 
 
Whenever possible, state the causes of issues in the cover letter, so that recipients do not have to spend time 
conducting their own investigations. In essence, the ideal cover letter should highlight key points, discuss 
why they happened, and perhaps even point out how to correct them in the future. 
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Core Steps: Issue Financial Statements 
The final core step in closing the books is to issue the financial statements. There are several ways to do 
this. If you are interested in reducing the total time required for someone to receive the financial statements, 
then convert the entire package to PDF documents and e-mail them to the recipients. Doing so eliminates 
the mail float that would otherwise be required. If you are incorporating a number of reports into the finan-
cial statement package, this may require the purchase of a document scanner. 
 
When you issue financial statements, always print a copy for yourself and store it in a binder. This gives 
you ready access to the report during the next few days, when managers from around the company are most 
likely to contact you with questions about it. 
 
Delayed Steps: Issue Customer Invoices 
From the perspective of closing the books, it is more important to formulate all customer invoices than it is 
to issue those invoices to customers. 
 
Taking this delaying step can delay a company’s cash flow. The problem is that a customer is supposed to 
pay an invoice based on pre-arranged terms that may also be stated on the invoice, so a delayed receipt of 
the invoice delays the corresponding payment. However, this is not necessarily the case. The terms you set 
with customers should state that they must pay the company following a certain number of days from the 
invoice date, not the date when they receive the invoices. Thus, if you print invoices that are dated as of the 
last day of the month being closed, and then mail them a few days later, you should still be paid on the 
usual date. 
 
From a practical perspective, this can still be a problem, because the accounting staff of the customer typi-
cally uses the current date as the default date when it enters supplier invoices into its accounting system. If 
they do so, you will likely be paid late. You can follow up with any customers that appear to being paying 
late for this reason, but this will likely be a continuing problem. 
 
Delayed Steps: Closing Metrics 
If you have an interest in closing the books more quickly, consider tracking a small set of metrics related 
to the close. The objective of having these metrics is not necessarily to attain a world-class closing speed, 
but rather to spot the bottleneck areas of the close that are preventing a more rapid issuance of the financial 
statements. Thus, you need to have a set of metrics that delve sufficiently far into the workings of the closing 
process to spot the bottlenecks. An example of such metrics follows. Note that the total time required to 
close the books and issue financial statements is six days, but that the closing time for most of the steps 
needed to close the books is substantially shorter. Only the valuation of inventory and the bank reconcilia-
tion metrics reveal long closing intervals. Thus, this type of metric measurement and presentation allows 
you to quickly spot where there are opportunities to compress the closing process. 
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Sample Metrics Report for Closing the Books 

 Day 1 Day 2 Day 3 Day 4 Day 5 Day 6 
Issue financials xxx xxx xxx xxx xxx Done 
Supplier invoices xxx Done     
Customer invoices xxx xxx Done    
Accrued expenses xxx xxx Done    
Inventory valuation xxx xxx xxx xxx Done  
Bank reconciliation xxx xxx xxx Done   
Fixed assets xxx Done     
Payroll Done      

 
Delayed Steps: Document Future Closing Changes 
After reviewing the closing metrics in the preceding step, you will likely want to make some improvements 
to the closing process. Incorporate these changes into a schedule of activities for the next close, and review 
any resulting changes in responsibility with the accounting staff. Do this as soon after the close as possible, 
since this is the time when any problems with the close will be fresh in your mind, and you will be most 
interested in fixing them during the next close. 
 
Even if you are satisfied with the timing of closing activities, it is possible that one or more employees in 
the accounting department will be on vacation during the next close, so you will need to incorporate their 
absence into the plan. Further, if you have inexperienced people in the department, consider including them 
in peripheral closing activities, and then gradually shifting them into positions of greater responsibility 
within the process. Thus, from the perspective of improvements, employee absences, and training, it is 
important to document any changes to the next closing process. 
 
Delayed Steps: Update Closing Procedures 
When you first implement a rigorous set of closing procedures, you will find that they do not yield the 
results that you expect. Some steps may be concluded too late to feed into another step, or some activities 
may be assigned to the wrong employee. As you gradually sort through these issues, update the closing 
procedures and schedule of events. This process will require a number of iterations, after which the closing 
procedures will yield more satisfactory results. Further, every time the company changes its operations, you 
will need to update the procedures again. Examples of situations that may require a change in the closing 
procedures appear in the following exhibit. 
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Situations Requiring Changes in the Closing Procedures 

Situation Impact on Closing Procedure 
New accounting software Every accounting package has a different built-in methodology for 

closing the books, which you must incorporate into the closing pro-
cedures. 

New business transaction procedures If other parts of the business alter their approaches to processing 
purchasing, inventory counts, and shipping, and so forth, you will 
need to adjust the closing procedures for them. 

Acquisition or sale of a subsidiary Add procedures to encompass new lines of business, while shutting 
down closing activities for those segments that have been disposed 
of. 

Change in bank accounts Different banks have different systems for providing on-line access 
to bank account information, which may alter the bank reconcilia-
tion procedure. 

Change in credit policy This may require a different method for compiling the allowance for 
doubtful accounts. 

Change in inventory management system If a business changes to just-in-time inventory management, it may 
flush out many older LIFO inventory layers, or uncover more obso-
lete inventory. These changes may also require different inventory 
costing methods, new overhead allocation methodologies, or altered 
obsolescence reserves. 

 
The preceding list is by no means all-encompassing. It merely illustrates the fact that you should consider 
the impact of almost any change in the business on the closing procedures. It is quite likely that at least 
minor tweaking will be needed every few months for even the most finely-tuned closing procedures. In 
particular, be wary of closing steps that are no longer needed, or whose impact on the financial statements 
have become so minor that their impact is immaterial; such steps clutter up the closing process and can 
significantly delay the issuance of financial statements. 
 
Summary 
This chapter has outlined a large number of steps that are needed to close the books. You may feel that the 
level of organization required to close the books in this manner is overkill. However, consider that the 
primary work product of the accounting department as a whole is the financial statements. If a reputation 
can be established for consistently issuing high-quality financial statements within a reasonable period of 
time, this will likely be the basis for the company’s view of the entire department. 
 
You may find that additional closing steps are needed beyond the extensive list noted in this chapter. This 
is particularly common when a business has an unusual operating model, or operates in an industry with 
unique accounting rules. If so, you should certainly incorporate the additional closing steps into the list 
described in this chapter. 
 
If you would like to peruse a more in-depth analysis of closing the books, see the author’s Closing the 
Books, which is available at accountingtools.com. This book provides more detail about all aspects of the 
closing process, as well as instructions regarding how to close the books within a very short period of time. 
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Chapter 18 - Review Questions  
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The generation of customer invoices is a key part of the closing process, because: 

a. It ensures rapid cash receipts 
b. They are the primary method for recognizing revenue 
c. You can verify customer addresses 
d. It means that all expenditures have been entered in the accounting system 

 
2. You need to eliminate intercompany transactions in order to: 

a. Avoid paying excessive bonuses to division managers 
b. Avoid compiling excessively high costs at the individual product level 
c. Avoid overstating the results of the parent company 
d. Avoid understating the results of the parent company 

 
3. You should accrue the tax liability based on: 

a. The tax rate applicable to the period being reported 
b. The average tax rate expected for the full year 
c. The impact of a tax rate change that is not likely to occur 
d. The budgeted tax rate, even if actual results will place the company in a different tax bracket 
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Chapter 19 - The Financial Statements 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Itemize the different formats in which the financial statements can be constructed, as well as the 
manner in which they are compiled. 

 
Introduction 
The financial records of a business are summarized into a set of financial statements at the end of each 
reporting period. These statements reveal the results, financial position, cash flows, and retained earnings 
of the organization. In this chapter, we describe the nature of each of the financial statements, different 
presentation formats, and how to construct each statement. 
 
The Income Statement 
In most organizations, the income statement is considered the most important of the financial statements, 
and may even be the only one of the financial statements that is produced (though we do not recommend 
doing so). Given its importance, we spend extra time in this section addressing different income statement 
formats, and then walk through the steps needed to create an income statement. 
 
Income Statement Overview 

The income statement is an integral part of an entity’s financial statements, and contains the results of its 
operations during an accounting period, showing revenues and expenses, and the resulting profit or loss. 
 
There are two ways to present the income statement. One method is to present all items of revenue and 
expense for the reporting period in a statement of comprehensive income. Alternatively, you can split this 
information into an income statement and a statement of other comprehensive income. Other comprehen-
sive income contains all changes that are not permitted in the main part of the income statement. These 
items include unrealized gains and losses on available-for-sale securities, cash flow hedge gains and losses, 
foreign currency translation adjustments, and pension plan gains or losses. Smaller companies tend to ig-
nore the distinction and simply aggregate the information into a document that they call the income state-
ment; this is sufficient for internal reporting, but auditors will require the expanded version before they will 
certify the financial statements. 
 

There are no specific requirements for the line items to include in the income statement, but the following 
line items are typically used, based on general practice: 

• Revenue 
• Tax expense 
• Post-tax profit or loss for discontinued operations and their disposal 
• Profit or loss 
• Other comprehensive income, subdivided into each component thereof 
• Total comprehensive income 

 
A key additional item is to present an analysis of the expenses in profit or loss, using a classification based 
on their nature or functional area; the goal is to maximize the relevance and reliability of the presented 
information. If you elect to present expenses by their nature, the format looks similar to the layout in the 
following exhibit. 
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Sample Presentation by Nature of Items 

Revenue  $xxx 
   
Expenses   

Direct materials $xxx  
Direct labor xxx  
Salaries expense xxx  
Payroll taxes xxx  
Employee benefits xxx  
Depreciation expense xxx  
Telephone expense xxx  
Other expenses xxx  

Total expenses  $xxx 
   
Profit before tax  $xxx 

 
Alternatively, if you present expenses by their functional area, the format looks similar to what appears in 
the following exhibit, where most expenses are aggregated at the department level. 
 

Sample Presentation by Function of Items 

Revenue $xxx 
Cost of goods sold xxx 

Gross profit xxx 
  
Administrative expenses $xxx 
Distribution expenses xxx 
Research and development expenses xxx 
Sales and marketing expenses xxx 
Other expenses xxx 

Total expenses $xxx 
  
Profit before tax $xxx 

 
Of the two methods, presenting expenses by their nature is easier, since it requires no allocation of expenses 
between functional areas. Conversely, the functional area presentation may be more relevant to users of the 
information, who can more easily see where resources are being consumed. 
 
You should add additional headings, subtotals, and line items to the items noted above if doing so will 
increase the user’s understanding of the entity’s financial performance. 
 
An example follows of an income statement that presents expenses by their nature, rather than by their 
function. 
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EXAMPLE 
 
Milagro Corporation presents its results in two separate statements by their nature, resulting in the following format, 
beginning with the income statement: 
 

Milagro Corporation 
Income Statement 

For the years ended December 31 
 

(000s) 20x2 20x1 
Revenue $900,000 $850,000 
   
Expenses   

Direct materials $270,000 $255,000 
Direct labor 90,000 85,000 
Salaries 300,000 275,000 
Payroll taxes 27,000 25,000 
Depreciation expense 45,000 41,000 
Telephone expense 30,000 20,000 
Other expenses 23,000 22,000 
Finance costs 29,000 23,000 
Other income -25,000 -20,000 

Profit before tax $111,000 $124,000 
Income tax expense 38,000 43,000 
Profit from continuing operations $73,000 $81,000 
Loss from discontinued operations 42,000 0 
Profit $31,000 $81,000 

 
Milagro Corporation then continues with the following statement of comprehensive income: 
 

Milagro Corporation 
Statement of Comprehensive Income 

For the years ended December 31 
 

(000s) 20x2 20x1 
Profit $31,000 $81,000 
   
Other comprehensive income   

Exchange differences on translating foreign 
operations $5,000 $9,000 

Available-for-sale financial assets 10,000 -2,000 
Actuarial losses on defined benefit pension 
plan -2,000 -12,000 

Other comprehensive income, net of tax $13,000 -$5,000 
   
Total comprehensive income $18,000 $76,000 
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The Single-Step Income Statement 

The simplest format in which you can construct an income statement is the single-step income statement. 
In this format, you present a single subtotal for all revenue line items, and a single subtotal for all expense 
line items, with a net gain or loss appearing at the bottom of the report. A sample single-step income state-
ment appears in the following exhibit. 
 

Sample Single-Step Income Statement 

Revenues $1,000,000 
  
Expenses:  

Cost of goods sold 350,000 
Advertising 30,000 
Depreciation 20,000 
Rent 40,000 
Payroll taxes 28,000 
Salaries and wages 400,000 
Supplies 32,000 
Travel and entertainment 50,000 

Total expenses 950,000 
Net income $50,000 

 
The single-step format is not heavily used, because it forces the reader of an income statement to separately 
summarize information for subsets of information within the income statement. For a more readable format, 
try the following multi-step approach. 
 
The Multi-Step Income Statement 

The multi-step income statement involves the use of multiple sub-totals within the income statement, which 
makes it easier for readers to aggregate selected types of information within the report. The usual subtotals 
are for the gross margin, operating expenses, and other income, which allow readers to determine how much 
the company earns just from its manufacturing activities (the gross margin), what it spends on supporting 
operations (the operating expense total) and which components of its results do not relate to its core activ-
ities (the other income total). A sample format for a multi-step income statement follows. 
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Sample Multi-Step Income Statement 

Revenues $1,000,000 
Cost of goods sold 350,000 

Gross margin $650,000 
  
Operating expenses  

Advertising 30,000 
Depreciation 20,000 
Rent 40,000 
Payroll taxes 28,000 
Salaries and wages 380,000 
Supplies 32,000 
Travel and entertainment 50,000 

Total operating expenses $580,000 
  
Other income  

Interest income -5,000 
Interest expense 25,000 

Total other income $20,000 
  
Net income $50,000 

 
The Condensed Income Statement 

A condensed income statement is simply an income statement with many of the usual line items condensed 
down into a few lines. Typically, this means that all revenue line items are aggregated into a single line 
item, while the cost of goods sold appears as one line item, and all operating expenses appear in another 
line item. A typical format for a condensed income statement appears in the following exhibit. 
 

Sample Condensed Income Statement 

Revenues $1,000,000 
Cost of goods sold 350,000 
Sales, general, and administrative expenses 580,000 
Financing income and expenses 20,000 
Net income $50,000 

 
A condensed income statement is typically issued to those external parties who are less interested in the 
precise sources of a company’s revenues or what expenses it incurs, and more concerned with its overall 
performance. Thus, bankers and investors may be interested in receiving a condensed income statement. 
 
The Contribution Margin Income Statement 

A contribution margin income statement is an income statement in which all variable expenses are deducted 
from sales to arrive at a contribution margin, from which all fixed expenses are then subtracted to arrive at 
the net profit or loss for the period. This income statement format is a superior form of presentation, because 
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the contribution margin clearly shows the amount available to cover fixed costs and generate a profit (or 
loss). 
 
In essence, if there are no sales, a contribution margin income statement will have a zero contribution mar-
gin, with fixed costs clustered beneath the contribution margin line item. As sales increase, the contribution 
margin will increase in conjunction with sales, while fixed costs remain approximately the same. 
 

A contribution margin income statement varies from a normal income statement in the following three 
ways: 

• Fixed production costs are aggregated lower in the income statement, after the contribution 
margin; 

• Variable selling and administrative expenses are grouped with variable production costs, so 
that they are a part of the calculation of the contribution margin; and 

• The gross margin is replaced in the statement by the contribution margin. 
 
The format of a contribution margin income statement appears in the following exhibit. 
 

Sample Contribution Margin Income Statement 

+ Revenues 
- Variable production expenses (such as materials, supplies, and variable overhead) 
- Variable selling and administrative expenses 
= Contribution margin 
  
- Fixed production expenses (including most overhead) 
- Fixed selling and administrative expenses 
= Net profit or loss 

 
In many cases, direct labor is categorized as a fixed expense in the contribution margin income statement 
format, rather than a variable expense, because this cost does not always change in direct proportion to the 
amount of revenue generated. Instead, management needs to keep a certain minimum staffing in the pro-
duction area, which does not vary even if there are lower production volumes. 
 
The key difference between gross margin and contribution margin is that fixed production costs are included 
in the cost of goods sold to calculate the gross margin, whereas they are not included in the same calculation 
for the contribution margin. This means that the contribution margin income statement is sorted based on 
the variability of the underlying cost information, rather than by the functional areas or expense categories 
found in a normal income statement. 
 
It is useful to create an income statement in the contribution margin format when you want to determine 
that proportion of expenses that truly varies directly with revenues. In many businesses, the contribution 
margin will be substantially higher than the gross margin, because such a large proportion of production 
costs are fixed and few of its selling and administrative expenses are variable. 
 
The Multi-Period Income Statement 

A variation on any of the preceding income statement formats is to present them over multiple periods, 
preferably over a trailing 12-month period. By doing so, readers of the income statement can see trends in 
the information, as well as spot changes in the trends that may require investigation. This is an excellent 
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way to present the income statement, and is highly recommended. The following exhibit shows the layout 
of a multi-period income statement over a four-quarter time span. 
 

Sample Multi-Period Income Statement 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Revenues $1,000,000 $1,100,000 $1,050,000 $1,200,000 
Cost of goods sold 350,000 385,000 368,000 480,000 

Gross margin $650,000 $715,000 $682,000 $720,000 
     
Operating expenses     

Advertising 30,000 0 60,000 30,000 
Depreciation 20,000 21,000 22,000 24,000 
Rent 40,000 40,000 50,000 50,000 
Payroll taxes 28,000 28,000 28,000 26,000 
Salaries and wages 380,000 385,000 385,000 370,000 
Supplies 32,000 30,000 31,000 33,000 
Travel and entertainment 50,000 45,000 40,000 60,000 

Total operating expenses $580,000 $549,000 $616,000 $593,000 
     
Other income     

Interest income -5,000 -5,000 -3,000 -1,000 
Interest expense 25,000 25,000 30,000 39,000 

Total other income $20,000 $20,000 $27,000 $38,000 
     
Net income $50,000 $146,000 $39,000 $89,000 

 
The report shown in the sample reveals several issues that might not have been visible if the report had only 
spanned a single period. These issues are: 

• Cost of goods sold. This cost is consistently 35% of sales until Quarter 4, when it jumps to 40%. 
• Advertising. There was no advertising cost in Quarter 2 and double the amount of the normal 

$30,000 quarterly expense in Quarter 3. The cause could be a missing supplier invoice in Quarter 
2 that was received and recorded in Quarter 3. 

• Rent. The rent increased by $10,000 in Quarter 3, which may indicate a scheduled increase in the 
rent agreement. 

• Interest expense. The interest expense jumps in Quarter 3 and does so again in Quarter 4, while 
interest income declined over the same periods. This indicates a large increase in debt. 

 
In short, the multi-period income statement is an excellent tool for spotting anomalies in the presented 
information from period to period. 
 
How to Construct the Income Statement 

If you use an accounting software package, it is quite easy to construct an income statement. Just access the 
report writing module, select the time period for which you want to print the income statement, and print 
it. 
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Tip: If you have used a report writer to create an income statement in the accounting software, there is a good chance 
that the first draft of the report will be wrong, due to some accounts being missed or duplicated. To ensure that your 
income statement is correct, compare it to the default income statement report that is usually provided with the ac-
counting software, or compare the net profit or loss on your report to the current year earnings figure listed in the 
equity section of the balance sheet. If there is a discrepancy, you have an incorrect income statement report. 
 
The situation is more complex if you choose to create the income statement by hand. This involves the 
following steps: 

1. Create the trial balance report (available through the accounting software as a standard report). 
2. List each account pertaining to the income statement in a separate column of the trial balance. 
3. Aggregate these lines into those you want to report in the income statement on a separate line. 
4. Shift the result into the format of the income statement that you prefer. 

 
The following example illustrates the construction of an income statement. 
 
EXAMPLE 
 
The accounting software for Milagro Corporation breaks down at the end of July, and the accountant has to create the 
financial statements by hand. He has a copy of Milagro’s trial balance, which is shown below. He transfers this infor-
mation to an electronic spreadsheet, creates separate columns for accounts to include in the income statement, and 
copies those balances into these columns. This leaves a number of accounts related to the balance sheet, which he can 
ignore for the purposes of creating the income statement. 
 
Milagro Corporation Extended Trial Balance 

 Adjusted Trial Balance Income Statement Aggregation 
 Debit Credit Debit Credit Debit Credit 
Cash $60,000      
Accounts receiva-
ble 

230,000      

Inventory 300,000      
Fixed assets (net) 210,000      
Accounts payable  $90,000     
Accrued liabilities  75,000     
Notes payable  420,000     
Equity  350,000     
       
Revenue  450,000  $450,000  $450,000 
Cost of goods sold 290,000  $290,000  $290,000  
Salaries expense 225,000  225,000  245,000  
Payroll tax expense 20,000  20,000    
Rent expense 35,000  35,000    
Other expenses 15,000  15,000  50,000  

Totals $1,385,000 $1,385,000 $585,000 $450,000 $585,000 $450,000 
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In the “Aggregation” columns of the extended trial balance, the accountant has aggregated the expenses for salaries 
and payroll taxes into the salaries expense line, and aggregated the rent expense and other expenses into the other 
expenses line. He then transfers this information into the following condensed income statement: 
 

Milagro Corporation 
Income Statement 

For the month ended July 31, 20X1 
 

Revenue $450,000 
  
Cost of goods sold 290,000 
Salaries expenses 245,000 
Other expenses 50,000 
  
Net loss -$135,000 

 
 
The Balance Sheet 
In most organizations, the balance sheet is considered the second most important of the financial statements, 
after the income statement. A common financial reporting package is to issue the income statement and 
balance sheet, along with supporting materials. This does not comprise a complete set of financial state-
ments, but it is considered sufficient for internal reporting purposes in many organizations. 
 
In this section, we explore several possible formats for the balance sheet, and also describe how to create 
it. 
 
Overview of the Balance Sheet 

A balance sheet (also known as a statement of financial position) presents information about an entity’s 
assets, liabilities, and shareholders’ equity, where the compiled result must match this formula: 
 

Total assets = Total liabilities + Equity 
 
The balance sheet reports the aggregate effect of transactions as of a specific date. The balance sheet is used 
to assess an entity’s liquidity and ability to pay its debts. 

There is no specific requirement for the line items to be included in the balance sheet. The following 
line items, at a minimum, are normally included in it: 
 

Current Assets: 

• Cash and cash equivalents 
• Trade and other receivables 
• Investments 
• Inventories 
• Assets held for sale 
 

Non-Current Assets: 

• Property, plant, and equipment 
• Intangible assets 
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• Goodwill 

Current Liabilities: 

• Trade and other payables 
• Accrued expenses 
• Current tax liabilities 
• Current portion of loans payable 
• Other financial liabilities 
• Liabilities held for sale 

 
Non-Current Liabilities: 

• Loans payable 
• Deferred tax liabilities 
• Other non-current liabilities 

 
Equity: 

• Capital stock 
• Additional paid-in capital 
• Retained earnings 

 
An example of a balance sheet which presents information as of the end of two fiscal years appears next. 
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Milagro Corporation 
Balance Sheet 

As of December 31, 20X2 and 20X1 
 

(000s) 12/31/20X2 12/31/20x1 
ASSETS   
Current assets   

Cash and cash equivalents $270,000 $215,000 
Trade receivables 147,000 139,000 
Inventories 139,000 128,000 
Other current assets 15,000 27,000 

Total current assets $571,000 $509,000 
   
Non-current assets   

Property, plant, and equipment 551,000 529,000 
Goodwill 82,000 82,000 
Other intangible assets 143,000 143,000 

Total non-current assets $776,000 $754,000 
   
Total assets $1,347,000 $1,263,000 
   
LIABILITIES AND EQUITY   
Current liabilities   

Trade and other payables $217,000 $198,000 
Short-term borrowings 133,000 202,000 
Current portion of long-term borrowings 5,000 5,000 
Current tax payable 26,000 23,000 
Accrued expenses 9,000 13,000 

Total current liabilities $390,000 $441,000 
   
Non-current liabilities   

Long-term debt 85,000 65,000 
Deferred taxes 19,000 17,000 

Total non-current liabilities $104,000 $82,000 
   
Total liabilities $494,000 $523,000 
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(000s) 12/31/20X2 12/31/20x1 
Shareholders’ equity   

Capital 100,000 100,000 
Additional paid-in capital 15,000 15,000 
Retained earnings 738,000 625,000 

Total equity $853,000 $740,000 
   
Total liabilities and equity $1,347,000 $1,263,000 

 
Classify an asset on the balance sheet as current when an entity expects to sell or consume it during its 
normal operating cycle or within 12 months after the reporting period. If the operating cycle is longer than 
12 months, use the longer period to judge whether an asset can be classified as current. Classify all other 
assets as non-current. 

Classify all of the following as current assets: 

• Cash. This is cash available for current operations, as well as any short-term, highly liquid invest-
ments that are readily convertible to known amounts of cash and which are so near their maturities 
that they present an insignificant risk of value changes. Do not include cash whose withdrawal is 
restricted, to be used for other than current operations, or segregated for the liquidation of long-
term debts; such items should be classified as longer-term. 

• Accounts receivable. This includes trade accounts, notes, and acceptances that are receivable. Also, 
include receivables from officers, employees, affiliates, and others if they are collectible within a 
year. Do not include any receivable that you do not expect to collect within 12 months; such items 
should be classified as longer-term. 

• Marketable securities. This includes those securities representing the investment of cash available 
for current operations, including trading securities. 

• Inventory. This includes merchandise, raw materials, work-in-process, finished goods, operating 
supplies, and maintenance parts. 

• Prepaid expenses. This includes prepayments for insurance, interest, rent, taxes, unused royalties, 
advertising services, and operating supplies. 

 
Classify a liability as current when the entity expects to settle it during its normal operating cycle or within 
12 months after the reporting period, or if it is scheduled for settlement within 12 months. Classify all other 
liabilities as non-current. 
 
Classify all of the following as current liabilities: 

• Payables. This is all accounts payable incurred in the acquisition of materials and supplies that are 
used to produce goods or services. 

• Prepayments. This is amounts collected in advance of the delivery of goods or services by the entity 
to the customer. Do not include a long-term prepayment in this category. 

• Accruals. This is accrued expenses for items directly related to the operating cycle, such as accruals 
for compensation, rentals, royalties, and various taxes. 

• Short-term debts. This is debts maturing within the next 12 months. 
 
Current liabilities include accruals for amounts that can only be determined approximately, such as bonuses, 
and where the payee to whom payment will be made cannot initially be designated, such as a warranty 
accrual. 
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The Common Size Balance Sheet 

A common size balance sheet presents not only the standard information contained in a balance sheet, but 
also a column that notes the same information as a percentage of the total assets (for asset line items) or as 
a percentage of total liabilities and shareholders’ equity (for liability or shareholders’ equity line items). 
 
It is extremely useful to construct a common size balance sheet that itemizes the results as of the end of 
multiple time periods, so that you can construct trend lines to ascertain changes over longer time periods. 
The common size balance sheet is also useful for comparing the proportions of assets, liabilities, and equity 
between different companies, particularly as part of an industry or acquisition analysis. 
 
For example, if you were comparing the common size balance sheet of your company to that of a potential 
acquiree, and the acquiree had 40% of its assets invested in accounts receivable versus 20% by your com-
pany, this may indicate that aggressive collection activities might reduce the acquiree’s receivables if your 
company were to acquire it. 
 
The common size balance sheet is not required under the GAAP or IFRS accounting frameworks. However, 
being a useful document for analysis purposes, it is commonly distributed within a company for review by 
management. 
 
There is no mandatory format for a common size balance sheet, though percentages are nearly always 
placed to the right of the normal numerical results. If you are reporting balance sheet results as of the end 
of many periods, you may even dispense with numerical results entirely, in favor of just presenting the 
common size percentages. 
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EXAMPLE 
 
Milagro Corporation creates a common size balance sheet that contains the balance sheet as of the end of its fiscal 
year for each of the past two years, with common size percentages to the right: 
 

Milagro Corporation 
Common Size Balance Sheet 

As of 12/31/20x02 and 12/31/20x1 
 

 ($) 
12/31/20x2 

($) 
12/31/20x1 

(%) 
12/31/20x2 

(%) 
12/31/20x1 

Current assets     
Cash $1,200 $900 7.6% 7.1% 
Accounts receivable 4,800 3,600 30.4% 28.3% 
Inventory 3,600 2,700 22.8% 21.3% 

Total current assets $9,600 $7,200 60.8% 56.7% 
     
Total fixed assets 6,200 5,500 39.2% 43.3% 
Total assets $15,800 $12,700 100.0% 100.0% 
     
Current liabilities     

Accounts payable $2,400 $41,800 15.2% 14.2% 
Accrued expenses 480 360 3.0% 2.8% 
Short-term debt 800 600 5.1% 4.7% 

Total current liabilities $3,680 $2,760 23.3% 21.7% 
     

Long-term debt 9,020 7,740 57.1% 60.9% 
Total liabilities $12,700 $10,500 80.4% 82.7% 
     

Shareholders’ equity 3,100 2,200 19.6% 17.3% 
Total liabilities and equity $15,800 $12,700 100.0% 100.0% 

 
 
The Comparative Balance Sheet 

A comparative balance sheet presents side-by-side information about an entity’s assets, liabilities, and 
shareholders’ equity as of multiple points in time. For example, a comparative balance sheet could present 
the balance sheet as of the end of each year for the past three years. Another variation is to present the 
balance sheet as of the end of each month for the past 12 months on a rolling basis. In both cases, the intent 
is to provide the reader with a series of snapshots of a company’s financial condition over a period of time, 
which is useful for developing trend line analyses. 
 
The comparative balance sheet is not required under the GAAP accounting framework for a privately-held 
company, but the Securities and Exchange Commission (SEC) does require it in numerous circumstances 
for the reports issued by publicly-held companies, particularly the annual Form 10-K and the quarterly 
Form 10-Q. The usual SEC requirement is to report a comparative balance sheet for the past two years, 
with additional requirements for quarterly reporting. 
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There is no standard format for a comparative balance sheet. It is somewhat more common to report the 
balance sheet as of the least recent period furthest to the right, though the reverse is the case when you are 
reporting balance sheets in a trailing twelve months format. 
 
The following exhibit contains a sample of a comparative balance sheet that contains the balance sheet as 
of the end of a company’s fiscal year for each of the past three years. 
 

Sample Comparative Balance Sheet 

 as of 
12/31/20X3 

as of 
12/31/20X2 

as of 
12/31/20X1 

Current assets    
Cash $1,200,000 $900,000 $750,000 
Accounts receivable 4,800,000 3,600,000 3,000,000 
Inventory 3,600,000 2,700,000 2,300,000 

Total current assets $9,600,000 $7,200,000 $6,050,000 
    

Total fixed assets 6,200,000 5,500,000 5,000,000 
Total assets $15,800,000 $12,700,000 $11,050,000 
    
Current liabilities    

Accounts payable $2,400,000 $1,800,000 $1,500,000 
Accrued expenses 480,000 360,000 300,000 
Short-term debt 800,000 600,000 400,000 

Total current liabilities $3,680,000 $2,760,000 $2,200,000 
    

Long-term debt 9,020,000 7,740,000 7,350,000 
Total liabilities $12,700,000 $10,500,000 $9,550,000 
    

Shareholders’ equity 3,100,000 2,200,000 1,500,000 
Total liabilities and equity $15,800,000 $12,700,000 $11,050,000 

 
The sample comparative balance sheet reveals that the company has increased the size of its current assets 
over the past few years, but has also recently invested in a large amount of additional fixed assets that have 
likely been the cause of a significant boost in its long-term debt. 
 
How to Construct the Balance Sheet 

If you use an accounting software package, it is quite easy to construct the balance sheet. Just access the 
report writing module, select the time period for which you want to print the balance sheet, and print it. 
 
Tip: It is generally not necessary to create your own version of the balance sheet in the accounting software package, 
since the default version is usually sufficient. If you choose to do so, test it by verifying that the total of all asset line 
items equals the total of all liability and equity line items. An error is usually caused by some accounts not being 
included in the report, or added to it multiple times. 
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If you choose to construct the balance sheet manually, follow these steps: 

1. Create the trial balance report (usually available through the accounting software as a standard 
report). 

2. List each account pertaining to the balance sheet in a separate column of the trial balance. 
3. Add the difference between the revenue and expense line items on the trial balance to a separate 

line item in the equity section of the balance sheet. 
4. Aggregate these line items into those you want to report in the balance sheet as a separate line item. 
5. Shift the result into the format of the balance sheet that you prefer. 

 
The following example illustrates the construction of a balance sheet. 
 
EXAMPLE 
 
The accounting software for Milagro Corporation breaks down at the end of July, and the accountant has to create the 
financial statements by hand. He has a copy of Milagro’s trial balance, which is shown below. He transfers this infor-
mation to an electronic spreadsheet, creates separate columns for accounts to include in the balance sheet, and copies 
those balances into these columns. This leaves a number of accounts related to the income statement, which he can 
ignore for the purposes of creating the balance sheet. However, he does include the net loss for the period in the 
“Current year profit” row, which is included in the equity section of the balance sheet. 
 
Milagro Corporation Extended Trial Balance 

 Adjusted Trial Balance Balance Sheet Aggregation 
 Debit Credit Debit Credit Debit Credit 
Cash $60,000  $60,000  $60,000  
Accounts receivable 230,000  230,000  230,000  
Inventory 300,000  300,000  300,000  
Fixed assets (net) 210,000  210,000  210,000  
Accounts payable  $90,000  $90,000  $165,000 
Accrued liabilities  75,000  75,000   
Notes payable  420,000  420,000  420,000 
Equity  350,000  350,000  215,000 
Current year profit   135,000    
       
Revenue  450,000     
Cost of goods sold 290,000      
Salaries expense 225,000      
Payroll tax expense 20,000      
Rent expense 35,000      
Other expenses 15,000      

Totals $1,385,000 $1,385,000 $935,000 $935,000 $800,000 $800,000 
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In the “Aggregation” columns of the extended trial balance, the accountant has aggregated the liabilities for accounts 
payable and accrued liabilities in the accounts payable line, and aggregated equity and current year profit into the 
equity line. He then transfers this information into the following condensed balance sheet: 
 

Milagro Corporation 
Balance Sheet 

For the month ended July 31, 20X1 
 

Assets  
Cash $60,000 
Accounts receivable 230,000 
Inventory 300,000 
Fixed Assets 210,000 

Total assets $800,000 
  
Liabilities  

Accounts payable $165,000 
Notes payable 420,000 

Total liabilities $585,000 
  
Equity $215,000 
  
Total liabilities and equity $800,000 

 
 
The Statement of Cash Flows 
The statement of cash flows is the least used of the primary financial statements, and may not be issued at 
all for internal financial reporting purposes. The recipients of financial statements seem to be mostly con-
cerned with the profit information on the income statement, and to a lesser degree with the financial position 
information on the balance sheet. Nonetheless, the cash flows on the statement of cash flows can provide 
valuable information, especially when combined with the other elements of the financial statements. At a 
minimum, be prepared to construct a statement of cash flows for the annual financial statements, which will 
presumably be issued outside of the company. 
 
This section addresses the two formats used for the statement of cash flows, as well as how to assemble the 
information needed for the statement. 
 
Overview of the Statement of Cash Flows 

The statement of cash flows contains information about the flows of cash into and out of a company; in 
particular, it shows the extent of those company activities that generate and use cash. The primary activities 
are: 

• Operating activities. These are an entity’s primary revenue-producing activities. Examples of op-
erating activities are cash receipts from the sale of goods, as well as from royalties and commis-
sions, amounts received or paid to settle lawsuits, fines, payments to employees and suppliers, cash 
payments to lenders for interest, contributions to charity, and the settlement of asset retirement 
obligations. 



Accountants Guidebook 
 

305 

• Investing activities. These involve the acquisition and disposal of long-term assets. Examples of 
investing activities are cash receipts from the sale of property, the sale of the debt or equity instru-
ments of other entities, the repayment of loans made to other entities, and proceeds from insurance 
settlements related to damaged fixed assets. Examples of cash payments that are investment activ-
ities include the acquisition of fixed assets, as well as the purchase of the debt or equity of other 
entities. 

• Financing activities. These are the activities resulting in alterations to the amount of contributed 
equity and the entity’s borrowings. Examples of financing activities include cash receipts from the 
sale of the entity’s own equity instruments or from issuing debt, proceeds from derivative instru-
ments, and cash payments to buy back shares, pay dividends, and pay off outstanding debt. 

 
The statement of cash flows also incorporates the concept of cash and cash equivalents. A cash equivalent 
is a short-term, very liquid investment that is easily convertible into a known amount of cash, and which is 
so near its maturity that it presents an insignificant risk of a change in value because of changes in interest 
rates. 
 
You can use the direct method or the indirect method to present the statement of cash flows. These methods 
are described below. 
 
The Direct Method 

The direct method of presenting the statement of cash flows presents the specific cash flows associated with 
items that affect cash flow. Items that typically do so include: 

• Cash collected from customers 
• Interest and dividends received 
• Cash paid to employees 
• Cash paid to suppliers 
• Interest paid 
• Income taxes paid 

 
The format of the direct method appears in the following example. 
 



Accountants Guidebook 
 

306 

EXAMPLE 
 
Milagro Corporation constructs the following statement of cash flows using the direct method: 
 

Milagro Corporation 
Statement of Cash Flows 

For the year ended 12/31/20X1 
 

Cash flows from operating activities   
Cash receipts from customers $45,800,000  
Cash paid to suppliers -29,800,000  
Cash paid to employees -11,200,000  
Cash generated from operations 4,800,000  
   
Interest paid -310,000  
Income taxes paid -1,700,000  

Net cash from operating activities  $2,790,000 
   
Cash flows from investing activities   

Purchase of fixed assets -580,000  
Proceeds from sale of equipment 110,000  

Net cash used in investing activities  -470,000 
   
Cash flows from financing activities   

Proceeds from issuance of common stock 1,000,000  
Proceeds from issuance of long-term debt 500,000  
Principal payments under capital lease obligation -10,000  
Dividends paid -450,000  

Net cash used in financing activities  1,040,000 
   
Net increase in cash and cash equivalents  3,360,000 
Cash and cash equivalents at beginning of period  1,640,000 
Cash and cash equivalents at end of period  $5,000,000 
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Reconciliation of net income to net cash provided by operating activities: 

Net income  $2,665,000 
Adjustments to reconcile net income to net cash provided by op-
erating activities: 

  

Depreciation and amortization $125,000  
Provision for losses on accounts receivable 15,000  
Gain on sale of equipment -155,000  
Increase in interest and income taxes payable 32,000  
Increase in deferred taxes 90,000  
Increase in other liabilities 18,000  

Total adjustments  125,000 
Net cash provided by operating activities  $2,790,000 

 
 
The standard-setting bodies encourage the use of the direct method, but it is rarely used, for the excellent 
reason that the information in it is difficult to assemble; companies simply do not collect and store infor-
mation in the manner required for this format. Instead, they use the indirect method, which is described 
next. 
 
The Indirect Method 

Under the indirect method of presenting the statement of cash flows, the presentation begins with net in-
come or loss, with subsequent additions to or deductions from that amount for non-cash revenue and ex-
pense items, resulting in net income provided by operating activities. The format of the indirect method 
appears in the following example. 
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EXAMPLE 
 
Milagro Corporation constructs the following statement of cash flows using the indirect method: 
 

Milagro Corporation 
Statement of Cash Flows 

For the year ended 12/31/20X1 
 

Cash flows from operating activities   
Net income  $3,000,000 
Adjustments for:   

Depreciation and amortization $125,000  
Provision for losses on accounts receivable 20,000  
Gain on sale of facility -65,000  

  80,000 
Increase in trade receivables -250,000  
Decrease in inventories 325,000  
Decrease in trade payables -50,000  
  25,000 
Cash generated from operations  3,105,000 
   
Cash flows from investing activities   

Purchase of fixed assets -500,000  
Proceeds from sale of equipment 35,000  

Net cash used in investing activities  -465,000 
   
Cash flows from financing activities   

Proceeds from issuance of common stock 150,000  
Proceeds from issuance of long-term debt 175,000  
Dividends paid -45,000  

Net cash used in financing activities  280,000 
   
Net increase in cash and cash equivalents  2,920,000 
Cash and cash equivalents at beginning of period  2,080,000 
Cash and cash equivalents at end of period  $5,000,000 

 
 
The indirect method is very popular, because the information required for it is relatively easily assembled 
from the accounts that a business normally maintains. 
 
How to Prepare the Statement of Cash Flows 

The most commonly used format for the statement of cash flows is the indirect method (as described earlier 
in this chapter). The general layout of an indirect method statement of cash flows is shown below, along 
with an explanation of the source of the information in the statement. 
 



Accountants Guidebook 
 

309 

Company Name 
Statement of Cash Flows 

For the year ended 12/31/20X1 
 

Line Item Derivation 
Cash flows from operating activities  
Net income From the net income line on the income statement 
Adjustment for:  

Depreciation and amortization From the corresponding line items in the income statement 
Provision for losses on accounts receivable From the change in the allowance for doubtful accounts in the 

period 
Gain/loss on sale of facility From the gain/loss accounts in the income statement 

Increase/decrease in trade receivables Change in trade receivables during the period, from the balance 
sheet 

Increase/decrease in inventories Change in inventories during the period, from the balance sheet 
Increase/decrease in trade payables Change in trade payables during the period, from the balance 

sheet 
Cash generated from operations Summary of the preceding items in this section 
  
Cash flows from investing activities  

Purchase of fixed assets Itemized in the fixed asset accounts during the period 
Proceeds from sale of fixed assets Itemized in the fixed asset accounts during the period 

Net cash used in investing activities Summary of the preceding items in this section 
  
Cash flows from financing activities  

Proceeds from issuance of common stock Net increase in the common stock and additional paid-in capital 
accounts during the period 

Proceeds from issuance of long-term debt Itemized in the long-term debt account during the period 
Dividends paid Itemized in the retained earnings account during the period 

Net cash used in financing activities Summary of the preceding items in this section 
  
Net change in cash and cash equivalents Summary of all preceding subtotals 

 
A less commonly-used format for the statement of cash flows is the direct method. The general layout of 
this version is shown below, along with an explanation of the source of the information in the statement. 
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Company Name 
Statement of Cash Flows 

For the year ended 12/31/20X1 
 

Line Item Derivation 
Cash flows from operating activities  

Cash receipts from customers Summary of the cash receipts journal for the period 
Cash paid to suppliers Summary of the cash disbursements journal for the period (less 

the financing and income tax payments noted below) 
Cash paid to employees Summary of the payroll journal for the period 
Cash generated from operations Summary of the preceding items in this section 
  
Interest paid Itemized in the cash disbursements journal 
Income taxes paid Itemized in the cash disbursements journal 

Net cash from operating activities Summary of the preceding items in this section 
  
Cash flows from investing activities  

Purchase of fixed assets Itemized in the fixed asset accounts during the period 
Proceeds from sale of fixed assets Itemized in the fixed asset accounts during the period 

Net cash used in investing activities Summary of the preceding items in this section 
  
Cash flows from financing activities  

Proceeds from issuance of common stock Net increase in the common stock and additional paid-in capital 
accounts during the period 

Proceeds from issuance of long-term debt Itemized in the long-term debt account during the period 
Dividends paid Itemized in the retained earnings account during the period 

Net cash used in financing activities Summary of the preceding items in this section 
  
Net change in cash and cash equivalents Summary of all preceding subtotals 

 
As you can see from the explanations for either the indirect or direct methods, the statement of cash flows 
is much more difficult to create than the income statement and balance sheet. In fact, a complete statement 
may require a substantial supporting spreadsheet that shows the details for each line item in the statement. 
 
If your accounting software contains a template for the statement of cash flows, use it! The information 
may not be aggregated quite correctly, and it may not contain all of the line items required for the statement, 
but it will produce most of the information you need, and is much easier to modify than the alternative of 
creating the statement entirely by hand. 
 
The Statement of Retained Earnings 
The statement of retained earnings, also known as the statement of shareholders’ equity, is essentially a 
reconciliation of the beginning and ending balances in a company’s equity during an accounting period. It 
is not considered an essential part of the monthly financial statements, and so is the least likely of all the 
financial statements to be issued. However, it is a common part of the annual financial statements. This 
section discusses the format of the statement and how to create it. 
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Overview of the Statement of Retained Earnings 

The statement of retained earnings reconciles changes in the retained earnings account during an accounting 
period. The statement starts with the beginning balance in the retained earnings account, and then adds or 
subtracts such items as profits and dividend payments to arrive at the ending retained earnings balance. The 
general calculation structure of the statement is: 
 

Beginning retained earnings + Net income – Dividends +/- Other changes = Ending retained earnings 
 
The statement of retained earnings is most commonly presented as a separate statement, but can also be 
added to another financial statement. The following example shows a simplified format for the statement. 
 
EXAMPLE 
 
Milagro Corporation’s accountant assembles the following statement of retained earnings to accompany his issuance 
of the financial statements of the company: 
 

Milagro Corporation 
Statement of Retained Earnings 
For the year ended 12/31/20X1 

 
Retained earnings at December 31, 20X0 $150,000 

Net income for the year ended December 31, 20X1 40,000 
Dividends paid to shareholders -25,000 

Retained earnings at December 31, 20X1 $165,000 
 
 
It is also possible to provide a greatly expanded version of the statement of retained earnings that discloses 
the various elements of retained earnings. For example, it could separately identify the par value of common 
stock, additional paid-in capital, retained earnings, and treasury stock, with all of these elements then rolling 
up into the total just noted in the last example. The following example shows what the format could look 
like. 
 
EXAMPLE 
 
Milagro Corporation’s accountant creates an expanded version of the statement of retained earnings in order to provide 
more visibility into activities involving equity. The statement follows: 
 

Milagro Corporation 
Statement of Retained Earnings 
For the year ended 12/31/20X1 

 
 Common 

Stock, 
$1 par 

 
Additional 

Paid-in Capital 

 
Retained 
Earnings 

Total 
Shareholders’ 

Equity 
Retained earnings at December 31, 20X0 $10,000 $40,000 $100,000 $150,000 

Net income for the year ended December 
31, 20X1   40,000 40,000 

Dividends paid to shareholders   -25,000 -25,000 
Retained earnings at December 31, 20X1 $10,000 $40,000 $115,000 $165,000 
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How to Prepare the Statement of Retained Earnings 

A simplified version of the statement of retained earnings was shown in the first of the examples in this 
section. This format works well if there are few equity transactions during the year. However, a more active 
environment calls for a considerable amount of detail in the statement. In the latter case, consider following 
these steps: 

1. Create separate accounts in the general ledger for each type of equity. Thus, there should be differ-
ent accounts for the par value of stock, additional paid-in capital, and retained earnings. Each of 
these accounts is represented by a separate column in the statement. 

2. Transfer every transaction within each equity account to a spreadsheet, and identify it in the spread-
sheet. 

3. Aggregate the transactions within the spreadsheet into similar types, and transfer them to separate 
line items in the statement of retained earnings. 

4. Complete the statement, and verify that the beginning and ending balances in it match the general 
ledger, and that the aggregated line items within it add up to the ending balances for all columns. 

 
If you do not use the spreadsheet recommended in the preceding steps, you may find it difficult to compile 
the aggregated line items in the statement, resulting in incorrect subtotals and totals within the statement. 
 
Summary 
This chapter has discussed each of the financial statements, and revealed a number of possible layouts for 
them. When in doubt, issue the minimal number of financial statements, and use the standard template 
versions of these statements that are provided with the company’s accounting software. There are several 
reasons for doing so: 

• No value. The statement of retained earnings is rarely read by internal recipients, with the statement 
of cash flows taking a close second. If no one reads these statements, why issue them? They only 
take additional time to prepare and review, so a simplified set of financial statements might be an 
economical alternative. 

• Errors. It is entirely possible that if you create customized versions of the financial statements, they 
will contain errors. Consequently, if the template versions look acceptable, use them instead. 

 
The financial statements are generally considered to be the primary work product of the accountant, so only 
the highest-quality statements should be issued. Consult the author’s Closing the Books book for more 
information on this important topic. It is available at the accountingtools.com website.  
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Chapter 19 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. An excellent presentation method for spotting anomalies in the income statement is: 

a. The condensed income statement 
b. The contribution margin income statement 
c. The multi-period income statement 
d. Presenting by the nature of items 
 

2. The comparative balance sheet is intended to: 

a. Itemize the comparative size of items as of a single date 
b. Match the balance sheets of different entities 
c. Match budget versus actual results for a balance sheet 
d. Provide trend line information 
 

3. The statement of retained earnings is designed to: 

a. Report on the financial position of a business 
b. Report on earnings per share 
c. Reconcile changes in retained earnings during an accounting period 
d. Show the details of convertible debt that could become common stock 
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Chapter 20 - Public Company Financial Reporting 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify the theories under which interim period information is presented, as well as the rules for 
segment reporting, and the process of compiling public company reports. 

 
Introduction 
If a company is publicly-held, there are several more reporting requirements than the standard set of finan-
cial statements. In addition, there are issues related to quarterly interim reports, segment reporting that is 
added to the financial statement disclosures, and earnings per share to calculate and report. This information 
is then included in the quarterly Form 10-Q and annual Form 10-K. All of these financial reporting topics 
are addressed in the following sections. 
 
Interim Reporting 
If a company is publicly-held, the Securities and Exchange Commission requires that it file a variety of 
quarterly information on the Form 10-Q. This information is a reduced set of the requirements for the more 
comprehensive annual Form 10-K. The requirement to issue these additional financial statements may ap-
pear to be simple enough, but you must consider whether to report information assuming that quarterly 
results are stand-alone documents, or part of the full-year results of the business. This section discusses the 
disparities that these different viewpoints can cause in the financial statements, as well as interim reporting 
issues related to inventory. 
 
The Integral View 

Under the integral view of producing interim reports, you assume that the results reported in interim finan-
cial statements are an integral part of the full-year financial results (hence the name of this concept). This 
viewpoint produces the following accounting issues: 

• Accrue expenses not arising in the period. If you know that an expense will be paid later in the year 
that is incurred at least partially in the reporting period, accrue some portion of the expense in the 
reporting period. Here are several examples: 

o Advertising. If you pay in advance for advertising that is scheduled to occur over multiple 
time periods, recognize the expense over the entire range of time periods. 

o Bonuses. If there are bonus plans that may result in bonus payments later in the year, accrue 
the expense in all accounting periods. Only accrue this expense if you can reasonably esti-
mate the amount of the bonus, which may not always be possible during the earlier months 
covered by a performance contract. 

o Contingencies. If there are contingent liabilities that will be resolved later in the year, and 
which are both probable and reasonably estimated, then accrue the related expense. 

o Profit sharing. If employees are paid a percentage of company profits at year-end, and the 
amount can be reasonably estimated, then accrue the expense throughout the year as a pro-
portion of the profits recognized in each period. 

o Property taxes. A local government entity issues an invoice to the company at some point 
during the year for property taxes. These taxes are intended to cover the entire year, so you 
would accrue a portion of the expense in each reporting period. 

• Tax rate. A company is usually subject to a graduated income tax rate that incrementally escalates 
through the year as the business generates more profit. Under the integral view, use the expected 
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tax rate for the entire year in every reporting period, rather than the incremental tax rate that applies 
only to the profits earned for the year to date. 

 
EXAMPLE 
 
The board of directors of Milagro Corporation approves a senior management bonus plan for the upcoming year that 
could potentially pay the senior management team a maximum of $240,000. It initially seems probable that the full 
amount will be paid, but by the third quarter it appears more likely that the maximum amount to be paid will be 
$180,000. In addition, the company pays $60,000 in advance for a full year of advertising in Coffee Times magazine. 
Milagro recognizes these expenses as follows: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 Full Year 
Bonus expense $60,000 $60,000 $30,000 $30,000 $180,000 
Advertising 15,000 15,000 15,000 15,000 60,000 

 
The accounting staff spreads the recognition of the full amount of the projected bonus over the year, but then reduces 
its recognition of the remaining expense starting in the third quarter, to adjust for the lowered bonus payout expecta-
tion. 
 
The accounting staff initially records the $60,000 advertising expense as a prepaid expense, and recognizes it ratably 
over all four quarters of the year, which matches the time period over which the related advertisements are run by 
Coffee Times. 
 
 
One problem with the integral view is that it tends to result in a significant number of expense accruals. 
Since these accruals are usually based on estimates, it is entirely possible that adjustments should be made 
to the accruals later in the year, as the company obtains more precise information about the expenses that 
are being accrued. Some of these adjustments could be substantial, and may materially affect the reported 
results in later periods. 
 
The Discrete View 

Under the discrete view of producing interim reports, you assume that the results reported for a specific 
interim period are not associated with the revenues and expenses arising during other reporting periods. 
Under this view, you would record the entire impact of a transaction within the reporting period, rather than 
ratably over the entire year. The following are examples of the situations that can arise under the discrete 
method: 

• Reduced accruals. A substantially smaller number of accruals are likely under the discrete method, 
since the assumption is that you should not anticipate the recordation of transactions that have not 
yet arisen. 

• Gains and losses. Do not spread the recognition of a gain or loss across multiple periods. If you 
were to do so, it would allow a company to spread a loss over multiple periods, thereby making the 
loss look smaller on a per-period basis than it really is. 

 
Comparison of the Integral and Discrete Views 

The integral view is clearly the better method from a theoretical perspective, since the causes of some 
transactions can span an entire year. For example, a manager may be awarded a bonus at the end of De-
cember, but he probably had to achieve specific results throughout the year to earn it. Otherwise, if you 
were to adopt the discrete view, interim reporting would yield exceedingly varied results, with some periods 
revealing inordinately high or low profitability. 
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However, you should adopt the integral view from the perspective of accounting efficiency; that is, it is very 
time-consuming to maintain a mass of revenue and expense accruals, their ongoing adjustments, and doc-
umentation of the reasons for them throughout a year. Instead, use the integral view only for the more 
material transactions that are anticipated, and use the discrete view for smaller transactions. Thus, you could 
accrue the expense for property taxes throughout the year if the amount were significant, or simply record 
it in the month when the invoice is received, if the amount is small. 
 
Interim Reporting Issues 

When you are reporting interim results, there are several issues involving the recordation of inventory that 
vary from the normal handling of inventory for the year-end financial statements. 
 
One issue is the method you are allowed to use for calculating the cost of goods sold. Normally, you would 
be required to use a periodic or perpetual inventory tracking system to derive the on-hand quantities of 
inventory. However, this can be too burdensome for interim reporting, so you are allowed to estimate it 
instead. A good method for doing so is the gross profit method, under which you estimate the cost of goods 
sold based on the expected gross profit. 
 
Another issue concerns the use of the last in, first out (LIFO) method for calculating the cost of inventory. 
A key issue when using LIFO is that you cannot recover an inventory layer that was liquidated as of year-
end. However, you can recover such a layer if it is liquidated during an interim period and you expect to 
replace the layer by year-end. If that is the case, add the expected inventory replacement cost to the cost of 
sales for the interim period. 
 
Yet another issue is the recognition of any losses that may have been caused by the lower of cost or market 
(LCM) rule (see the Accounting for Inventory chapter). If you recognized LCM losses during an interim 
period, you are allowed to offset the full amount of these losses with any gains in subsequent periods within 
the same year on the same inventory items. Further, you can simply avoid recognizing these losses in an 
interim period if there are seasonal price fluctuations that you expect to result in an offsetting increase in 
market prices by the end of the year. 
 
Segment Reporting 
A publicly-held company must report segment information, which is part of the disclosures attached to the 
financial statements. This information is supposedly needed to give the readers of the financial statements 
more insights into the operations and prospects of a business. In this section, we describe how to determine 
which business segments to report separately, and how to report that information. 
 
Primary Segment Reporting Issues 

A segment is a distinct component of a business that produces revenue, and for which the business produces 
separate financial information that is regularly reviewed internally by a chief operation decision maker. A 
chief operation decision maker is a person who is responsible for making decisions about resource alloca-
tions to the segments of a business, and for evaluating those segments. The primary issue with segment 
reporting is determining which business segments to report. The rules for this selection process are quite 
specific. 
 

You should only report segment information if a business segment passes any one of the following three 
tests: 

1. Revenue. The revenue of the segment is at least 10% of the consolidated revenue of the entire 
business; or 
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2. Profit or loss. The absolute amount of the profit or loss of the segment is at least 10% of the greater 
of the combined profits of all the operating segments reporting a profit, or of the combined losses 
of all operating segments reporting a loss (see the following example for a demonstration of this 
concept); or 

3. Assets. The assets of the segment are at least 10% of the combined assets of all the operating seg-
ments of the business. 

 
Some parts of a business are not considered to be reportable business segments under the following circum-
stances: 

• Corporate overhead. The corporate group does not usually earn outside revenues, and so is not 
considered a segment. 

• Post-retirement benefit plans. A benefit plan can earn income from investments, but it has no op-
erating activities, and so is not considered a segment. 

• One-time events. If an otherwise-insignificant segment has a one-time event that boosts it into the 
ranks of reportable segments, do not report it, since there is no long-term expectation for it to remain 
a reportable segment. 

 
If you run the preceding tests and arrive at a group of reportable segments whose combined revenues are 
not at least 75% of the consolidated revenue of the entire business, add more segments until the 75% thresh-
old is surpassed. 
 
If you have a business segment that used to qualify as a reportable segment and does not currently qualify, 
but which you expect to qualify in the future, then continue to treat it as a reportable segment. 
 
If you have several smaller segments that would normally be considered too small to be reported separately, 
combine them for reporting purposes if they have similar regulatory environments, types of customers, 
production processes, products, distribution methods, and economic characteristics. The number of re-
strictions on this type of reporting makes it unlikely that you would be able to aggregate smaller segments. 

 
Tip: The variety of methods available for segment testing makes it possible that you will have quite a large number 
of reportable segments. If so, it can be burdensome to create a report for so many segments, and it may be confusing 
for the readers of the company’s financial statements. Consequently, consider limiting the number of reportable seg-
ments to ten; you can aggregate the information for additional segments for reporting purposes. 
 
EXAMPLE 
 
Milagro Corporation has six business segments whose results it reports internally. Milagro’s accountant needs to test 
the various segments to see which ones qualify as being reportable. He collects the following information: 
 

 
Segment 

(000s) 
Revenue 

(000s) 
Profit 

(000s) 
Loss 

(000s) 
Assets 

Commercial roasters $120,000 $10,000 $-- $320,000 
Home roasters 85,000 8,000 -- 180,000 
Coffee brokerage 29,000 -- -21,000 90,000 
Coffee sales 200,000 32,000  500,000 
Coffee storage 15,000 -- -4,000 4,000 
International 62,000 -- -11,000 55,000 
 $511,000 $50,000 -$36,000 $1,149,000 
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In the table, the total profit exceeds the total loss, so the accountant uses the total profit for the 10% profit test. The 
accountant then lists the same table again, but now with the losses column removed and with test thresholds at the top 
of the table that are used to determine which segments are reported. An “X” mark below a test threshold indicates that 
a segment is reportable. In addition, the accountant adds a new column on the right side of the table, which is used to 
calculate the total revenue for the reportable segments. 
 

 
Segment 

(000s) 
Revenue 

(000s) 
Profit 

(000s) 
Assets 

75% Revenue 
Test 

Reportable threshold (10%) $51,100 $5,000 $114,900  
Commercial roasters X X X $120,000 
Home roasters X X X 85,000 
Coffee brokerage     
Coffee sales X X X 200,000 
Coffee storage     
International X   62,000 
   Total $467,000 

 
This analysis shows that the commercial roasters, home roasters, coffee sales, and international segments are reporta-
ble, and that the combined revenue of these reportable segments easily exceeds the 75% reporting threshold. Conse-
quently, the company does not need to separately report information for any additional segments. 
 
 
The Segment Report 

The key requirement of segment reporting is that the revenue, profit or loss, and assets of each segment be 
separately reported. In addition, reconcile this segment information back to the company’s consolidated 
results, which requires the inclusion of any adjusting items. Also disclose the methods by which you deter-
mined which segments to report. The essential information to include in a segment report includes: 

• The types of products and services sold by each segment 
• The basis of organization (such as by geographic region or product line) 
• Revenues 
• Interest expense 
• Depreciation and amortization 
• Material expense items 
• Equity method interests in other entities 
• Income tax expense or income 
• Other material non-cash items 
• Profit or loss 

 
EXAMPLE 
 
Milagro Corporation’s accountant produces the following segment report for the segments identified in the preceding 
example: 
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(000s) 

Commercial 
Roasters 

Home 
Roasters 

Coffee 
Sales 

 
International 

 
Other 

 
Consolidated 

Revenues $120,000 $85,000 $200,000 $62,000 $44,000 $511,000 
Interest income 11,000 8,000 28,000 8,000 2,000 57,000 
Interest expense -- -- -- 11,000 39,000 50,000 
Depreciation 32,000 18,000 50,000 6,000 10,000 116,000 
Income taxes 4,000 3,000 10,000 -3,000 -7,000 7,000 
Profit 10,000 8,000 32,000 -11,000 -25,000 14,000 
       
Assets 320,000 180,000 500,000 55,000 94,000 1,149,000 

 
 
Earnings per Share 
Earnings per share is a company’s net income divided by the weighted-average number of shares outstand-
ing. If your company is publicly-held, you are required to report two types of earnings per share information 
within the financial statements. These can be complex calculations, and so may slow down the closing 
process. In this section, we describe how to calculate both basic and diluted earnings per share, as well as 
how to present this information within the financial statements. 
 
Basic Earnings per Share 

Basic earnings per share is the amount of a company’s profit or loss for a reporting period that is available 
to the shares of its common stock that are outstanding during a reporting period. If a business only has 
common stock in its capital structure, it presents only its basic earnings per share for income from contin-
uing operations and net income. This information is reported on its income statement. 
 
The formula for basic earnings per share is: 

 
Profit or loss attributable to common equity holders of the parent business 

Weighted average number of common shares outstanding during the period 
 

In addition, subdivide this calculation into: 

• The profit or loss from continuing operations attributable to the parent company 
• The total profit or loss attributable to the parent company 

 
When calculating basic earnings per share, you should incorporate in the numerator an adjustment for div-
idends. You should deduct from the profit or loss the after-tax amount of any dividends declared on non-
cumulative preferred stock, as well as the after-tax amount of any preferred stock dividends, even if the 
dividends are not declared; this does not include any dividends paid or declared during the current period 
that relate to previous periods. 
 

Also, add the following adjustments into the denominator of the basic earnings per share calculation: 

• Contingent stock. If there is contingently issuable stock, treat it as though it were outstanding 
as of the date when there are no circumstances under which the shares would not be issued. 

• Issuance date. Include shares under any of the following circumstances: 

o A liability is settled in exchange for shares 
o An acquisition paid for with shares is recognized 
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o Any shares related to a mandatorily convertible instrument as of the contract date 
o Cash is receivable for sold shares 
o Dividends are reinvested 
o Interest stops accruing on convertible debt instruments on which shares can be issued 
o Services are paid for with shares 

• Weighted-average shares. Use the weighted-average number of shares during the period in the 
denominator. This is done by adjusting the number of shares outstanding at the beginning of 
the reporting period for common shares repurchased or issued in the period. This adjustment is 
based on the proportion of the days in the reporting period that the shares are outstanding. 

 
EXAMPLE 
 
Milagro Corporation earns a profit of $1,000,000 net of taxes in Year 1. In addition, Milagro owes $200,000 in divi-
dends to the holders of its cumulative preferred stock. Milagro calculates the numerator of its basic earnings per share 
as follows: 
 

$1,000,000 Profit - $200,000 Dividends = $800,000 
 
Milagro had 4,000,000 common shares outstanding at the beginning of Year 1. In addition, it sold 200,000 shares on 
April 1 and 400,000 shares on October 1. It also issued 500,000 shares on July 1 to the owners of a newly-acquired 
subsidiary. Finally, it bought back 60,000 shares on December 1. Milagro calculates the weighted-average number of 
common shares outstanding as follows: 
 

 
Date 

 
Shares 

Weighting 
(Months) 

Weighted 
Average 

January 1 4,000,000 12/12 4,000,000 
April 1 200,000 9/12 150,000 
July 1 500,000 6/12 250,000 
October 1 400,000 3/12 100,000 
December 1 -60,000 1/12 -5,000 
   4,495,000 

 
Milagro’s basic earnings per share is: 
 

$800,000 adjusted profits ÷ 4,495,000 weighted-average shares = $0.18 per share 
 
 
Diluted Earnings per Share 

Diluted earnings per share is the profit for a reporting period per share of common stock outstanding during 
that period; it includes the number of shares that would have been outstanding during the period if the 
company had issued common shares for all potential dilutive common stock outstanding during the period. 
 
If a company has more types of stock than common stock in its capital structure, it must present both basic 
earnings per share and diluted earnings per share information; this presentation must be for both income 
from continuing operations and net income. This information is reported on the company’s income state-
ment. 
 
To calculate diluted earnings per share, include the effects of all dilutive potential common shares. This 
means that you increase the number of shares outstanding by the weighted average number of additional 
common shares that would have been outstanding if the company had converted all dilutive potential 
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common stock to common stock. This dilution may affect the profit or loss in the numerator of the dilutive 
earnings per share calculation. The formula is: 

 
(Profit or loss attributable to common equity holders of parent company 

+ After-tax interest on convertible debt + Convertible preferred dividends) 
(Weighted average number of common shares outstanding during the period 

+ All dilutive potential common stock) 
 

You may need to make two adjustments to the numerator of this calculation. They are: 

• Interest expense. Eliminate any interest expense associated with dilutive potential common stock, 
since you assume that these shares are converted to common stock. The conversion would eliminate 
the company’s liability for the interest expense. 

• Dividends. Adjust for the after-tax impact of dividends or other types of dilutive potential common 
shares. 

 
You may need to make several adjustments to the denominator of this calculation. They are: 

• Contingent shares dependency. If there is a contingent share issuance that is dependent upon the 
future market price of the company’s common stock, include the shares in the diluted earnings per 
share calculation, based on the market price at the end of the reporting period; however, only in-
clude the issuance if the effect is dilutive. If the shares have a contingency feature, do not include 
them in the calculation until the contingency has been met. 

• Contingent shares in general. Treat common stock that is contingently issuable as though it was 
outstanding as of the beginning of the reporting period, but only if the conditions have been met 
that would require the company to issue the shares. 

• Anti-dilutive shares. If there are any contingent stock issuances that would have an anti-dilutive 
impact on earnings per share, do not include them in the calculation. This situation arises when a 
business experiences a loss, because including the dilutive shares in the calculation would reduce 
the loss per share. 

 
In addition to these three adjustments to the denominator, you should also apply all of the adjustments to 
the denominator already noted for basic earnings per share. 
 
Tip: The rules related to diluted earnings per share appear complex, but they are founded upon one principle – that 
you are trying to establish the absolute worst-case scenario to arrive at the smallest possible amount of earnings per 
share. If you are faced with an unusual situation involving the calculation of diluted earnings per share and are not 
sure what to do, that rule will likely apply. 
 
If there is a share issuance that is contingent upon certain conditions being satisfied, and those conditions 
were met by the end of the reporting period, then include them in the calculation as of the beginning of the 
period. However, if the conditions were not met by the end of the period, then include in the calculation, as 
of the beginning of the period, any shares that would be issuable if: 

• The end of the reporting period were the end of the contingency period; and 
• The result would be dilutive. 

 
If the number of contingent shares issued is based on a certain amount of earnings, and the company 
achieved those earnings during the reporting period, then include the contingent shares in the calculation; 
but only if the effect is dilutive. 
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In addition to the issues just noted, here are a number of additional situations that could impact the calcu-
lation of diluted earnings per share: 

• Most advantageous exercise price. When you calculate the number of potential shares that could 
be issued, do so using the most advantageous conversion rate from the perspective of the person or 
entity holding the security to be converted. 

• Settlement assumption. If there is an open contract that could be settled in common stock or cash, 
assume that it will be settled in common stock, but only if the effect is dilutive. 

• Effects of convertible instruments. If there are convertible instruments outstanding, include their 
dilutive effect if they dilute earnings per share. Consider convertible preferred stock to be anti-
dilutive when the dividend on any converted shares is greater than basic earnings per share. Simi-
larly, convertible debt is considered anti-dilutive when the interest expense on any converted shares 
exceeds basic earnings per share. The following example illustrates the concept. 

 
EXAMPLE 
 
Milagro Corporation earns a net profit of $2 million, and it has 5 million common shares outstanding. In addition, 
there is a $1 million convertible loan that has an eight percent interest rate. The loan may potentially convert into 
500,000 of Milagro’s common shares. Milagro’s incremental tax rate is 35 percent. 
 
Milagro’s basic earnings per share is $2,000,000 ÷ 5,000,000 shares, or $0.40/share. The following calculation shows 
the compilation of Milagro’s diluted earnings per share: 
 

Net profit $2,000,000 
+ Interest saved on $1,000,000 loan at 8% 80,000 
- Reduced tax savings on foregone interest expense -28,000 

= Adjusted net earnings $2,052,000 
  
Common shares outstanding 5,000,000 

+ Potential converted shares 500,000 
= Adjusted shares outstanding 5,500,000 
  
Diluted earnings per share ($2,052,000 ÷ 5,500,000) $0.37/share 

 
 

• Option exercise. If there are any dilutive options and warrants, assume that they are exercised at 
their exercise price. Then, convert the proceeds into the total number of shares that the holders 
would have purchased, using the average market price during the reporting period. Then use in the 
diluted earnings per share calculation the difference between the number of shares assumed to have 
been issued and the number of shares assumed to have been purchased. The following example 
illustrates the concept. 

 
EXAMPLE 
 
Milagro Corporation earns a net profit of $200,000, and it has 5,000,000 common shares outstanding that sell on the 
open market for an average of $12 per share. In addition, there are 300,000 options outstanding that can be converted 
to Milagro’s common stock at $10 each. 
 
Milagro’s basic earnings per share is $200,000 ÷ 5,000,000 common shares, or $0.04 per share. 
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Milagro’s accountant wants to calculate the amount of diluted earnings per share. To do so, he follows these steps: 

1. Calculate the number of shares would have been issued at the market price. Thus, he multiplies the 300,000 
options by the average exercise price of $10 to arrive at a total of $3,000,000 paid to exercise the options by 
their holders. 

2. Divide the amount paid to exercise the options by the market price to determine the number of shares that 
could be purchased. Thus, he divides the $3,000,000 paid to exercise the options by the $12 average market 
price to arrive at 250,000 shares that could have been purchased with the proceeds from the options. 

3. Subtract the number of shares that could have been purchased from the number of options exercised. Thus, 
he subtracts the 250,000 shares potentially purchased from the 300,000 options to arrive at a difference of 
50,000 shares. 

4. Add the incremental number of shares to the shares already outstanding. Thus, he adds the 50,000 incremen-
tal shares to the existing 5,000,000 to arrive at 5,050,000 diluted shares. 

 
Based on this information, the accountant arrives at diluted earnings per share of $0.0396, for which the calculation 
is: 
 

$200,000 net profit ÷ 5,050,000 common shares 
 
 

• Put options. If there are purchased put options, only include them in the diluted earnings per share 
calculation if the exercise price is higher than the average market price during the reporting period. 

• Call options. If there are purchased call options, only include them in the diluted earnings per share 
calculation if the exercise price is lower than the market price. 

 
Tip: There is only a dilutive effect on the diluted earnings per share calculation when the average market price is 
greater than the exercise prices of any options or warrants. 
 

• Compensation in shares. If company employees are awarded shares that have not vested or stock 
options as forms of compensation, then treat these grants as options when calculating diluted earn-
ings per share. Consider these grants to be outstanding on the grant date, rather than any later vest-
ing date. 

• Repurchase agreements. If there is a contract that requires a business to reacquire its own shares, 
and the repurchase price is higher than the average market price during the past period, and there 
is a dilutive effect, include them in the calculation of diluted earnings per share. To do so, assume 
that a sufficient number of shares were issued at the beginning of the reporting period to raise the 
funds needed to repurchase the shares. You should then include the difference between the number 
of shares issued to raise funds and the number of shares retired in the calculation of diluted earnings 
per share. 

• Dilutive shares. If there is potential dilutive common stock, add all of it to the denominator of the 
diluted earnings per share calculation. Unless there is more specific information available, assume 
that these shares are issued at the beginning of the reporting period. 

Always calculate the number of potential dilutive common shares independently for each reporting period 
presented in the financial statements. 
 
Presentation of Earnings per Share 

The basic and diluted earnings per share information is normally listed at the bottom of the income state-
ment, and should be listed there for every period included in the income statement. Also, if you report 
diluted earnings per share in any of the periods included in the company’s income statement, you must 
report it for all of the periods included in the statement. The following sample illustrates the concept. 
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Sample Presentation of Earnings per Share 

Earnings per Share 20x3 20x2 20x1 
From continuing operations    

Basic earnings per share $1.05 $0.95 $0.85 
Diluted earnings per share 1.00 0.90 0.80 

    
From discontinued operations    

Basic earnings per share $0.20 $0.17 $0.14 
Diluted earnings per share 0.15 0.08 0.07 

    
From total operations    

Basic earnings per share $1.25 $1.12 $0.99 
Diluted earnings per share 1.15 0.98 0.87 

 
The Public Company Closing Process 
A publicly-held company is required by the SEC to file a large report concerning its financial condition at 
the end of each quarter. These are the Form 10-Q (for quarterly filings) and Form 10-K (for annual filings). 
The contents of both reports are discussed in the following sections. 

The additional steps needed to close the books for a publicly held company include all of the following: 

1. Auditor investigation. The company’s outside auditors must conduct a review of the company’s 
financial statements and disclosures for its quarterly results, and a full audit of its annual results. 
This is the most time-consuming of the public company requirements. The company can reduce 
the amount of time required for a review or audit by providing full staff support to the audit team, 
as well as by having all requested information available as of the beginning of the audit or review 
work. 

2. Legal review. It would be extremely unwise to issue the financial statement package without first 
having legal counsel review the statements and (especially) the disclosures to ensure that all re-
quired disclosures have been made, and to verify that all statements made are correct and fully 
supportable. This review is usually completed near or after the end of the work done by the auditors, 
but can be scheduled slightly sooner if you believe the disclosures to be substantially complete at 
that time. 

3. Officer certification. Depending upon what type of Form is being issued, different company offic-
ers are required to certify that the information in the financial statements presents fairly the financial 
condition and results of operations of the business. Since there are substantial penalties and jail 
time involved if an officer were to make a false certification, it should be no surprise that the signing 
officers will want to spend time reviewing the complete set of financial statements and disclosures. 
This review can be done before the auditors have completed their work, so officer certification does 
not usually increase the duration of the closing process. 

4. Audit committee and board approvals. The audit committee must approve every Form 10-Q, and 
the board of directors must approve every Form 10-K. Given the number of people involved, you 
should schedule review and approval meetings well in advance, to be conducted a few days prior 
to the required filing date of the applicable Form. Scheduling the review slightly early gives you 
time to make adjustments, in case anyone expresses concerns during the review, and wants changes 
to be made prior to filing. 
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Issue the complete set of financial statements and disclosures to the audit committee or board mem-
bers at least one full day in advance of a review and approval meeting, so that they have sufficient 
time to examine the material. 

5. EDGARize and file. Once the Form 10-Q or Form 10-K is complete and fully approved, file it with 
the SEC. The filing is done using the Electronic Data Gathering, Analysis, and Retrieval (EDGAR) 
system that is operated by the SEC. You can submit this information in various formats, but you 
will almost certainly have to convert it from the format in which the documents were originally 
prepared. This means hiring someone to convert the reports to the applicable format, which is a 
process known as EDGARizing. Not only is the conversion specialist responsible for converting the 
financial statements, but this person also files the statements with the SEC on behalf of the com-
pany. The conversion process usually takes one or two days, but you should factor in additional 
time for the auditors to review the converted format – the auditors must give their approval before 
it is filed with the SEC. 

 
The closing process described here is very slow, so be sure to have the financial statements prepared as 
soon as possible after the end of the applicable reporting period. Doing so should leave enough time to 
prepare the statements for filing by the designated due date. 
 
The Form 10-Q 
A publicly held company is required to issue the Form 10-Q to report the results of its first, second, and 
third fiscal quarters. The Form 10-Q includes not just the financial statements, but also a number of disclo-
sures. The following table itemizes the more common disclosures: 
 
Selection of Form 10-Q Disclosures 

 
Item Header 

 
Description 

Item 1A. Risk factors This is a thorough listing of all risks that the company may experience. It warns inves-
tors of what could reduce the value of their investments in the company. 

Item 3. Legal proceed-
ings 

Describe any legal proceedings currently involving the company, and its estimate of 
the likely outcome of those proceedings. 

Item 4. Submission of 
matters to a vote of se-
curity holders 

Describe matters submitted to the shareholders for a vote during the most recent quar-
ter of the fiscal year. 

Item 7. Management’s 
discussion and analysis 
(MD&A) 

Describe opportunities, challenges, risks, trends, future plans, and key performance in-
dicators, as well as changes in revenues, the cost of goods sold, other expenses, assets, 
and liabilities. 

Item 7A. Quantitative 
and qualitative disclo-
sures about market risk 

Quantify the market risk at the end of the last fiscal year for the company’s market 
risk-sensitive instruments. 

Item 8. Financial state-
ments and supplemen-
tary data 

Make all disclosures required by GAAP, including descriptions of: 
• Accrued liabilities 
• Acquisitions 
• Discontinued operations 
• Fixed assets 
• Income taxes 
• Related party transactions 
• Segment information 
• Stock options 
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Item Header 

 
Description 

Item 9A. Controls and 
procedures 

Generally describe the system of internal controls, testing of controls, changes in con-
trols, and management’s conclusions regarding the effectiveness of those controls. 

Item 15. Exhibits and 
financial statement 
schedules 

Item 601 of Regulation S-K requires that a business attach a number of exhibits to the 
Form 10-K, including (but not limited to): 

• Code of ethics 
• Material contracts 
• Articles of incorporation 
• Bylaws 
• Acquisition purchase agreements 

 
Before filing, the Form 10-Q must be signed by an authorized officer, as well as the principal financial or 
chief accounting officer. 
 
The Form 10-Q must be filed within 40 days of the end of the fiscal quarter if the company is either a large 
accelerated filer or an accelerated filer. If that is not the case, file it within 45 days of the end of the fiscal 
quarter. A large accelerated filer is a company having an aggregate market value owned by investors who 
are not affiliated with the company of a minimum of $700 million. This measurement is as of the last 
business day of the most recent second fiscal quarter. An accelerated filer is a company having an aggregate 
market value owned by investors who are not affiliated with the company of less than $700 million, but 
more than $75 million. This measurement is as of the last business day of the most recent second fiscal 
quarter. 
 
The Form 10-K 
A publicly held company is required to issue the Form 10-K to report the results of its fiscal year. The Form 
10-K includes not just the financial statements, but also a number of additional disclosures. The following 
table itemizes the more common disclosures: 
 
Selection of Form 10-K Disclosures 

 
Item Header 

 
Description 

Item 1. Business Provide a description of the company’s purpose, history, operating segments, custom-
ers, suppliers, sales and marketing operations, customer support, intellectual property, 
competition, and employees.  It should tell readers what the company does and de-
scribe its business environment. 

Item 1A. Risk factors This is a thorough listing of all risks that the company may experience. It warns inves-
tors of what could reduce the value of their investments in the company. 

Item 1B. Unresolved 
staff comments 

Disclose all unresolved comments received from the SEC if they are material. (only 
applies to written comments from the SEC received at least 180 days before the fiscal 
year-end by an accelerated or large accelerated filer) 

Item 2. Properties Describe the leased or owned facilities of the business, including square footage, lease 
termination dates, and lease amounts paid per month. 

Item 3. Legal proceed-
ings 

Describe any legal proceedings currently involving the company, and its estimate of 
the likely outcome of those proceedings. 

Item 4. Submission of 
matters to a vote of se-
curity holders 

Describe matters submitted to the shareholders for a vote during the fourth quarter of 
the fiscal year. 
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Item Header 

 
Description 

Item 5. Market for 
company stock 

Describe where the company’s stock trades and the number of holders of record, as 
well as the high and low closing prices per share, by quarter. 

Item 6. Selected finan-
cial data 

For the last five years, state selected information from the company’s income state-
ment and balance sheet (should be in tabular comparative format). 

Item 7. Management’s 
discussion and analysis 
(MD&A) 

Describe opportunities, challenges, risks, trends, future plans, and key performance in-
dicators, as well as changes in revenues, the cost of goods sold, other expenses, assets, 
and liabilities. 

Item 7A. Quantitative 
and qualitative disclo-
sures about market risk 

Quantify the market risk at the end of the last fiscal year for the company’s market 
risk-sensitive instruments. 

Item 8. Financial state-
ments and supplemen-
tary data 

Make all disclosures required by GAAP, including descriptions of: 
• Accrued liabilities 
• Acquisitions 
• Discontinued operations 
• Fixed assets 
• Income taxes 
• Related party transactions 
• Segment information 
• Stock options 

Item 9. Changes in and 
disagreements with ac-
countants on account-
ing and financial disclo-
sure 

Describe any disagreements with the auditors when management elects to account for 
or disclose transactions in a manner different from what the auditors want. 

Item 9A. Controls and 
procedures 

Generally describe the system of internal controls, testing of controls, changes in con-
trols, and management’s conclusions regarding the effectiveness of those controls. 

Item 10. Directors, ex-
ecutive officers and 
corporate governance 

Identify the executive officers, directors, promoters, and individuals classified as con-
trol persons. 

Item 11. Executive 
compensation 

Itemize the types of compensation paid to company executives. 

Item 12. Security own-
ership of certain benefi-
cial owners and man-
agement and related 
stockholder matters 

State the number of shares of all types owned or controlled by certain individuals clas-
sified as beneficial owners and/or members of management. 

Item 13. Certain rela-
tionships and related 
transactions, and direc-
tor independence 

If there were transactions with related parties during the past fiscal year, and the 
amounts involved exceeded $120,000, describe the transactions. 

Item 14. Principal ac-
countant fees and ser-
vices 

State the aggregate amount of any fees billed in each of the last two fiscal years for 
professional services rendered by the company’s auditors for: 

• Reviews and audits; 
• Audit-related activities; 
• Taxation work; and 
• All other fees. 
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Item Header 

 
Description 

Item 15. Exhibits and 
financial statement 
schedules 

Item 601 of Regulation S-K requires that a business attach a number of exhibits to the 
Form 10-K, including (but not limited to): 

• Code of ethics 
• Material contracts 
• Articles of incorporation 
• Bylaws 
• Acquisition purchase agreements 

 
Before filing, the Form 10-K must be signed by all of the following: 

• Principal executive officer 
• Principal financial officer 
• Controller 
• A majority of the board of directors 

 
The Form 10-K must be filed within 60 days of the end of the fiscal year if the company is a large acceler-
ated filer or an accelerated filer, or within 75 days of the end of the fiscal year if the company is an accel-
erated filer. If the company does not have either designation, then it must be filed within 90 days of the end 
of the fiscal year. 
 
Summary 
For the accountant of a publicly-held company, it may sometimes appear as though the only responsibility 
involves the filing of the Forms 10-Q and 10-K, because they take so much time to prepare. Never under-
estimate the workload associated with public company financial reporting – it is downright oppressive. We 
recommend that you conduct a thorough review of the time required to prepare the necessary filings, in-
cluding a discussion of any concerns the auditors may have about the timeliness of work completion and 
errors found, and present these findings to senior management along with a request for additional resources. 
Otherwise, you may find that you do not have sufficient time to engage in all of the other responsibilities 
of the accountant position. 
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Chapter 20 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. Under the integral view, the proper treatment of contingencies is: 

a. To accrue them at once 
b. To accrue them only if the amounts are probable and reasonably estimated 
c. To not accrue them 
d. To spread the expense recognition over the remainder of the year 

 
2. The segment test for profit or loss states that: 

a. The profit is at least 10% of the combined profits of the consolidated company 
b. The profit is at least 10% of the combined profits of the consolidated company, less any indi-

vidual segment losses 
c. The absolute amount of profit or loss for a segment is at least 10% of the combined profits of 

those segments reporting a profit, or the combined losses of all segments reporting a loss 
d. The amount of profit or loss for a segment is at least 10% of the combined profits of those 

segments reporting a profit, or the combined losses of all segments reporting a loss 
 
3. If there is a segment that no longer qualifies, but which did so in the past and should qualify in the 

future, you should: 

a. Aggregate its results with those of a reportable segment 
b. Continue to treat it as a reportable segment 
c. Remove it from the segment reporting in prior periods 
d. Ignore it for current period reporting purposes 
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Chapter 21 - Management Reports 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• State the types of variances and management report formats that an accountant may use. 
 
Introduction 
The accountant may be responsible for the issuance of a startling number of management reports that ad-
dress not only financial issues, but also possibly operational ones. In this chapter, we address not only the 
types of reports that you may want to issue, but also their contents and ongoing maintenance. Ideally, the 
result should be a small core group of reports that are continually adjusted to match the needs of the busi-
ness. 
 
 
The Duration of a Report 
Before you delve into the array of management reports that are available, first consider the effort required 
to create and distribute each one, as well as the extent to which the reports will be used. What you will 
likely find is that only a few line items on a report are truly useful to the recipients, and also that the level 
of report usefulness declines over time. 
 
These issues mean that you should examine every report issued by the accounting department on a regular 
basis to see if they should be modified or possibly discontinued entirely. It should be a rare report that 
continues unchanged for more than a year. 
 
By continually examining the usage level of reports and adjusting the reports accordingly, you may reduce 
the workload of the accounting staff. Also, this should increase the cost-benefit of the reports – that is, the 
effort that goes into a report is paid for by being highly applicable to the recipient. 
 
Responsibility Reporting 
Responsibility reporting is the concept that every revenue item and cost in a business can be traced to one 
person within the organization, so that person should receive reports about the specific items for which he 
or she is responsible. Here are several examples of responsibility reporting: 

• Raw materials cost. Report it to the purchasing manager. 
• Rent expense. Report it to the person who negotiated and signed the building lease. 
• Wages. Report it to the person supervising the employee earning the wages. 
• Warranty expense. Report it to the engineering manager. 

 
Further, responsibility reporting requires different levels of information aggregation, depending on the po-
sition of the recipient within the business. Thus, the president receives the income statement for the entire 
business, while the production manager only sees the cost incurred by the production department, and a 
machine operator may be limited to seeing the excess scrap produced by his machine. 
 
This concept is terrific from the perspective of the company president, since it means that everyone in the 
company is aware of the revenues and expenses for which they are responsible. The accountant may have 
a somewhat less enthusiastic viewpoint, since this calls for a virtual blizzard of reports. To avoid becoming 
overwhelmed by reports, the accounting staff should create a customized report template for each report 
recipient, and then set up the templates to automatically run at fixed intervals throughout the month. This 
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approach completely automates report creation, though it also means that the reports will probably not be 
tweaked at regular intervals to meet the needs of recipients, since there are so many reports. 
 
The Flash Report 
The single most crucial report that the accountant issues is the flash report. This is the ultimate in short-
term information, for it is designed to inform management of issues that are occurring either right now or 
in the immediate past. The intent of the flash report is to warn management of problems in areas necessary 
for the short-term survival of the company. Thus, the report should not contain any information on which 
managers are unlikely to take action. Examples of items that might appear in a flash report are: 
 
Related to Cash 

• Cash balance. This is a perennial favorite for the flash report, since an impending cash shortage 
can shut down any business. 

• Debt remaining. It is more important to know how much untapped debt is remaining on the com-
pany’s line of credit than the amount of debt that the company already has, because the latter infor-
mation is already available on the balance sheet. This line item is closely associated with the cash 
balance, since it reveals the company’s available liquidity. 

• Receivables 90+ days. This is the amount of accounts receivable more than 90 days old, and shows 
the amount of cash that is most at risk of not being collected. It may be necessary to provide an 
accompanying detail of who is not paying, and the amount unpaid by each customer. 

• Obsolete inventory. This is the disposal value of any inventory designated as obsolete. You do not 
need to report the original cost of this inventory, since the intent of this line item is to state the 
amount of cash that can be gleaned from selling the inventory. A large balance could trigger fast 
action by management to convert the designated inventory to cash. 

 
Related to Sales 

• Backlog. This is the order backlog that has not yet been shipped. You might consider listing this 
item first on the flash report, since it is the key indicator for the generation of sales to support the 
business. 

• Contribution margin. The size of the backlog is not sufficient information for management if the 
sales staff is buying sales by offering low prices. Hence the need for this line item, which is reve-
nues minus the direct costs of selling products. This information may only be available on a 
monthly basis, so include the latest information when available. This information is not listed on 
the income statement, since that document is organized to report the gross margin, which also in-
cludes a number of fixed costs. 

 
Related to Bottlenecks 

• Bottleneck utilization. This is the percentage of theoretically available time during which the bot-
tleneck operation ran during the reporting period. The company needs to maximize this percentage 
in order to earn a profit. 

 
Related to Customer Service 

• Percent order line items shipped on time. Customers respond well to receiving goods on time, so 
track the percentage shipped by the promise date. 

 
Tip: Do not include too many line items in the flash report, since managers do not want to wade through too much 
information. Instead, present just the top ten metrics that really matter to company operations. 
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A sample flash report is shown below. Note that the information is listed on a trend line, so that managers 
can see where there may be a potential problem in comparison to the results of prior periods. 
 
EXAMPLE 
 
After much discussion with management, Milagro Corporation’s accountant unveils the following flash report: 
 

 This Week Last Week 2 Weeks Ago 3 Weeks Ago 
Cash Issues     

Cash balance $150,000 $180,000 $190,000 $200,000 
Debt remaining 310,000 325,000 350,000 400,000 
Receivables 90+ days 89,000 62,000 35,000 15,000 
Obsolete inventory 5,000 6,000 8,000 10,000 

Sales Issues     
Backlog 520,000 590,000 620,000 650,000 
Contribution margin 42% 41% 55% 58% 

Bottleneck Issues     
Bottleneck utilization 86% 88% 91% 93% 

Customer Service Issues     
Percent orders shipped on time 82% 85% 90% 96% 

 
The accountant includes a commentary with the flash report, pointing out a variety of problems. The company is losing 
its order backlog, has a growing amount of unpaid accounts receivable, and is rapidly losing contribution margin on 
its sales. Further, the company is suffering from a rapid decline in its percentage of order line items shipped on time. 
In short, this flash report reveals a company in significant disarray. 
 
 
Tip: Note the complete absence of ratios in the flash report. Ratios are useful for investigating the long-term perfor-
mance of a business, but the flash report is all about short-term performance that management can act upon – and 
ratios are not useful for that purpose. 
 
You will likely need to evaluate the flash report at regular intervals and alter its contents to match the 
changing circumstances of the business. For example, if the company enters a new market, there may be a 
need for metrics related to that market. Or, if the bottleneck operation has shifted, discontinue reporting on 
the old bottleneck and switch to the new one. 
 
Expense Reporting 
The accounting department is continually being asked to provide reports concerning expenses incurred in 
various parts of the business. When you issue this information, do not simply state the expense incurred in 
the previous period (which is the usual request), since it provides little useful information. You could pro-
vide the information in comparison to the budgeted expense for the period, but the budgeted amount could 
be exceedingly unrealistic, so the comparison is less than useful. A better approach is to present the infor-
mation alongside the same expenses incurred in previous periods. Doing so provides a solid basis of com-
parison, and reveals whether the most recent expenses are in accordance with historical trends. The follow-
ing sample report shows the concept: 
 

Sample Expense Report Format 
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 September October November December 
Wages $45,000 $46,500 $47,250 $53,000 
Payroll taxes 3,150 3,250 3,300 3,700 
Rent 3,500 3,500 3,750 3,750 
Office expenses 1,200 1,350 1,400 1,650 
Travel and entertainment 800 950 800 4,000 
Utilities 620 600 700 750 
Other expenses 450 425 470 510 

Totals $54,720 $56,575 $57,670 $67,360 
 
The sample shows the expenses incurred by a typical department. Compensation expenses are listed near 
the top of the report, since this expense is frequently the largest one incurred by many departments, with 
other expenses listed in declining order by the amounts usually incurred. Thus, the reader’s attention is 
drawn to the top of the report, where most of the expenses are located. Also, the presentation of side-by-
side results by month makes it easy for the report recipient to skim through the report and make note of 
anything that rises above or falls below the long-term average. 
 
Expenses are similar to Newton’s first law of motion. That first law states: 
 

The velocity of a body remains constant unless the body is acted upon by an external force. 
 
You can change a few words to arrive at Bragg’s first law of accounting, which is: 
 

Expense levels remain constant unless the business is acted upon by a supplier or manager. 
 
Suppliers tend to raise prices, while managers take steps to reduce expenses. These opposing forces appear 
in the expense reports as changes in expense levels. A good accountant can take advantage of Bragg’s first 
law by reporting expenses only by exception. Thus, the preceding sample expense report might trigger a 
statement that the change in office rent in November was triggered by a new lease, while the surge in the 
travel and entertainment expense in December was caused by the company Christmas party. This additional 
level of reporting centers the attention of management on the key expense exceptions, while ignoring all of 
the other expenses that are not changing. 
 

An exceptional accountant will go one step further and make recommendations regarding how to make 
changes to expenses. Here are examples of accountant-provided commentary: 

• “The rent expense is 20% above the rents for similar buildings within one mile of the company 
facility; recommend negotiating with the landlord to drop the lease rate in exchange for extending 
the term of the lease.” 

• “Telephone expenses can be reduced by 15% if the company adopts a single cell phone carrier for 
all employees.” 

• “Travel expenses can be reduced by 5% if the company adopts a common travel agent for all com-
pany travel.” 

 
However, the level of accountant-provided commentary noted here is extremely time-consuming, so even 
the best accountant will probably only be able to make an occasional recommendation that includes a suf-
ficient level of detail to convince management to act upon it. 
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Tip: Proactive accountant commentary should be welcome for office and administration expenses, since this is the 
key area in which the accounting staff should have some expertise. However, the accountant’s advice may not be so 
welcome in other areas; consequently, be more circumspect in making recommendations regarding the cost of mate-
rials, product designs, marketing campaigns, and so forth. 
 
Margin Reporting 
Management will likely make inquiries about the earnings that the company is achieving in such areas as 
customers, products, product lines, stores, and operating units. If the chart of accounts has been constructed 
to accumulate information for any of these categories, the accounting department should be able to provide 
the requested information. However, here are several issues to consider regarding the construction of mar-
gin reports: 

• Information sources. For many margin analyses, such as margins by customer, it requires a signif-
icant amount of manual analysis to obtain the required information. If so, push back if the request-
ing person wants this information on a continuing basis, since it will take up too much staff time to 
create. 

• Cost allocations. It is rarely advisable to allocate overhead costs in a margin report. By doing so, 
you are artificially reducing the reported margin on every line item in the report, which may lead 
to management shutting down products, product lines, stores, or divisions that actually have ade-
quate profit margins. 

• Automation. If a margin report proves to be valuable, take all possible steps to automate it. For 
example, if management wants to see a margin report by product, create standard costs for the direct 
costs associated with each product, include those standard costs in the margin report, and set up a 
process for routinely reviewing how closely the standard costs match actual costs. 

 
Perhaps the most common of all margin reports is one that details the margin for individual products during 
a particular time period. When creating this report, only include those costs that vary directly with changes 
in unit volume; this usually means that only the cost of materials is included in the report, since manufac-
turing overhead and direct labor costs do not vary at the unit level. A sample product margin report appears 
in the following exhibit. 
 

Sample Product Margin Report 

  
 

Revenue 

 
Units 
Sold 

 
 

× 

Standard 
Cost of 

Materials 

 
 

= 

Total 
Cost of 

Materials 

 
 

Margin $ 
French press $180,000 900  $90.00  $81,000 $99,000 
Moka pot 62,000 380  73.25  27,835 34,165 
Percolator pro 220,000 1,500  66.00  99,000 121,000 
Roaster home edition 470,000 3,760  56.50  212,440 257,560 
Roaster junior 100,000 1,100  40.90  44,990 55,010 
Roaster pro 250,000 800  140.00  112,000 138,000 
Vacuum coffee maker 123,000 300  184.50  55,350 67,650 

Totals $1,405,000 8,740    $632,615 $772,385 
 
Another possible addition to the product margin report is the cost of commissions (if any), since they usually 
vary directly with unit sales. 
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If a company has a number of similar products that are aggregated into a product line, there may be a request 
to determine the margin associated with the entire product line. When constructing this report, you can 
include more expenses than just the cost of materials, since other expense types may be directly associated 
with the product line. The following expenses might be included: 

• Advertising. This is the cost of any advertising or other marketing expenses related to the product 
line in question. 

• Engineering. There may be a dedicated team of engineers involved with the design of only those 
products included in the product line. Only include those engineering compensation and other costs 
that would disappear if the product line were to be cancelled. 

• Manufacturing overhead. There may be a large amount of overhead cost associated with a product 
line, such as a production manager, equipment maintenance, and utilities. Only include those costs 
that would disappear if the product line were to be cancelled. 

• Selling expenses. There may be a dedicated sales force that only sells the product line. Their com-
pensation, payroll taxes, and travel and entertainment expenses should be included. 

 
A sample product line margin report that includes the preceding expense elements appears in the following 
exhibit. 
 
Sample Product Line Margin Report 

 
Product Line 

 
Revenue 

Direct 
Materials 

 
Engineering 

 
Overhead 

Sales and 
Marketing 

 
Margin 

Home products $800,000 $320,000 $65,000 $165,000 $130,000 $120,000 
Restaurant products 390,000 156,000 82,000 80,000 40,000 32,000 
School products 640,000 320,000 39,000 128,000 90,000 63,000 

Totals $1,830,000 $796,000 $186,000 $373,000 $260,000 $215,000 
 
The same format just shown for a product line works well for a margin report constructed for a retail loca-
tion, though you should replace the engineering, overhead, and sales and marketing costs with expenses 
that would terminate if the store were closed, such as: 

• Wages and payroll taxes. This is the compensation and related payroll taxes that would disappear 
if the store were closed. Thus, you would not include an apportionment of the cost of a regional 
store manager. 

• Advertising. There may be advertising expenses related to a specific location. Do not include ad-
vertising if the expenditures are for a group of stores. 

• Rent. This is the rent that would be eliminated if the store were closed. Do not include it if the 
company must still pay the rent even if the store closes. 

• Utilities. There are usually some electrical and heating costs that would be eliminated as a result of 
a store closure. 

 
A sample store margin report that includes the preceding expense elements appears in the following exhibit. 
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Sample Store Margin Report 

Store 
Location 

 
Revenue 

Direct 
Materials 

 
Wages 

 
Advertising 

Other 
Expenses 

 
Margin 

Evanston $900,000 $360,000 $270,000 $25,000 $200,000 $45,000 
Freeport 1,050,000 420,000 270,000 25,000 230,000 105,000 
Muncie 820,000 328,000 270,000 20,000 190,000 12,000 

Totals $2,770,000 $1,108,000 $810,000 $70,000 $620,000 $162,000 
 
If you are asked to create a margin report for customers, be extremely careful about adding any expenses 
to the report. The reason is that most expenses related to the servicing of customers are incurred for many 
customers, not just one. For example, it would be unwise to include in a margin report the labor cost asso-
ciated with the customer service or field service calls related to a specific customer, because those costs are 
likely to still exist even if the customer were to be terminated. However, it is acceptable to include other 
costs in a customer margin analysis, such as: 

• Commissions. Salesperson commissions are almost certainly related to specific sales, so you can 
include them in the analysis. 

• Deductions. Some customers claim an inordinate number of deductions when paying their invoices, 
which should certainly be included in the analysis. 

 
A sample customer margin report that includes the preceding expense elements appears in the following 
exhibit. 
 

Sample Customer Margin Report 

 
Customer Name 

 
Revenue 

Direct 
Materials 

 
Commissions 

 
Deductions 

 
Margin 

Gadzooks Coffee $95,000 $48,000 $4,000 $13,000 $30,000 
Kona Distributors 130,000 70,000 5,000 32,000 23,000 
Marlowe Coffee 247,000 136,000 10,000 20,000 81,000 
Peaberry Coffee 86,000 41,000 3,000 1,000 41,000 

Totals $558,000 $295,000 $22,000 $66,000 $175,000 
 
The preceding customer margin report reveals a common issue that triggers the request to develop the report 
– there are substantial differences in the amount of payment deductions taken by customers. In the sample, 
the second-largest customer, Kona Distributors, takes such large deductions that it is the least profitable of 
the customers listed in the report. 
 
As you can see from the various sample margin reports presented here, you should be careful to only include 
those expenses in the analysis that would be eliminated if the subject of the report were to be terminated. 
All other expenses are irrelevant, and so should not be included. 
 
Variance Reporting 
If you have a standard costing system, consider setting up a variance reporting system. A variance is the 
difference between the actual cost incurred and the standard cost against which it is measured. A variance 
can also be used to measure the difference between actual and expected sales. Thus, variance analysis can 
be used to review the performance of both revenue and expenses. 



Accountants Guidebook 
 

337 

There are two basic types of variances from a standard that can arise, which are the rate variance and the 
volume variance. Here is more information about both types of variances: 

• Rate variance. A rate variance (which is also known as a price variance) is the difference between 
the actual price paid for something and the expected price, multiplied by the actual quantity pur-
chased. The “rate” variance designation is most commonly applied to the labor rate variance, which 
involves the actual cost of direct labor in comparison to the standard cost of direct labor. The rate 
variance uses a different designation when applied to the purchase of materials, and may be called 
the purchase price variance or the material price variance. 

• Volume variance. A volume variance is the difference between the actual quantity sold or consumed 
and the budgeted amount, multiplied by the standard price or cost per unit. If the variance relates 
to the sale of goods, it is called the sales volume variance. If it relates to the use of direct materials, 
it is called the material yield variance. If the variance relates to the use of direct labor, it is called 
the labor efficiency variance. Finally, if the variance relates to the application of overhead, it is 
called the overhead efficiency variance. 

 
Thus, variances are based on either changes in cost from the expected amount, or changes in the quantity 
from the expected amount. The most common variances that an accountant elects to report on are subdi-
vided within the rate and volume variance categories for direct materials, direct labor, and overhead. It is 
also possible to report these variances for revenue. The primary variances appear in the following exhibit. 
 

Primary Variances 

 Rate Variance Volume Variance 
Materials Purchase price variance Material yield variance 
Direct labor Labor rate variance Labor efficiency variance 

Fixed overhead Fixed overhead spending 
variance Not applicable 

Variable overhead Variable overhead spending 
variance 

Variable overhead effi-
ciency variance 

Revenue Selling price variance Sales volume variance 
 
All of the variances noted in the preceding table are explained below, including examples to demonstrate 
how they are applied. 
 
The Purchase Price Variance 

The purchase price variance is the difference between the actual price paid to buy an item and its standard 
price, multiplied by the actual number of units purchased. The formula is: 
 

(Actual price - Standard price) × Actual quantity = Purchase price variance 
 
A positive variance means that actual costs have increased, and a negative variance means that actual costs 
have declined. 
 
The standard price is the price that your engineers believe the company should pay for an item, given a 
certain quality level, purchasing quantity, and speed of delivery. Thus, the variance is really based on a 
standard price that was the collective opinion of several employees based on a number of assumptions that 
may no longer match a company's current purchasing situation. 
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EXAMPLE 
 
During the development of its annual budget, the engineers and purchasing staff of Milagro Corporation decide that 
the standard cost of a green widget should be set at $5.00, which is based on a purchasing volume of 10,000 for the 
upcoming year. During the subsequent year, Milagro only buys 8,000 units, and so cannot take advantage of purchas-
ing discounts, and ends up paying $5.50 per widget. This creates a purchase price variance of $0.50 per widget, and a 
variance of $4,000 for all of the 8,000 widgets that Milagro purchased. 
 
 
There are a number of possible causes of a purchase price variance. For example: 

• Layering issue. The actual cost may have been taken from an inventory layering system, such as a 
first-in first-out system, where the actual cost varies from the current market price by a substantial 
margin. 

• Materials shortage. There is an industry shortage of a commodity item, which is driving up the 
cost. 

• New supplier. The company has changed suppliers for any number of reasons, resulting in a new 
cost structure that is not yet reflected in the standard. 

• Rush basis. The company incurred excessive shipping charges to obtain materials on short notice 
from suppliers. 

• Volume assumption. The standard cost of an item was derived based on a different purchasing 
volume than the amount at which the company now buys. 

 
Material Yield Variance 

The material yield variance is the difference between the actual amount of material used and the standard 
amount expected to be used, multiplied by the standard cost of the materials. The formula is: 
 

(Actual unit usage - Standard unit usage) × Standard cost per unit 
 

 = Material yield variance 
 
An unfavorable variance means that the unit usage was greater than anticipated. 

The standard unit usage is developed by the engineering staff, and is based on expected scrap rates in 
a production process, the quality of raw materials, losses during equipment setup, and related factors. 
 
EXAMPLE 
 
The engineering staff of Milagro Corporation estimates that 8 ounces of rubber will be required to produce a green 
widget. During the most recent month, the production process used 315,000 ounces of rubber to create 35,000 green 
widgets, which is 9 ounces per product. Each ounce of rubber has a standard cost of $0.50. Its material yield variance 
for the month is: 
 

(315,000 Actual unit usage - 280,000 Standard unit usage) × $0.50 Standard cost/unit 
 

= $17,500 Material yield variance 
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There are a number of possible causes of a material yield variance. For example: 

• Scrap. Unusual amounts of scrap may be generated by changes in machine setups, or because 
changes in acceptable tolerance levels are altering the amount of scrap produced. A change in the 
pattern of quality inspections can also alter the amount of scrap. 

• Material quality. If the material quality level changes, this can alter the amount of quality rejec-
tions. If an entirely different material is substituted, this can also alter the amount of rejections. 

• Spoilage. The amount of spoilage may change in concert with alterations in inventory handling and 
storage. 

Labor Rate Variance 

The labor rate variance is the difference between the actual labor rate paid and the standard rate, multiplied 
by the number of actual hours worked. The formula is: 
 

(Actual rate - Standard rate) × Actual hours worked = Labor rate variance 
 
An unfavorable variance means that the cost of labor was more expensive than anticipated. 
 
The standard labor rate is developed by the human resources and engineering employees, and is based on 
such factors as the expected mix of pay levels among the production staff, the amount of overtime likely to 
be incurred, the amount of new hiring at different pay rates, the number of promotions into higher pay 
levels, and the outcome of contract negotiations with any unions representing the production staff. 
 
EXAMPLE 
 
The human resources manager of Milagro Corporation estimates that the average labor rate for the coming year for 
Milagro's production staff will be $25/hour. This estimate is based on a standard mix of personnel at different pay 
rates, as well as a reasonable proportion of overtime hours worked. 
 
During the first month of the new year, Milagro has difficulty hiring a sufficient number of new employees, and so 
must have its higher-paid existing staff work overtime to complete a number of jobs. The result is an actual labor rate 
of $30/hour. Milagro's production staff worked 10,000 hours during the month. Its labor rate variance for the month 
is: 
 

($30/hour Actual rate - $25/hour Standard rate) × 10,000 hours = $50,000 Labor rate variance 
 
 
There are a number of possible causes of a labor rate variance. For example: 

• Incorrect standards. The labor standard may not reflect recent changes in the rates paid to employ-
ees (which tend to occur in bulk for all staff). 

• Pay premiums. The actual amounts paid may include extra payments for shift differentials or over-
time. 

• Staffing variances. A labor standard may assume that a certain job classification will perform a 
designated task, when in fact a different position with a different pay rate may be performing the 
work. 
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Labor Efficiency Variance 

The labor efficiency variance is the difference between the actual labor hours used to produce an item and 
the standard amount that should have been used, multiplied by the standard labor rate. The formula is: 
 

(Actual hours - Standard hours) × Standard rate = Labor efficiency variance 
 
An unfavorable variance means that labor efficiency has worsened, and a favorable variance means that 
labor efficiency has increased. 
 

The standard number of hours represents the best estimate of the industrial engineers regarding the optimal 
speed at which the production staff can manufacture goods. This figure can vary considerably, based on 
assumptions regarding the setup time of a production run, the availability of materials and machine capac-
ity, employee skill levels, the duration of a production run, and other factors. Thus, the multitude of varia-
bles involved makes it especially difficult to create a standard that you can meaningfully compare to actual 
results. 

EXAMPLE 
 
During the development of its annual budget, the industrial engineers of Milagro Corporation decide that the standard 
amount of time required to produce a green widget should be 30 minutes, which is based on certain assumptions about 
the efficiency of Milagro's production staff, the availability of materials, capacity availability, and so forth. During 
the month, widget materials were in short supply, so Milagro had to pay production staff even when there was no 
material to work on, resulting in an average production time per unit of 45 minutes. The company produced 1,000 
widgets during the month. The standard cost per labor hour is $20, so the calculation of its labor efficiency variance 
is: 
 

(750 Actual hours - 500 Standard hours) × $20 Standard rate = $5,000 Labor efficiency variance 
 
 
There are a number of possible causes of a labor efficiency variance. For example: 

• Instructions. The employees may not have received written work instructions. 
• Mix. The standard assumes a certain mix of employees involving different skill levels, which does 

not match the actual staffing. 
• Training. The standard may be based on an assumption of a minimum amount of training that 

employees have not received. 
• Work station configuration. A work center may have been reconfigured since the standard was 

created, so the standard is now incorrect. 
 
Variable Overhead Spending Variance 

The variable overhead spending variance is the difference between the actual and budgeted rates of spend-
ing on variable overhead. The formula is: 
 

Actual hours worked × (Actual overhead rate - standard overhead rate) 
 

= Variable overhead spending variance 
 
A favorable variance means that the actual variable overhead expenses incurred per labor hour were less 
than expected. 
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The variable overhead spending variance is a compilation of production expense information submitted by 
the production department, and the projected labor hours to be worked, as estimated by the industrial engi-
neering and production scheduling staffs, based on historical and projected efficiency and equipment ca-
pacity levels. 
 
EXAMPLE 
 
The Milagro Corporation’s accountant calculates, based on historical and projected cost patterns, that the company 
should experience a variable overhead rate of $20 per labor hour worked, and builds this figure into the budget. In 
April, the actual variable overhead rate turns out to be $22 per labor hour. During that month, production employees 
work 18,000 hours. The variable overhead spending variance is: 
 

18,000 Actual hours worked × ($22 Actual variable overhead rate - $20 Standard overhead rate) 
 

= $36,000 Variable overhead spending variance 
 
 
There are a number of possible causes of a variable overhead spending variance. For example: 

• Account misclassification. The variable overhead category includes a number of accounts, some of 
which may have been incorrectly classified and so do not appear as part of variable overhead (or 
vice versa). 

• Outsourcing. Some activities that had been sourced in-house have now been shifted to a supplier, 
or vice versa. 

• Supplier pricing. Suppliers have changed their prices, which have not yet been reflected in updated 
standards. 

 
Variable Overhead Efficiency Variance 

The variable overhead efficiency variance is the difference between the actual and budgeted hours worked, 
which are then applied to the standard variable overhead rate per hour. The formula is: 
 

Standard overhead rate × (Actual hours - standard hours) 
 

= Variable overhead efficiency variance 
 
A favorable variance means that the actual hours worked were less than the budgeted hours, resulting in the 
application of the standard overhead rate across fewer hours, so that less expense is incurred. 
 
The variable overhead efficiency variance is a compilation of production expense information submitted 
by the production department, and the projected labor hours to be worked, as estimated by the industrial 
engineering and production scheduling staffs, based on historical and projected efficiency and equipment 
capacity levels. 
 
EXAMPLE 
 
The accountant of Milagro Corporation calculates, based on historical and projected labor patterns, that the company's 
production staff should work 20,000 hours per month and incur $400,000 of variable overhead costs per month, so it 
establishes a variable overhead rate of $20 per hour. In May, Milagro installs a new materials handling system that 
significantly improves production efficiency and drops the hours worked during the month to 19,000. The variable 
overhead efficiency variance is: 
 

$20 Standard overhead rate/hour × (19,000 hours worked - 20,000 standard hours) 
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= $20,000 Variable overhead efficiency variance 

 

Fixed Overhead Spending Variance 

The fixed overhead spending variance is the difference between the actual fixed overhead expense incurred 
and the budgeted fixed overhead expense. An unfavorable variance means that actual overhead expendi-
tures were greater than planned. The formula is: 
 

Actual fixed overhead - Budgeted fixed overhead = Fixed overhead spending variance 
 
The amount of expense related to fixed overhead should (as the name implies) be relatively fixed, and so 
the fixed overhead spending variance should not theoretically vary much from the budget. However, if the 
manufacturing process reaches a step cost trigger point where a whole new expense must be incurred, this 
can cause a significant unfavorable variance. Also, there may be some seasonality in fixed overhead ex-
penditures, which may cause both favorable and unfavorable variances in individual months of a year, but 
which cancel each other out over the full year. 

EXAMPLE 
 
The production manager of Milagro Corporation estimates that the fixed overhead should be $700,000 during the 
upcoming year. However, since a production manager left the company and was not replaced for several months, 
actual expenses were lower than expected, at $672,000. This created the following favorable fixed overhead spending 
variance: 
 

($672,000 Actual fixed overhead - $700,000 Budgeted fixed overhead) 
 

= $(28,000) Fixed overhead spending variance 
 
 
There are a number of possible causes of a fixed overhead spending variance. For example: 

• Account misclassification. The fixed overhead category includes a number of accounts, some of 
which may have been incorrectly classified and so do not appear as part of fixed overhead (or vice 
versa). 

• Outsourcing. Some activities that had been sourced in-house have now been shifted to a supplier, 
or vice versa. 

• Supplier pricing. Suppliers have changed their prices, which have not yet been reflected in updated 
standards. 

 
Selling Price Variance 

The selling price variance is the difference between the actual and expected revenue that is caused by a 
change in the price of a product or service. The formula is: 
 

(Actual price - Budgeted price) × Actual unit sales = Selling price variance 
 
An unfavorable variance means that the actual price was lower than the budgeted price. 
 
The budgeted price for each unit of product or sales is developed by the sales and marketing managers, and 
is based on their estimation of future demand for these products and services, which in turn is affected by 
general economic conditions and the actions of competitors. If the actual price is lower than the budgeted 
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price, the result may actually be favorable to the company, as long as the price decline spurs demand to 
such an extent that the company generates an incremental profit as a result of the price decline. 
 
EXAMPLE 
 
The marketing manager of Milagro Corporation estimates that the company can sell a green widget for $80 per unit 
during the upcoming year. This estimate is based on the historical demand for green widgets. 
 
During the first half of the new year, the price of the green widget comes under extreme pressure as a new supplier in 
Ireland floods the market with a lower-priced green widget. Milagro must drop its price to $70 in order to compete, 
and sells 20,000 units during that period. Its selling price variance during the first half of the year is: 
 

($70 Actual price - $80 Budgeted price) × 20,000 units = $(200,000) Selling price variance 
 
 
There are a number of possible causes of a selling price variance. For example: 

• Discounts. The company has granted various discounts to customers to induce them to buy prod-
ucts. 

• Marketing allowances. The company is allowing customers to deduct marketing allowances from 
their payments to reimburse them for marketing activities involving the company’s products. 

• Price points. The price points at which the company is selling are different from the price points 
stated in its standards. 

• Product options. Customers are buying different product options than expected, resulting in an 
average price that differs from the price points stated in the company’s standards. 

 
Sales Volume Variance 

The sales volume variance is the difference between the actual and expected number of units sold, multi-
plied by the budgeted price per unit. The formula is: 
 

(Actual units sold - Budgeted units sold) × Budgeted price per unit 
 

= Sales volume variance 
 
An unfavorable variance means that the actual number of units sold was lower than the budgeted number 
sold. 
 
The budgeted number of units sold is derived by the sales and marketing managers, and is based on their 
estimation of how the company's product market share, features, price points, expected marketing activities, 
distribution channels, and sales in new regions will impact future sales. If the product's selling price is lower 
than the budgeted amount, this may spur sales to such an extent that the sales volume variance is favorable, 
even though the selling price variance is unfavorable. 
 
EXAMPLE 
 
The marketing manager of Milagro Corporation estimates that the company can sell 25,000 blue widgets for $65 per 
unit during the upcoming year. This estimate is based on the historical demand for blue widgets, as supported by new 
advertising campaigns in the first and third quarters of the year. 
 
During the new year, Milagro does not have a first quarter advertising campaign, since it is changing advertising 
agencies at that time. This results in sales of just 21,000 blue widgets during the year. Its sales volume variance is: 
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(21,000 Units sold - 25,000 Budgeted units) × $65 Budgeted price per unit  
 

= $260,000 Unfavorable sales volume variance 
 
 
There are a number of possible causes of a sales volume variance. For example: 

• Cannibalization. The company may have released another product that competes with the product 
in question. Thus, sales of one product cannibalize sales of the other product. 

• Competition. Competitors may have released new products that are more attractive to customers. 
• Price. The company may have altered the product price, which in turn drives a change in unit sales 

volume. 
• Trade restrictions. A foreign country may have altered its barriers to competition. 

 
Problems with Variance Analysis 

There are several problems with the variances just described in this chapter, which are: 

• The use of standards. A central issue is the use of standards as the basis for calculating variances. 
What is the motivation for creating a standard? Standard creation can be a political process where 
the amount agreed upon is designed to make a department look good, rather than setting a target 
that will improve the company. If standards are politically created, variance analysis becomes use-
less from the perspective of controlling the company. 

• Feedback loop. The accounting department does not calculate variances until after it has closed the 
books and created financial statements, so there is a gap of potentially an entire month from when 
a variance arises and when it is reported to management. A faster feedback loop would be to elim-
inate variance reporting and instead create a reporting process that provides for feedback within 
moments of the occurrence of a triggering event. 

• Information drill down. Many of the issues that cause variances are not stored within the accounting 
database. For example, the reason for excessive material usage may be a machine setup error, while 
excessive labor usage may be caused by the use of an excessive amount of employee overtime. In 
neither case will the accounting staff discover these issues by examining their transactional data. 
Thus, a variance report only highlights the general areas within which problems occurred, but does 
not necessarily tell anyone the nature of the underlying problems. 

 
The preceding issues do not always keep accountants from calculating complete sets of variances for man-
agement consumption, but they do bring the question of whether the work required to calculate variances 
is a good use of the accounting staff’s time. 
 
Which Variances to Report 

Many variances have been described in this section. Do you really need to report them all to management? 
Not necessarily. If management agrees with a reduced reporting structure, report on just those variances 
over which management has some ability to reduce costs, and which contain sufficiently large variances to 
be worth reporting on. The following table provides commentary on the characteristics of the variances. 
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Variance Characteristics 

Name of Variance Commentary 
Materials  

Purchase price variance Material costs are controllable to some extent, and comprise a 
large part of the cost of goods sold; possibly the most important 
variance 

Material yield variance Can contain large potential cost reductions driven by quality is-
sues, production layouts, and process flow; a good opportunity for 
cost reductions 

  
Labor  

Labor rate variance Labor rates are difficult to change; do not track unless you can 
shift work into lower pay grades 

Labor efficiency variance Can drive contrary behavior in favor of long production runs, 
when less labor efficiency in a just-in-time environment results in 
greater overall cost reductions; not recommended 

  
Overhead  

Variable overhead spending variance Caused by changes in the actual costs in the overhead cost pool, 
and so should be reviewed 

Variable overhead efficiency variance Caused by a change in the basis of allocation, which has no real 
impact on underlying costs; not recommended 

Fixed overhead spending variance Since fixed overhead costs should not vary much, a variance here 
is worth careful review; however, most components of fixed over-
head are long-term costs that cannot be easily changed in the short 
term 

  
Revenue  

Selling price variance Caused by a change in the product price, which is under manage-
ment control, and therefore should be brought to their attention 

Sales volume variance Caused by a change in the unit volume sold, which is not under di-
rect management control, though this can be impacted by altering 
the product price 

 
The preceding table shows that the variances most worthy of management’s attention are the purchase price 
variance, variable overhead spending variance, fixed overhead spending variance, and selling price vari-
ance. Reducing the number of reported variances is well worth the accountant’s time, since reporting the 
entire suite of variances calls for a great deal of investigative time to track down variance causes and then 
configure the information into a report suitable for management consumption. 
 
How to Report Variances 

A variance is a simple number, such as an unfavorable purchase price variance of $15,000. It tells manage-
ment very little, since there is not enough information on which to base any corrective action. Consequently, 
the accountant needs to dig down into the underlying data to determine the actual causes of each variance, 
and then report the causes. Doing so is one of the most important value-added activities of the accounting 
department, since it leads directly to specific cost reductions. The following table is an example of the level 
of variance detail to report to management. 
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Sample Variance Report 

Variance Item Amount* Variance Cause 
Purchase Price   

Order quantity $500 Bought wrappers at half usual volume, and lost purchase discount 
Substitute material 1,500 Used more expensive PVC piping; out of stock on regular item 

   
Variable Overhead   

Rush order 300 Overnight charge to bring in grease for bearings 
Utility surcharge 2,400 Charged extra for power usage during peak hours 

   
Fixed Overhead   

Property taxes 3,000 Tax levy increased by 8% 
Rent override 8,000 Landlord charge for proportional share of full-year expenses 

   
Selling Price   

Marketing discounts 4,000 Customers took discounts for advertising pass-through 
Sales returns 11,000 450 units returned with broken spring assembly 

* Note: All amounts are unfavorable variances 
 
The preceding table can be expanded to include the names of the managers responsible for correcting each 
item noted. 
 
Summary 
The accountant is probably responsible for the issuance of more management reports than everyone else in 
a business, combined. This means that the accountant cannot afford to issue erroneous or misleading infor-
mation that might lead to serious missteps by management. Thus, you should withhold the distribution of 
any reports that initially appear to contain unusual results, to verify that the information is correct (or not). 
Also, do not issue reports that may be misleading. This is a particular concern when issuing margin reports, 
since allocated expenses can artificially create a low margin that might incorrectly lead management to 
terminate a product, product line, or store, or drop a customer. Finally, do not overwhelm the company with 
reports. As noted in the Variance Reporting section, just because there is a variance does not mean that you 
must report it. Instead, only issue reports containing meaningful information that management should act 
upon. All other reports are simply wasting their time, and make it more difficult to find the relevant infor-
mation that they need to run the business. 
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Chapter 21 - Review Questions  
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. Responsibility reporting is designed to: 

a. Concentrate all information reporting at the top of an organization 
b. Reduce the number of reports issued 
c. Trace revenues and expenses to those responsible for them 
d. Increase the number of manually-generated reports 

 
2. Proper management of margin reports involves all of the following, except for: 

a. Continually running reports that are manually compiled 
b. Structuring the chart of accounts to collect margin-related information 
c. Automating reports 
d. Avoiding cost allocations 

 
3. The following is a problem with variance analysis: 

a. The purchase price variance is generally ignored 
b. It can be presented in a highly structured report 
c. The standards upon which they are based may have been influenced by office politics 
d. Variance calculations change from month to month 
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Chapter 22 - Cash Receipts Management 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the process improvements that can be applied to the management of cash. 
 
Introduction 
Cash management begins with the inflow of cash from the sale of goods and services. The process for 
receiving cash is by no means simple, and is laced with inefficiencies and added costs. In this chapter, we 
explore the processing of received cash, checks, and credit cards, and discuss how to improve all three 
processes. The result should be more rapid access to cash for operational and investment purposes, as well 
as a net reduction in costs. 
 
Check Receipts 
The primary form of payment to many businesses remains the check. The basic process flow for the han-
dling of received checks involves the receipt, recordation, and depositing of checks by different people, 
where there are controls in place to monitor the checks at each transfer from one person to the next. This 
process is designed to mitigate the risk of loss, but does so at the price of being extremely inefficient. 
 

The processing of check receipts involves the transfer of incoming payments from the mailroom to the 
cashier, then to a bank courier, and finally to a person who reconciles received to deposited cash. The 
following steps show the basic transaction flow. 

1. Record incoming checks. The mailroom staff opens incoming mail, records all checks received, 
and stamps checks “for deposit only,” before forwarding payments to the cashier. This step is a 
control point, designed to keep a second record of check receipts in case the cashier attempts to 
abscond with any funds. 

2. Transfer checks. The mailroom uses a locked pouch to transfer checks to the cashier, along with a 
copy of their record of checks received. 

3. Apply checks. The cashier records the received checks, either directly to sales or as reductions of 
specific accounts receivable. The amount of the checks recorded by the cashier should match the 
amount of the checks recorded by the mailroom staff. 

4. Deposit checks. The cashier creates a deposit slip for the checks. A courier takes the deposit to the 
bank, where a bank teller tallies the deposit and issues a receipt. 

5. Match to bank receipt. The cashier matches the company’s record of checks transferred to the bank 
to the bank’s record of the amount received. This step is a control point that can detect checks 
removed from the deposit by the courier, or a recordation difference between the cashier and the 
bank teller. 

6. Conduct bank reconciliation. At month-end, reconcile the bank’s record of check and cash trans-
actions to the company’s record. This is not part of the daily check receipts process flow, but is 
closely related to it. 

There are two key bottlenecks in check receipts processing. The first resides in the mailroom, where the 
mail may not arrive until late in the day, and the mailroom staff may not assign much priority to tabulating 
check receipts. The cashier is another bottleneck, since this person may have difficulty ascertaining how 
some payments are to be applied. Further, the company has no control over bank teller availability, which 
can extend the time period required to deposit funds. The net result is a possible overnight delay before 
payments can be forwarded to the bank and accepted for deposit. In some businesses where payment pro-
cessing is given a low priority, multiple days may pass before checks are finally sent to the bank. 
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Tip: A simple way to ensure that cash application is not delaying the daily bank deposit is to have the accounting staff 
record all unapplied payments in a suspense account, and keep copies of the related payments. The originals can then 
be deposited at once. 
 
The check receipts process is laced with controls, since a business wants to ensure that no payments are lost 
or stolen. This means that payments are recorded at each step of the process and reconciled to the infor-
mation recorded in the preceding step, which slows down the entire transaction. Errors are most likely to 
arise because check totals were incorrectly recorded during one processing step, requiring reconciliation at 
the next processing step. Thus, the system of controls is itself causing errors that must be reviewed and 
corrected. 
 
In addition to the delays caused by in-house processing, the bank also imposes a delay on the usage of cash. 
When a bank receives a check, it cannot immediately post the payment to the payee’s account, since the 
bank has not yet received the cash from the bank on which the check was drawn. Instead, the deposit bank 
assigns a value date to the check, which is the date on which the funds will be made available to the payee. 
The value date may be just one day in the future, or several days longer. Some banks assign value dates 
that are further in the future than necessary, so that they have a short interval in which to use the cash before 
giving it to the payees who actually own the cash. 
 
Tip: Consider negotiating with the bank for a value date of shorter duration, in order to gain faster access to funds. 
 
Check Receipt Improvements 
There are several excellent techniques available that can truncate most or a portion of the check receipts 
process, or introduce automation that improves processing speed. These techniques are noted in the remain-
der of this section. 
 
The Bank Lockbox 

The cash receipts process and related controls can be vastly reduced by having customers send their pay-
ments to a bank lockbox. Under this approach, the bank manages the mailbox address to which payments 
are sent, so that the company is taken out of the business of handling checks. Instead, the bank deposits all 
checks received, and posts scanned images of all receipts on its website. The cashier then accesses the check 
images on this secure site, which are then used to record the payments. This approach has the added ad-
vantage of posting cash to the company’s bank account somewhat sooner, so that the company can take 
advantage of additional interest income on its invested funds. The cash receipts process flow when a lock-
box is used is compressed to the following steps: 

1. The bank processes receipts that arrive at the lockbox. This involves depositing payments into the 
company’s bank account, as well as storing digital images of checks and remittances on-line. 

2. The cashier accesses the bank’s website each day to view the images of scanned payments from 
the preceding day. The cashier uses this information to apply the payments to open accounts re-
ceivable. 

3. The cashier reconciles the applied amount of cash to the amount reported by the bank. 
 
It is possible to expand upon the lockbox concept by opening a lockbox network. The larger banks offer 
lockboxes throughout the country that are linked to a single bank account, so that customers can be in-
structed to send payments to the lockbox located closest to them, thereby reducing the amount of mail float. 
The lockbox network is especially useful for those companies that cater to many customers throughout a 
large geographic region. Conversely, a company with a regional presence may find that a single lockbox is 
sufficient for its needs. 
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EXAMPLE 
 
Suture Corporation is exploring the need for a lockbox in the company’s new southwest sales region. The following 
information is collected about sales in the region: 
 

Average payment size $1,740 
Average number of daily payments 210 
Rate of interest per day 0.015% 
Average mail time saved 1.0 days 
Processing time saved 0.7 days 

 
The collected balance at a new lockbox should therefore be: 
 

210 items per day × $1,740 each × (1.0 + 0.7) days saved = $621,180 collected balance 
 
The daily interest income that can be generated from this collected balance is calculated as: 
 

0.00015 × $621,180 = $93 daily interest income 
 
The fee charged by the bank for each check processed is $0.20, so the offsetting daily processing cost is: 
 

210 checks × $0.20 processing fee = $42 daily processing fee 
 
Therefore, the net profit per business day from having a lockbox is $51 (calculated as $93 of daily interest income, 
less the $42 daily processing fee), which is $13,260 when calculated for a year containing 260 business days. 
 
The bank also charges $150 per month as a fixed fee for operating the lockbox, which reduces the $13,260 annual 
profit by $1,800. Thus, the net profit from operating the proposed lockbox is expected to be $11,460. 
 
 
Tip: The bank offering lockbox network services should periodically include a free analysis of the most cost-effective 
locations in which to position lockboxes. 
 
The downside of the bank lockbox is a combination of fixed monthly fees and per-receipt fees charged by 
the bank, which makes this alternative cost-effective only for medium to larger-size companies that receive 
large numbers of checks. If this method does not appear to be cost-effective, consider the later discussion 
of remote deposit capture, which may be available for free, and which can accelerate the speed with which 
cash becomes available to earn interest. 
 
It can be quite a chore to convince customers to route their payments to a lockbox. You should schedule 
several reminder messages to customers, as well as a number of follow-up phone calls, and even then will 
still probably have a few intransigent customers who persist in mailing their payments to the company. If 
so, have the mailroom staff immediately mail these payments to the lockbox. Doing so eliminates the need 
for in-house cash controls. 
 
Tip: Include in customer billings a return envelope that is stamped with the lockbox address. Also, make sure that all 
billing documents sent to customers only include the lockbox address; there should be no reference to the company’s 
normal mailing address. 
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If the company does not want to use a lockbox, an alternative that can speed the collection of cash is to rent 
a post office box in or near the primary mail processing facility for the local area, and then have an employee 
or courier pick up the mail as soon as it is made available at the post office box. The primary mail processing 
facility should receive cash several hours prior to the local branch offices, so this approach can shave hours 
from the time required to process payments and deposit them at the local bank. Also, if the bank has a local 
operations center that is not located too far from the company, take deposits there, rather than to the local 
bank branch office. The operations center probably has a delayed deposit cutoff time that can be useful 
when the deposit is not ready by the normal cutoff time. 
 
The use of a lockbox is the key enhancement of the cash receipts process, since the only person directly 
involved in check receipts is now the cashier; the bottlenecks related to the mailroom staff, courier, and 
bank teller are eliminated. If a lockbox is implemented, there is no need for any of the other improvements 
noted through the remainder of this section, with the exception of automatic cash application. 
 
Automatic Cash Application 

When a company receives a large number of customer payments every day, it can be quite difficult for the 
cashier to apply the receipts against open accounts receivable in a timely manner. If so, deposits may be 
delayed. The cash application process can be substantially compressed through the use of automatic cash 
application. 
 

Automatic cash application requires that the lockbox operator use a data feed to forward to the company 
the magnetic ink character recognition (MICR) information from each check received at the lockbox, as 
well as the total payment amount. The cash application software uses a decision table to decide how to 
apply these payments to open accounts receivable. The automated decision process generally follows these 
steps: 

1. Match the bank account number shown in each check’s MICR information to the correct customer. 
This accesses the correct customer record of open accounts receivable. 

2. Only match payments to invoices where the payment amount exactly matches the invoice amount. 
3. Of the remaining payments, only match cash to invoices where the cash amount matches the exact 

amount of several invoices that have just come due for payment. 
4. Kick out all remaining payments for manual review. 

 
The decision table can contain more sophisticated rules, such as applying cash if payment amounts do not 
include the freight and/or sales tax elements of an invoice. As a company examines the payments kicked 
out by the system, it can gradually adjust the decision table to increase the number of automatic cash appli-
cations. However, the variety of deductions taken makes it unlikely that it will ever be possible to com-
pletely automate the cash application process. Nonetheless, automatic cash application can greatly improve 
the speed with which cash is applied. 
 
Mailstop Number 

A potential delay in cash processing is when the mailroom sorts through all of the day’s mail, opens those 
items containing cash or checks, and forwards them to the accounting department as part of its general 
distribution of mail. A faster approach is to have all customers incorporate a mailstop number into the 
address to which they mail funds. When the mailroom employees see these addresses, they immediately 
forward them to the accounting department without opening the envelopes. To encourage the use of a mail-
stop number, include it in all invoices, and also consider sending a separate mailing to customers that an-
nounces the change. 
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A potential problem is that payments will no longer be recorded by the mailroom staff, which reduces the 
level of control over cash. There are two ways to deal with this concern: 

• Have someone in the accounting department who is not involved with cash receipts record all in-
coming checks to replace the work done in the mailroom. 

• Instead of making a separate list of incoming checks against which receipts are later reconciled, 
have the accounting person handling the incoming checks make two complete photocopies of all 
payments made, and then immediately prepare the original checks for deposit. One of the photo-
copies goes to the cash application staff, to be used as the source document for cash applications, 
while the other copy is used as a control document that can be reconciled to the register of cash 
receipts. 

 
Remote Deposit Capture 

A remote deposit capture system involves the use of a check scanner and bank-provided scanning software 
that creates an electronic image of each check to be deposited. The accounting staff then sends the scanned 
check information in an electronic message to the bank, rather than making a physical deposit. The bank 
accepts the deposit information directly into its database, posts the related funds to the company’s account, 
and assigns funds availability based on a predetermined schedule. 
 
Remote deposit capture requires slightly more time by the accounting staff to prepare a deposit (by scanning 
checks) than by the traditional approach of preparing a deposit slip. However, it completely eliminates the 
time required to make a physical deposit at the bank, as well as the control point of matching the bank’s 
receipt to the deposit slip. 
 
Tip: Remote deposit capture has the side benefit of allowing a company to do business with a bank that is not located 
nearby. Thus, a business can search among a larger group of banks for the best pricing deal. 
 
Tip: Some banks require a monthly scanner rental fee. Consider shifting to a bank that offers the scanning equipment 
for free, or attempt to negotiate a lower rental charge. 
 
Remote deposit capture will require the inclusion of new steps in the check processing work flow, which 
are: 

1. Derive the batch total for all checks to be scanned. 
2. Scan all checks in the batch. 
3. Match the scanned total to the batch total and adjust as necessary. 
4. Transmit the batch to the bank. 
5. Print and retain a deposit slip. 

 
There may also need to be an additional step to retain the scanned checks for a short time to ensure that 
they have been accepted by the bank, after which they should be shredded or perforated with a “deposited” 
stamp. The check destruction or mutilation is required to ensure that they are not inadvertently deposited 
again. 

Cash Receipts 
Cash is the most fungible of all assets, and therefore the one most likely to be stolen. Because of the high 
risk of theft, the receipt and subsequent handling of cash is choked with controls. The following steps show 
only the most basic cash receipts processing steps, but should convey the point that cash receipts is not an 
efficient process. 
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1. Accept and record cash. If a customer pays in cash, record the payment in a cash register. If there 
is no cash register (as may be the case in a low-volume sales environment), the sales clerk instead 
fills out a two-part sales receipt, gives a copy to the customer, and retains the other copy. 

2. Match receipts to cash. Compare the amount of cash received to either the cash register receipt 
total or the total of all sales receipt copies, and investigate any differences. Complete a reconcilia-
tion form for any differences found. 

3. Aggregate and post receipt information. Summarize the information in the cash register and post 
this information to the general ledger as a sale and cash receipt. If the cash register is linked to the 
company’s accounting system and is tracking individual sales, then sales are being recorded auto-
matically, as is the reduction of goods in the inventory records. If sales clerks are manually com-
pleting sales receipts, summarize the information in the sales receipts and record the sales and any 
related inventory reductions in the general ledger. 

4. Deposit cash. Prepare a bank deposit slip, retain a copy, and enclose the original slip along with all 
cash in a locked container for transport to the bank. After counting the cash, the bank issues a 
receipt stating the amount it has received. 

5. Match to deposit slip. Compare the copy of the deposit slip to the bank receipt, and investigate any 
differences. A variation is to compare the cash receipts journal to the bank receipt. 

 
There are two bottlenecks in cash receipts processing. The first is the sales clerk, who piles up cash receipts 
in batch mode until someone counts and removes the cash. This delay is not the fault of the sales clerk – 
the nature of the process mandates that cash will be transferred to accounting in batches. The second bot-
tleneck is the cashier, since the relatively paltry volume of cash (in most businesses) will tend to push cash 
recordation down in the cashier’s list of work activities, below processing checks and credit card receipts. 
 
As was the case with handling check payments, errors are most likely to arise when cash is counted before 
being passed to the next person in the process flow. Again, this means that the control system itself is 
causing errors. 
 
Cash Receipts Improvements 
The accounting for cash is slow and inefficient. The only redeeming feature, and one which suggests a 
solution, is that cash comprises quite a small part of sales in many businesses (other than retail operations 
and casinos). If a business only deals with cash on an incidental basis, the primary solution is to completely 
eliminate the use of cash. There are two alternatives available: 

• Offer discounts for credit card purchases. This alternative may seem counter-intuitive, since every 
business is charged a fee by its credit card processor when a payment is made by credit card. How-
ever, the complete elimination of cash payments may reduce paperwork to such an extent that the 
extra credit card fee still represents a cost-effective solution. Also, the discount can be more pre-
cisely targeted at the holders of debit cards, since purchases made with debit cards involve smaller 
processing fees for a business. 

• Offer discounts on company credit card. As has been the case for many years, larger businesses 
offer their own name-brand credit card to customers, usually with an up-front cash savings. This 
approach immediately changes an impending cash payment to a credit card payment, while also 
placing the customer on the company’s mailing list for future marketing activities. 

In addition, and if cash deposits are large enough to warrant its use, consider hiring a money transport 
service to move cash from company locations to the local bank branch. This service involves handing off a 
locked container to a transport employee who transfers it to the bank, which then unlocks the container and 
processes its contents. This service provides transport on a regular schedule, so a company does not have 
to concern itself with finding a staff person who can personally transport the cash. The result is both more 
secure transport and deposits that are more likely to reach the bank on time. 
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In short, our primary suggestion is the complete elimination of cash from a company’s list of accepted 
payments – there are no improvements that make a noticeable dent in this overwhelmingly inefficient pro-
cedure. 
 
Credit Card Receipts 
Credit card receipts are an important source of cash in many businesses, especially in the retail sector. There 
are several ways to process these receipts. In order to show the most complete process flow, we are assum-
ing that the most complex version of credit card payments is in use, where card information is written down 
and then manually entered into an on-line form. The steps are: 

1. Collect information. Record not only the information needed for the credit card payment, but also 
the contact information for the customer, in case it is necessary to verify or replace credit card 
information. 

2. Enter card information. Access the credit card processing site on the Internet and enter the credit 
card information through an on-line form. When the information is accepted, print a receipt and 
staple it to the sales receipt. If the payment is not accepted, contact the customer to verify or replace 
the card information. 

3. Record the sale. Enter the sales receipt into the accounting system as a sale. Then stamp the sales 
receipt as having been recorded. 

4. Issue receipt to customer. If customers pay by phone or e-mail, send them a receipt, which they 
may need when they reconcile their company credit card statements at the end of the month. 

5. Verify the transaction. Before filing sales receipts for credit card transactions, verify that the cash 
related to them has been posted to the company’s bank account, and that they were posted to the 
accounting system. 

6. File documents. File the company’s copy of the sales receipt, as well as the attached credit card 
processing receipt, in the accounting records by customer name. If an invoice was printed as part 
of the sale, then file all three documents together. 

 
The time required to record credit card information, enter it into an on-line form, and then send a receipt 
back to the customer is so time-consuming that the clerk handling these transactions could become a bot-
tleneck. 
 
When credit card information is being manually entered, the error rate is extremely high. The problem is 
caused by a combination of taking down credit card information incorrectly, and/or incorrectly inputting 
the information into the on-line form. The error rate is much lower when a credit card is swiped to obtain 
card information. 
 
Credit Card Receipt Improvements 
Though credit card processing involves a well-established procedure, the approach involving the manual 
entry of card information can be enhanced with either of the following improvements. 
 
Enter Information in On-line Form Immediately 

The largest flaw in the preceding description of credit card transactions is that the order taker is separating 
the collection of credit card information from the entry of this information in the on-line form provided by 
the company’s credit card processor. This separation of tasks requires that information be written down and 
then entered, possibly also requiring a call back to the customer if the information was incorrect or the 
credit card was not accepted. 
 
The lean approach is to call up the on-line form while still in contact with the customer, and enter the 
information immediately. Doing so eliminates the need to write down the customer’s information, since it 
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is going straight into the on-line form. Also, there is no need for a time-consuming feedback loop to obtain 
additional information from the customer, since the customer is still on the phone with the order taker if 
any problems arise. 
 
This approach requires that the on-line form be available when customers call with orders, which may be a 
problem if the form is configured to automatically close after a certain amount of time has passed. However, 
it is still fairly efficient to log back into the form for every customer order, since logging in is much less 
time-consuming than the full process described earlier. 
 
On-line Payment Apps 

The full process flow described for the on-line entry of credit card information can be reduced with any of 
the on-line apps now available for smart phones and tablet computers. These apps allow you to create a sale 
transaction on a portable computing device by typing in or swiping credit card information, processing 
payment with an integrated on-line form, and sending an e-mail receipt to the customer. 
 
This combination of a fully integrated payment processing and receipt issuance platform allows for the 
elimination of many steps in the traditional credit card processing transaction. In essence, payment infor-
mation is both collected and confirmed in one step, leaving only a final step to record the sale transaction. 
 
The main problem with these apps is that they do not also relieve inventory when a sale is made, so this 
approach works best when a company is not using a perpetual inventory system. 
 
Debit Cards 

From a cash management perspective, credit cards are both good and bad for a business. They accelerate 
cash flows well beyond what might be expected from customers paying with checks, which is a huge benefit 
if a company is strapped for cash. However, the credit card providers all charge high transaction fees that 
are at least 2%, and frequently much more. These fees are debilitating in a low-margin business, where it 
may appear that a large part of all profits are being handed off to a third party. 
 
The search for an ideal combination of rapid cash flow and reduced transaction fees leads to the use of debit 
cards, for which the transaction fee is sharply lower. A business can encourage the use of debit cards by 
having credit card swipe equipment present a debit card payment as the primary option, or by instructing 
sales clerks to ask customers if they would like to pay with a debit card. Ultimately, a customer does not 
have to pay with a debit card, but the selling process should be structured to encourage its use. 
 
Summary 
In this chapter, we have described the basic process flows for different types of cash receipts, as well as 
several techniques for improving them. Most of these processes are inherently inefficient or expensive, so 
proper cash management should focus on significantly restructuring how cash receipts are handled. Of 
particular importance is the use of a lockbox to receive check payments, since it eliminates a number of 
processing steps and controls within a company. Cash payments are to be avoided in favor of other payment 
methods where possible, while debit cards represent a significant cost improvement over the use of credit 
cards. 
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Chapter 22 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The value date: 

a. Accelerates the use of cash 
b. Delays the use of cash 
c. Is part of the mail float 
d. Is required by law to be at least three days 

 
2. A lockbox network: 

a. Involves one lockbox at each bank used by a company 
b. Requires suppliers to enter their invoices through an on-line portal 
c. Is essentially a high-security system for transferring cash between subsidiaries 
d. Is a number of lockboxes spread across a large geographic region 

 
3. Automatic cash application requires the use of ___ information. 

a. Magnetic character ink recognition 
b. Magenta colored ink recognition 
c. Bar code 
d. Radio-frequency identification 
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Chapter 23 - Collection Tactics 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the different types of collection tactics, as well as when they should be used. 
 
Introduction 
When a customer is having cash flow problems, the easiest loan it can obtain is from its suppliers, by not 
paying them. This is not acceptable to the seller, who has only agreed to a small loan in the amount of the 
credit it is granting to the customer, and only for the number of days stated in the payment terms. There 
may be other cases where a customer’s procedures or the lack of information are preventing the release of 
a payment. These scenarios are the primary reasons for delayed payments. 
 
In this chapter, we describe a number of techniques for accelerating payments that are being delayed for 
either of these reasons, as well as discussions of how a collection call should be conducted and whether on-
site collection visits may be warranted. 
 
Overview of Collection Tactics 
There is no tried-and-true collection methodology that works for all overdue invoices, all of the time. In-
stead, the collection staff must choose from an array of collection tactics, depending on such issues as the 
amount of the invoice, the intransigence of the customer, and common collection practice in the industry. 
Accordingly, we do not present a collection methodology in this chapter, but rather a series of possible 
collection options. These options are listed in order from the most innocuous to the most severe. The fol-
lowing table shows the tactics, along with a brief statement of when they should be used. 
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Sample Collection Tactics 

Collection Tactic When to be Used 
Courtesy calls For larger invoices where the customer historically has payment issues 
Grace period reduction For customers who always pay late 
Dunning letters For all sizes of invoices, to be issued shortly after due dates have passed 
Check payment by e-mail For customers who repeatedly delay payment 
Pay undisputed line items For customers who are using disputed invoice line items to delay payment 
Confirm payment date For customers who have committed to pay as of a certain date 
Take back merchandise For sales of goods where customer cannot pay 
Hold orders When there are orders from a customer that have not yet shipped 
ACH debits For customers with little cash on hand 
Split payments For customers able to pay in small increments 
Postdated checks For customers able to pay as of a specific future date or dates 
Interest and penalties For customers who deliberately delay payment 
Promissory note For customers without sufficient cash to pay in the short term 
Salesperson assistance When a salesperson is assigned to the customer 
COD roll For customers with unpaid balances who now pay on COD terms 
Barter For customers who are completely unable to pay by other means 
Arbitration When customers may have legitimate claims relating to a sale 
Attorney letters For somewhat larger invoices, where dunning letters have not triggered payment 
Final demand letter When all other normal collection efforts have been attempted 
Small claims court complaint When on the verge of filing a lawsuit 

 
The collection manager (or the accountant, in a smaller firm) is responsible for training the collections staff 
in the use of the various collection tactics, as well as setting expectations for how collectors should spend 
their time. For example, the primary goal of the collections manager is obviously to collect cash as soon as 
possible. Since the amount of staff time and other resources available to the collections manager is limited, 
the manager will likely have to communicate to the staff the need to stratify accounts receivable, so that 
larger invoices receive more hands-on attention, while smaller amounts are targeted by more cost-effective 
methods, such as automated dunning letters. The manager then monitors actual collector activity to see if 
they are achieving the stated goal, and adjusts their activities as needed to maximize the amount of cash 
collected. 
 
Collection Tactics 
In this section, we list a number of collection tactics, sorted in order from the most innocuous to the most 
aggressive. The items early in this list are intended for those customers who will likely continue to be 
granted credit by the seller, while the more “scorched earth” items near the end of the list are intended for 
those customers with whom the seller has no intention of doing business again. The sales manager should 
be consulted before embarking on the more aggressive tactics, since they will certainly have a deadening 
impact on customer relations. 
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Courtesy Calls 

Many customers do not pay their suppliers because of administrative issues, rather than a focused intent not 
to pay on time. For example, any of the following issues could be delaying payment: 

• Invoice not received 
• Invoice out for approval 
• Error on invoice being investigated 
• Cannot locate receiving documentation 
• Cannot locate authorizing purchase order 

 
Many of these issues can be resolved by the seller, since it has nearly the same packet of information per-
taining to the sale transaction as the information being collected by the customer’s accounts payable de-
partment. 
 
A reasonable approach to collecting the larger invoices is to make a courtesy call some days before the 
invoices are due for payment, just to see if they are scheduled for timely payment. If not, the caller can offer 
to assist by providing any needed information, such as clarification of the invoiced amount, documentation 
of delivery, and a copy of the customer’s authorizing purchase order. 
 
These courtesy calls can be assigned to someone other than the normal collection staff, since the intent of 
the calls is to provide information, rather than demand payment. Given that the mindset of a courtesy call 
is completely different from a collection call, it makes sense to separate the two types of calls among dif-
ferent staff. By doing so, those assigned to courtesy calls can be trained in an entirely different method of 
customer contact that focuses on servicing the needs of the customers. 
 
Tip: If someone makes a courtesy call to a customer and then suspects that payment of an invoice will be deliberately 
delayed, contact the regular collections staff at once, so that they can begin collection activities sooner than would 
normally be the case. 
 
The use of courtesy calls is only cost-effective for the larger accounts or those accounts that have a history 
of being flummoxed by payables paperwork. If a customer has a proven history of reliably paying on time, 
there may be no point in annoying them with courtesy calls. 
 
Grace Period Reduction 

It is customary for a collections department to not begin collection activities until a number of days have 
passed in addition to the payment terms stated on an invoice. By doing so, collectors do not waste time 
contacting customers whose payments are already in transit. This is a simple cost-benefit calculation for 
the collections manager, who can roughly estimate the amount of time that must pass before it is reasonable 
to assume that there are problems with all remaining invoices that have not yet been paid. 
 
The trouble with the grace period is that some customers abuse it. They know that no collector will contact 
them for a certain number of days past normal terms, so they always delay their payments through the grace 
period. If so, the pattern of late payments will be recurring, and so can be easily identified. The collections 
staff should make note of these customers in the customer master file, so that they can begin calling these 
customers as soon as payment dates are exceeded. In short, the grace period is ignored for certain customers 
who do not deserve the privilege of having a grace period. 
 
Dunning Letters 

A dunning letter is a notification sent to a customer, stating that the customer is overdue in paying an 
account receivable to the sender. Dunning letters typically follow a progression from polite reminders to 
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more strident demands for payment, if the customer continues to be non-responsive in paying. The first few 
letters that are sent should be polite, on the theory that the customer has simply overlooked payment, and 
the company wants to retain its goodwill for future business. 
 
However, as more time passes, the company begins to change its assumption of doing further business with 
the customer, and so tends to downplay the amount of customer goodwill that it wants to retain in favor of 
being paid now. Irrespective of the tone of the letter, it always states the amount due, the date of the unpaid 
invoice, the number of the invoice, and any late payment fines or interest penalties. 

 
Tip: If there has been no response to the first few dunning letters, send a copy of the next letter to someone more 
senior in the organization, such as the CFO or president, and note that this has been done on the copy going to the 
accounts payable department. 

 
At some point following the normal payment date, the effectiveness of issuing dunning letters will decline, 
so that a company discontinues their use and relies upon personal contacts, attorneys, and collection agen-
cies instead. 
 
A dunning letter can take a variety of physical forms. It was originally a letter that might be sent by regular 
mail, registered mail, or overnight delivery in order to convey the increasing urgency of the request, as well 
as to create a record of receipt (in the case of registered mail or overnight delivery). However, a dunning 
letter can also be sent as an e-mail or text message. These electronic delivery methods can go astray, and 
may not be as effective as the more traditional paper-based method. 

 
Tip: The final dunning letter sent should be by overnight delivery or certified mail, to reinforce the point that the seller 
is about to shift to a more aggressive form of collection. 

 
Dunning letters are frequently generated by a computer, with no human input at all. The system is config-
ured to use a particular text if payment has not been made within a certain number of days, and to then use 
a different text for letters generated after a longer time period has passed without payment. 
 
The collections staff may periodically change the timing or content of these automatically-generated letters, 
if they feel that some variation will improve the rate of collection. This can be accomplished with A-B 
testing, where two versions of a dunning letter are issued, and the effectiveness of each one monitored; if 
one version results in more customer payments, that version becomes the new default letter format to be 
used. 
 
There are rules governing the level of threat that can be included in a dunning letter, depending upon the 
government jurisdiction in which a customer resides, so avoid excessively strident letters. 
 
A dunning letter is not the same as a month-end statement. A statement is sent to all customers having 
unpaid invoices at the end of the month. The statement includes all invoices that have not yet been paid, 
even if they are not yet due for payment. The statement is not considered to be harassment, but rather a 
simple statement of account as of a point in time. However, it is still considered a collection tool, since it 
may result in customer inquiries about invoices that they do not have in their records, and which they 
therefore would not have paid. 
 
Tip: A simple variation on the dunning letter is to mail customers a copy of overdue invoices, with a collection sticker 
on each invoice. The wording on the collection stickers can vary, depending on how long invoices have been overdue. 
 
Tip: If the party issuing dunning letters is a government entity, an interesting technique is to appeal to the sense of 
civic duty of customers, pointing out that the cash is needed to provide services to them. 
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Check Payment by Fax or E-mail 

It can be extremely difficult to extract a check payment from a customer, especially if you want an imme-
diate delivery that will cost the customer an overnight delivery charge. An alternative is to have the cus-
tomer fax or e-mail a scanned image of a completed and signed check to the seller, and then follow these 
steps: 

1. Obtain check printing software, which is available from many companies (search for “check by fax 
software” on an Internet search engine). 

2. Enter the information from the check into the software. 
3. Print the check using check security paper, which can be obtained from a local office supply store. 

Use standard printer ink, not the special magnetic ink character recognition (MICR) ink used by 
banks. The check printing software will include the following text in place of the signature line: 

 
SIGNATURE NOT REQUIRED 

Payee to hold you harmless for payment of this document 
Absence of endorsement is guaranteed by payee’s bank 

 
4. Deposit the check at the company’s bank. This may require manual processing by a bank teller, 

since the bank’s check scanners will not detect any MICR encoding on the check. 
5. Retain a copy of the faxed or e-mailed check, as proof that the customer authorized payment. 

 
An alternative is to obtain the required information for a check payment over the phone, but doing so pro-
vides no evidence that the customer agreed to make the payment. Also, it is easier to make a mistake when 
writing down information obtained over the phone. Consequently, this approach is not recommended. 
 
Yet another option is to send the customer a form to fill out that includes all of the information normally 
found on a check, as well as an authorizing signature line. This should be accompanied by a voided check, 
so the seller can reference a check number. 
 
The end result of this process is the complete elimination of the mail float from the collections process. 
This approach is time-consuming, but is at no cost to the customer, who may find it an appealing alternative 
compared to paying for an overnight delivery. 
 
Pay Undisputed Line Items 

When a customer has a reasonable issue with a small number of line items on an invoice, the most efficient 
practice for them is to not pay the entire invoice until those line items have been resolved, since a single 
payment will then settle the entire invoice. The reasoning is different for a customer that actively wants to 
delay payment; they simply pick a line item on an invoice and actively dispute it, thereby delaying payment 
of the entire invoice. The latter tactic is most evident when a customer only questions line items on larger-
value invoices. 
 
It might initially seem obvious to always have collectors demand that all undisputed line items be paid at 
once. This approach should certainly be used when a customer has a history of using disputes to delay 
payment. However, the demand should not be made in the first case, where a customer really does have an 
issue, and may resent having to make an additional payment – one for all other line items right now, and 
one at a later date for the disputed item. This is an inconvenience for the customer, so if the seller wants to 
maintain good relations, it may not want to demand immediate payment of undisputed line items. 
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Confirm Payment Date 

A common part of a collection call is when the collector asks for a date by which payment can be expected, 
and the customer’s accounts payable person states a certain date. It is customary for the collector to write 
down this date and contact the customer again if payment was not received by that date. The trouble is that 
the payables clerk accords much less importance to this date than the collector, may not write it down, and 
so may not pay by the designated date. 
 
The collector needs to give the payables clerk a strong sense of just how important the payment date is, so 
the collector should document the conversation with the payables clerk and send it in a letter to the clerk. 
Depending on the level of urgency, this letter can be in the form of an e-mail, a regular letter, certified mail, 
or overnight delivery. 
 
Tip: Always keep a copy of all confirming letters sent, so there is evidence of the original conversation if the payables 
clerk later claims that either no letter was sent or that its contents are incorrect. 
 
The confirmation letter approach is particularly valuable if a customer has agreed to a series of payments, 
since the receipt of an additional letter just prior to each scheduled payment date tells the customer that the 
seller is closely watching the timing of all promised payments. 
 
Take Back Merchandise 

If a company is selling goods, the buyer usually finds a use for or resells the goods in short order, leaving 
no asset that the company can take back in the event of nonpayment. This is particularly likely when the 
terms of payment are relatively long, giving the buyer more time in which to disposition the goods. How-
ever, if this is not the case and the customer still retains the goods in unused condition, a reasonable option 
is to take back the goods if the customer is unable to pay. 
 
Taking back merchandise is a better option when the goods have long-term value and can be readily resold 
at roughly the same as the original price. If the goods decline rapidly in value, as is the case with fashion 
goods and some consumer electronics, the decision to cancel a receivable in exchange for taking back mer-
chandise may be a more difficult one. 
 
Hold Orders 

A similar concept to taking back merchandise from a customer is blocking any additional shipments to the 
customer. To do so, the collections staff must have access to the customer orders database, and the authority 
to halt shipment of a pending customer order. This can be a highly effective way to dislodge a payment, 
especially if the seller is in the enviable position of selling goods that no other suppliers offer for sale. The 
company’s computer system can even be set to trigger a warning message to the collections staff when a 
forthcoming customer order will cause a customer’s actual receivable amount outstanding to exceed the 
amount of its credit limit. 
 

While the order holding concept may initially sound ideal, here are two cautionary items to consider: 

• When the goods on order can be commonly found elsewhere, a customer may simply cancel the 
order as soon as it receives an order hold notification, and take its business elsewhere. 

• Holding an order may not be possible if the order is already in the production process, since doing 
so would throw the production schedule into disarray. If this is the case, the goods will have to be 
produced, and then a hold is placed on the shipment. This can be a problem when goods are cus-
tomized, since the company may have no other way to dispose of the goods. 
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Tip: If an order hold is imposed, be sure to contact the responsible salesperson at the same time. Otherwise, the 
salesperson will first hear about it from an irate customer. 
 
ACH Debits 

A customer may prove to be completely unreliable in making payments, possibly because it is working with 
an extremely small amount of on-hand cash. If so, an option is to have the customer agree to small but very 
frequent ACH debits from its bank account. Under this approach, the seller sets up a recurring ACH debit 
transaction that withdraws the same amount of cash directly from the customer’s bank account. The fre-
quency of the withdrawals could be once a week, or even every business day. By keeping the amount of 
each individual debit low, the customer is less likely to resist this payment method. 
 
For example, there may be a $1,000 invoice outstanding, which the customer is completely incapable of 
paying. However, if the payment method is presented as a $50 daily ACH debit for 20 business days (one 
calendar month), the seller will still be paid relatively soon, and the reduction in cash is less noticeable to 
the customer. 
 
The only issue with the ACH debit is that the seller incurs a small fee for each transaction, so a large number 
of debits will cumulatively represent a fairly large bank fee. 
 
Split Payments 

If a customer claims that it cannot pay an invoice right now, offer to split the invoice into several payments 
over the short term. Better yet, ask for part of these split payments immediately over the phone, using a 
credit card. By doing so, a pattern of payment is immediately established, which the collector can follow 
up on at regular intervals. This may result in a series of credit card payments over the phone, but at least 
results in payments. 
 
The split payments approach varies from the following promissory note concept in that split payments are 
intended to cover a relatively short period of time, and do not have an associated guarantee or assets used 
as collateral. There may or may not be an interest charge associated with split payments. 
 
Postdated Checks 

It may be possible to obtain from a customer one or more postdated checks, which the collector promises 
not to cash until the date listed on each check. If so, the collector notes on a calendar when each check is to 
be cashed, and does so on the specified date. If a postdated check is from a commercial customer, no further 
notifications to the customer need to be made. If a check is from an individual, the collector must send a 
written notification to the customer within three to ten business days of the date when the check will be 
cashed. 
 
Interest and Penalties 

Add interest charges and/or late fees to a customer’s account once unpaid invoices exceed a predetermined 
threshold number of days late, and notify the customer that this is happening. The key point is to educate 
the customer that there are consequences to delaying payments. 
 
If this tactic is to be used, be sure to state the seller’s policy for imposing interest and penalties on unpaid 
invoices at the time when credit is granted to a customer. Also, verify that these fees are in accordance with 
any state laws regarding the amount of interest that can be charged. 
 
Tip: Customers frequently ignore interest and penalty charges. To make it clear that the company intends to collect 
these amounts, impose a hold on any customer orders until all interest and penalties have been paid. 
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Promissory Note 

There will be times when a customer does not have sufficient cash to pay for an overdue invoice, but is 
willing to work with the seller to pay off the amount over a longer time period. If so, an option may be to 
convert the invoice into a promissory note that contains a series of specific payment dates, an interest com-
ponent, and a guarantee or collateral. The key element of this note is that the company is either given a 
guarantee of payment by a third party, or collateral that can be accessed if the customer defaults on pay-
ments. This approach improves the ability of the seller to obtain some form of payment, even if it may take 
some time to do so. 
 
Tip: The key element in a promissory note is a guarantee or collateral; to obtain it, consider such inducements as a 
low interest rate, a slight reduction in principal, or allowing a restricted amount of credit for continuing purchases 
from the seller. 
 
It is much easier to win a lawsuit over nonpayment of a promissory note than over nonpayment of an 
account receivable, since the customer has signed the note, and therefore has agreed to its specific terms. 
 
Be sure to assign the promissory note to a collector, so that payments are regularly monitored along with 
other accounts receivable. In addition, send out a statement to the customer at regular intervals, showing 
the original amount due, the amounts and dates of prior payments, and the next amount due, with a tear-
away remittance advice they can use to remit the next payment. There is a certain amount of work required 
to formulate and issue these statements, but they are useful not only for reminding customers, but also for 
formalizing the system of payment. 
 
Tip: To make a customer more inclined to agree to a promissory note, keep its language as simple as possible, and 
keep the interest rate reasonable. Otherwise, the customer will be more likely to bring in an attorney to examine and 
negotiate the terms of the note. 

If the seller proposes reasonable terms for a promissory note and the customer still persists in rejecting the 
offer, this is a clear signal that the customer has no intention of paying, in which case a more aggressive 
legal solution may be required. 
 
Salesperson Assistance 

The salesperson who originally made the sale that is now unpaid can be useful in obtaining payment. Sales-
people have developed a completely different set of contacts at the customer, and so can work through 
entirely different channels to obtain payment. Thus, with the collector working through the accounts paya-
ble staff and the salesperson working through the buyer, resistance to payment may crumble. Also, an ef-
fective salesperson can sometimes be seen as a relatively neutral party between the seller and the buyer, 
and so can adopt the role of mediator between the two parties. 
 
Salesperson assistance can be remarkably effective, but we caution against overuse of this approach. The 
primary role of the salesperson is to sell, which requires all of their attention. If they are constantly being 
diverted by collection issues, revenues will suffer. Accordingly, the best approach is to make all reasonable 
attempts to collect without the sales staff, and then request their assistance only when other approaches 
have failed. 
 
The only way that salespeople will be willing to assist the collections staff is by building relations with 
them. This can be accomplished by pairing up collectors with salespeople, running joint meetings, solving 
billing problems brought to the attention of the salespeople by customers, and so forth. 
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COD Roll 

The typical approach that a seller uses to deny credit to its customers is to switch them to cash on delivery 
(COD) terms once they consistently fail to pay in a timely manner. However, taking this approach means 
that the seller no longer has any leverage over its COD customers in regard to their old outstanding invoices, 
which will continue to age and will probably be written off as bad debts. 
 
A way to ensure that the oldest invoices are eventually paid is to require COD payment on new customer 
orders, but the seller applies the resulting payments to the oldest invoices outstanding, rather than the in-
voice that was actually paid. By doing so, the oldest invoices are gradually cleared from the seller’s books. 
This approach means that only newer invoices remain in the seller’s accounts receivable aging report, which 
can be used as collateral for short-term loans. An advantage to the buyer is that payments are being made 
against old invoices for which late payment penalties would otherwise be accrued, so the payments are also 
reducing the amount of finance charges that they may eventually have to pay. 
 
There can be some confusion between the seller and its COD customers regarding how many invoices are 
still overdue, since the buyer will apply payments against new invoices, while the seller applies payments 
against old invoices. Also, the COD roll concept only works as long as COD customers continue to buy 
from the seller. If they stop, there will still be a significant number of unpaid invoices outstanding. 
 
Tip: An alternative to the COD roll is to add the entire overdue amount to a COD payment, which must be paid before 
an item will be delivered. This approach usually only works when a unique item is to be delivered that the customer 
cannot obtain anywhere else. 
 
Barter 

Some customers own assets or can provide services that may be of value to the seller. If so, a possible 
consideration is to accept these assets or services in exchange for an unpaid receivable. Doing so is not 
recommended unless all other collection alternatives have been attempted, for two reasons: 

• If accepting assets, the seller now has the burden of converting the assets into cash. 
• If accepting services, the seller must now badger the customer to provide the services (which may 

take as long as the collection efforts!) 
 
Barter is a more common alternative for a small business where customers are located nearby, since prox-
imity is required to obtain the assets or services. 
 
Arbitration 

There may be cases where the customer feels that it has a legitimate complaint against the seller. For ex-
ample, the customer may believe that it ordered goods with certain specifications, and received goods that 
did not meet the specifications. If the seller is not willing to negotiate the issue, then consider shifting the 
claim to arbitration. Under arbitration, the parties select a presumably impartial third party to review the 
claims of both sides, who then issues a judgment that the parties agree to respect. The arbitration process 
tends to be fairly short, but it does require time to prepare a presentation to the arbitrator, and the arbitrator’s 
fee must be paid. Also, the resulting decision may go against the seller. 
 
Attorney Letters 

It is entirely possible that a series of dunning letters will not convince a customer to make an overdue 
payment, possibly because a mere letter from the seller is not sufficient to provoke real action. A possible 
option at this point is to have an attorney send a letter, written on the attorney’s letterhead and structured 
as a final reminder before legal action commences. 
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The fact that the matter has now been turned over to an attorney is a good way of telling a customer that 
the seller is now extremely serious about the unpaid receivable, and is not willing to tolerate any further 
delays. Consequently, the probability of payment is higher following an attorney letter than it is following 
a dunning letter. However, sending such a letter alters the relationship between the parties, since the seller 
is now making the assumption that it may not want to do business with the customer on an extended basis, 
and simply wants the account paid off now. 
 
The least cost-effective way to issue an attorney letter is to refer each such matter individually to an attor-
ney, who then crafts a unique letter for each customer. Doing so can be quite expensive, and so makes little 
sense for lower-value receivables. A better approach involves the following actions: 

• Pre-write letters. Have an arrangement with the attorney, where the attorney and the collections 
staff mutually create a set of boilerplate letters to be issued. Thereafter, when an attorney letter 
must be issued, the attorney simply selects one of these pre-written letters, changes the names to 
the applicable parties, and issues it to the customer. This approach avoids a great deal of writing 
time. 

• Respond to company. State in the letter that responses are to be made to the company, not the 
attorney. By doing so, the time of the collections staff will be used, rather than the attorney. This 
can greatly reduce legal bills. 

 
An attorney is more likely to agree to this arrangement if the seller refers some proportion of its legal work 
to the attorney that relates to actual legal action against the more intransigent customers. 
 
Final Demand Letter 

At some point, the collections staff will have collectively exhausted every possibility in attempting to col-
lect overdue funds. At this point, there are three remaining options: 

• Write off the receivable. The most common option, especially if the amount is small or the customer 
does not appear to have sufficient assets to pursue a legal judgment. 

• Shift to a collection agency. The second likeliest option, when the collection manager is not willing 
to pursue litigation, but is willing to shift the collection burden to a third party. 

• Litigation. Reserved for large overdue amounts where the company has a strong case, and the cus-
tomer has sufficient assets to pay any resulting judgment. 

 
In the first case, the customer is not informed that the invoice has been written off. In the other two cases, 
however, it may make sense to issue a final demand letter, in which the collector states that the overdue 
amount must be paid by a specific date, or else the issue will be escalated to a collection agency or attorney. 
Doing so informs the customer that life is about to become more unpleasant, which can sometimes dislodge 
a payment. 
 
Issue Small Claims Court Complaint 

After all manner of threats have been exhausted, one last option that may result in payment from an intran-
sigent customer is to fill out a small claims court complaint form and send a copy of it to the customer, with 
a note stating that you will file the complaint form at a specific date and time, unless payment is received 
before then. Doing so makes it extremely clear that a judgment against the customer is likely to be made in 
the extremely near future, and that the seller is willing to proceed down this path. 
 
This option has the additional advantage of being inexpensive, since there are no attorney fees involved, 
nor any court costs. The only downside is that the seller clearly signals no further interest in an ongoing 
business relationship with the customer. 
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The Collection Reputation 
Thus far, we have described a series of steps to be followed for collecting from customers. Unfortunately, 
customers are also aware of these steps, and can anticipate every move that a collector may take. If the 
customer is a hard-core nonpayer, this can mean that nothing a company attempts will work, and the cus-
tomer can roughly estimate the time period over which collection contacts must be endured before the 
company ceases its efforts and goes away. Further, some companies develop a reputation for being unusu-
ally easy to deal with, offering long payment terms or writing off receivables after token recovery efforts. 
The end result is more difficulty for the collections staff, since everyone knows that the company is a 
pushover. 
 
An alternative is to develop a reputation for pursuing debtors to the ends of the earth (figuratively speaking). 
This means engaging in ongoing pursuit, including litigation, to collect an overdue amount, and rarely 
negotiating down an outstanding balance. Doing so is not cost-effective from the perspective of an individ-
ual receivable, but can create a fearsome collection reputation that the company is not to be trifled with. 
Taking this path depends on the commitment of the entire company to create such a reputation, which 
includes a discussion of what this will do to ongoing relations with customers. 
 
Credit Repayments 
Occasionally, customers will overpay for an invoice or pay twice, possibly due to systemic problems in 
their accounts payable systems. Or, the seller may grant a credit on an invoice that has already been paid. 
In both cases, this results in a credit balance on a customer’s account. While this may initially appear to be 
“free money” from the perspective of the seller, these credit balances must eventually be remitted to the 
state government as unclaimed property. 
 
Rather than remitting the funds to the statement government, consider having the collections staff periodi-
cally review the accounts receivable aging for unused credits and credit balances, and contact customers 
about these items. Doing so can create customer goodwill, might trigger additional sales, and will at least 
return the funds to their rightful owners. 
 
Contacting customers about credit balances can be conducted at fairly long intervals, since it takes time for 
a significant amount of these items to build up. Consequently, conducting a review at quarterly or annual 
intervals should be sufficient. 
 
The Collection Call 
The core of many collection efforts is the telephone call by a collector. These calls can be highly effective 
if properly prepared for, scheduled, and conducted by properly trained professionals. The following sub-
sections describe a variety of concepts that can result in more effective collection calls. 
 
Preparation 

The primary tool of the collector is the collection call. However, before making a call, consider a number 
of preparatory steps that will make the call more effective. Otherwise, the collector may find that the cus-
tomer simply requests information that is not immediately at hand, which will require another call after the 
collector has found the information. Accordingly, consider collecting the following information in advance: 

• Billing packet. The customer’s authorizing purchase order, the resulting sales order (if any), any 
related shipping document(s), and the issued invoice. 

• Notes. The complete set of notes from any prior conversations with the customer. 
• Proof of delivery. A confirmation of receipt from the delivery company, preferably including the 

name of the person who signed for the delivered goods. 
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• Statement of completion. If the sale involved the provision of services, locate the customer approval 
document, including the name of the person who signed it. 

 
In addition, have on hand a list of other contacts at the customer. If the primary contact is not answering 
his or her phone, consider immediately escalating to the next person on the list. 
 
The amount of paperwork required to prepare for a collection call may appear considerable. To reduce the 
work load, consider using administrative staff to collect the paperwork, or use computerized collection 
software to automatically assemble much of this information from other databases around the company. 
 
Scheduling 

There is an optimum time at which customers are most likely to be available to answer a call. This is 
partially based on the time zone in which they are located, which can be included in any autodialing soft-
ware that the collection staff may use. In addition, it may become apparent over time that a customer’s 
accounts payable person is much more likely to answer the phone at a certain time of the day. If so, make 
note of this time, and try to call at or near the same time for all future calls. 
 
Tip: Schedule a large block of time at that point in the day when customers are most likely to be available, and conduct 
all collection calls, in continuous sequence, at that time. Doing so gets collectors in the flow of making collection 
calls, and so improves call efficiency. 
 
Phone Skills 

There are several skills to be employed as a collector that will result in enhanced collection success. Here 
are a number of improvements to consider: 

• Scripting. The content of a collection call should be approximately the same for every call made. 
It helps to practice with a prepared script in which you identify yourself and your company, and 
request payment. The actual conversation may vary somewhat from the script, but just be sure that 
the essentials are covered in every call. 

• Build a relationship. Collection calls are not fun for the collector or the customer, and may even be 
considered repugnant by both parties. If you can spend a few moments of each call building even 
the smallest hint of a relationship, this will separate the seller from the pack of other collection calls 
that a payables clerk receives, and makes the clerk much more inclined to pay the company ahead 
of all the other sellers demanding payment. 

• Enunciate. Do not speak so fast that the customer does not understand what you are saying. Slow 
down and make sure that each word is clearly stated. 

• Wait for answer. After asking when the customer will pay, wait for an answer – which may be a 
long time in coming. This can become a waiting game between the caller and the customer. 

• No waffling. Have a confident and direct manner when stating the situation and asking for payment. 
Any waffling in the basic approach will result in delayed or no payments. 

• Empathy. Keeping the preceding point in mind about not waffling, this must also be combined with 
a certain amount of empathy, to see the situation from the customer’s perspective. If the collector 
does not at least attempt to empathize, the customer will perceive a rigid, unyielding caller and will 
be less inclined to pay. 

• Negotiate. It may initially appear that the customer simply cannot pay, but if you work through a 
series of options, some form of payment may be forthcoming. This can include offering to split 
payments, delay payments, take back merchandise, and so forth. 

 
If a collector’s phone skills have been properly honed, the result should be a much higher incidence of calls 
where the result is a documented commitment to pay a specific amount by a specific date. 
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Escalation 

It is quite likely that someone higher in the customer’s organization has decided to conserve cash by delay-
ing payments to suppliers. If so, badgering the customer’s accounts payable staff will not help. Instead, 
escalate subsequent calls higher in the organization until you reach a position that can impose payment 
instructions on the accounts payable staff. This may be the controller, CFO, president, or some other posi-
tion. Engage in escalation as soon as it is evident that the person you are currently calling cannot authorize 
payment. 
 
Documentation 

Writing down the results of a discussion with a customer is critically important, since these notes are the 
basis for future contacts. The task is easier with an on-line note-taking function that stores notes by cus-
tomer, and links to a calendar of activities for future calls. 
 
Collect in Person 
The assumption in most of this chapter has been that the collector does collections work at a distance, since 
doing so is more cost-effective than on-site visits. However, there are times when the overdue amount is so 
large, and the customer so intractable that an on-site visit is warranted. In this situation, there are three goals 
to be achieved through a visit: 

• Establish relations with the accounts payable staff of the customer, which can be of immense use 
in future dealings 

• Decide whether the customer is one with which the company should continue to do business 
• Collect the overdue funds 

 
Each of the preceding goals requires different tasks. Establishing relations calls for protracted (and prefer-
ably informal) discussions with the customer, while an on-site tour is useful for deciding whether the cus-
tomer is a viable business. Collection of overdue funds calls for more detailed discussions about specific 
invoices. Given the different tasks involved, it may be necessary for several people to visit the customer, 
and for the visit to cover a full day. The following people could participate in the visit: 

• Collector. The collector responsible for this account should attend, in order to establish relations 
with the accounts payable staff, as per the first goal. 

• Credit manager. The credit manager should evaluate the business to see if it is worthy of the con-
tinuing grant of a credit limit, or whether the company should do business with this customer at all, 
as per the second goal. 

• Collection manager. The senior collections person should attend, in order to authorize any payment 
deals reached as per the third goal. Alternatively, this authority can be given to the collector. 

• Salesman. The salesperson responsible for the customer may also want to be present, to be fully 
briefed on any decisions reached. 

 
Summary 
When deciding upon the most appropriate set of collection tactics to use with a customer, the key issue is 
whether the seller wants to have an ongoing relationship with the customer. If so, then a number of the 
more aggressive collection tactics are probably not feasible, and should be avoided in order to keep from 
damaging the relationship. On the other hand, if the decision is made to terminate the relationship, the only 
remaining issue is how quickly the unpaid items can be collected; this decision may trigger a batch of 
considerably more aggressive collection techniques that would not normally be contemplated. 
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In general, the collector-to-customer relationship is somewhat similar to that of a parent to a child, where 
the collector has to be understanding, yet firm. This means working with the customer to resolve issues, 
while still following through to ensure that the customer does what it agrees to. Much as is the case with a 
child, if the collector does not follow through with any threatened actions, such as sending an invoice to a 
collection agency, the customer will be more difficult to deal with in the future. Consequently, consistent 
follow-through is perhaps the overriding principle of collection tactics. 
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Chapter 23 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The advantage of converting a receivable into a promissory note is: 

a. The mandatory inclusion of a personal guarantee 
b. The mandatory use of collateral 
c. Accelerated payment 
d. That the customer has agreed in writing to its specific terms 

 
2. The COD roll is designed to: 

a. Apply payments against the newest invoices first 
b. Apply payments against the oldest invoices first 
c. Add an extra charge to each COD payment 
d. Reduce the confusion regarding which invoices are being paid 

 
3. The cost of using attorney letters can be reduced by: 

a. Having an attorney write all letters, to maintain consistency 
b. Using only a standard set of boilerplate letters 
c. Having customers always respond to the attorney, to avoid confusion 
d. Sending them to all customers with overdue accounts 
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Chapter 24 - Payroll Management 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify the best practices and confidentiality issues that should be implemented for a payroll sys-
tem. 

 
Introduction 
In a traditional payroll department that is indifferently managed, the payroll staff spends most of its time 
on payroll data entry for the next scheduled payroll, and cleaning up errors and mistakes from the last 
payroll. The nature of this work has two ramifications: 

• The payroll staff works on nothing but data entry-level tasks; and 
• The department is so inundated with the high volume of transactions that it never has any time to 

spare for systemic improvements. 
 
This chapter describes a fundamental change in the responsibilities and work flow of the payroll depart-
ment, which ultimately transforms it into a smaller group of well-trained employees who monitor transac-
tions being entered into the payroll system by people outside of the department, and who are process spe-
cialists who are committed to continually enhancing the efficiency and effectiveness of the department. 
 
Payroll Cycle Duration 
One of the more important payroll management decisions is how long to set the payroll cycle. Each payroll 
requires a great deal of effort by the payroll staff to collect information about time worked, locate and 
correct errors, process wage rate and deduction changes, calculate pay, and issue payments. Consequently, 
it makes a great deal of sense to extend the duration of payroll cycles. 
 
If payrolls are spaced at short intervals, such as weekly, then the payroll staff has to prepare 52 payrolls per 
year. Conversely, paying employees once a month reduces the payroll staff’s payroll preparation activities 
by approximately three-quarters. Since paying employees just once a month can be a burden on the em-
ployees, companies frequently adopt a half-way measure, paying employees either twice a month (the sem-
imonthly payroll) or once every two weeks (the biweekly payroll). The semimonthly payroll cycle results 
in processing 24 payrolls per year, while the biweekly payroll cycle requires you to process 26 payrolls per 
year. 
 
An example of a weekly payroll cycle is shown below, where employees are paid every Tuesday for the 
hours they worked in the preceding week. 
 

Weekly Payroll Cycle 

January 
S M T W T F S 

 1 2 3 4 5 6 
7 8 9 10 11 12 13 

14 15 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31    
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An example of a biweekly payroll cycle is shown below, where employees are paid every other Tuesday 
for the hours worked in the preceding two weeks: 
 

Biweekly Payroll Cycle 

January 
S M T W T F S 

 1 2 3 4 5 6 
7 8 9 10 11 12 13 

14 15 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31    

 
An example of a semimonthly payroll cycle is shown below, where employees are paid on the 15th and last 
days of the month. 
 

Semimonthly Payroll Cycle 

January 
S M T W T F S 

 1 2 3 4 5 6 
7 8 9 10 11 12 13 

14 15 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31    

 
An example of a monthly payroll cycle is shown below, where employees are paid on the last day of the 
month. 
 

Monthly Payroll Cycle 

January 
S M T W T F S 

 1 2 3 4 5 6 
7 8 9 10 11 12 13 

14 15 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31    

 
An argument in favor of the biweekly payroll is that employees become accustomed to receiving two 
paychecks per month, plus two “free” paychecks during the year, which has a somewhat more positive 
impact on employee morale. Nonetheless, the semimonthly payroll represents a slight improvement over 
the biweekly payroll from the perspective of payroll department efficiency, and is therefore recommended. 
 
If employees are accustomed to a weekly payroll cycle and you switch them to one of a longer duration, 
expect to have some employees complain about not having enough cash to see them through the initial 
increased payroll cycle. You can mitigate this problem by extending pay advances to employees during the 
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initial conversion to the longer payroll cycle. Once employees receive their larger paychecks under the new 
payroll cycle, they should be able to support themselves and will no longer need an advance. 
 
A further issue is when a company operates a different payroll cycle for different groups of employees. For 
example, hourly employees may be paid on a weekly cycle and salaried employees on a semimonthly cycle. 
To complicate matters further, a company may have acquired other businesses and retained the payroll 
cycles used for their employees. Retaining all of these payroll cycles places the payroll staff in the position 
of perpetually preparing payrolls, so that it never has time for other activities. To avoid this problem, con-
vert all of the different payroll cycles to a single one that applies to all employees. This may take a consid-
erable amount of effort, but is mandatory if you wish to unburden the payroll staff from base-level data 
entry activities. 
 
In short, paying employees at roughly half-month intervals and not allowing any additional payroll cycles 
can greatly reduce the work load of the payroll department. Once achieved, the staff will have more time 
available to address the improvement possibilities described in the following sections. 
 
Streamlined Timekeeping 
It is entirely common for the payroll department to be mired in the accumulation of timekeeping infor-
mation; this encompasses the error-laden steps of coaxing timesheets from employees, correcting their sub-
missions, and cajoling supervisors to approve the timesheets – followed by manually entering the infor-
mation into the payroll software. 
 

You must address several issues in order to break free of the timekeeping data entry trap. These issues are: 

1. Who submits information. There is no need to collect hours-worked information from salaried em-
ployees, so they should not submit timesheets for payroll purposes. Further, if those employees 
who are paid on an hourly basis nearly always work a standard 40-hour work week, then they 
should only be reporting on an exception basis, when their hours worked vary from this baseline 
amount. 

2. How much information to collect. The main protest against the last point is that employees must 
submit information irrespective of their salary or wage status, because the company is also tracking 
hours billed to customers or hours worked on specific jobs. This brings up two sub-issues: 

• Is the information needed at all? In many cases, the information collected through the pay-
roll system was originally needed for a specific project or report. The data collection con-
tinues, though the project has long since been completed or the report is no longer used. 
Thus, you should periodically question the need for any information being collected 
through the payroll system. 

• Can the information be separated from the payroll system? In those cases where the infor-
mation must be collected (such as hours worked that will be billed to customers), does the 
payroll staff need to collect it? For example, if a company has a large number of salaried 
consultants whose hours are billed to customers, the payroll staff can pay them without any 
timekeeping data collection at all – the collection of billed hours is more appropriately a 
function of the billing staff. 

3. How to automate timekeeping. The automation of timekeeping involves two sub-issues, which are: 

• How to automate data collection. There are a number of solutions available that allow 
employees to directly enter their hours worked and a selection of additional data into a 
timekeeping database, thereby eliminating the traditional timesheet or time card and the 
need for the payroll staff to manually collect and enter this information. Technologies to 
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choose from include the online timekeeping system, computerized time clocks, and time-
keeping by smart phone. 

• How to create an interface to the payroll system. The automation of data collection only 
means that the information is stored in a computer database – you still need to shift it into 
the correct fields within the payroll system, so that payroll can be processed. This calls for 
a custom interface that automatically shifts the data, with no manual intervention. 

 
Note that the automation of timekeeping is presented as the last action to take when streamlining timekeep-
ing. That is because you should explore the need for timekeeping first, so that you can whittle down the 
timekeeping requirement to the bare minimum before investing any funds in an automated timekeeping 
solution. 
 
The impact of streamlined timekeeping on the payroll department can be remarkable - there may be no data 
entry work for the payroll staff at all. Instead, the department is more concerned with operating the time-
keeping systems and monitoring entered information for discrepancies, missing fields, and errors. Ulti-
mately, this means that the type of knowledge required of the payroll staff will shift away from data entry 
skills and toward data analysis and computer systems. 
 
Note: The cost of the equipment, software, and training related to an automated timekeeping solution may appear 
excessive for a company with a small number of employees, since the cost of manually collecting timekeeping infor-
mation is not large for them. If you are in this position, consider outsourcing payroll to a supplier that also provides 
an online timekeeping service. This solution is not expensive, and still gives you the benefit of shifting timekeeping 
data entry away from the payroll staff. 
 
Electronic Payments 
After timekeeping, the next largest use of payroll staff time is paying employees. There are a number of 
controls and processing steps associated with payments using paychecks, and an even greater number if 
you pay employees with cash. You can greatly reduce this labor by shifting employees to either direct 
deposit or pay cards. In both cases, funds are shifted electronically to employees, so there is no paycheck 
distribution. 
 
Some state governments do not allow employers to switch to electronic payments without the consent of 
their employees. You can work through this problem by requiring new employees to opt out of electronic 
payments, by issuing reminders to those still receiving paychecks, and by having educational meetings to 
show the benefits of electronic payments. While the target should be 100% electronic payments, even a 
smaller percentage results in less work for the payroll staff. 
 
To fully implement electronic payments, send remittance advices to employees by e-mail, or send them an 
e-mail notification of where they can access this information in a secure online data repository. Similarly, 
issue the annual Form W-2 to employees by storing the forms in an online data repository that employees 
can access. 
 
By using online systems to pay employees and issue reports, the payroll department can completely avoid 
the time-consuming steps of printing checks, having them approved, and handing them out to employees. 
 
Employee Self-Service 
Employees sometimes need to change the information used to compile their net pay, such as benefits that 
require pay deductions, or their marriage status, or withholding allowances. Traditionally, employees fill 
out a form in which they authorize these changes to their payroll records, and the payroll staff enters the 
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information into the payroll system. This is not a large chore in a smaller company, but can involve full-
time staff in a larger company where the sheer volume of employees results in a great many changes. 
 
You can eliminate this data entry task by having employees enter the information directly into the payroll 
system themselves, using an online portal. The types of information they can enter include the items just 
noted, as well as changes to their addresses and bank account information. The self-service portal is a 
common feature if you outsource payroll processing to a major payroll supplier, though there is usually an 
extra fee charged to use it. 
 
The payroll staff should still monitor the information being entered by employees for errors. This can be 
done by reviewing a change log or by creating custom reports that only report changes that exceed prede-
termined “normal” entries (such as entering a withholding allowance that is inordinately high). 
 
Manager Self-Service 
Department managers are the source of a different set of payroll information. They submit changes to em-
ployee pay rates, department codes, and shift differentials, as well as start and termination dates. As was 
the case with employee self-service, it is possible to construct an online portal through which managers can 
make these changes themselves. And as was the case for employee self-service, the payroll staff should 
monitor these changes. 
 
It is critical for the payroll staff to monitor changes made by managers, since these alterations will impact 
the company’s compensation and payroll tax expenses. Monitoring may include comparing pay changes to 
the authorized pay change percentages assigned to each manager, and verifying pay rates with senior man-
agement if the rates exceed authorized levels. 
 
Manager self-service is not as easy a feature to find in many payroll systems, since it is considered to have 
a smaller cost-benefit than employee self-service. Nonetheless, if you have completed the improvement 
steps noted in the preceding sections, this is the next logical step to pursue. 
 
Transaction Error Analysis 
It requires far more time to track down a payroll error and correct it than it does to initially enter the trans-
action correctly. Further, you typically assign the more experienced (and expensive) staff to investigate and 
correct errors. Thus, the cost of transaction errors is high, and is worthy of considerable analysis to find the 
causes of errors and prevent them from occurring again. 
 
Transaction error analysis begins with the summarization of all payroll errors into a single document, so 
that you can classify and prioritize the errors. This may call for an informal system where the payroll staff 
forwards any complaints received regarding pay problems, and this information is translated into a standard 
format. You then select a single error type to pursue, and investigate it with the goal of isolating the specific 
issue that caused the error to occur. Then fix the issue, and monitor it to see if the error has now been 
eliminated. Examples of errors and their causes and possible corrections appear in the following exhibit. 
 
Sample Payroll Errors and Corrections 

Error Source of Error Error Correction 
Timesheet not recorded Employee did not submit timesheet Send automated e-mail notification 
Incorrect timesheet total Clerk incorrectly added hours Switch to computerized time clock 
Overtime not approved Supervisor did not sign card Switch to computerized time clock 
No benefits deduction Clerk did not add deduction Use standard deductions checklist 
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Allowance not updated Clerk did not enter allowance change Install employee self-service 
Paycheck not signed Checks stuck together Use signature stamp 
Paycheck issued for termi-
nated employee 

Clerk did not update pay status to ter-
minated 

Install manager self-service 

 
Tip: Do not turn transaction error analysis into a witch hunt, where you assign blame for an error to a specific person. 
If you take this approach, the payroll staff will not inform you of any errors. Instead, make it clear that you are pursuing 
changes to the underlying systems that will keep errors from arising again. 
 
Staff Training Program 
An employee in the payroll department needs a broad skill set in order to work at an optimal level of 
efficiency. These skills become more broad-ranging over time, as the department moves away from data 
entry tasks and into data analysis and system installations. Also, the legal requirements associated with 
payroll are considerable, and are increasing in complexity every year. Further, as the department rolls out 
a variety of payroll tools for employees to use throughout the company, the payroll staff must enter into a 
training role, where they show employees how to use these tools. Clearly, there is a need for a comprehen-
sive and ongoing training program for the entire payroll staff. 
 

In a modern, thoroughly computerized payroll department, the staff should receive training in the following 
areas: 

• Payroll software. Every payroll software package has a different set of commands, modules, files 
structures, and so forth, and employees must be fully aware of how to handle transactions through 
the software. This usually involves a separate training class for each module of the software. Even 
if you outsource payroll, you must still access the supplier’s online software, so training in its soft-
ware is still required. 

• Payroll processes. There is a particular flow to payroll processes that is driven by the level of 
automation, the type of software, and payroll regulations. Employees must be thoroughly familiar 
with these processes. 

• Regulatory changes. There are regulatory changes every year that impact the payroll department. 
While the payroll manager could simply send everyone to a conference to learn about the most 
recent changes, a more cost-effective approach is to have a consultant monitor the changes and 
create a custom in-house training class to convey these changes to the staff. The latter approach 
requires a significant consulting fee, but keeps the staff in-house for the training, thereby avoiding 
travel and conference fees. It also results in a seminar that is expressly designed for the needs of 
the company and the locations where it has employees. 

• Data analysis. As the department shifts away from data entry, there is a greater need for the payroll 
staff to review data entered by others, to verify that it is correct. This calls for training in report 
writing software, so that they can create a set of standard analysis reports that highlight possible 
data entry issues. 

• Training skills. When the payroll department pushes software and hardware out from the depart-
ment for use by other employees to enter information, it must also take on the task of training 
employees in their use. Consequently, several members of the department should be taught how to 
train others. 

 
It is difficult to standardize payroll training for everyone in the payroll department, since some people are 
specialized on specific tasks, and their skill sets do not need to extend beyond those areas. Also, some 
people have more experience than others. Consequently, ascertain the skill set required by each person, and 
the specific areas in which extra training is needed to bring them up to the standard that you require. Then 
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create a training plan for everyone in the department, and go over it with them on a regular basis to review 
their progress in meeting their training goals. 
 
The Payroll Calendar 
The payroll department’s activities are driven by a large number of deadlines – for paying employees, 
depositing taxes, issuing reports, and so forth. Without a proper amount of documentation, it would be 
impossible to go through a year without missing some deadlines, and likely incurring both the wrath of 
employees and government-imposed penalties. 
 
The solution to these problems is the departmental payroll calendar. This is a full-year schedule, on which 
you record all due dates and who is responsible for them. The payroll manager retains this full schedule, 
and may issue a subset of the calendar to his employees, so that each one has a calendar containing only 
those activities for which he or she is responsible. An example of a master department payroll calendar for 
a single month appears in the following exhibit. 
 
Sample Payroll Calendar 

January 
Monday Tuesday Wednesday Thursday Friday 

1 
 
Issue metrics 
Process payroll 
Fund bank acct 
Journal entry 

2 
 
State deposit 

3 
 
Forward garnishments 

4 5 
 
Timesheets 
EFTPS deposit 

8 
 
Process payroll 
Fund bank acct 
Journal entry 

9 
 
Issue checks 
State deposit 

10 
 
Forward garnishments 
Form 4070 

11 12 
 
Timesheets 
EFTPS deposit 

15 
 
Process payroll 
Fund bank acct 
Journal entry 
Jones vacation 

16 
 
Issue checks 
State deposit 
Jones vacation 

17 
 
Forward garnishments 
Jones vacation 

18 
 
Jones vacation 

19 
 
Timesheets 
EFTPS deposit 
Jones vacation 

22 
 
Process payroll 
Fund bank acct 
Journal entry 

23 
 
Issue checks 
State deposit 

24 
 
Forward garnishments 

25 26 
 
Timesheets 
EFTPS deposit 

29 
 
Process payroll 
Fund bank acct 
Journal entry 

30 
 
Issue checks 
State deposit 

31 
 
Forms W-2 
Forms 1099 
Form 940 
Form 941 
Form 945 
FUTA deposit 

  

 
Note that the calendar also includes a scheduled week of vacation for one employee. This information 
provides the staff with notice of a capacity reduction during that week, which it will need to plan around. 
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The payroll calendar is particularly important if there are new employees in the department who do not yet 
have experience with those deadlines pertaining to the operations of the department – it is a useful reminder 
for these individuals. 
 
Ideally, the payroll manager should consult the payroll calendar for the following day, and verify that the 
staff is aware of the deadlines for that day, and how any issues will be addressed. If a specific date is likely 
to require a larger amount of work than usual (such as the final day of January in the preceding example), 
the manager can use the calendar to plan well in advance for how to handle the work load. 
 
Information Confidentiality 
A major issue for any payroll department is to ensure that a large part of the information it processes remains 
confidential. Most employees would consider it disastrous if information about their wages, pension plans, 
garnishments, social security numbers, and so forth were to be made public. This information is located in 
the payroll register and employee files, and may be scattered among other payroll reports, as well. The 
following are recommended methods for improving the confidentiality of payroll information: 

• Locked storage. Clearly, the best single action you can take to enhance confidentiality is to keep 
payroll documents in a locked storage area. This can be a locked storage cabinet, or locked room 
with a door that automatically closes and locks. 

• Password protection. Anyone using the payroll software must input a password to access the sys-
tem. Further, set the software to require a new password at frequent intervals. 

• Limit authorization. Even within the payroll department, it is not necessary for every employee to 
have full access to payroll information. For example, if there is a clerk who only handles employee 
timesheets, do not give that person access to other types of payroll information. 

• Shred documents. Once the company is no longer required to continue archiving old payroll files, 
do not just throw them in the trash; instead, shred them. There are shredding services in most major 
cities that can handle this task. 

• Dissemination policy. Have a department policy that no one ever gives out confidential information 
without specific authorization. In all cases, this should involve the approval of the payroll manager. 

 
Summary 
This chapter has addressed a number of general management concepts that are designed to improve the 
efficiency and effectiveness of the payroll department. Ultimately, this can result in a department that has 
shifted almost entirely away from data entry activities, and instead spends most of its time monitoring 
payroll transactions, installing new systems, and issuing reports related to payroll expenses. This sweeping 
change will also result in a department whose employees have a much higher knowledge of payroll regula-
tions, controls, and systems. 
 

The sections presented near the beginning of this chapter were sorted in order by the importance of their 
impact on the payroll department. Thus, consider implementing changes in the following order: 

1. Reduce and consolidate the number of payrolls. This can substantially reduce the work load of the 
department, giving it more time to implement additional changes. 

2. Streamline timekeeping. The time savings from eliminating data entry tasks is potentially enor-
mous. 

3. Shift to electronic payments. The payroll staff can avoid printing and distributing paychecks if it 
can persuade employees to switch to direct deposit or pay cards. 

4. Install employee self-service. Employees can enter information directly into the payroll system re-
lated to their withholding allowances, benefits, bank accounts, mailing information, and so forth. 
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5. Install manager self-service. Managers can enter information directly into the payroll system re-
lated to employee pay rates, department codes, shift differentials, and so forth. 

 
You will need to implement a comprehensive staff training program as you gradually work through the 
preceding steps, because the nature of the employees’ work will diverge more and more from their original 
data entry-oriented tasks and into areas that require more knowledge. They will also need training skills, 
since they must show employees throughout the company how to use the new timekeeping and self-service 
systems to enter information into the payroll system. Thus, the training program may begin as a relatively 
small effort, and gradually change into a major undertaking that involves all of the payroll staff on an 
ongoing basis. 
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Chapter 24 - Review Questions  
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. A payroll cycle is: 

a. The normal interval required for a payroll check to clear the bank 
b. The time required to collect timekeeping information 
c. The length of time between payrolls 
d. The average term of employment of an individual 

 
2. In a biweekly payroll system, employees are paid: 

a. Twice a month 
b. With direct deposit only 
c. Twice a week 
d. Every other week 

 
3. The key difference between the biweekly and semimonthly payroll systems is: 

a. There are two extra pay periods per year in the semimonthly system 
b. There are two extra pay periods per year in the biweekly system 
c. Both systems have the same number of pay periods per year 
d. The number of pay periods per year varies under the semimonthly system, depending on the 

presence of a leap year 
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Chapter 25 - Budgeting 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Identify the contents of the various budgets and which techniques should be used to populate the 
budgets. 

 
Introduction 
Only in the smallest company can a budget be contained within a single page or spreadsheet. In most cases, 
the level of complexity of the business demands a much more segmented approach, so that key elements of 
the budget are modularized and then aggregated into a master budget. In this chapter, we show the complete 
system of budgets, describe how to create each element of the budget, and show how they are linked to-
gether to form a complete budget. 
 
The System of Budgets 
The key driver of any budget is the amount of revenue that is expected during the budget period. Revenue 
is usually compiled in a separate revenue budget. The information in this budget is derived from estimates 
of which products or services will sell, and the prices at which they can be sold. Forecasted revenue for this 
budget cannot be derived just from the sales staff, since this would limit the information to the extrapolation 
of historical sales figures into the future. The chief executive officer provides additional strategic infor-
mation, while the marketing manager addresses new-product introductions and the purchasing staff pro-
vides input on the availability of raw materials that may restrict sales. Thus, a group effort from many parts 
of a company is needed to create the revenue budget. 
 

Once the revenue budget is in place, a number of additional budgets are derived from it that relate to the 
production capabilities of the company. The following components are included in this cluster of budgets: 

• Ending inventory budget. As its name implies, this budget sets the inventory level as of the end of 
each accounting period listed in the budget. Management uses this budget to force changes in the 
inventory level, which is usually driven by a policy to have more or less finished goods inventory 
on hand. Having more inventory presumably improves the speed with which a company can ship 
goods to customers, at the cost of an increased investment in working capital. A forced reduction 
in inventory may delay some shipments to customers due to stockout conditions, but requires less 
working capital to maintain. The ending inventory budget is used as an input to the production 
budget. 

• Production budget. This budget shows expected production at an aggregated level. The production 
budget is based primarily on the sales estimates in the revenue budget, but it must also take into 
consideration existing inventory levels and the desired amount of ending inventory as stated in the 
ending inventory budget. If management wants to increase inventory levels in order to provide 
more rapid shipments to customers, the required increase in production may trigger a need for more 
production equipment and direct labor staff. The production budget is needed in order to derive the 
direct labor budget, manufacturing overhead budget, and direct materials budget. 

• Direct labor budget. This budget calculates the amount of direct labor staffing expected during the 
budget period, based on the production levels itemized in the production budget. This information 
can only be generally estimated, given the vagaries of short-term changes in actual production 
scheduling. However, direct labor usually involves specific staffing levels to crew production lines, 
so the estimated amount of direct labor should not vary excessively over time, within certain pro-
duction volume parameters. This budget should incorporate any planned changes in the cost of 
labor, which may be easy to do if there is a union contract that specifies pay increases as of specific 
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dates. It provides rough estimates of the number of employees needed, and is of particular interest 
to the human resources staff in developing hiring plans. It is a key source document for the cost of 
goods sold budget. 

• Manufacturing overhead budget. This budget includes all of the overhead costs expected to be 
incurred in the manufacturing area during the budget period. It is usually based on historical cost 
information, but can be adjusted for step cost situations, where a change in the structure or capacity 
level of a production facility strips away or adds large amounts of expenses at one time. Even if 
there are no changes in structure or capacity, the manufacturing overhead budget may change some-
what in the maintenance cost area if management plans to alter these expenditures as machines age 
or are replaced. This budget is a source document for the cost of goods sold budget. 

• Direct materials budget. This budget is derived from a combination of the manufacturing unit totals 
in the production budget and the bills of material for those units, and is used in the cost of goods 
sold budget. If a company produces a large variety of products, this can become an excessively 
detailed and burdensome budget to create and maintain. Consequently, it is customary to estimate 
material costs in aggregate, such as at the product line level. 

• Cost of goods sold budget. This budget contains a summarization of the expenses detailed in the 
direct material budget, manufacturing overhead budget, and direct materials budget. This budget 
usually contains such additional information as line items for revenue, the gross margin, and key 
production statistics. It is heavily used during budget iterations, since management can consult it 
to view the impact of various assumptions on gross margins and other aspects of the production 
process. 

 
Once the revenue and production-related budgets have been completed, there are still several other budgets 
to assemble that relate to other functions of the company. They are: 

• Sales and marketing budget. This budget is comprised of the compensation of the sales and mar-
keting staff, sales travel costs, and expenditures related to various marketing programs. It is closely 
linked to the revenue budget, since the number of sales staff (in some industries) is the prime de-
terminant of additional sales. Further, marketing campaigns can impact the timing of the sales 
shown in the revenue budget. 

• Administration budget. This budget includes the expenses of the executive, accounting, treasury, 
human resources, and other administrative staff. These expenses are primarily comprised of com-
pensation, followed by office expenses. A large proportion of these expenses are fixed, with some 
headcount changes driven by total revenues or other types of activity elsewhere in the company. 

 
A budget that is not directly impacted by the revenue budget is the research and development budget. This 
budget is authorized by senior management, and is set at an amount that is deemed appropriate, given the 
projected level of new product introductions that management wants to achieve, and the company’s com-
petitive posture within the industry. The size of this budget is also influenced by the amount of available 
funding and an estimate of how many potentially profitable projects can be pursued. 
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Once these budgets have been completed, it is possible to determine the capital budgeting requirements of 
the company, as well as its financing needs. These two topics are addressed in the capital budget and the 
financing budget: 

• Capital budget. This budget shows the cash flows associated with the acquisition of fixed assets 
during the budget period. Larger fixed assets are noted individually, while smaller purchases are 
noted in aggregate. The information in this budget is used to develop the budgeted balance sheet, 
depreciation expense, and the cash requirements needed for the financing budget. The capital 
budget is addressed separately in the Capital Budgeting chapter. 

• Financing budget. This budget is the last of the component budgets developed, because it needs 
the cash inflow and outflow information from the other budgets. With this information in hand, the 
financing budget addresses how funds will be invested (if there are excess cash inflows) or obtained 
through debt or equity financing (if there is a need for additional cash). This budget also incorpo-
rates any additional cash usage information that is typically addressed by the board of directors, 
including dividends, stock repurchases, and repositioning of the company’s debt to equity ratio. 
The interest expense or interest income resulting from this budget is incorporated into the budgeted 
income statement. 

 
Once the capital budget and financing budget have been created, the information in all of the budgets is 
summarized into a master budget. This master budget is essentially an income statement. A more complex 
budget also includes a balance sheet that itemizes the major categories of assets, liabilities, and equity. 
There may also be a statement of cash flows that itemizes the sources and uses of funds. 
 
The complete system of budgets is shown in the following exhibit. 
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The System of Budgets 

Revenue
Budget

Capital
Budget

Sales and Marketing 
Budget

Research and 
Development 

Budget

Production
Budget

Administration 
Budget

Budgeted
Financial

Statements

Financing
Budget

Cost of Goods Sold 
Budget

Ending
Inventory

Budget

Direct
Labor

Budget

Manufacturing
Overhead

Budget

Direct
Materials

Budget

 
 
It may be useful to append a ratios page to the budget. These ratios are most useful when compared to 
historical trends, to see if the results generated by the budget model appear reasonable. Typical ratios to 
consider for this page are revenue per person, inventory turnover, accounts receivable turnover, and work-
ing capital as a percentage of sales. 
 
In summary, the system of budgets ultimately depends upon the revenue budget and the amount of planned 
ending inventory. These two budgets directly or indirectly influence the amounts budgeted in many other 
parts of the corporate budget. 
 
The Reasons for Budget Iterations 
There are several very good reasons why the first version of a corporate budget is sent back for additional 
work. These issues are: 

• Constraints. If there are bottlenecks within the company that interfere with its ability to generate 
additional sales, then does the budget provide sufficient funding to impact these bottlenecks? If not, 
the company can budget whatever results it wants, but it has virtually no chance of achieving them. 
For example, a machine in the production area may be a bottleneck that keeps a company from 
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producing any more products – if you do not deal with the bottleneck, sales will not increase, irre-
spective of improvements anywhere else in the company. 

• Pacing. If a company intends to expand operations in new geographical areas, or to open new 
distribution channels, or to offer entirely new products, it should build into the budget an adequate 
amount of time to ramp up each operation. This issue of pacing should include consideration of the 
sales cycle of customers, which may be extremely long. For example, expanding the customer base 
to include municipal governments may be an excellent idea, but may require a sales cycle of greater 
than a year, given the advance notice needed by governments to budget for purchases. 

• Financing. If a company has a hard cap on the amount of funding that it will have available during 
the budget period, then the requirements of the budget must not exceed that funding limitation. This 
is one of the more common reasons for budget iterations, especially in small companies, where it 
may be difficult to obtain new funding. 

• Historical metrics. If a company has been unable to achieve certain performance benchmarks in 
the past, what has changed to allow it to do so now? The chances are good that the company will 
still have trouble improving beyond its historical ability to do so, which means that the budget 
should be adjusted to meet its historical metrics. For example, if a business has historically been 
unable to generate more than $1 million of sales per salesperson, the preliminary budget should 
continue to support a similar proportion of sales to salespeople. Similarly, a historical tendency for 
accounts receivable to be an average of 45 days old prior to payment should probably be reflected 
in the preliminary budget, rather than a more aggressive collection assumption. 

 
This section has highlighted the need to conduct a close examination of preliminary versions of a budget to 
see if it meets a number of reasonableness criteria. This usually calls for a number of adjustments to the 
budget, which typically begins with excessively optimistic assumptions, followed by a certain amount of 
retrenching. 
 
We now turn to an examination of the various components of the corporate budget. 
 
Overview of the Revenue Budget 
The basic revenue budget contains an itemization of a company’s sales expectations for the budget period, 
which may be in both units and dollars. If a company has a large number of products, it usually aggregates 
its expected sales into a smaller number of product categories; otherwise, the revenue budget becomes too 
unwieldy. 
 
The projected unit sales information in the sales budget feeds directly into the production budget, from 
which the direct materials and direct labor budgets are created. The revenue budget is also used to give 
managers a general sense of the scale of operations, for when they create the manufacturing overhead 
budget, the sales and marketing budget, and the administration budget. The total net sales dollars listed in 
the revenue budget are carried forward into the revenue line item in the master budget. 
 
Most companies sell many products and services, and must find a way to aggregate them into a revenue 
budget that strikes a balance between revealing a reasonable level of detail and not overwhelming the reader 
with a massive list of line-item projections. There are several ways to aggregate information to meet this 
goal. 
 
One approach is to summarize revenue information by sales territory, as shown below. This approach is 
most useful when the primary source of information for the revenue budget is the sales managers of the 
various territories, and is particularly important if the company is planning to close down or open up new 
sales territories; changes at the territory level may be the primary drivers of changes in sales. In the example, 
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the Central Plains sales territory is expected to be launched midway through the budget year and to con-
tribute modestly to total sales volume by year end. 
 

Sample Revenue Budget by Territory 

Territory Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Northeast $135,000 $141,000 $145,000 $132,000 $553,000 
Mid-Atlantic 200,000 210,000 208,000 195,000 813,000 
Southeast 400,000 425,000 425,000 395,000 $1,645,000 
Central Plains 0 0 100,000 175,000 275,000 
Rocky mountain 225,000 235,000 242,000 230,000 932,000 
West coast 500,000 560,000 585,000 525,000 2,170,000 

Totals $1,460,000 $1,571,000 $1,705,000 $1,652,000 $6,388,000 
 
If you aggregate revenue information by sales territory, then the various territory managers are expected to 
maintain additional detail regarding sales in their territories, which is kept separate from the formal budget 
document. 
 
Another approach is to summarize revenue information by contract, as shown below. This is realistically 
the only viable way to structure the revenue budget in situations where a company is heavily dependent 
upon a set of contracts that have definite ending dates. In this situation, you can divide the budget into 
existing and projected contracts, with subtotals for each type of contract, in order to separately show firm 
revenues and less-likely revenues. This type of revenue budget is commonly used when a company is en-
gaged in services or government work. 
 

Sample Revenue Budget by Contract 

Contract Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Existing Contracts:      
Air Force #01327 $175,000 $175,000 $25,000 $-- $375,000 
Coast Guard #AC124 460,000 460,000 460,000 25,000 1,405,000 
Marines #BG0047 260,000 280,000 280,000 260,000 1,080,000 

Subtotal $895,000 $915,000 $765,000 $285,000 $2,860,000 
      
Projected Contracts:      
Air Force resupply $-- $-- $150,000 $300,000 $450,000 
Army training -- 210,000 600,000 550,000 1,360,000 
Marines software 10,000 80,000 80,000 100,000 270,000 

Subtotal $10,000 $290,000 $830,000 $950,000 $2,080,000 
      
Totals $905,000 $1,205,000 $1,595,000 $1,235,000 $4,940,000 

 
Yet another approach for a company having a large number of products is to aggregate them into product 
lines, and then create a summary-level budget at the product line level. This approach is shown below. 
However, if you create a revenue budget for product lines, consider creating a supporting schedule of pro-
jected sales for each of the products within that product line, in order to properly account for the timing and 
revenue volumes associated with the ongoing introduction of new products and cancellation of old ones. 
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An example of such a supporting schedule is also shown below, itemizing the “Alpha” line item in the 
product line revenue budget. Note that this schedule provides detail about the launch of a new product (the 
Alpha Windmill) and the termination of another product (the Alpha Methane Converter) that are crucial to 
the formulation of the total revenue figure for the product line. 

Sample Revenue Budget by Product Line 

Product Line Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Product line alpha $450,000 $500,000 $625,000 $525,000 $2,100,000 
Product line beta 100,000 110,000 150,000 125,000 485,000 
Product line charlie 250,000 250,000 300,000 300,000 1,100,000 
Product line delta 80,000 60,000 40,000 20,000 200,000 

Totals $880,000 $920,000 $1,115,000 $970,000 $3,885,000 
 

Sample Supporting Schedule for the Revenue Budget by Product Line 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Alpha product line detail:      
Alpha Flywheel $25,000 $35,000 $40,000 $20,000 $120,000 
Alpha Generator 175,000 225,000 210,000 180,000 790,000 
Alpha Windmill -- -- 200,000 250,000 450,000 
Alpha Methane Converter 150,000 140,000 25,000 -- 315,000 
Alpha Nuclear Converter 100,000 100,000 150,000 75,000 425,000 

Totals $450,000 $500,000 $625,000 $525,000 $2,100,000 
 
A danger in constructing a supporting schedule for a product line revenue budget is that you delve too 
deeply into all of the various manifestations of a product, resulting in an inordinately large and detailed 
schedule. This situation might arise when a product comes in many colors or options. In such cases, engage 
in as much aggregation at the individual product level as necessary to yield a schedule that is not excessively 
detailed. Also, it is nearly impossible to forecast sales at the level of the color or specific option mix asso-
ciated with a product, so it makes little sense to create a schedule at that level of detail. 
 
In summary, the layout of the revenue budget is highly dependent upon the type of revenue that a company 
generates. We have described different formats for companies that are structured around products, contract-
based services, and sales territories. If a company engages in more than one of these activities, you should 
still create the revenue-specific formats shown in this section in order to provide insights into the sources 
of revenues, and then carry forward the totals of those schedules to a master revenue budget that lists the 
totals in separate line items. Users of this master revenue budget can then drill down to the underlying 
revenue budget schedules to obtain additional information. An example of a master revenue budget that is 
derived from the last two example revenue budgets is shown next. 
 

Sample Master Revenue Budget 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Contract revenue $905,000 $1,205,000 $1,595,000 $1,235,000 $4,940,000 
Product revenue 880,000 920,000 1,115,000 970,000 3,885,000 

Totals $1,785,000 $2,125,000 $2,710,000 $2,205,000 $8,825,000 
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The Ending Finished Goods Inventory Budget 
The ending finished goods inventory budget states the number of units of finished goods inventory at the 
end of each budget period. It also calculates the cost of finished goods inventory. The amount of this in-
ventory tends to be similar from period to period, assuming that the production department manufactures 
to meet demand levels in each budget period. However, there are a variety of reasons why you may want 
to alter the amount of ending finished goods inventory, such as: 

• Customer service. If management wants to improve customer service, one way to do so is to in-
crease the amount of ending inventory, which allows the company to fulfill customer orders more 
quickly and avoid backorder situations. 

• Inventory record accuracy. If your inventory record keeping system is inaccurate, it is necessary 
to maintain additional amounts of inventory on hand, both of raw materials and finished goods, to 
ensure that customer orders are fulfilled on time. 

• Manufacturing planning. If you are using a manufacturing resources planning (MRP) system, then 
you are producing in accordance with a sales and production plan, which requires a certain amount 
of both raw materials and finished goods inventory. If you change to the just-in-time (JIT) manu-
facturing planning system, then you are only producing as required by customers, which tends to 
reduce the need for inventory. 

• Product life cycles. If there are certain products or even entire product lines that a company is 
planning to terminate, factor the related inventory reductions into the amount of planned ending 
inventory. 

• Product versions. If the sales and marketing staff want to offer a product in a number of versions, 
you may need to keep a certain amount of each type of inventory in stock. Thus, an increase in the 
number of product versions equates to an increase in ending inventory. 

• Supply chain duration. If you are planning to switch to a supplier located far away from the com-
pany, be aware that this calls for having a larger safety stock of finished goods on hand, so that 
deliveries to customers will not be impacted if there is a problem in receiving goods on time from 
the supplier. 

• Working capital reduction. If you want to increase the amount of inventory turnover, this reduces 
the amount of cash invested in working capital, but also has the offsetting effect of leaving less 
inventory in reserve to cover sudden surges in customer orders. 

 
If you do plan to alter the ending amount of inventory, it is useful to create separate layers of ending inven-
tory in the budget that reflect each of the decisions made, so that readers of the budget can see the numerical 
impact of operational decisions. 
 

In the following example, we assume that changes made in the immediately preceding budget period will 
continue to have the same impact on inventory in the next budget period, so that the adjusted ending inven-
tory in the last period will be the starting point for our adjustments in the next period. We can then make 
the following adjustments to the unadjusted ending inventory level to arrive at an adjusted ending inventory: 

• Internal systems changes. Shows the impact of altering the manufacturing system, such as changing 
from an MRP to a JIT system. 

• Financing changes. Shows the impact of altering inventory levels in order to influence the amount 
of working capital used. 

• Product changes. Shows the impact of product withdrawals and product introductions. 
• Seasonal changes. Shows the impact of building inventory for seasonal sales, followed by a decline 

after the selling season has concluded. 
• Service changes. Shows the impact of changing inventory levels in order to alter order fulfillment 

rates. 
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If management is attempting to reduce the company’s investment in inventory, it may mandate such a large 
drop in ending inventory that the company will not realistically be able to operate without significant pro-
duction and shipping interruptions. You can spot these situations by including the budgeted inventory turn-
over level in each budget period, as well as the actual amount of turnover in the corresponding period in 
the preceding year. This is shown in the following example as the historical actual days of inventory, fol-
lowed by the planned days of inventory for the budget period. Comparing the two measurements may reveal 
large period-to-period changes, which management should examine to see if it is really possible to reduce 
inventory levels to such an extent. 
 
EXAMPLE 
 
Milagro Corporation has a division that sells portable coffee machines for campers. Milagro wants to incorporate the 
following changes into its calculation of the ending finished goods inventory: 

1. Switch from the MRP to the JIT manufacturing system in the second quarter, which will decrease inventory 
by 250 units. 

2. Reduce inventory by 500 units in the first quarter to reduce working capital requirements. 
3. Add 500 units to inventory in the third quarter as part of the rollout of a new product. 
4. Build inventory in the first three quarters by 100 units per quarter in anticipation of seasonal sales in the 

fourth quarter. 
5. Increase on-hand inventory by 400 units in the second quarter to improve the speed of customer order fulfill-

ment for a specific product. 
 
The ending finished goods inventory unit and cost calculation follows: 
 

(units) Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Unadjusted ending inventory level 2,000 1,600 1,850 2,450 

+/- Internal system changes 0 -250 0 0 
+/- Financing changes -500 0 0 0 
+/- Product changes 0 0 500 0 
+/- Seasonal changes 100 100 100 -300 
+/- Service changes 0 400 0 0 

Adjusted ending inventory 1,600 1,850 2,450 2,150 
     
× Standard cost per unit $45 $45 $45 $45 
Total ending inventory cost $72,000 $83,250 $110,250 $96,750 
     
Historical actual days of inventory 100 108 135 127 
Planned days of inventory 92 106 130 114 

 
The days of inventory calculation at the bottom of the table shows few differences from actual experience in the second 
and third quarters, but the differences are greater in the first and fourth quarters. Management should review its ability 
to achieve the indicated inventory reductions in those quarters. 
 
 
The ending finished goods inventory budget shown in the preceding example is quite simplistic, for it as-
sumes that you want to apply the same inventory policies and systems to a company’s entire inventory. For 
example, this means that you want to increase inventory levels for all types of inventory in order to increase 
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customer order fulfillment speeds, when in fact you may only want to do so for a relatively small part of 
the inventory. 
 
If you want to adjust inventory levels at a finer level of detail, consider creating a budget that sets inventory 
levels by business unit or product line. It is generally too time-consuming to set inventory levels at the 
individual product level, especially if demand at this level is difficult to predict. 
 
The Production Budget 
The production budget calculates the number of units of products that must be manufactured, and is derived 
from a combination of the sales forecast and the planned amount of finished goods inventory to have on 
hand. The production budget is typically presented in either a monthly or quarterly format. The basic cal-
culation used by the production budget is: 
 

+ Forecasted unit sales 
+ Planned finished goods ending inventory balance 
= Total production required 
 
- Beginning finished goods inventory 
= Units to be manufactured 

 
It can be very difficult to create a comprehensive production budget that incorporates a forecast for every 
variation on a product that a company sells, so it is customary to aggregate the forecast information into 
broad categories of products that have similar characteristics. The calculation of the production budget is 
illustrated in the following example. 
 
EXAMPLE 
 
Milagro Corporation plans to produce an array of plastic coffee cups for the upcoming budget year. Its production 
needs are as follows: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Forecast unit sales 5,500 6,000 7,000 8,000 
+ Planned ending inventory units 500 500 500 500 
= Total production required 6,000 6,500 7,500 8,500 
     
- Beginning finished goods inventory -1,000 -500 -500 -500 
= Units to be manufactured 5,000 6,000 7,000 8,000 

 
The planned ending finished goods inventory at the end of each quarter declines from an initial 1,000 units to 500 
units, since the materials manager believes that the company is maintaining too much finished goods inventory.  Con-
sequently, the plan calls for a decline from 1,000 units of ending finished goods inventory at the end of the first quarter 
to 500 units by the end of the second quarter, despite a projection for rising sales. This may be a risky forecast, since 
the amount of safety stock on hand is being cut while production volume increases by over 30 percent. Given the size 
of the projected inventory decline, there is a fair chance that Milagro will be forced to increase the amount of ending 
finished goods inventory later in the year. 
 
 
The production budget deals entirely with unit volumes; it does not translate its production requirements 
into dollars. Instead, the unit requirements of the budget are shifted into other parts of the budget, such as 
the direct labor budget and the direct materials budget, which are then translated into dollars. 
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When formulating the production budget, it is useful to consider the impact of proposed production on the 
capacity of any bottleneck operations in the production area. It is entirely possible that some production 
requirements will not be possible given the production constraints, so you will either have to scale back on 
production requirements, invest in more fixed assets, or outsource the work. The following example illus-
trates the issue. 
 
EXAMPLE 
 
Milagro Corporation revises the production budget described in the preceding example to incorporate the usage of a 
bottleneck machine in its manufacturing area. The revised format follows, beginning with the last row of information 
from the preceding example: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Units to be manufactured 5,000 6,000 7,000 8,000 
× Minutes of bottleneck time/unit 15 15 15 15 
= Planned bottleneck usage (minutes) 75,000 90,000 105,000 120,000 
     
- Available bottleneck time (minutes)* 110,160 110,160 110,160 110,160 
= Remaining available time (minutes) 35,160 20,160 5,160 -9,840 

* Calculated as 90 days × 24 hours × 60 minutes × 85% up time = 110,160 minutes 
 
The table reveals that there is not enough bottleneck time available to meet the planned production level in the fourth 
quarter. However, Milagro can increase production in earlier quarters to make up the shortfall, since there is adequate 
capacity available at the bottleneck in the earlier periods. 
 
 
Note in the preceding example that the amount of available bottleneck time was set at 85 percent of the 
maximum possible amount of time available. We make such assumptions because of the inevitable amount 
of downtime associated with equipment maintenance, unavailable raw materials, scrapped production, and 
so forth. The 85 percent figure is only an example – the real amount may be somewhat higher or substan-
tially lower. 
 
Another issue impacting the production budget is the need to incur step costs when production exceeds a 
certain volume level. For example, a company may need to open a new production facility, production line, 
or work shift to accommodate any additional increase in production past a certain amount of volume. It 
may be possible to adjust the production schedule to accelerate production in slow periods in order to stock-
pile inventory and avoid such step costs in later periods. 
 
Production Budgeting for Multiple Products 
The production budget shown thus far has centered on the manufacture of a single product. How do you 
create a production budget if you have multiple products? The worst solution is to attempt to re-create in 
the budget a variation on the production schedule for the entire budget period – the level of detail required 
to do so would be inordinately high. Instead, consider one of the following alternatives: 

• Bottleneck focus. Rather than focusing on the production of a variety of products, only budget for 
the amount of time that they require at the bottleneck operation. For example, rather than focusing 
on the need to manufacture every aspect of 20 different products, focus on the time that each prod-
uct needs at a single production operation. If there are multiple production lines or facilities, only 
budget for usage of the bottleneck at each location. 
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• Product line focus. In many cases, there are only modest differences in the production activities 
needed to create any product within a product line. If there are such production commonalities, 
consider treating the entire production line as a single product with common production require-
ments. 

• 80/20 rule. It is likely that only a small number of products comprise most of a company’s produc-
tion volume. If this is the case, consider detailed budgeting for the production of the 20 percent of 
all products that typically comprise 80 percent of all sales, and a vastly reduced (and aggregated) 
amount of budgeting for the remaining products. 

• MRP II planning. If a company uses a manufacturing requirements planning (MRP II) system, the 
software may contain a planning module that allows you to input estimates of production require-
ments, and generate detailed requirements for machine usage, direct labor, and direct materials. If 
so, you can input the totals from this module into the budget without also copying in all of the 
supporting details. 

 
The Direct Materials Budget (Roll up Method) 
The direct materials budget calculates the materials that must be purchased, by time period, in order to 
fulfill the requirements of the production budget. The basic calculation for the roll up method is to multiply 
the estimated amount of sales (in units) in each reporting period by the standard cost of each item to arrive 
at the standard amount of direct materials cost expected for each product. Standard costs are derived from 
the bill of materials for each product. A bill of materials is the record of the materials used to construct a 
product. A sample calculation appears in the following exhibit. 
 

Sample Calculation of the Cost of Direct Materials 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Product A     

Units 100 120 110 90 
Standard cost/each $14.25 $14.25 $14.25 $14.25 
Total cost $1,425 $1,710 $1,568 $1,283 

     
Product B     

Units 300 350 375 360 
Standard cost/each $8.40 $8.40 $8.40 $8.40 
Total cost $2,520 $2,940 $3,150 $3,024 

     
Grand total cost $3,945 $4,650 $4,718 $4,307 

 
Note that the preceding example only addressed the direct materials expense during the budget period. It 
did not address the amount of materials that should be purchased during the period; doing so requires that 
you also factor in the planned amounts of beginning and ending inventory. The calculation used for direct 
material purchases is: 
 

+ Raw materials required for production 
+ Planned ending inventory balance 
= Total raw materials required 
 
- Beginning raw materials inventory 
= Raw materials to be purchased 
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The presence or absence of a beginning inventory can have a major impact on the amount of direct materials 
needed during a budget period – in some cases, there may be so much inventory already on hand that a 
company does not need to purchase any additional direct materials. In other cases, and especially where 
management wants to build the amount of ending inventory (as arises when a company is preparing for a 
seasonal sales surge), it may be necessary to purchase far more direct materials than are indicated by sales 
requirements in just a single budget period. The following example illustrates how beginning and ending 
inventory levels can alter direct material requirements. 
 
EXAMPLE 
 
Milagro Corporation plans to produce a variety of large-capacity coffee dispensers for camping, and 98% of the raw 
materials required for this production involve plastic resin. Thus, there is only one key commodity to be concerned 
with. The production needs of Milagro for the resin commodity are shown in the following direct materials budget: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Product A (units to produce) 5,000 6,000 7,000 8,000 
× Resin/unit (lbs) 2 2 2 2 
= Total resin needed (lbs) 10,000 12,000 14,000 16,000 
+ Planned ending inventory 2,000 2,400 2,800 3,200 
= Total resin required 12,000 14,400 16,800 19,200 
     
- Beginning inventory 1,600 2,000 2,400 2,800 
= Resin to be purchased 10,400 12,400 14,400 16,400 
     
Resin cost per pound $0.50 $0.50 $0.55 $0.55 
Total resin cost to purchase $5,200 $6,200 $7,920 $9,020 

 
The planned ending inventory at the end of each quarter is planned to be 20% of the amount of resin used during that 
month, so the ending inventory varies over time, gradually increasing as production requirements increase. The reason 
for the planned increase is that Milagro has some difficulty receiving resin in a timely manner from its supplier, so it 
maintains a safety stock of inventory on hand. 
 
The purchasing department expects that global demand will drive up the price of resin, so it incorporates a slight price 
increase into the third quarter, which carries forward into the fourth quarter. 
 
 
If you use the roll up method, you are basing the unit volume of materials on the quantities listed in the bill 
of materials for each item. It is essential that the information in bills of material be as accurate as possible, 
since the materials management department relies on this information to purchase materials and schedule 
production. However, what if the bill of materials information is incorrect, even if only by a small amount? 
Then, under the roll up method, that incorrect amount will be multiplied by the number of units to be 
produced in the budget period, which can result in quite a large error in the amount of materials used in the 
budget. 
 
The Direct Materials Budget (Historical Method) 
In a typical business environment, there may be a multitude of factors that impact the amount of direct 
materials as a percentage of sales, including scrap, spoilage, rework, purchasing quantities, and volatility 
in commodity prices. Many companies are unable to accurately capture these factors in their bills of 
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material, which makes it nearly impossible for them to create a reliable direct materials budget using the 
roll up method that was just described. 
 
In such cases, an alternative budget calculation is the historical method, under which you assume that the 
historical amount of direct materials, as a percentage of revenues, will continue to be the case during the 
budget period. This approach means that you copy forward the historical percentage of direct material costs, 
with additional line items to account for any budgeted changes in key assumptions. 
 
Under the historical method, adjust the projected amount of sales for any increase or decrease in production 
that is required for planned changes in the amount of ending inventory, and express the result as adjusted 
revenue. You can then multiply the adjusted revenue figure by the historical percentage of direct materials 
to arrive at the total direct materials cost required to achieve the production budget. Despite the need for 
these adjustments, it is much easier to create a direct materials budget using the historical method than by 
using the roll up method. 
 
EXAMPLE 
 
Milagro Corporation finds that its last direct materials budget, which was created using the roll up method, did not 
come anywhere near actual results. This year, Milagro wants to use the historical method instead, using the historical 
direct materials rate of 32% of revenues as the basis for the budget. To avoid having the company become complacent 
and not work toward lower direct material costs, the budget also includes several adjustment factors that are expected 
from several improvement projects. There is also an adjustment factor that addresses a likely change in the mix of 
products to be sold during the budget period. The budget model is: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Projected revenue $4,200,000 $5,000,000 $5,750,000 $8,000,000 
+/- planned ending inventory change -400,000 +100,000 +250,000 -350,000 
Adjusted revenue $3,800,000 $5,100,000 $6,000,000 $7,650,000 
     
Historical direct materials percentage 27.1% 27.1% 27.1% 27.1% 
+ / - Adjustment for product mix +3.4% +4.0% +1.8% -0.9% 
- Adjustment for scrap reduction 0.0% 0.0% -0.2% -0.2% 
- Adjustment for rework reduction 0.0% -0.1% -0.1% -0.1% 
= Adjusted direct materials percentage 30.5% 31.0% 28.6% 25.9% 
     
Total direct materials cost $1,159,000 $1,581,000 $1,716,000 $1,981,350 

 
 
The problem with the historical method is that it is based on a certain mix of products that were sold in the 
past, each possibly with a different proportion of direct materials to sales. It is unlikely that the same mix 
of products will continue to be sold through the budget period; thus, applying an historical percentage to a 
future period may yield an incorrect direct materials cost. You can mitigate this issue by including an ad-
justment factor in the budget (as was shown in the preceding example), which modifies the historical per-
centage for what is expected to be the future mix of product sales. 
 
The Direct Labor Budget 
The cost of direct labor is rarely variable. Instead, the production manager must retain experienced employ-
ees, which calls for paying them irrespective of the vagaries of the production schedule. Also, a production 
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operation usually calls for a certain minimum number of employees in order to crew the production lines 
or work cells – it is not possible to operate the equipment with fewer people. Because of this crewing 
requirement, a company must spend a certain minimum amount for direct labor personnel, irrespective of 
the actual quantity of items manufactured. The resulting direct labor budget, known as the crewing method, 
is quite simple. Just budget for the number of people needed to staff the production area, which tends to 
remain fixed within a certain range of production volumes. The following example illustrates the concept. 

EXAMPLE 
 
Milagro Corporation determines the fixed labor cost needed to crew an entire production line, and then makes adjust-
ments to the budget for those periods in which they expect production volumes to require the use of staff overtime. It 
uses this method with its titanium coffee grinder production line. This production line is staffed by eight people, and 
can produce 1,000 grinders per quarter with no overtime. The company expects to require additional production during 
the second quarter that will require the addition of two temporary workers to the production line. There are also plans 
for a 6% pay raise at the beginning of the fourth quarter. The direct labor budget for this production line is: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Coffee grinder line:     
Staffing headcount 8 10 8 8 
× Quarterly pay per person $10,400 $10,400 $10,400 $11,024 
= Total direct labor cost $83,200 $104,000 $83,200 $88,192 

 
 
The Manufacturing Overhead Budget 
The manufacturing overhead budget contains all manufacturing costs other than the costs of direct materials 
and direct labor. Expenses normally considered part of manufacturing overhead include: 

• Depreciation 
• Facilities maintenance 
• Factory rent 
• Factory utilities 
• Indirect materials, such as supplies 
• Insurance on the factory and inventory 
• Materials management staff compensation 
• Personal property taxes on manufacturing equipment 
• Production employee fringe benefits 
• Production employee payroll taxes 
• Production supervisor compensation 
• Quality assurance staff compensation 

 
The information in the manufacturing overhead budget becomes part of the cost of goods sold line item in 
the master budget. 
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EXAMPLE 
 
Milagro Corporation owns a division that produces coffee beanery equipment for third world countries. Milagro budg-
ets all raw materials and direct labor in the direct materials budget and direct labor budget, respectively. Its manufac-
turing overhead costs are stated in the manufacturing overhead budget as follows: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Production management salaries $142,000 $143,000 $144,000 $145,000 
Management payroll taxes 10,000 10,000 11,000 11,000 
Depreciation 27,000 27,000 29,000 29,000 
Facility maintenance 8,000 7,000 10,000 9,000 
Rent 32,000 32,000 32,000 34,000 
Personal property taxes 6,000 5,000 7,000 6,000 
Quality assurance expenses 3,000 3,000 3,000 3,000 
Utilities 10,000 10,000 10,000 12,000 

Total manufacturing overhead $238,000 $237,000 $236,000 $237,000 
 
The production management salaries line item contains the wages paid to the manufacturing supervisors, the purchas-
ing staff, and production planning staff, and gradually increases over time to reflect changes in pay rates. The depre-
ciation expense is relatively fixed, though there is an increase in the third quarter that reflects the purchase of new 
equipment. Both the freight and supplies expenses are closely linked to actual production volume, and so their amounts 
fluctuate in conjunction with planned production levels. The rent expense is a fixed cost, but does increase in the 
fourth quarter to reflect a scheduled rent increase. 
 
 
A step cost is a cost that does not change steadily, but rather at discrete points. Thus, it is a fixed cost within 
certain boundaries, outside of which it will change. Several of the larger expense line items in the manu-
facturing overhead budget are step costs, so they tend to be incurred when a certain production volume is 
reached, and then stay approximately the same until production volumes change to a significant extent. This 
means that some line items can be safely copied from the actual expenditures in the preceding year with 
only minor changes. For example, if the current production level requires a second shift, and a production 
supervisor for that shift, then the manufacturing overhead budget for the next year should include the salary 
of that supervisor as long as there is going to be a second shift. Examples of situations giving rise to step 
costs are: 

• Additional production line. If an entire production line is added, expect to incur step costs for all 
supporting staff, including materials management, supervision, and quality assurance personnel. 
There will also likely be an increase in the cost of utilities. 

• Additional shift. If the facility is to be kept open for a second or third shift, expect to incur step 
costs for additional supervisors, as well as increased utility costs to power the facility during the 
extra time period. 

 
Other expenses in this budget will require more analysis than the step costs just described. In particular, 
expenditures for the maintenance of machines and buildings can vary over time, depending upon the age of 
the assets being maintained and the need for large maintenance overhauls from time to time. For example, 
the expenditure for machinery maintenance may have been $100,000 in the preceding year, but can now be 
dropped to $50,000 in the new budget period because the company has replaced much of the equipment 
that had been requiring the bulk of the maintenance. 
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It is very difficult to run a facility at close to 100% of capacity. In this situation, equipment tends to break 
down more frequently, so a high utilization level requires additional overhead expenditures for parts, sup-
plies, and maintenance labor. 
 
The Sales and Marketing Budget 
Selling expenses are those costs incurred to demonstrate products to customers and obtain orders from 
them, while marketing expenses involve the positioning, placement, and advertising of a company’s prod-
ucts and services. More specifically, the following expenses fall within the general category of sales and 
marketing expenses: 

• Sales compensation. This is the cost of paying base salaries, wages, bonuses, and commissions to 
the sales staff. 

• Other compensation. This is the cost of the salaries and wages paid primarily to the marketing staff. 
• Order entry compensation. This is the wages paid to the order entry staff and its management. 
• Advertising and promotions. This is the set of activities managed by the marketing staff, and may 

include print advertising, Internet advertising, radio and television advertisements, billboards, cou-
pons, catalogs, direct mail solicitations, one-time promotions, samples, and so forth. 

• Research. This covers the expenses incurred by the marketing department to discover the optimal 
ways to promote products and services. 

• Office expenses. These are the usual expenses incurred to run an office, including rent, utilities, and 
supplies. 

 
Depending on the size of the department, it may be necessary to further subdivide the preceding expenses 
by functional area within the department. Specifically, consider separately tracking the performance of the 
following areas: 

• Direct selling to customers 
• Sales promotions 
• Market research 
• Customer service 
• Customer warranties 
• Selling activities by region 

 
The most common type of sales and marketing budget is one that itemizes expenses by type. This is a simple 
design that shows budgeted compensation, promotions, travel, office expenses, and so forth. An example 
of this budget format appears in the following exhibit. 
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Sales and Marketing Budget by Expense Type 

Expense Type Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Salaries and wages $270,000 $275,000 $320,000 $380,000 $1,245,000 
Commissions 10,000 70,000 120,000 140,000 340,000 
Payroll taxes 22,000 27,000 35,000 41,000 125,000 
Promotions 0 50,000 85,000 42,000 177,000 
Advertising 20,000 22,000 22,000 28,000 92,000 
Research 0 0 35,000 0 35,000 
Travel and entertainment 40,000 20,000 80,000 70,000 210,000 
Office expenses 15,000 15,000 21,000 21,000 72,000 
Other 5,000 5,000 5,000 5,000 20,000 

Totals $382,000 $484,000 $723,000 $727,000 $2,316,000 
 
Though the budget format by expense type is the most common, it also tends to hide what may be very 
important information at the sales region and customer level. Ideally, your primary sales and marketing 
budget should be by expense type, with additional budgeting at the territory and customer levels if you feel 
that the additional amount of budgeting investigation creates valuable information. 
 
If a company is organized by sales territory, recast the sales and marketing budget to determine the projected 
level of expenditures by territory. This is particularly important if most of the sales staff is assigned to 
specific territories, since this means that most of the cost structure of the company is oriented toward the 
territory format. You can then match territory gross margins with territory sales and marketing costs to 
determine earnings by territory. A typical format for such a budget appears in the following exhibit. 
 

Sales and Marketing Budget by Territory 

Sales Territory Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Department overhead $250,000 $255,000 $255,000 $260,000 $1,020,000 
      
Northeast region      

Compensation 400,000 410,000 430,000 450,000 1,690,000 
Promotions 65,000 0 75,000 0 140,000 
Travel 23,000 23,000 25,000 25,000 96,000 
Other 18,000 19,000 19,000 19,000 75,000 
Subtotal $506,000 $452,000 $549,000 $494,000 $2,001,000 

      
North central region      

Compensation 450,000 600,000 620,000 630,000 2,300,000 
Promotions 75,000 0 80,000 0 155,000 
Travel 31,000 33,000 35,000 39,000 138,000 
Other 20,000 24,000 26,000 26,000 96,000 
Subtotal $576,000 $657,000 $761,000 $695,000 $2,689,000 

      
Totals $1,332,000 $1,364,000 $1,565,000 $1,449,000 $5,710,000 
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Diminishing Returns Analysis 
A company will find that, after it achieves a certain amount of sales volume, the cost of generating addi-
tional sales goes up. This is caused by a variety of factors, such as having to offer more product features, 
ship products into more distant sales regions, increase warranty coverage, and so forth. Thus, the cost of 
obtaining each incremental sale will eventually reach the point where there is no further profit to be gained. 
 
The concept of diminishing returns analysis is a useful one for the sales manager, since he or she should 
realize that it requires a gradual proportional increase in the sales and marketing budget over time in order 
to continue to increase sales. You cannot simply assume that the costs incurred in the preceding year to 
generate a certain sales volume can be applied to the next tranche of projected sales growth. 
 

The concept of diminishing returns is difficult to calculate precisely, since it can appear in varying degrees 
throughout the budget. Here are some areas to be aware of: 

• Incremental sales staff. If you add a sales person to an existing sales territory, it is likely that the 
existing sales staff is already handling the easiest sales, which means that the new hire will have to 
work harder to gain a smaller amount of sales than the average salesperson. You can estimate this 
reduced amount and build it into the budget. 

• Incremental advertising. If you launch a new advertising campaign designed to bring in new cus-
tomers, does the campaign target a smaller group than had been the case with previous campaigns, 
or is the targeted group one with less income to spend? Has research shown that increasing amounts 
of advertising result in incrementally fewer sales? If so, is there an optimal advertising expenditure 
level beyond which the return on funds expended declines? 

• Incremental region. When you add a new geographic area, consider how the new region varies 
from the company’s existing sales territories. If it has a less dense population, it may be more 
expensive to contact them regarding a sale. If there is entrenched competition, expect a lower mar-
ket share than normal. If products must be converted for use in a different language, how does the 
cost of doing so alter the product profit? 

• Incremental product. If you add a product to an existing product line, will the new addition canni-
balize the sales of other products in the product line? 

• Incremental sales channel. When you add a new sales channel, does it cannibalize the sales of an 
existing channel? What is the cost of the infrastructure required to maintain the new channel? Will 
the new channel damage the company’s relations with distributors or retailers? 

 
This discussion does not mean that the sales manager should not push for continual sales growth, only that 
a detailed analysis is needed to clarify the diminishing returns that will be generated from the increased 
sales, and to ensure that those returns are noted in the budget. 
 
The Research and Development Budget 
The amount of funds to allocate to the research and development (R&D) budget can be an extraordinarily 
difficult discussion, for there is no correct answer – a small amount carefully invested can have an enormous 
payback, while a large investment can be frittered away among a variety of ho-hum projects. Still, there are 
several ways to generate a general estimate of how much funding to assign to R&D. They are: 

• Historical. If a certain funding level has worked for the company in the past, then consider using it 
again – adjusted for inflation. 

• Industry benchmark. If the industry as a whole spends a certain proportion of sales on R&D, this 
at least gives an indication of the level of spending required to compete over the long term. Better 
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yet, isolate the same metric for just the top-performing competitors, since their level of R&D spend-
ing is more likely to be your target. 

• Best in class benchmark. Look outside of the industry for companies that do a very good job on 
their R&D, and match their spending level as a proportion of sales. This is a particularly important 
approach when your company is in a moribund industry where R&D spending is minimal, and you 
want to take a different approach. 

• Percent of cash flow. Management may be willing to spend a certain proportion of its available 
cash on R&D on an ongoing basis, irrespective of what competitors are spending. This is a much 
better approach than apportioning a percentage of net income to R&D, since net income does not 
necessarily equate to cash flow, and a commitment to spend a certain proportion of net income 
could lead to a cash shortage. 

 
No matter what method is used to derive the appropriate funding level, senior management should settle 
upon the minimum R&D funding level that must be maintained over the long term in order to remain com-
petitive in the industry, and be sure never to drop below that figure. 

The R&D budget is typically comprised of the following expense categories: 

• Compensation and benefits. Compensation tends to be the largest R&D expenditure. 
• Contract services. It is common to shift some research work to independent laboratories that spe-

cialize in particular types of work. In some cases, virtually all R&D work may be contracted out, 
in which case this becomes the largest R&D expenditure category. 

• Consumable supplies. In some types of R&D, the staff may use (or destroy) a significant amount 
of supplies as part of its work. Depending on the situation, this can be a major expense. 

• Office expenses. These are the standard operational costs of running a department, such as utilities 
and office rent. 

• Depreciation on equipment. There will be recurring depreciation charges for any fixed assets used 
by the R&D staff. 

• Amortization of acquired intangible assets. If a company has acquired a patent or other intangible 
asset from another entity, it will likely have to amortize the asset over its useful life. 

 
There are three general formats you can use to construct an R&D budget. They are: 

• Integrated into engineering department. If the amount of funds expended on R&D is minor, you 
do not have to budget for it separately. Instead, include it within the budget for the engineering 
department, either aggregated into a single line item or spread among the various expense line items 
attributable to that department. 

• Treated as a separate department. If the expenditures associated with specific projects are rela-
tively minor, and the R&D staff is occupied with several projects at the same time, it may be suf-
ficient to simply aggregate all expenses into a department-level budget for R&D, and not attempt 
to further assign expenses to specific projects. 

• Treated as projects within a department. If there are significant expenditures that can be traced to 
individual projects, consider creating an R&D budget that clearly shows which projects are ex-
pected to consume funds. 

 
The following two examples show the budget reporting format for treating R&D as a separate department 
with no further subdivision by project, and for revealing projects within the department. 
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Sample R&D Budget at the Department Level 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Compensation $150,000 $150,000 $160,000 $165,000 $625,000 
Contract services 320,000 180,000 450,000 250,000 1,200,000 
Consumable supplies 25,000 25,000 25,000 25,000 100,000 
Office expenses 8,000 8,000 9,000 9,000 34,000 
Depreciation 10,000 10,000 10,000 10,000 40,000 
Amortization 15,000 15,000 15,000 15,000 60,000 

Totals $528,000 $388,000 $669,000 $474,000 $2,059,000 
 
 

Sample R&D Budget at the Project Level 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 Total 
Department overhead $23,000 $24,000 $24,000 $26,000 $97,000 
      
Project Alpha      

Compensation 82,000 82,000 84,000 84,000 332,000 
Contract services 65,000 65,000 75,000 70,000 275,000 
Other 15,000 18,000 18,000 20,000 71,000 

Project subtotal 162,000 165,000 177,000 174,000 678,000 
      
Project Beta      

Compensation 40,000 60,000 60,000 60,000 220,000 
Contract services 35,000 30,000 30,000 30,000 125,000 
Other 5,000 7,000 7,000 10,000 29,000 

Project subtotal 80,000 97,000 97,000 100,000 374,000 
      
Totals $265,000 $286,000 $298,000 $300,000 $1,149,000 

 
Note in the second example that not all expenses could be assigned to a specific project, so they were instead 
listed separately from the projects under the “department overhead” designation. 
 
The Administration Budget 
The administration budget contains all of the expenses that are not directly involved in the provision of 
products or services to customers, or their sale to customers. This usually means that the departments ap-
pearing in the following exhibit are included in the administration budget. 
 



Accountants Guidebook 
 

403 

Departments Included in the Administration Budget 

Accounting Human resources Public relations 
Corporate Information technology Risk management (insurance) 
Facilities Internal auditing Treasury 
 Legal  

In a larger company, there may be individual budgets for each of these departments, rather than an admin-
istration department.  
 
The expense line items generally included in the administration budget appear in the following exhibit. 
 

Expenses Appearing in the Administration Budget 

Audit fees Director fees Payroll taxes 
Bank fees Dues and subscriptions Property taxes 
Charitable contributions Employee benefits Rent 
Compensation Insurance Supplies 
Consulting fees Legal fees Travel and entertainment 
Depreciation  Utilities 

 
The information in the administration budget is not directly derived from any other budgets. Instead, man-
agers use the general level of corporate activity to determine the appropriate amount of expenditure. When 
creating this budget, consider the following issues: 

• Compensation. The largest item in this budget is usually employee compensation, so pay particular 
attention to the formulation of this amount and test it for reasonableness. 

• Historical basis. The amounts in this budget are frequently carried forward from actual results in 
the preceding year. This may be reasonable, but some costs may disappear due to the termination 
of a contract, or increase due to contractually scheduled price increases. 

• Step costs. Determine when any step costs may be incurred, such as additional staff to support 
reporting requirements when a company goes public, and incorporate them into the budget. 

• Zero base analysis. It may be useful to occasionally re-create the administration budget from the 
ground up, justifying the need for each expense. This is a time-consuming process, but may uncover 
a few expense items that can be eliminated. 

 
The following example illustrates the basic layout of an administration budget. 
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EXAMPLE 
 
Milagro Corporation compiles the following administration budget, which is organized by expense line item: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Audit fees $35,000 $0 $0 $0 
Bank fees 500 500 500 500 
Insurance 5,000 5,500 6,000 6,000 
Payroll taxes 10,000 10,500 10,500 11,000 
Property taxes 0 25,000 0 0 
Rent 11,000 11,000 11,000 14,000 
Salaries 140,000 142,000 144,000 146,000 
Supplies 2,000 2,000 2,000 2,000 
Travel and entertainment 4,500 8,000 4,000 4,000 
Utilities 2,500 3,000 3,000 4,000 
Other expenses 1,500 1,500 1,500 2,000 

Total expenses $212,000 $209,000 $182,500 $189,500 
 
The CEO of Milagro likes to restate the administration budget by department, so that he can assign responsibility for 
expenditures to the managers of those departments. This results in the following variation on the same budget: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Accounting department $130,500 $102,500 $102,000 $108,000 
Corporate department 30,000 30,000 30,000 30,000 
Human resources department 19,500 19,500 18,000 19,000 
IT department 25,000 25,000 25,000 25,000 
Treasury department 7,000 7,000 7,500 7,500 
Unassigned expenses 0 25,000 0 0 

Total expenses $212,000 $209,000 $182,500 $189,500 
 
The reconfigured administration budget contains an “unassigned expenses” line item for property taxes, since man-
agement does not believe that expense is specifically controllable by any of the administrative departments. 
 
 
The preceding example reveals a common characteristic of most line items in the administration budget, 
which is that most costs are fixed over the short term, and so only vary slightly from period to period. The 
exceptions are pay increases and scheduled events, such as audits. Otherwise, the main reason for a sudden 
change in an administrative expense is a step cost, such as increasing the headcount. 
 
The Compensation Budget 
The key goals of a compensation budget are to itemize the pay rates of all employees, the dates on which 
you expect to alter their pay, and all associated payroll taxes. This budget is usually contained within the 
various departmental budgets. We describe it separately here, because it involves several unique budgeting 
issues. 
 
The compensation budget in the following example separates the calculation of compensation, social secu-
rity taxes, Medicare taxes, and federal unemployment taxes. The separate calculation of these items is the 
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only way to achieve a reasonable level of accuracy in the calculation of payroll taxes, since there are dif-
ferent tax rates and wage caps associated with each of the taxes. The pertinent information related to each 
of the indicated payroll taxes appears in the following exhibit. 
 

Payroll Tax Information 

Tax Type Tax Rate 2020 Wage Cap 
Social security 6.20% $137,700 
Medicare 1.45% No cap 
Federal unemployment 0.80% $7,000 

 
In a lower-wage environment, there may be few employees whose pay exceeds the social security wage 
cap, which makes the social security tax budget quite simple to calculate. However, in situations where 
compensation levels are quite high, expect to meet social security wage caps within the first two or three 
quarters of the year. Given the size of the social security match paid by employers, it is especially important 
to budget for the correct amount of tax; otherwise, the compensation budget could be inaccurate by a sig-
nificant amount. 
 
The simplest of the tax calculations is for the Medicare tax, since there is no wage cap for it. We have 
presented its calculation in the example as a table in which we calculate it for each individual employee. 
However, given the lack of a wage cap, you can more easily create a budget for it with a single line item 
that multiplies total compensation in every budget period by the Medicare tax rate. 
 
Given the size of the social security and Medicare expenses, the paltry amount of the federal unemployment 
tax may seem like an afterthought. However, since it is based on a very low wage cap, nearly all of the 
expense is incurred in the first calendar quarter of each year, where it represents a modest expense bump. 
Some companies create a separate budget schedule for this expense, just to ensure that the correct amount 
is included in the first quarter of each year. Others find the cost to be so insignificant that they do not track 
it. 
These concepts are noted in the following example, where we present separate budgets for base pay, social 
security, Medicare, and federal unemployment taxes, and then aggregate them into a master compensation 
budget. 
 
EXAMPLE 
 
Milagro Corporation is starting up a small group that will deal with research concerning the flavor of Kenyan and 
Ethiopian coffee beans. The company decides to create a separate compensation budget for the group, which includes 
five employees. The compensation budget is as follows, with quarters in which pay raises are scheduled being high-
lighted. Note that the annual salary is stated in each calendar quarter. 
 
Base Pay Budget 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Erskin, Donald $75,000 $75,000 $79,500 $79,500 
Fells, Arnold 45,000 46,250 46,250 46,250 
Gainsborough, Amy 88,000 88,000 88,000 91,500 
Harmon, Debra 68,500 68,500 70,000 70,000 
Illescu, Adriana 125,000 125,000 125,000 125,000 

Annual compensation $401,500 $402,750 $408,750 $412,250 
Quarterly compensation $100,375 $100,688 $102,188 $103,063 
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Social Security Budget (6.2% tax, $137,700 wage cap) 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Erskin, Donald $1,163 $1,163 $1,232 $1,232 
Fells, Arnold 698 717 717 717 
Gaisborough, Amy 1,364 1,364 1,364 1,418 
Harmon, Debra 1,062 1,062 1,085 1,085 
Illescu, Adriana 1,938 1,938 1,938 1,938 

Totals $6,225 $6,244 $6,336 $6,390 
 
Medicare Budget (1.45% tax, no wage cap) 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Erskin, Donald $272 $272 $288 $288 
Fells, Arnold 163 168 168 168 
Gaisborough, Amy 319 319 319 332 
Harmon, Debra 248 248 254 254 
Illescu, Adriana 453 453 453 453 

Totals $1,455 $1,460 $1,482 $1,495 
 
Federal Unemployment Tax Budget (0.8% tax, $7,000 wage cap) 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Erskin, Donald $56 $0 $0 $0 
Fells, Arnold 56 0 0 0 
Gaisborough, Amy 56 0 0 0 
Harmon, Debra 56 0 0 0 
Illescu, Adriana 56 0 0 0 

Totals $280 $0 $0 $0 
 
Milagro then shifts the summary totals from each of the preceding tables into a master compensation budget, as fol-
lows: 
 
Master Compensation Budget 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Total base pay $100,375 $100,688 $102,188 $103,063 
Total social security 6,225 6,244 6,336 6,390 
Total Medicare 1,455 1,460 1,482 1,495 
Total unemployment 280 0 0 0 

Grand totals $108,335 $108,392 $110,006 $110,948 
 
 
In the preceding example, compensation is shown in each quarter on an annualized basis, since it is easier 
to review the budget for errors when the information is presented in this manner. The information is then 
stepped down to a quarterly basis, which is used to calculate payroll taxes. 
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Overtime is difficult to predict at the level of an individual employee, but can be estimated at a more 
aggregated level. It is easiest to use the historical proportion of overtime hours, adjusted for expectations 
in the budget period. This means that you can multiply an overtime percentage by the aggregate amount of 
employee compensation to derive the amount of budgeted overtime pay. The following example illustrates 
the concept. 
 
EXAMPLE 
 
Milagro Corporation operates a production line for which the sales season is November through January. Milagro 
prefers to deactivate the production line for the first half of the calendar year and then run it with substantial employee 
overtime during the third quarter and a portion of the fourth quarter of the year. This results in the following overtime 
budget, which also assumes that a production crew is still working during the first half of the year – they just happen 
to be working on other production lines. 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Total wage expense $250,000 $255,000 $270,000 $240,000 
Overtime percentage 0% 2% 28% 12% 
Overtime pay $0 $5,100 $75,600 $28,800 
     
Social security for overtime pay $0 $316 $4,687 $1,786 
Medicare for overtime pay 0 $74 $1,096 $418 
     
Total overtime compensation $0 $390 $5,783 $2,204 

 
There is no calculation of the federal unemployment tax in the overtime budget, since that amount has such a low 
wage cap that the maximum amount would already have been included in the compensation budget. 
 
 
The trouble with the overtime calculation format just presented is that it does not account for the social 
security wage cap, which is calculated at the level of the individual employee. It is easiest to simply assume 
that the wage cap is never reached, which may result in some excess amount of social security tax being 
budgeted. Realistically, few employees who are paid on an hourly basis will exceed the wage cap, so this 
should be a minor issue for most companies. 
 
The Budgeted Income Statement 
The core of the master budget is the budgeted income statement. It is derived from nearly all of the budgets 
that we have already discussed, and looks quite a bit like a standard income statement. This is a sufficient 
summarization of the budget for many companies, because they are primarily concerned with financial 
performance. However, some companies may still have an interest in their projected financial position 
(especially cash), which is contained in the balance sheet. Since the balance sheet is more difficult to derive 
than the income statement, they may be content to use a rough calculation of ending cash position whose 
components are mostly derived from information already in the budget. The sample income statement in 
the following exhibit contains this rough estimation of the ending cash balance in each period. 
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Sample Budgeted Income Statement 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Revenue $2,200,000 $2,425,000 $2,500,000 $2,545,000 
     
Cost of goods sold:     

Direct labor expense 220,000 253,000 253,000 253,000 
Direct materials expense 767,000 838,000 831,000 840,000 
Manufacturing overhead 293,000 293,000 309,000 310,000 

Total cost of goods sold 1,280,000 1,384,000 1,393,000 1,403,000 
Gross margin $920,000 $1,041,000 $1,107,000 $1,142,000 
     
Sales and marketing 315,000 351,000 374,000 339,000 
Administration 453,500 452,500 435,000 447,000 
Research and development 50,000 52,000 54,000 55,500 
Profits before taxes $101,500 $185,500 $244,000 $300,500 
Income taxes 35,500 65,000 85,500 105,000 
Profits after taxes $66,000 $120,500 $158,500 $195,500 
     
Cash flow:     

Beginning cash $50,000 -$52,500 $77,500 $7,000 
+ Net profit 66,000 120,500 158,500 195,500 
+ Depreciation 19,500 17,500 18,000 18,000 
- Capital purchases -38,000 -8,000 -47,000 -28,000 
- Dividends -150,000 0 -200,000 0 

Ending cash -$52,500 $77,500 $7,000 $192,500 
 
The calculation of ending cash is appended to the budgeted income statement because it is partly derived 
from the net income figure located directly above it in the budget. Also, if a company does not intend to 
create a balance sheet, it is practical to include a cash calculation on the same page as the income statement. 
 

The trouble with the ending cash measurement presented in the sample is that it is not complete. It does not 
incorporate any timing delays for when cash may be received or issued, and it also does not factor in the 
impact of changes in working capital. Thus, it can present inaccurate estimates of cash flow. For a more 
detailed derivation of ending cash, we need a balance sheet. The compilation of that document is discussed 
in the next section. 

The Budgeted Balance Sheet 
The balance sheet is difficult to derive as part of the budgeting process, because little of the information 
derived through the budgeting process is designed for it. Instead, you need to make a variety of estimates 
to approximate the amounts of various asset and liability line items as of the end of each budgeted reporting 
period. The key elements of the balance sheet that require estimation are accounts receivable, inventory, 
fixed assets, and accounts payable. We will address the derivation of these items in the following sub-
sections. 
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Accounts Receivable 

Accounts receivable is the amount of sales made on credit that have not yet been paid by customers. It is 
closely correlated with sales, with a delay measured using days sales outstanding (DSO). DSO is calculated 
as: 
 

Accounts receivable 
Annual sales ÷ 365 days 

 
You then apply the DSO figure to projected credit sales during the budget period to determine the amount 
of accounts receivable outstanding at any given time. 
 
EXAMPLE 
 
Milagro Corporation has a division whose annual sales are $10 million. Its accounts receivable balance at the end of 
the most recent month was $1,400,000. Its DSO is calculated as: 
 

$1,400,000 accounts receivable 
$10,000,000 annual sales ÷ 365 days 

 
= 51 days sales outstanding 

 
Thus, it takes an average of 51 days for Milagro to collect an account receivable. In its balance sheet budget, Milagro 
would record as accounts receivable the current month’s sales plus 21/30ths of the sales budgeted in the immediately 
preceding month. Thus, Milagro’s budgeted receivables would be calculated as follows for a four-month sample pe-
riod: 
 

 December* January February March 
Credit sales $790,000 $810,000 $815,000 $840,000 
     
Receivables for month -- 810,000 815,000 840,000 
Receivables from prior month -- 553,000 567,000 571,000 
Total receivables in balance sheet -- $1,363,000 $1,382,000 $1,411,000 

* Prior year 
 
 
An alternative approach for calculating the amount of accounts receivable is to calculate the percentage of 
credit sales that are collected within the month of sales and then within each of the next 30-day time buckets, 
and apply these layers of collections to a calculation of the ending accounts receivable in each budget pe-
riod. The following example illustrates the concept. 
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EXAMPLE 
 
Milagro Corporation’s accountant decides to use an alternative method for deriving the ending accounts receivable 
balance for the division described in the preceding example. The accountant finds that, historically, the following 
percentages of credit sales are paid within the stated time periods: 
 

 Percent Paid Percent Unpaid 
In month of sale 10% 90% 
In following month 65% 25% 
In 2nd month 18% 7% 
In 3rd month 5% 2% 
In 4th month 2% 0% 

Total 100%  
 
The accountant then uses the following table to derive the ending accounts receivable balance for the month of Janu-
ary, which is part of the budget period. The information from the preceding three months is needed to derive the ending 
accounts receivable balance in January. 
 

 October 
(prior year) 

November 
(prior year) 

December 
(prior year) 

 
January 

Credit sales $815,000 $820,000 $790,000 $810,000 
     
90% of January sales    729,000 
25% of December sales    198,000 
7% of November sales    57,000 
2% of October sales    16,000 

Total ending accounts receivable    $1,000,000 
 
 
A truly detailed model would assume an even longer collection period for some receivables, which may 
extend for twice the number of months shown in the model. If you choose to use this method, the increased 
accuracy from adding more months to the model does not appreciably improve the accuracy of the ending 
accounts receivable figure. Thus, restrict the accounts receivable layering to no more than three or four 
months. 
 
The receivables layering method is clearly more labor intensive than the DSO method, though it may result 
in slightly more accurate results. In the interests of modeling efficiency, we prefer the DSO method. It 
requires much less space in the budget model, is easy to understand, and produces reasonably accurate 
results. 
 
Inventory 

There should be a relatively constant relationship between the level of sales and the amount of inventory 
on hand. Thus, if you can calculate the historical number of days of inventory on hand and then match it 
against the budgeted amount of cost of goods sold through the budget period, you can estimate the amount 
of inventory that should be on hand at the end of each budget period. The calculation of the days of inven-
tory on hand is: 
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Inventory 
Annual cost of goods sold ÷ 365 days 

The estimation concept is shown in the following example. 
 
EXAMPLE 
 
Milagro Corporation has a division that manufactures industrial-grade coffee bean roasters. It maintains a substantial 
amount of raw materials and finished goods. The company calculates the days of inventory on hand for the preceding 
quarter as follows: 
 

$1,000,000 ending inventory 
$1,875,000 quarterly cost of goods sold ÷ 91 days 

 
= 49 days of inventory on hand 

 
Milagro expects that the division will continue to have roughly the same proportion of inventory to sales throughout 
the budget period, so it uses the same days of inventory on hand calculation to derive the ending inventory for each 
budget period as follows: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Cost of goods sold (quarterly) $1,875,000 $2,000,000 $2,100,000 $1,900,000 
Cost of goods sold (monthly) 625,000 667,000 700,000 633,000 
     
Days of inventory assumption 49 days 49 days 49 days 49 days 
Ending inventory* $1,021,000 $1,089,000 $1,143,000 $1,034,000 

* Calculated as monthly cost of goods sold × (49 days ÷ 30 days) 
 
The calculation reduces the quarterly cost of goods sold to a monthly figure, so that it can more easily be compared to 
the days of inventory on hand. 
 
 
Fixed Assets 

The amount and timing of expenditures for fixed assets come from the capital budgeting process (see the 
Capital Budgeting chapter), and are easily transferred into a fixed asset table that can be used as a source 
document for the budgeted balance sheet. Further, it may be useful to include in the schedule a standard 
amount of capital expenditures for each new employee hired; this typically includes the cost of office fur-
niture and computer equipment. Finally, there will always be unforeseen asset purchases, so be sure to 
reserve some funds for them. 
 
In addition, you can add to the table a calculation of the depreciation associated with newly-acquired assets. 
Also include an estimate of the depreciation associated with existing assets, which you can easily derive 
either from your fixed asset tracking spreadsheet or software. This information is used in the budgeted 
income statement. 
 
The following example illustrates the concepts of scheduling fixed assets and depreciation. 
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EXAMPLE 
 
Milagro Corporation plans to hire 10 administrative staff into one of its divisions during the budget year, and also 
plans to buy a variety of fixed assets. The following schedule itemizes the major types of fixed assets and the timing 
of their acquisition. It also includes a summary of the depreciation for both the existing and to-be-acquired assets. 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Fixed asset purchases:     

Furniture and fixtures $28,000 $0 $0 $32,000 
Office equipment 0 40,000 0 0 
Production equipment 100,000 25,000 80,000 0 
Vehicles 32,000 0 32,000 0 
Unspecified purchases 15,000 15,000 15,000 15,000 

Subtotal $175,000 $80,000 $127,000 $47,000 
     
Purchases for new hires:     

Headcount additions 3 2 1 4 
$6,000 × New hires $18,000 $12,000 $6,000 $24,000 

     
Total fixed asset purchases $193,000 $92,000 $133,000 $71,000 
     
Depreciation on new purchases:     

Furniture and fixtures (7 year) $1,000 $1,000 $1,000 $2,142 
Office equipment (5 year) 0 2,000 2,000 2,000 
Production equipment (10 year) 2,500 3,125 5,125 5,125 
Vehicles (5 year) 1,600 1,600 3,200 3,200 
Unspecified purchases (5 year) 750 1,500 2,250 3,000 

Subtotal $5,850 $9,225 $13,575 $15,467 
Depreciation on existing assets 108,000 107,500 105,000 99,500 

Total depreciation $113,850 $116,725 $118,575 $114,967 
 
 
Accounts Payable 

You can estimate accounts payable with a reasonable amount of precision, because there is usually a con-
stant relationship between the level of credit purchases from suppliers and the amount of unpaid accounts 
payable. Thus, if you can calculate the days of accounts payable that are usually on hand, then you can 
relate it to the estimated amount of credit purchases per accounting period and derive the ending accounts 
payable balance. The formula for accounts payable days is: 
 

Accounts payable 
Annual credit purchases ÷ 365 

 
The estimation concept is illustrated in the following example. 
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EXAMPLE 
 
Milagro Corporation has a division whose annual purchases on credit in the past year were $4,250,000. Its average 
accounts payable balance during that period was $410,000. The calculation of its accounts payable days is: 
 

$410,000 accounts payable 
$4,250,000 annual credit purchases ÷ 365 

 
= 35 accounts payable days 

 
Milagro expects that the division will continue to have roughly the same proportion of credit terms with its suppliers 
through the budget period, so it uses the same accounts payable days amount to derive the ending accounts payable 
for each budget period as follows: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Purchases on credit (monthly) $350,000 $380,000 $390,000 $400,000 
     
Accounts payable days assumption 35 days 35 days 35 days 35 days 
Ending accounts payable* $408,000 $443,000 $455,000 $467,000 

* Calculated as monthly purchases on credit × (35 days ÷ 30 days) 
 
 
The problem with the calculation of accounts payable is where to find the information about credit pur-
chases. To calculate the amount of credit purchases, start with the total expenses for the measurement period 
and subtract from it all payroll and payroll tax expenses, as well as depreciation and amortization. There 
are other adjusting factors, such as expense accruals and payments made in cash, but this simple calculation 
should approximate the amount of purchases on credit. 
 
Additional Estimation Elements 

There are a few other line items in the balance sheet that require estimation for the budget period. These 
items are usually adjusted manually, rather than through the use of any formulas. They are: 

• Prepaid expenses. This line item includes expenses that were paid in advance, and which therefore 
may be charged to expense at some point during or after the budget period. Examples of prepaid 
expenses are prepaid rent and insurance. These items may not change in proportion to the level of 
general corporate activity, so it is best to track them on a separate spreadsheet and manually deter-
mine when there will be additions to and deletions from the account. 

• Other assets. There are likely to be a smorgasbord of stray assets on a company’s books that are 
aggregated into this account. Examples of other assets are rent deposits, payroll advances, and ac-
counts receivable from company officers. As was the case with prepaid expenses, these items may 
not change in proportion to the level of corporate activity, so track them separately and manually 
adjust the budget for any changes in them. 

• Income taxes payable. If a company is earning a taxable profit, then it must make estimated tax 
payments on the 15th days of April, June, September, and December. You can either schedule these 
payments to equal the tax paid in the previous year, or a proportion of the actual tax liability in the 
budget year. Budgeting for this liability based on the tax paid in the previous year is quite simple. 
If you choose to instead budget for a liability equal to a proportion of the actual tax liability in the 
budget year, then use the effective tax rate expected for the entire year. 

If you are budgeting for this liability based on the net income in the budget year, it can be 
difficult to estimate. You may be using accelerated depreciation for the calculation of taxable 
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income, as well as other deferred tax recognition strategies that cause a difference between taxable 
and actual net income. If such is the case, track these differences in a supporting budget schedule. 

• Accrued liabilities. There may be a variety of accrued liabilities, such as unpaid vacation time, 
unpaid wages, and unpaid property taxes. In some cases, such as property taxes, the liability is 
unlikely to vary unless the company alters its property ownership, and so can be safely extended 
through the budget period with no alterations. In other cases, such as unpaid vacation time and 
unpaid wages, there is a direct correlation between the general level of corporate activity (such as 
headcount) and the amount of the liability. In these cases, use a formula to adjust the liability based 
on the appropriate underlying measure of activity. 

• Notes payable. This can encompass loans and leases. Most of these items are on fixed repayment 
schedules, so a simple repayment table is usually sufficient for tracking the gradual reduction of 
notes payable. Also, the amount of each periodic debt repayment should be deducted from the 
amount of cash on hand. Additions to the notes payable line are addressed in the financing budget. 

• Equity. The equity section of the balance sheet is composed of a beginning balance that is rolled 
forward from the previous period, a retained earnings balance into which you incorporate any gains 
and losses as the budget period progresses over time, and various equity-related financing issues 
that are addressed in the financing budget. 

 
The Cash Line Item 

After filling in all other parts of the balance sheet, the cash line item becomes the “plug” entry to make the 
statement balance. Just because you enter an amount in the cash line item does not mean that the company 
will necessarily generate that amount of cash. An early iteration of a budgeted balance sheet has a strange 
way of revealing an astonishing surplus of cash! Instead, once you have created the initial version of the 
balance sheet, test it to see if all of the line items are reasonable. Use the following techniques to do so: 

• Growth impact. If the company is planning on substantial growth, this means that the investment 
in accounts receivable and inventory should grow significantly, which will consume cash. Con-
versely, if the company plans to shrink, it should be converting these same items into cash. Thus, 
if the proposed balance sheet appears to be retaining a consistent amount of working capital through 
the budget period, irrespective of the sales level, you probably need to revise the working capital 
line items. 

• Historical comparison. Compare all line items in the proposed balance sheet to the same line items 
in the balance sheet for various periods in the preceding year. Are the numbers about the same, or 
are they approximately in the same proportions to each other? If not, investigate why there are 
differences. 

• Turnover analysis. Compare the amount of accounts receivable, inventory, and accounts payable 
turnover in the proposed budget to the actual turnover ratios for these items in the preceding year. 
Unless you are making significant structural changes in the business, it is likely that the same turn-
over ratios should apply to the budget period. 

 
If you are satisfied that the budgeted balance sheet appears reasonable after these tests, then the cash line 
item may also be considered achievable. 
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The Financing Budget 
Once a first draft of the budget has been prepared and a preliminary balance sheet constructed, you will 
have an idea of the cash requirements of the business, and can then construct a financing budget. 
 

This budget addresses the need of a business for more cash. You can construct a financing budget that 
addresses this need in two ways: 

• Obtain a loan. At a minimum, it is usually possible to obtain an asset-based loan (i.e., one that is 
backed by a company’s accounts receivable and inventory). However, these loans are also limited 
to a proportion of those assets, and so may not be overly large. Other loans that are not tied to assets 
usually carry a substantially higher interest rate. 

• Sell stock. If the existing shareholders are amenable, consider selling stock in the company to cur-
rent or new investors. Unlike a loan, there is no obligation to pay the money back, so this addition 
to equity reduces the financial risk of the company. However, investors expect a high return on 
their investment through an increase in the value of the company or increased dividends. 

 
In addition to these financing solutions, also consider going back into the main budget and making one or 
more of the following changes, thereby altering the amount of cash needed by the business: 

• Cost reduction. There may be some parts of the business where expenses can be pruned in order to 
fund more activities elsewhere. Across-the-board reductions are usually a bad idea, since some 
parts of the business may already be running at a minimal expenditure level, and further reductions 
would cut into their performance. 

• Discretionary items. If there are discretionary expenditures in the budget whose absence will not 
have an immediate impact on the business, consider reducing or eliminating them or changing the 
date on which you purchase them. 

• Dividends. If there are dividends planned that have not yet been authorized by the board of direc-
tors, consider either reducing them or delaying the payment date. 

• Sales growth. If the budgeted level of sales is creating a significant requirement for more working 
capital and capital expenditures, consider reducing the amount of planned growth to meet the 
amount of financing that you have available. 

• Sell assets. If there is a strong need for cash that is driven by an excellent business opportunity, it 
may be time to sell off assets in lower-performing parts of the business and invest the funds in the 
new opportunity. 

 
Once you have made all of the preceding adjustments, construct the financing budget. It should contain an 
itemization of the cash position as stated in the budgeted balance sheet, after which you itemize the various 
types of financing needed to ensure that the company maintains a positive cash balance at all times. In 
addition, there should be a section that derives from the balance sheet the total amount that the company 
can potentially borrow against its assets; this establishes an upper limit on the amount of borrowing.  The 
following example illustrates the concept of the financing budget. 
 



Accountants Guidebook 
 

416 

EXAMPLE 
 
Milagro Corporation has completed a first draft of its budget, and finds that there are several cash shortfalls during 
the budget period. The accountant constructs the following financing budget to address the problem. 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 
Available asset base:     

Ending inventory $1,200,000 $1,280,000 $1,310,000 $1,350,000 
Ending trade receivables 1,800,000 1,850,000 1,920,000 1,980,000 
     
Allowable inventory (60%) 720,000 768,000 786,000 810,000 
Allowable receivables (80%) 1,440,000 1,480,000 1,536,000 1,584,000 

Total borrowing base $2,160,000 $2,248,000 $2,322,000 $2,394,000 
     
Preliminary ending cash balance -$320,000 -$480,000 -$600,000 -$680,000 
     
Debt Funding:     
Beginning loan balance $2,000,000    

Available debt* 160,000 88,000 74,000 72,000 
Adjusted ending cash balance -$160,000 -$232,000 -$278,000 -$286,000 
     
Equity Funding:     
Stock issuance 400,000 0 0 0 
Final ending cash balance $240,000 $168,000 $122,000 $114,000 

* Calculated as the total borrowing base minus existing debt 
 
The financing budget reveals that Milagro has already used most of the debt available under its loan agreement, and 
is only able to incrementally borrow in each quarter as the amount of underlying assets gradually increases. To fund 
the remaining cash shortfall, Milagro plans to sell $400,000 of stock to investors in the first quarter. This not only 
provides enough cash to cover the projected shortfall, but also leaves a small residual cash buffer. 
 
 
If the financing budget includes a provision for more debt, include a line item in the budgeted income 
statement to address the associated incremental increase in interest expense. This means that there is a 
feedback loop between the financing budget and the balance sheet from which it draws its beginning cash 
balance; your financing solutions may impact the beginning cash balance upon which the financing budget 
is based, which in turn may impact the amount of financing needed. 
 
The Compiled Balance Sheet 

The budgeted balance sheet is derived from the all of the preceding discussions in this section about the 
components of the balance sheet. The balance sheet should be compiled in two parts: a detailed compilation 
that contains a variety of calculations, and a summary-level version that is indistinguishable from a normal 
balance sheet. The following sample of a detailed balance sheet compilation includes a discussion of each 
line item. The numbers in the sample are irrelevant – we are only showing how the balance sheet is con-
structed. 
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Sample Detailed Balance Sheet Compilation 

Line Item Source Amount 
Assets   
Cash The amount needed to equalize both sides of the balance sheet $225,000 
Accounts receivable Based on sales by period and days receivables outstanding 450,000 
Inventory Based on cost of goods sold by period and days of inventory on 

hand 520,000 

Prepaid expenses Based on beginning balance and adjusted for specific changes 55,000 
Fixed assets Based on beginning balance and changes in the capital budget 1,490,000 

Accumulated deprecia-
tion 

Based on beginning balance and changes in the capital budget -230,000 

Other assets Based on beginning balance and adjusted for specific changes 38,000 
Total assets  $2,548,000 

   
Liabilities   
Accounts payable Based on credit purchases and days of accounts payable $182,000 
Accrued liabilities Based on schedule of specific liabilities or based on corporate 

activity 99,000 

Income taxes payable Based on either the tax paid in the previous year or a proportion 
of the actual tax liability in the current year 75,000 

Notes payable Based on the beginning balance 720,000 
- Debt repayments Based on a schedule of required repayments -120,000 
+ New debt From the financing budget 90,000 
Total liabilities  $1,046,000 
   
Equity   
Retained earnings Based on the beginning balance 802,000 
- Dividends As per management instructions -75,000 
- Treasury stock purchases As per management instructions -50,000 
+ Profit/loss From the budgeted income statement 475,000 
+ Stock sales From the financing budget 350,000 
Total equity  $1,502,000 
   
Total liabilities and equity  $2,548,000 

 
Summary 
This chapter has addressed how to compile an annual budget, using a variety of supporting schedules to 
create a budgeted income statement and balance sheet. When creating this budget, be careful to examine 
how well the various elements of the budget support each other, and whether the budgeted outcome is a 
reasonable extension of how well the company has performed in the past. If not, recommend another itera-
tion of the budget to correct these potential problem areas. If senior management instead elects to operate 
under the current budget version, it is likely that actual results will soon depart from budgeted expectations. 
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Despite the length of this chapter, it is actually a relatively brief treatment of the budgeting concept. For a 
more comprehensive view of budgeting, and also a discussion of how to operate without a budget, see the 
author’s Budgeting book, which is available on the accountingtools.com website. 
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Chapter 25 - Review Questions  
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. An increase in the number of product versions offered tends to result in: 

a. A decrease in inventory levels 
b. An increase in inventory levels 
c. No change in inventory levels 
d. A reduction in the amount of obsolete inventory 

 
2. The direct materials roll up method involves: 

a. Applying the historical cost percentage to budgeted sales 
b. Adding up the materials cost for each item in the direct materials budget to arrive at a total 
c. Multiplying units by actual costs 
d. Multiplying units by standard costs 
 

3. The following expenses are normally found in the research and development budget, except for: 

a. Consumable supplies 
b. Depreciation 
c. Commissions 
d. Contract services 
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Chapter 26 - Capital Budgeting 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• State the methods used to examine proposed fixed asset purchases, and their outcomes after being 
installed. 

 
Introduction 
Capital budgeting is a series of analysis steps used to evaluate whether a fixed asset should be purchased, 
usually including an analysis of the costs, related benefits, and impact on capacity levels of the prospective 
purchase. In this chapter, we will address a broad array of issues that you should consider when deciding 
whether to recommend the purchase of a fixed asset, as well as the lease versus buy decision, and post-
acquisition auditing. 
 
Overview of Capital Budgeting 
The normal capital budgeting process is for the management team to request proposals to acquire fixed 
assets from all parts of the company. Managers respond by filling out a standard request form, outlining 
what they want to buy and how it will benefit the company. The financial analyst or accountant then assists 
in reviewing these proposals to determine which are worthy of an investment. Any proposals that are ac-
cepted are included in the annual budget, and will be purchased during the next budget year. Fixed assets 
purchased in this manner also require a certain number of approvals, with more approvals required by in-
creasingly senior levels of management if the sums involved are substantial. 
 
These proposals come from all over the company, and so are likely not related to each other in any way. 
Also, the number of proposals usually far exceeds the amount of funding available. Consequently, manage-
ment needs a method for ranking the priority of projects, with the possible result that some proposals are 
not accepted at all. The traditional method for doing so is net present value (NPV) analysis, which focuses 
on picking proposals with the largest amount of discounted cash flows. 
 
The trouble with NPV analysis is that it does not account for how an investment might impact the profit 
generated by the entire system of production; instead, it tends to favor the optimization of specific work 
centers, which may have no particular impact on overall profitability. Also, the results of NPV are based 
on future projections of cash flows, which may be wildly inaccurate. Managers may even tweak their cash 
flow estimates upward in order to gain project approval, when they know that actual cash flows are likely 
to be lower. Given these issues, we favor constraint analysis over NPV, though NPV is also discussed in 
this chapter. 
 
A better method for judging capital budget proposals is constraint analysis, which focuses on how to max-
imize use of the bottleneck operation. The bottleneck operation is the most constricted operation in a com-
pany; if you want to improve the overall profitability of the company, concentrate all attention on manage-
ment of that bottleneck. This has a profound impact on capital budgeting, since a proposal should have 
some favorable impact on that operation in order to be approved. 
 
There are two scenarios under which certain project proposals may avoid any kind of bottleneck or cash 
flow analysis. The first is a legal requirement to install an item. The prime example is environmental equip-
ment, such as smokestack scrubbers, that are mandated by the government. In such cases, there may be 
some analysis to see if costs can be lowered, but the proposal must be accepted, so it will sidestep the normal 
analysis process. 
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The second scenario is when a company wants to mitigate a high-risk situation that could imperil the com-
pany. In this case, the emphasis is not on profitability at all, but rather on the avoidance of a situation. If so, 
the mandate likely comes from top management, so there is little additional need for analysis, other than a 
review to ensure that the lowest-cost alternative is selected. 
 
A final scenario is when there is a sudden need for a fixed asset, perhaps due to the catastrophic failure of 
existing equipment or a strategic shift. These purchases can happen at any time, and so usually fall outside 
of the capital budget’s annual planning cycle. It is generally best to require more than the normal number 
of approvals for these items, so that management is made fully aware of the situation. Also, if there is time 
to do so, they are worthy of an unusually intense analysis, to see if they really must be purchased at once, 
or if they can be delayed until the next capital budgeting approval period arrives. 
 
Once all items are properly approved and inserted into the annual budget, this does not end the capital 
budgeting process. There is a final review just prior to actually making each purchase, with appropriate 
approval, to ensure that the company still needs each fixed asset. 
 
The last step in the capital budgeting process is to conduct a post-implementation review, in which you 
summarize the actual costs and benefits of each fixed asset, and compare these results to the initial projec-
tions included in the original application. If the results are worse than expected, this may result in a more 
in-depth review, with particular attention being paid to avoiding any faulty aspects of the original proposal 
in future proposals. 
 
Bottleneck Analysis 
Under constraint analysis, the key concept is that an entire company acts as a single system, which generates 
a profit. Under this concept, capital budgeting revolves around the following logic: 

1. Nearly all of the costs of the production system do not vary with individual sales; that is, nearly 
every cost is an operating expense; therefore, 

2. You need to maximize the throughput (revenues minus totally variable costs) of the entire system 
in order to pay for the operating expense; and 

3. The only way to increase throughput is to maximize the throughput passing through the bottleneck 
operation. 

 
Consequently, give primary consideration to those capital budgeting proposals that favorably impact the 
throughput passing through the bottleneck operation. 
 
This does not mean that all other capital budgeting proposals will be rejected, since there are a multitude of 
possible investments that can reduce costs elsewhere in a company, and which are therefore worthy of 
consideration. However, throughput is more important than cost reduction, since throughput has no theo-
retical upper limit, whereas costs can only be reduced to zero. Given the greater ultimate impact on profits 
of throughput over cost reduction, any non-bottleneck proposal is simply not as important. 
 
Net Present Value Analysis 
Any capital investment involves an initial cash outflow to pay for it, followed by a mix of cash inflows in 
the form of revenue, or a decline in existing cash flows that are caused by expense reductions. We can lay 
out this information in a spreadsheet to show all expected cash flows over the useful life of an investment, 
and then apply a discount rate that reduces the cash flows to what they would be worth at the present date. 
A discount rate is the interest rate used to discount a stream of future cash flows to their present value. 
Depending upon the application, typical rates used as the discount rate are a firm's cost of capital or the 
current market rate. This cash flows calculation is known as net present value. 
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Net present value is the traditional approach to evaluating capital proposals, since it is based on a single 
factor – cash flows – that can be used to judge any proposal arriving from anywhere in a company. However, 
the net present value method can be a poor evaluation method if you suspect that the cash flows used to 
derive an analysis are incorrect. 
 
EXAMPLE 
 
Milagro Corporation is planning to acquire an asset that it expects will yield positive cash flows for the next five years. 
Its cost of capital is 10%, which it uses as the discount rate to construct the net present value of the project. The 
following table shows the calculation: 
 

 
Year 

 
Cash Flow 

10% Discount 
Factor 

 
Present Value 

0 -$500,000 1.0000 -$500,000 
1 +130,000 0.9091 +118,183 
2 +130,000 0.8265 +107,445 
3 +130,000 0.7513 +97,669 
4 +130,000 0.6830 +88,790 
5 +130,000 0.6209 +80,717 
  Net Present Value -$7,196 

 
The net present value of the proposed project is negative at the 10% discount rate, so Milagro should not invest in the 
project. 
 
 
In the “10% Discount Factor” column, the factor becomes smaller for periods further in the future, because 
the discounted value of cash flows is reduced as they progress further from the present day. The discount 
factor is widely available in textbooks, or can be derived from the following formula: 
 

Present value of a 
future cash flow 

 Future cash flow 
= ----------------------------------------------------------------------- 
 (1 + Discount rate)squared by the number of periods of discounting 

 
To use the formula for an example, if we forecast the receipt of $100,000 in one year, and are using a 
discount rate of 10 percent, then the calculation is: 
 

Present 
value 

 $100,000 
= ------------ 
 (1+.10)1 

 
Present value = $90,909 
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A net present value calculation that truly reflects the reality of cash flows will likely be more complex than 
the one shown in the preceding example. It is best to break down the analysis into a number of sub-catego-
ries, so that you can see exactly when cash flows are occurring and with what activities they are associated. 
Here are the more common contents of a net present value analysis: 

• Asset purchases. All of the expenditures associated with the purchase, delivery, installation, and 
testing of the asset being purchased. 

• Asset-linked expenses. Any ongoing expenses, such as warranty agreements, property taxes, and 
maintenance, that are associated with the asset. 

• Contribution margin. Any incremental cash flows resulting from sales that can be attributed to the 
project. 

• Depreciation effect. The asset will be depreciated, and this depreciation shelters a portion of any 
net income from income taxes, so note the income tax reduction caused by depreciation. 

• Expense reductions. Any incremental expense reductions caused by the project, such as automation 
that eliminates direct labor hours. 

• Tax credits. If an asset purchase triggers a tax credit (such as for a purchase of energy-reduction 
equipment), note the amount of the credit. 

• Taxes. Any income tax payments associated with net income expected to be derived from the asset. 
• Working capital changes. Any net changes in inventory, accounts receivable, or accounts payable 

associated with the asset. Also, when the asset is eventually sold off, this may trigger a reversal of 
the initial working capital changes. 

 
By itemizing the preceding factors in a net present value analysis, you can more easily review and revise 
individual line items. 
 
We have given priority to bottleneck analysis over net present value as the preferred method for analyzing 
capital proposals, because bottleneck analysis focuses on throughput. The key improvement factor is 
throughput, since there is no upper limit on the amount of throughput that can be generated, whereas there 
are only so many operating expenses that can be reduced. This does not mean that net present value should 
be eliminated as a management tool. It is still quite useful for operating expense reduction analysis where 
throughput issues are not involved. 
 
The Payback Method 
The most discerning method for evaluating a capital budgeting proposal is its impact on the bottleneck 
operation, while net present value analysis yields a detailed review of cash flows. The simplest and least 
accurate evaluation technique is the payback method. This approach is still heavily used, because it provides 
a very fast “back of the envelope” calculation of how soon a company will earn back its investment. This 
means that it provides a rough measure of how long a company will have its investment at risk before 
earning back the original amount expended. There are two ways to calculate the payback period, which are: 

1. Simplified. Divide the total amount of an investment by the average resulting cash flow. This ap-
proach can yield an incorrect assessment, because a proposal with cash flows skewed far into the 
future can yield a payback period that differs substantially from when actual payback occurs. 

2. Manual calculation. Manually deduct the forecasted positive cash flows from the initial investment 
amount from Year 1 forward, until the investment is paid back. This method is slower, but ensures 
a higher degree of accuracy. 
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EXAMPLE 
 
Milagro Corporation has received a proposal from a manager, asking to spend $1,500,000 on equipment that will 
result in cash inflows in accordance with the following table: 
 

Year Cash Flow 
1 +$150,000 
2 +150,000 
3 +200,000 
4 +600,000 
5 +900,000 

 
The total cash flows over the five-year period are projected to be $2,000,000, which is an average of $400,000 per 
year. When divided into the $1,500,000 original investment, this results in a payback period of 3.75 years. However, 
the briefest perusal of the projected cash flows reveals that the flows are heavily weighted toward the far end of the 
time period, so the results of this calculation cannot be correct. 
 
Instead, the accountant runs the calculation year by year, deducting the cash flows in each successive year from the 
remaining investment. The results of this calculation are: 
 

Year Cash Flow Net Invested Cash 
0  -$1,500,000 
1 +$150,000 -1,350,000 
2 +150,000 -1,200,000 
3 +200,000 -1,000,000 
4 +600,000 -400,000 
5 +900,000 0 

 
The table indicates that the real payback period is located somewhere between Year 4 and Year 5. There is $400,000 
of investment yet to be paid back at the end of Year 4, and there is $900,000 of cash flow projected for Year 5. The 
accountant assumes the same monthly amount of cash flow in Year 5, which means that he can estimate final payback 
as being just short of 4.5 years. 
 
 
The payback method is not overly accurate, does not provide any estimate of how profitable a project may 
be, and does not take account of the time value of money. Nonetheless, its extreme simplicity makes it a 
perennial favorite in many companies. 
 
Capital Budget Proposal Analysis 
Reviewing a capital budget proposal does not necessarily mean passing judgment on it exactly as presented. 
You can attach a variety of suggestions to your analysis of the proposal, which management may incorpo-
rate into a revised proposal. Here are some examples: 

• Asset capacity. Does the asset have more capacity than is actually needed under the circumstances? 
Is there a history of usage spikes that call for extra capacity? Depending on the answers to these 
questions, consider using smaller assets with less capacity. If the asset is powered, this may also 
lead to reductions in utility costs, installation costs, and floor space requirements. 
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• Asset commoditization. Wherever possible, avoid custom-designed machinery in favor of standard 
models that are readily available. By doing so, it is easier to obtain repair parts, and there may even 
be an aftermarket for disposing of the asset when the company no longer needs it. 

• Asset features. Managers have a habit of wanting to buy new assets with all of the latest features. 
Are all of these features really needed? If an asset is being replaced, it is useful to compare the 
characteristics of the old and new assets, and examine any differences between the two to see if 
they are required. If the asset is the only model offered by the supplier, would the supplier be willing 
to strip away some features and offer it at a lower price? 

• Asset standardization. If a company needs a particular asset in large quantities, adopt a policy of 
always buying from the same manufacturer, and preferably only buying the same asset every time. 
By doing so, the maintenance staff becomes extremely familiar with the maintenance requirements 
of several identical machines, and only has to stock replacement parts for one model. 

• Bottleneck analysis. As noted earlier in this chapter, assets that improve the amount of throughput 
in a production operation are usually well worth the investment, while those not impacting the 
bottleneck require substantially more justification, usually in the direction of reducing operating 
expenses. 

• Extended useful life. A manager may be applying for an asset replacement simply because the orig-
inal asset has reached the end of its recommended useful life. But is it really necessary to replace 
the asset? Consider conducting a formal review of these assets to see if they can still be used for 
some additional period of time. There may be additional maintenance costs involved, but this will 
almost certainly be lower than the cost of replacing the asset. 

• Facility analysis. If a capital proposal involves the acquisition of additional facility space, consider 
reviewing any existing space to see if it can be compressed, thereby eliminating the need for more 
space. For example, shift storage items to less expensive warehouse space, shift from offices to 
more space-efficient cubicles, and encourage employees to work from home or on a later shift. If 
none of these ideas work, at least consider acquiring new facilities through a sublease, which tends 
to require shorter lease terms than a lease arranged with the primary landlord. 

• Monument elimination. A company may have a large fixed asset around which the rest of the pro-
duction area is configured; this is called a monument. If there is a monument, consider adopting a 
policy of using a larger number of lower-capacity assets. By doing so, you avoid the risk of having 
a single monument asset go out of service and stopping all production, in favor of having multiple 
units among which work can be shifted if one unit fails. 

 
The sponsors of capital proposals frequently do not appreciate this additional review of their proposals, 
since it implies that they did not consider these issues themselves. Nonetheless, the savings can be substan-
tial, and so are well worth the aggravation of dealing with annoyed managers. 
 
If the additional review indicates some promising alternatives that may substantially reduce the cost of a 
proposal, if not eliminate it entirely, then it may be politically wise to route the proposed changes through 
the controller or chief financial officer, who may have the clout to force a serious review of the alternatives 
by the project sponsor. 
 
The Outsourcing Decision 
It may be possible to avoid a capital purchase entirely by outsourcing the work to which it is related. By 
doing so, the company may be able to eliminate all assets related to the area (rather than acquiring more 
assets), while the burden of maintaining a sufficient asset base now shifts to the supplier. The supplier may 
even buy the company’s assets related to the area being outsourced. This situation is a well-established 
alternative for high technology manufacturing, as well as for information technology services, but is likely 
not viable outside of these areas. 
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If you are in a situation where outsourcing is a possibility, the likely cash flows resulting from doing so will 
be highly favorable for the first few years, as capital expenditures vanish. However, the supplier must also 
earn a profit and pay for its own infrastructure, so the cost over the long term will probably not vary dra-
matically from what a company would have experienced if it had kept a functional area in-house. There are 
three exceptions that can bring about a long-term cost reduction. They are: 

• Excess capacity. A supplier may have such a large amount of excess capacity already that it does 
not need to invest further for some time, thereby potentially depressing the costs that it would oth-
erwise pass through to its customers. However, this excess capacity pool will eventually dry up, so 
it tends to be a shorter-term anomaly. 

• High volume. There are some outsourcing situations where the supplier is handling such a massive 
volume of activity from multiple customers that its costs on a per-unit basis decline below the costs 
that a company could ever achieve on its own. This situation can yield long-term savings to a com-
pany. 

• Low costs. A supplier may locate its facility and work force in low-cost countries or regions within 
countries. This can yield significant cost reductions in the short term, but as many suppliers use the 
same technique, it is driving up costs in all parts of the world. Thus, this cost disparity is useful for 
a period of time, but is gradually declining as a long-term option. 

 
There are risks involved in shifting functions to suppliers. First, a supplier may go out of business, leaving 
the company scrambling to shift work to a new supplier. Second, a supplier may gradually ramp up prices 
to the point where the company is substantially worse off than if it had kept the function in-house. Third, 
the company may have so completely purged the outsourced function from its own operations that it is now 
completely dependent on the supplier, and has no ability to take the work back in-house. Fourth, the sup-
plier’s service level may decline to the point where it is impairing the ability of the company to operate. 
And finally, the company may have entered into a multi-year deal, and cannot escape from the contract if 
the business arrangement does not work out. These are significant issues, and must be weighed as part of 
the outsourcing decision. 
 
The cautions noted here about outsourcing do not mean that it should be avoided as an option. On the 
contrary, a rapidly growing company that has minimal access to funds may cheerfully hand off multiple 
operations to suppliers in order to avoid the up-front costs associated with those operations. Outsourcing is 
less attractive to stable, well-established companies that have better access to capital. 
 
In summary, outsourcing is an attractive option for rapidly growing companies that do not have sufficient 
cash to pay for capital expenditures, but also carries with it a variety of risks involving shifting key functions 
to a supplier over which a company may not have a great deal of control. 
 
The Capital Budgeting Application Form 
Most companies require managers to fill out a standardized form for all capital budgeting proposals. The 
type of information included in the form will vary, depending on whether you are basing the approval 
decision on bottleneck considerations or the results of a net present value analysis. However, the header 
section of the form will likely be the same in all circumstances. It identifies the project, its sponsor, the date 
on which it was submitted, and a unique product identification number that is filled in by the recipient.  A 
sample header appears in the following exhibit. 
 

Sample Application Header 

Project name: 50 ton coffee roaster 
Project sponsor: J. R. Valdez 
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Submission date: May 28 Project number: 2020-14 
 
If a proposal is for a legal requirement or a risk mitigation issue, then it is absolved from most analysis, and 
will likely move to the top of the approved project list. Consequently, the form should contain a separate 
section for these types of projects, and involve a different set of approvers. The corporate attorney may be 
involved, as well as anyone involved in risk management. A sample block in the application form for legal 
and risk mitigation issues appears in the following exhibit. 
 

Sample Legal and Risk Mitigation Block 

  Required Approvals 
Initial cash flow: -$250,000 All proposals Susan Lafferty 
Year 1 cash flow: -10,000  Attorney 
Year 2 cash flow: -10,000   
Year 3 cash flow: -10,000 < $100,000 George Mason 
  Risk Officer 
Describe legal or risk mitigation issue:   
Construction of coffee grounds firing facility, per new zon-
ing requirements 

$100,000+ Fred Scurry 
 President 

 
If you elect to focus on bottleneck considerations for capital budgeting approvals, then include the following 
block of text in the application form. This block focuses on the changes in cash flow that are associated 
with a capital expenditure. The block requests an itemization of the cash flows involved in the purchase 
(primarily for finance planning considerations), followed by requests for information about how the invest-
ment will help the company – via an improvement in throughput, a reduction in operating costs, or an 
increase in the return on investment. In the example, note that the primary improvement used as the basis 
for the proposal is the improvement in throughput. This also leads to an enhancement of the return on 
investment. There is an increase in the total net operating cost, which represents a reduction in the positive 
effect of the throughput, and which is caused by the annual $8,000 maintenance cost associated with the 
investment. 
 
The approvals for a bottleneck-related investment change from the ones shown previously for a legal or 
risk mitigation investment. In this case, a process analyst should verify the information include in the block, 
to ensure that the applicant’s claims are correct. The supervisor in whose area of responsibility the invest-
ment falls should also sign off, thereby accepting responsibility for the outcome of the investment. A higher-
level manager, or even the board of directors, should approve any really large investment proposals. 
 

Sample Bottleneck Approval Block 

  Required Approvals 
Initial cash flow: -$125,000 All proposals Monica Byers 
Year 1 cash flow: -8,000  Process Analyst 
Year 2 cash flow: -8,000   
Year 3 cash flow: -8,000 < $100,000 Al Rogers 
   Responsible Supervisor 
Net throughput change:* +$180,000   
  $100,000+ Fred Scurry 
Net operating cost change:* +$8,000  President 
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Change in ROI:* +0.08%   

* On an annual basis 

If you do not choose to use a bottleneck-oriented application, then the following block may be useful in-
stead. It is based on the more traditional analysis of net present value. Also consider using this block as a 
supplement to the bottleneck block just noted, in case some managers prefer to work with both sets of 
information. 
 

Sample Net Present Value Approval Block 

 
Year 

Cash Out 
(payments) 

Cash In 
(Revenue) 

Incremental 
Tax Effect 

 
Totals 

0 -$1,000,000   -$1,000,000 
1 -25,000 +$200,000 +$8,750 +183,750 
2 -25,000 +400,000 -61,250 +313,750 
3 -25,000 +400,000 -61,250 +313,750 
4 -25,000 +400,000 -61,250 +313,750 
5 -25,000 +400,000 -61,250 +313,750 
Totals -$1,125,000 +$1,800,000 -$236,250 +$438,750 
   Tax Rate: 35% 
  Hurdle Rate: 12% 
  Net Present Value: +$13,328 

 
The net present value block requires the presentation of cash flows over a five-year period, as well as the 
net tax effect resulting from this specific transaction. The tax effect is based on $25,000 of maintenance 
expenses in every year shown, as well as $200,000 of annual depreciation, and a 35% incremental tax rate. 
Thus, in Year 2, there is $400,000 of revenue, less $225,000 of depreciation and maintenance expenses, 
multiplied by 35%, resulting in an incremental tax effect of $61,250. 
 
The block then goes on to state the corporate hurdle rate, which is 12% in the example. We then discount 
the stream of cash flows from the project at the hurdle rate of 12%, which results in a positive net present 
value of $13,328. Based on just the net present value analysis, this appears to be an acceptable project. 
 
The text blocks shown here contain much of the key information that management should see before it 
decides whether to approve a capital investment. In addition, there should be a considerable amount of 
supporting information that precisely describes the nature of the proposed investment, as well as backup 
information that supports each number included in the form. 
 
The Post Installation Review 
It is important to conduct a post installation review of any capital expenditure project, to see if the initial 
expectations for it were realized. If not, then the results of this review can be used to modify the capital 
budgeting process to include better information. 
 
Another reason for having a post installation review is that it provides a control over those managers who 
fill out the initial capital budgeting proposals. If they know there is no post installation review, they can 
wildly overstate the projected results of their projects with impunity, just to have them approved. Of course, 
this control is only useful if it is conducted relatively soon after a project is completed. Otherwise, the 



Accountants Guidebook 
 

429 

responsible manager may have moved on in his career, and can no longer be tied back to the results of his 
work. 
 
It is even better to begin a post installation review while a project is still being implemented, and especially 
when the implementation period is expected to be long. This initial review gives senior management a good 
idea of whether the cost of a project is staying close to its initial expectations. If not, management may need 
to authorize more vigorous management of the project, scale it back, or even cancel it outright. 
 
If the post implementation review results in the suspicion that a project proposal was unduly optimistic, this 
brings up the question of how to deal with the responsible manager. At a minimum, the proposal reviews 
can flag any future proposals by this reviewer as suspect, and worthy of especially close attention. 
 
EXAMPLE 
 
Milagro Corporation has just completed a one-year project to increase the amount of production capacity at its primary 
coffee roasting facility. The original capital budgeting proposal was for an initial expenditure of $290,000, resulting 
in additional annual throughput of $100,000 per year. The actual result is somewhat different. The accountant’s report 
includes the following text: 
 

Findings: The proposal only contained the purchase price of the equipment. However, since the machinery 
was delivered from Columbia, Milagro also incurred $22,000 of freight charges and $3,000 in customs fees. 
Further, the project required the installation of a new concrete pad, a breaker box, and electrical wiring that 
cost an additional $10,000. Finally, the equipment proved to be difficult to configure, and required $20,000 
of consulting fees from the manufacturer, as well as $5,000 for the raw materials scrapped during testing. 
Thus, the actual cost of the project was $350,000. 
 
Subsequent operation of the equipment reveals that it cannot operate without an average of 20% downtime 
for maintenance, as opposed to the 5% downtime that was advertised by the manufacturer. This reduces 
throughput by 15%, which equates to a drop of $15,000 in throughput per year, to $85,000. 
 
Recommendations: To incorporate a more comprehensive set of instructions into the capital budgeting pro-
posal process to account for transportation, setup, and testing costs. Also, given the wide difference between 
the performance claims of the manufacturer and actual results, to hire a consultant to see if the problem is 
caused by our installation of the equipment; if not, we recommend not buying from this supplier in the future. 

 
 
The Lease versus Buy Decision 
Once the asset acquisition decision has been made, management still needs to decide if it should buy the 
asset outright or lease it. In a leasing situation, a lessor buys the asset and then allows the lessee to use it in 
exchange for a monthly fee. The decision to use a lease may be based on management’s unwillingness to 
use its line of credit or other available sources of financing to buy an asset. Leases can be easier to obtain 
than a line of credit, since the lease agreement always designates the asset as collateral. Collateral is an 
asset that a borrower has pledged as security for a loan. The lender has the legal right to seize and sell the 
asset if the borrower is unable to pay back the loan by an agreed date. 
 

There are a multitude of factors that a lessor includes in the formulation of the monthly rate that it charges, 
such as the down payment, the residual value of the asset at the end of the lease, and the interest rate, which 
makes it difficult to break out and examine each element of the lease. Instead, it is much easier to create 
separate net present value tables for the lease and buy alternatives, and then compare the results of the two 
tables to see which is the better alternative. 
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EXAMPLE 
 
Milagro Corporation is contemplating the purchase of an asset for $500,000. It can buy the asset outright, or do so 
with a lease. Its cost of capital is 8%, and its incremental income tax rate is 35%. The following two tables show the 
net present values of both options. 
 

Buy Option 

 
Year 

 
Depreciation 

Income Tax 
Savings (35%) 

Discount 
Factor (8%) 

Net Present 
Value 

0    -$500,000 
1 $100,000 $35,000 0.9259 32,407 
2 100,000 35,000 0.8573 30,006 
3 100,000 35,000 0.7938 27,783 
4 100,000 35,000 0.7350 25,725 
5 100,000 35,000 0.6806 23,821 
To-
tals $500,000 $175,000  $360,258 

 
Lease Option 

 
Year 

Pretax Lease 
Payments 

Income Tax 
Savings (35%) 

After-Tax 
Lease Cost 

Discount 
Factor (8%) 

Net Present 
Value 

1 $135,000 47,250 $87,750 0.9259 $81,248 
2 135,000 47,250 87,750 0.8573 75,228 
3 135,000 47,250 87,750 0.7938 69,656 
4 135,000 47,250 87,750 0.7350 64,496 
5 135,000 47,250 87,750 0.6806 59,723 
To-
tals $675,000 $236,250 $438,750  $350,351 

 
Thus, the net purchase cost of the buy option is $360,258, while the net purchase cost of the lease option is $350,351. 
The lease option involves the lowest cash outflow for Milagro, and so is the better option. 
 
 
Summary 
This chapter addressed a variety of issues you should consider when deciding whether to recommend the 
purchase of a fixed asset. We put less emphasis on net present value analysis, which has been the primary 
capital budgeting tool in industry for years, because it does not take into consideration the impact on 
throughput of a company’s bottleneck operation. The best capital budgeting analysis process is to give top 
priority to project proposals that have a strong favorable impact on throughput, and then use net present 
value to evaluate the impact of any remaining projects on cost reduction.  
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Chapter 26 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. Net present value analysis can be a poor choice for capital budgeting analysis because: 

a. It uses a risk-adjusted discount rate 
b. It does not include the impact of depreciation on income taxes 
c. Cash flow projections may be inaccurate 
d. Managers tend to be conservative with their cash flow projections 

 
2. Scenarios that can legitimately bypass a net present value or constraint analysis are: 

a. Contractual obligations from suppliers 
b. Legal requirements and high-risk situations 
c. Improvements impacting the inventory buffer 
d. Improvements impacting downstream capacity 

 
3. You should consider outsourcing to avoid a fixed asset investment when: 

a. The supplier is located in a low-cost region 
b. The supplier does not have excess capacity 
c. The supplier does not have high production volume 
d. The supplier wants escalation clauses 
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Chapter 27 - Business Ratios 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Cite the calculation methods employed for those ratios most applicable to the role of the accountant. 
 
Introduction 
The accountant is usually expected to provide some analysis alongside the financial statements, as well as 
of other financial aspects of the business. The starting point of this analysis is typically a standard set of 
ratios. When a ratio indicates a problem, the accountant then investigates the underlying reasons in more 
detail, and reports any actionable findings back to management. In this chapter, we describe a selection of 
the more useful ratios that can form the foundation of an accountant’s analysis responsibilities. We address 
ratios and calculations for sales and earnings performance, expenses, liquidity, return on equity, the size of 
various asset groups, and the performance of the sales department. 
 
What to Measure 
When setting up a measurement system, a key concern is what to measure. Employees have a strong ten-
dency to improve whatever is being measured, so focusing their attention on the wrong measurement can 
lead to results that are injurious to a business. Here are several examples of the issue: 

• Sales growth. A common focus of attention is period-over-period increases in sales. Typically, a 
business starts with a small number of products and customer accounts that are sufficiently profit-
able to pay for additional rounds of sales growth. However, these additional rounds of growth may 
come at the expense of profitability, which gradually declines. In particular, there is a danger of 
specifically targeting customers only to obtain more sales volume, with no regard to how they will 
contribute to profits. 

• Expense growth. Management may closely monitor expenses in order to keep expense growth in 
check. However, doing so may lead to the reduction of several key discretionary expenses, such as 
research and development, that are needed to fund future growth. 

• Days sales outstanding. A commonly-followed metric is days sales outstanding, which compares 
the amount of receivables to sales. The number of days sales outstanding should generally be kept 
as low as possible, thereby reducing the investment in accounts receivable. However, an undue 
focus on this measurement could lead to the restriction of credit to customers, which will in turn 
result in reduced sales. 

• Square feet per person. One of the larger expenses in most organizations is the cost of facilities, 
which means that the number of square feet per person may be closely monitored. A typical out-
come of this focus is the installation of large numbers of cubicles. However, some employees, such 
as engineers, require minimal noise in order to concentrate on their work, and so must have a certain 
amount of square feet of office space in order to function effectively. 

 
Consequently, the selection of the most appropriate measurements is crucial. Management should consider 
the negative impact of using a particular measurement before rolling it out, and should also monitor the 
results of its use. In some cases, it may be necessary to terminate a measurement at once, to keep contrary 
behavior from occurring. 
 
There is no ideal set of measurements to follow. Instead, measurements must be tailored to the circum-
stances in which a business finds itself. For example, a company whose investors are willing to plow money 
into the business in order to obtain significant market share may be willing to focus solely on sales growth, 
even at the expense of profits. Conversely, a company in a monopoly position in a low-growth industry 
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may have a greater interest in maximizing cash flow. Or, if a market demands a constant flow of new 
products, the emphasis may instead be on the time required to generate new products. 
 
The focus of a business may change over time, necessitating a change in measurements. Most commonly, 
a business will shift from an initial growth phase to a low-growth situation, and so alters its measurements 
to focus less on sales and more on profitability. The same issue arises when a business enters a new market. 
It is entirely possible that different rules apply to each market, which requires the use of different measure-
ments. For example, a business may sell its goods through a chain of retail stores, as well as through an 
Internet-based direct sales channel. The measurements for the retail stores may include a same-store sales 
growth trend line, while the Internet store may require a measurement for the number of page views con-
verted into sales. In short, a completely different set of measurements may be required for each market in 
which a company competes; there may be no common measurements that are applicable to all of the mar-
kets. 
 
Measurement Consistency 
When a measurement is being presented for multiple periods, the calculation should be identical for all 
periods presented. For example, the inclusion of sales in a return on sales figure should always be net sales, 
not gross sales in one period and net sales in others. Otherwise, results will be so unreliable that managers 
will learn not to rely upon the presented information. There are several steps that can be taken to ensure a 
high degree of measurement consistency. Consider the following: 

• Audits. Have the company’s internal auditors occasionally review the measurements to ensure that 
they are being consistently calculated, and report to a senior manager if this is not the case. 

• Standards sheet. Create a report on which are listed the calculations for all measurements. This 
standards sheet can be distributed to all recipients of measurement reports, as well as anyone whose 
performance is being monitored through the measurements. By doing so, everyone is aware of 
exactly how measurements are being developed. 

• Measurement locks. Ideally, measurements should be included in the financial statements report 
writer, and then locked down with password access. By doing so, it is very difficult for anyone to 
adjust the calculations without proper authorization. 

 
An issue with the use of a standards sheet is that the person responsible for reporting measurements will be 
pressured by those employees whose performance is being monitored through the measurements. This pres-
sure will take the form of requests to use alternative calculations that cast the employees’ performance in a 
better light. To counteract this pressure, require the accountant to seek the approval of a senior manager 
(such as the president) before any measurement calculation changes are allowed. 
 
Measurement Timing 
The timing of measurements can have an impact on the extent to which the information is acted upon. Of 
particular concern is avoiding situations where measurements are being spewed out so frequently that re-
cipients feel inundated with information, and so take no action. Conversely, a measurement that is only 
issued at long intervals can result in the passage of too much time before corrective action is taken. 
 
To avoid either situation, discuss the appropriate timing of measurement reports with recipients. In rare 
cases where constant monitoring is required, a few measurements may be issued on a daily or continual 
basis. In most other cases, the default reporting interval is likely to be monthly or quarterly. If daily or 
continual measurements are needed, a different reporting system will probably be needed, such as an auto-
mated system that transmits information to desktop dashboards, or which is manually posted on white-
boards. 
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Deflated Sales Growth 
In an inflationary environment, it is relatively easy for a company to report continually increasing sales, for 
it can routinely ratchet up its prices. It is possible to factor out this inflationary increase by deflating the 
reported sales level by the amount of the consumer price index, or some similar measure of inflation. To 
calculate deflated sales growth, follow these steps: 

1. Determine which inflation index to use for the deflation calculation. The consumer price index is 
most commonly used. 

2. Divide the price index for the preceding year by the price index for this year, and multiply the result 
by the net sales of the business for the current year. This yields the deflated sales for the current 
year. 

3. Subtract the net sales for the preceding year from the deflated sales for the current year, and divide 
by the net sales for the preceding year. 

 
The main issue with the measurement of deflated sales growth is to apply the same type of inflation index 
to the measurement from year to year, so that ongoing measurements are comparable. 
 
EXAMPLE 
 
Viking Fitness has opened a chain of health clubs in a country that is experiencing a high rate of inflation. In the 
preceding year, the country had a consumer price index of 132. In the current year, the index increased to 158. In the 
preceding year, Viking reported sales of 58,000,000 pesos. In the current year, the company reported sales of 
73,000,000 pesos, with no additional health clubs having been opened. Based on this information, Viking’s deflated 
sales growth is: 
 

(73,000,000 Pesos × (132 CPI ÷ 158 CPI)) – 58,000,000 Pesos 
58,000,000 Pesos 

 
= 5.2% Deflated sales growth 

 
Thus, despite the high inflation rate, the company did indeed succeed in increasing its same-location sales by 5.2% 
during the current year. 
 
 
Sales per Person 
In some industries, there is a direct relationship between the efficiency and effectiveness of a company’s 
employees and its resulting sales. This relationship is particularly true in industries where employees bill 
customers for their time. In such industries, the sales per person measurement is closely watched. 
 
To calculate sales per person, divide the total sales for the preceding 12 months by the average number of 
full-time equivalents during that period. The calculation is: 
 

Revenues (trailing 12 months) 
(Beginning FTEs + Ending FTEs) / 2 

 
EXAMPLE 
 
Pulsed Laser Drilling Corporation (PLD) manufactures lasers that use a pulsed laser beam to drill through rock. Its 
products are used in such applications as drilling for oil and gas, water wells, and laying subsurface fiber optic cables. 
The company only employs full-time technicians who assemble and field service its complex laser products. Head-
count tends to closely follow sales levels, since a great deal of the manufacturing process is by hand. During the past 
year, PLD had revenues of $18 million and 90 full-time equivalents. The calculation of its sales per person is: 
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$18,000,000 Sales   

---------------------------------- = $200,000 Sales per employee 
90 Full-time equivalents   

 
 
The sales per person measurement is not useful, and may even be misleading, in the following situations: 

• Product based. If a company derives its sales from standardized manufactured goods, there may 
not be a causal relationship between sales and headcount, especially when production activities are 
highly automated. 

• Step headcount. It is possible that a company may be able to use a fixed number of employees to 
generate an increasing amount of sales, until it reaches a “step” point where the company must hire 
a number of additional employees to support the next incremental block of sales. This situation 
arises when sales are supported by a single facility that requires a certain minimum amount of 
staffing. 

 
The sales per person measurement is a popular one, but it only focuses on top-line sales. A company may 
have an astoundingly high sales per person measurement, and still lose money. A more focused measure-
ment is the profit per person measurement, which is covered later in this chapter. 
 
Deflated Profit Growth 
When a business operates in a highly inflationary environment, a decline in the value of its home currency 
can cause the business to report unusually high profits in comparison to prior periods. To gain a better 
understanding of the underlying profit growth of the business, it is necessary to deflate the profits for the 
current period and then compare them to the profits reported for the prior period. To calculate deflated 
profit growth, follow these steps: 

1. Divide the price index for the prior reporting period by the price index for the current reporting 
period. 

2. Multiply the result by the net profit figure reported for the current reporting period. 
3. Subtract the net profits for the prior reporting period from the result. 
4. Divide the result by the net profit figure for the prior reporting period. 

 
The formula is: 
 

Current period net profit × Price index for prior period - Prior period net profit Price index for current period 
------------------------------------------------------------------------------------------------------------ 

Prior period net profit 
 
The use of price indexes only approximates the true impact of inflation on a business. A price index is based 
on the changes in prices for a mix of common goods and services, which a company may not use in the 
same proportions built into the index. For example, a price index may have increased primarily because of 
a jump on the price of oil, but a company may have minimal expenditures for oil. Consequently, there can 
be differences between the deflated profit growth calculation and the actual impact of inflation on a busi-
ness. 
 
EXAMPLE 
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Aphelion Corporation operates telescopes in the Atacama Desert in northern Chile, and uses the Chilean peso as its 
home currency. The company reported profits of 5,000,000 pesos in the most recent year, and 4,500,000 pesos in the 
immediately preceding year. The price index for the current year was 127, as opposed to 106 for the preceding year. 
Based on this information, the deflated profit growth of the company is: 
 

5,000,000 pesos current 
period profit × 

106 Prior period index 
- 4,500,000 pesos prior 

period profit 127 Current period index 
------------------------------------------------------------------------------------------------------------ 

4,500,000 Prior period net profit 
 

 4,173,228 Deflated pesos - 4,500,000 Profit prior period  
= ------------------------------------------------------------------------- = -7.3% 
 4,500,000 Profit prior period  

 
Thus, when adjusted for inflation, the profits of Aphelion declined by 7.3% in the current reporting period. 
 
 
Profit per Person 
In a service-intensive industry, there is a direct relationship between employees and the amount of profits 
generated. This is particularly true in such service areas as equipment field servicing, management consult-
ing, and auditing. In these situations, it makes sense to track profits per employee, not only for the company 
as a whole, but also for those individual employees who are billable. 
 
To calculate profit per employee, divide the company’s operating profit by the average number of full-time 
equivalent employees. Do not use net after-tax profits for this measurement, since doing so would include 
such financing line items as interest expense and interest income, which have nothing to do with employee 
performance. Also, do not include the impact of income taxes, since this expense can be altered by tax 
strategy that has nothing to do with the operational efficiency of employees. The calculation is: 
 

Operating profit 
(Beginning FTEs + Ending FTEs) / 2 
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EXAMPLE 
 
Maid Marian is a nationwide maid service that is run by friars within the Franciscan Order. The friars want to introduce 
a bonus system that encourages part-time maids to work additional hours, and needs to determine the existing profit 
per employee, so that it can determine how large a bonus pool to create. 
 
During the past 12-month period, employees of Maid Marian worked a total of 832,000 hours, which is an FTE equiv-
alent of 400 employees. This equivalent is calculated as 832,000 hours divided by the 2,080 hours worked by a full-
employee in one year (52 weeks × 40 hours/week). During that period, the service generated an operating profit of $3 
million, which is a profit per employee of: 
 

$3,000,000 Operating profit   
---------------------------------- = $7,500 Profit per employee 

400 Full-time equivalents   
 
The friars want to create a bonus pool that is 20% of operating profits, which is a $600,000 pool. Based on the 400 
FTEs in Maid Marian, this works out to a potential bonus per FTE per year of $1,500. 
 
 
There are three caveats to the use of the profit per employee measurement, which are: 

• Industry-specific. The profit per employee measurement is least useful in industries where there is 
a large investment in fixed assets and a proportionally smaller number of employees, such as heavy 
industry. In these situations, there is not such a direct linkage between profits and the quality or 
quantity of employees, which makes the profit per employee measurement less relevant. 

• Minimal profits. There is no point in measuring profit per employee when the operating profit is 
near zero, since it divulges no relevant information. 

• Manipulation. The measurement is subject to manipulation by shifting work to suppliers. Doing so 
reduces headcount, which drives up the profit per employee. 

 
Despite the caveats just noted, profit per person is an excellent measurement in many services industries. 
 
Core Earnings Ratio 
There are many ways in which the net profit ratio of a business can be skewed by events that have little to 
do with the core operating capabilities of a business. To get to the root of the issue and concentrate on only 
the essential operations of a business, Standard & Poor’s has promulgated the concept of core earnings, 
which strips away all non-operational transactions from a company’s reported results. 

There are a multitude of unrelated transactions that can be eliminated from net profits, some of which 
are so specific to certain industries that Standard & Poor’s probably never thought of them. The most com-
mon of these unrelated transactions are: 

• Asset impairment charges 
• Costs related to merger activities 
• Costs related to the issuance of bonds and other forms of financing 
• Gains or losses on hedging activities that have not yet been realized 
• Gains or losses on the sale of assets 
• Gains or losses related to the outcome of litigation 
• Profits or losses from pension income 
• Recognized cost of stock options issued to employees 
• Recognized cost of warrants issued to third parties 
• The accrued cost of restructuring operations that have not yet occurred 
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Many of these special adjustments only occur at long intervals, so a company may find that its core earnings 
ratio is quite close to its net profit ratio in one year, and substantially different in the next year. The differ-
ence tends to be much larger when a company adds complexity to the nature of its operations, so that more 
factors can impact net profits. 
 
The calculation of the core earnings ratio is to adjust reported net income for as many of the preceding 
items as are present, and divide by net sales. The formula is: 
 

Net profits – Core earnings adjustments 
Net sales 

EXAMPLE 
 
Subterranean Access, maker of drilling equipment, has reported a fabulous year, with profits of $10,000,000 on sales 
of $50,000,000. A credit analyst that rates the company’s bonds is suspicious of this good fortune, and digs through 
the company’s annual report to derive the core earnings ratio of the business. She uncovers the following items: 
 

Profit from favorable settlement of a lawsuit $8,000,000 
Profit on earnings from pension fund 500,000 
Gain on sale of a subsidiary 3,500,000 
Impairment charge on acquired intangible assets -1,000,000 
Total $11,000,000 

 
When these adjustments are factored out of the company’s net profits, it turns out that the core earnings figure is 
actually a $1,000,000 loss, which results in a core earnings ratio of -2%. Based on this information, the analyst issues 
a downgrade on the company’s debt, on the assumption that the multitude of favorable adjustments will not continue. 
 
 
Breakeven Point 
The breakeven point is the sales volume at which a business earns exactly no money. It is mostly used for 
internal analysis purposes, but it is also useful for a credit analyst, who can use it to determine the amount 
of losses that could be sustained if a credit applicant were to suffer a sales downturn. 
 
To calculate the breakeven point, divide total fixed expenses by the contribution margin. Contribution mar-
gin is sales minus all variable expenses, divided by sales. The formula is: 
 

Total fixed expenses 
Contribution margin percentage 

 
A more refined approach is to eliminate all non-cash expenses (such as depreciation) from the numerator, 
so that the calculation focuses on the breakeven cash flow level. 
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EXAMPLE 
 
A credit analyst is reviewing the financial statements of a customer that has a large amount of fixed costs. The industry 
is highly cyclical, so the analyst wants to know what a large downturn in sales will do to the customer. The customer 
has total fixed expenses of $3,000,000, sales of $8,000,000, and variable expenses of $4,000,000. Based on this infor-
mation, the customer’s contribution margin is 50%. The breakeven calculation is: 
 

$3,000,000 Total fixed costs 
50% Contribution margin 

 
= $6,000,000 Breakeven sales level 

 
Thus, the customer’s sales can decline by $2,000,000 from their current level before the customer will begin to lose 
money. 
 
 
Margin of Safety 
The margin of safety is the reduction in sales that can occur before the breakeven point of a business is 
reached. The amount of this buffer is expressed as a percentage. The concept is especially useful when a 
significant proportion of sales are at risk of decline or elimination, as may be the case when a sales contract 
is coming to an end. By knowing the amount of the margin of safety, management can gain a better under-
standing of the risk of loss to which a business is subjected by changes in sales. The opposite situation may 
also arise, where the margin is so large that a business is well-protected from sales variations. 
 
The margin of safety concept does not work well when sales are strongly seasonal, since some months will 
yield catastrophically low results. In such cases, annualize the information in order to integrate all seasonal 
fluctuations into the outcome. 
 
To calculate the margin of safety, subtract the current breakeven point from sales, and divide by sales. The 
formula is: 
 

Current sales level – Breakeven point 
Current sales level 

 
Here are two alternative versions of the margin of safety: 

1. Budget based. A company may want to project its margin of safety under a budget for a future 
period. If so, replace the current sales level in the formula with the budgeted sales level. 

2. Unit based. If you want to translate the margin of safety into the number of units sold, then use the 
following formula instead (though note that this version works best if a company only sells one 
product): 

 
Current sales level – Breakeven point 

Selling price per unit 
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EXAMPLE 
 
Lowry Locomotion is considering the purchase of new equipment to expand the production capacity of its toy tractor 
product line. The addition will increase Lowry’s operating costs by $100,000 per year, though sales will also be in-
creased. Relevant information is noted in the following table: 
 

 Before Machinery 
Purchase 

After Machinery 
Purchase 

Sales $4,000,000 $4,200,000 
Gross margin percentage 48% 48% 
Fixed expenses $1,800,000 $1,900,000 
Breakeven point $3,750,000 $3,958,000 
Profits $120,000 $116,000 
Margin of safety 6.3% 5.8% 

 
The table reveals that both the margin of safety and profits worsen slightly as a result of the equipment purchase, so 
expanding production capacity is probably not a good idea. 
 
 
Current Ratio 
One of the first ratios that a lender or supplier reviews when examining a company is its current ratio. The 
current ratio measures the short-term liquidity of a business; that is, it gives an indication of the ability of a 
business to pay its bills. A ratio of 2:1 is preferred, with a lower proportion indicating a reduced ability to 
pay in a timely manner. Since the ratio is current assets divided by current liabilities, the ratio essentially 
implies that current assets can be liquidated to pay for current liabilities. 
 
To calculate the current ratio, divide the total of all current assets by the total of all current liabilities. The 
formula is: 

 
Current assets 

Current liabilities 
 

The current ratio can yield misleading results under the following circumstances: 

• Inventory component. When the current assets figure includes a large proportion of inventory as-
sets, since these assets can be difficult to liquidate. This can be a particular problem if management 
is using aggressive accounting techniques to apply an unusually large amount of overhead costs to 
inventory, which further inflates the recorded amount of inventory. 

• Paying from debt. When a company is drawing upon its line of credit to pay bills as they come due, 
which means that the cash balance is near zero. In this case, the current ratio could be fairly low, 
and yet the presence of a line of credit still allows a business to pay in a timely manner. 
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EXAMPLE 
 
A supplier wants to learn about the financial condition of Lowry Locomotion. The supplier calculates the current ratio 
of Lowry for the past three years: 
 

 Year 1 Year 2 Year 3 
Current assets $8,000,000 $16,400,000 $23,400,000 
Current liabilities $4,000,000 $9,650,000 $18,000,000 
Current ratio 2:1 1.7:1 1.3:1 

 
The sudden rise in current assets over the past two years indicates that Lowry has undergone a rapid expansion of its 
operations. Of particular concern is the increase in accounts payable in Year 3, which indicates a rapidly deteriorating 
ability to pay suppliers. Based on this information, the supplier elects to restrict the extension of credit to Lowry. 
 
 
Quick Ratio 
The quick ratio formula matches the most easily liquidated portions of current assets with current liabilities. 
The intent of this ratio is to see if a business has sufficient assets that are immediately convertible to cash 
to pay its bills. The key elements of current assets that are included in the quick ratio are cash, marketable 
securities, and accounts receivable. Inventory is not included in the quick ratio, since it can be quite difficult 
to sell off in the short term. Because of the exclusion of inventory from the formula, the quick ratio is a 
better indicator than the current ratio of the ability of a company to pay its obligations. 
 
To calculate the quick ratio, summarize cash, marketable securities and trade receivables, and divide by 
current liabilities. Do not include in the numerator any excessively old receivables that are unlikely to be 
paid. The formula is: 

 
Cash + Marketable securities + Accounts receivable 

Current liabilities 
 

Despite the absence of inventory from the calculation, the quick ratio may still not yield a good view of 
immediate liquidity, if current liabilities are payable right now, while receipts from receivables are not 
expected for several more weeks. 
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EXAMPLE 
 
Rapunzel Hair Products appears to have a respectable current ratio of 4:1. The breakdown of the ratio components is: 
 

Item Amount 
Cash $100,000 
Marketable securities 50,000 
Accounts receivable 420,000 
Inventory 3,430,000 
Current liabilities 1,000,000 
  
Current ratio 4:1 
Quick ratio 0.57:1 

 
The component breakdown reveals that nearly all of Rapunzel’s current assets are in the inventory area, where short-
term liquidity is questionable. This issue is only visible when the quick ratio is substituted for the current ratio. 
 
 
Tip: It may be necessary to determine the ability of a business to pay off its most essential liabilities in the short term. 
If so, strip away from the quick ratio all liabilities that can be safely delayed, and use the remaining liabilities in the 
denominator. 
 
Working Capital Productivity 
The working capital productivity measurement compares sales to working capital. The intent is to measure 
whether a business has invested in a sufficient amount of working capital to support its sales. From a fi-
nancing perspective, management wants to maintain low working capital levels in order to keep from hav-
ing to raise more cash to operate the business. This can be achieved by such techniques as issuing less credit 
to customers, implementing just-in-time systems to avoid investing in inventory, and lengthening payment 
terms to suppliers. 
 
Conversely, if the ratio indicates that a business has a large amount of receivables and inventory, this means 
that the organization is investing too much capital in return for the amount of sales that it is generating. 
 
To decide whether the working capital productivity ratio is reasonable, compare a company’s results to 
those of competitors or benchmark businesses. 
 
To derive working capital productivity, divide annual revenues by the total amount of working capital. The 
formula is: 
 

Annual revenues 
Total working capital 

 
When using this measurement, consider including the annualized quarterly sales in order to gain a better 
short-term understanding of the relationship between working capital and sales. Also, the measurement can 
be misleading if calculated during a seasonal spike in sales, since the formula will match high sales with a 
depleted inventory level to produce an unusually high ratio. 
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EXAMPLE 
 
A lender is concerned that Pianoforte International does not have sufficient financing to support its sales. The lender 
obtains Pianoforte’s financial statements, which contain the following information: 
 

Annual revenues $7,800,000 
Cash 200,000 
Accounts receivable 800,000 
Inventory 2,000,000 
Accounts payable 400,000 

 
With this information, the lender derives the working capital productivity measurement as follows: 
 

$7,800,000 Annual revenues 
$200,000 Cash + $800,000 Receivables + $2,000,000 Inventory - $400,000 Payables 

 
= 3:1 Working capital productivity 

 
This ratio is lower than the industry average of 4:1, which indicates poor management of the company’s receivables 
and inventory. The lender should investigate further to see if the receivable and inventory figures may contain large 
amounts of overdue or obsolete items, respectively. 
 
 
Debt to Equity Ratio 
The debt to equity ratio of a business is closely monitored by the lenders and creditors of the company, 
since it can provide early warning that an organization is so overwhelmed by debt that it is unable to meet 
its payment obligations. This may also be triggered by a funding issue. For example, the owners of a busi-
ness may not want to contribute any more cash to the company, so they acquire more debt to address the 
cash shortfall. Or, a company may use debt to buy back shares, thereby increasing the return on investment 
to the remaining shareholders. 
 
Whatever the reason for debt usage, the outcome can be catastrophic, if corporate cash flows are not suffi-
cient to make ongoing debt payments. This is a concern to lenders, whose loans may not be paid back. 
Suppliers are also concerned about the ratio for the same reason. A lender can protect its interests by im-
posing collateral requirements or restrictive covenants; suppliers usually offer credit with less restrictive 
terms, and so can suffer more if a company is unable to meet its payment obligations to them. 
 
To calculate the debt to equity ratio, simply divide total debt by total equity. In this calculation, the debt 
figure should also include all lease obligations. The formula is: 
 

Long-term debt + Short-term debt + Leases 
Equity 
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EXAMPLE 
 
An analyst is reviewing the credit application of New Centurion Corporation. The company reports a $500,000 line 
of credit, $1,700,000 in long-term debt, and a $200,000 operating lease. The company has $800,000 of equity. Based 
on this information, New Centurion’s debt to equity ratio is: 
 

$500,000 Line of credit + $1,700,000 Debt + $200,000 Lease 
$800,000 Equity 

 
= 3:1 debt to equity ratio 

The debt to equity ratio exceeds the 2:1 ratio threshold above which the analyst is not allowed to grant credit. Conse-
quently, New Centurion is kept on cash in advance payment terms. 
 
 
Interest Coverage Ratio 
The interest coverage ratio measures the ability of a company to pay the interest on its outstanding debt. A 
high interest coverage ratio indicates that a business can pay for its interest expense several times over, 
while a low ratio is a strong indicator that an organization may default on its loan payments. 
 
It is useful to track the interest coverage ratio on a trend line, in order to spot situations where a company’s 
results or debt burden are yielding a downward trend in the ratio. An investor would want to sell the equity 
holdings in a company showing such a downward trend, especially if the ratio drops below 1.5:1, since this 
indicates a likely problem with meeting debt obligations. 
 
To calculate the interest coverage ratio, divide earnings before interest and taxes (EBIT) by the interest 
expense for the measurement period. The formula is: 
 

Earnings before interest and taxes 
Interest expense 

 
EXAMPLE 
 
Carpenter Holdings generates $5,000,000 of earnings before interest and taxes in its most recent reporting period. Its 
interest expense in that period is $2,500,000. Therefore, the company’s interest coverage ratio is calculated as: 
 

$5,000,000 EBIT 
$2,500,000 Interest expense 

 
= 2:1 Interest coverage ratio 

 
The ratio indicates that Carpenter’s earnings should be sufficient to enable it to pay the interest expense. 
 
 
A company may be accruing an interest expense that is not actually due for payment yet, so the ratio can 
indicate a debt default that will not really occur, or at least until such time as the interest is due for payment. 
 
Cost per Square Foot 
An excellent way to measure the cost of any facility is to aggregate all rent, maintenance, and utility costs 
for it and then divide by the square footage of the facility to derive the cost per square foot. This information 
can be used to compare the cost of the facility to alternative forms of housing elsewhere in the area. The 
result may be a switch to a facility with a lower aggregate cost per square foot. 
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This measurement does not track the usage level of a facility, only its total cost. Thus, even an inexpensive 
facility could be shut down if its usage level is minimal. 
 
EXAMPLE 
 
Kelvin Corporation’s CFO is reviewing information regarding the possible lease of replacement office space for the 
company. The company’s current facility contains 20,000 square feet, and the company pays its share of utility and 
maintenance costs, as well as for the rental of parking spaces for employees. The proposed replacement facility con-
tains 25,000 square feet and has the same cost sharing arrangement, except that parking is free. The relevant infor-
mation is noted in the following table: 
 

 Current Facility Proposed Facility 
Square footage 20,000 25,000 
Total rent $340,000 $400,000 
Utilities and maintenance cost 52,000 60,000 
Parking fees 28,000 0 
Total cost $420,000 $460,000 
Cost per square foot $21.00 $18.40 

 
Based on the total cost of these facilities, it initially appears that the company should retain the current facility. How-
ever, the lower cost per square foot of the larger facility could make it more attractive if the company expects to add 
staff during the lease term, or can sublease the excess space. 
 
 
This measurement does not factor in the duration of a lease agreement, which could be a critical issue. For 
example, if there is a choice between a long-term lease at a very low rate per square foot and a short-term 
lease at a much higher rate, it may still make sense to enter into the short-term lease, to give the company 
the option in the near term to shift its operations elsewhere. 
 
Occupancy Cost Ratio 
The cost of company facilities is one of the higher expenditures made, usually in third place after the cost 
of goods sold and compensation costs. Given its size, it makes sense to track occupancy cost as a percentage 
of net sales, and see if this percentage is reasonable in comparison to the same measurement for competitors 
and nearby companies. 
 
To calculate occupancy cost, aggregate all costs of a facility, such as rent (or depreciation, if the business 
owns a facility), maintenance, insurance, real estate taxes, and utilities, and divide by net sales. The formula 
is: 
 

Rent expense + Depreciation + Utilities + Maintenance + Insurance + Real estate taxes 
Net sales 

 
There is no ideal occupancy cost ratio. A company may have an inordinately high ratio, but chooses to incur 
this expense because its target pool of employees is located within a major metropolitan area, or because 
the facility must be located next to a key customer. Conversely, a company’s strategic vision might require 
that the occupancy cost be as low as possible, irrespective of whether qualified employees live nearby, and 
so a facility is located in a rural area. 
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EXAMPLE 
 
Big Data Corporation builds and leases out enormous server farms. The key cost of these farms is the availability of 
cheap electricity, so all of the company’s locations are situated near hydroelectric or geothermal generating stations, 
usually deep in the countryside. In this case, utilities are the key element of the occupancy cost ratio. 
 
Big Apple Produce sells its organic food products to restaurants in the New York City area. Because of high property 
taxes, Big Apple’s facilities are always located just outside of the property lines of the incorporated areas near New 
York. 
 
The Twister Vacuum Company elects to move to Arizona from its current location near Oklahoma City. The reason 
is the insurance component of the company’s occupancy cost. The weather damage insurance associated with being 
located in Tornado Alley in Oklahoma is too much for the company, so moving to the more benign environment in 
Arizona allows the company to reduce its occupancy cost. 
 
 
Return on Equity 
The return on equity (ROE) ratio reveals the amount of return earned by investors on their investments in 
a business. It is one of the metrics most closely watched by investors. Given the intense focus on ROE, it 
is frequently used as the basis for bonus compensation for senior managers. 
 

ROE is essentially net income divided by shareholders’ equity. ROE performance can be enhanced by 
focusing on improvements to three underlying measurements, all of which roll up into ROE. These sub-
level measurements are: 

• Profit margin. Calculated as net income divided by sales. Can be improved by trimming expenses, 
increasing prices, or altering the mix of products or services sold. 

• Asset turnover. Calculated as sales divided by assets. Can be improved by reducing receivable bal-
ances, inventory levels, and/or the investment in fixed assets, as well as by lengthening payables 
payment terms. 

• Financial leverage. Calculated as assets divided by shareholders’ equity. Can be improved by buy-
ing back shares, paying dividends, or using more debt to fund operations. 

 
Or, stated as a formula, the return on equity is as follows: 
 

Return on 
Equity = 

Net income 
× 

Sales 
× 

Assets 
Sales Assets Shareholders’ equity 
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EXAMPLE 
 
Hammer Industries manufactures construction equipment. The company’s return on equity has declined from a high 
of 25% five years ago to a current level of 10%. The CFO wants to know what is causing the problem, and assigns the 
task to an accountant, Wendy. She reviews the components of ROE for both periods, and derives the following infor-
mation: 
 

 ROE  Profit Margin  Asset Turnover  Financial Leverage 
Five Years Ago 25% = 12% × 1.2x × 1.75x 
Today 10% = 10% × 0.6x × 1.70x 

 
The information in the table reveals that the primary culprit causing the decline is a sharp reduction in the company’s 
asset turnover. This has been caused by a large buildup in the company’s inventory levels, which have been caused 
by management’s insistence on stocking larger amounts of finished goods in order to increase the speed of order 
fulfillment. 
 
 
The multiple components of the ROE calculation present an opportunity for a business to generate a high 
ROE in several ways. For example, a grocery store has low profits on a per-unit basis, but turns over its 
assets at a rapid rate, so that it earns a profit on many sale transactions over the course of a year. Conversely, 
a manufacturer of custom goods realizes large profits on each sale, but also maintains a significant amount 
of component parts that reduce asset turnover. The following illustration shows how both entities can earn 
an identical ROE, despite having such a different emphasis on profits and asset turnover. In the illustration, 
we ignore the effects of financial leverage. 
 

Comparison of Returns on Equity 

 ROE  Profit Margin  Asset Turnover 
Grocery Store 20% =   2% ×  10x 
Custom manufacturer 20% = 40% × 0.5x 

 
Usually, a successful business is able to focus on either a robust profit margin or a high rate of asset turno-
ver. If it were able to generate both, its return on equity would be so high that the company would likely 
attract competitors who want to emulate the underlying business model. If so, the increased level of com-
petition usually drives down the overall return on equity in the market to a more reasonable level. 
 
A high level of financial leverage can increase the return on equity, because it means a business is using 
the minimum possible amount of equity, instead relying on debt to fund its operations. By doing so, the 
amount of equity in the denominator of the return on equity equation is minimized. If any profits are gen-
erated by funding activities with debt, these changes are added to the numerator in the equation, thereby 
increasing the return on equity. 
 
The trouble with employing financial leverage is that it imposes a new fixed expense in the form of interest 
payments. If sales decline, this added cost of debt could trigger a steep decline in profits that could end in 
bankruptcy. Thus, a business that relies too much on debt to enhance its shareholder returns may find itself 
in significant financial trouble. A more prudent path is to employ a modest amount of additional debt that 
a company can comfortably handle even through a business downturn. 
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EXAMPLE 
 
The president of Finchley Fireworks has been granted a bonus plan that is triggered by an increase in the return on 
equity. Finchley has $2,000,000 of equity, of which the president plans to buy back $600,000 with the proceeds of a 
loan that has a 6% after-tax interest rate. The following table models this plan: 
 

 Before Buyback After Buyback 
Sales $10,000,000 $10,000,000 
Expenses 9,700,000 9,700,000 
Debt interest expense --- 36,000 
Profits 300,000 264,000 
Equity 2,000,000 1,400,000 
Return on equity 15% 19% 

 
The model indicates that this strategy will work. Expenses will be increased by the new amount of interest expense, 
but the offset is a steep decline in equity, which increases the return on equity. An additional issue to be investigated 
is whether the company’s cash flows are stable enough to support this extra level of debt. 
 
 
A business that has a significant asset base (and therefore a low asset turnover rate) is more likely to engage 
in a larger amount of financial leverage. This situation arises because the large asset base can be used as 
collateral for loans. Conversely, if a company has high asset turnover, the amount of assets on hand at any 
point in time is relatively low, giving a lender few assets to designate as collateral for a loan. 
 
Tip: A highly successful company that spins off large amounts of cash may generate a low return on equity, because 
it chooses to retain a large part of the cash. Cash retention increases assets and so results in a low asset turnover rate, 
which in turn drives down the return on equity. Actual ROE can be derived by stripping the excess amount of cash 
from the ROE equation. 
 
Return on equity is one of the primary tools used to measure the performance of a business, particularly in 
regard to how well management is enhancing shareholder value. As noted in this section, there are multiple 
ways to enhance ROE. However, we must warn against the excessive use of financial leverage to improve 
ROE, since the use of debt can turn into a burden if cash flows decline. 
 
A case can be made that ROE should be ignored, since an excessive focus on it may drive management to 
pare back on a number of discretionary expenses that are needed to build the long-term value of a company. 
For example, the senior management team may cut back on expenditures for research and development, 
training, and marketing in order to boost profits in the short term and elevate ROE. However, doing so 
impairs the ability of the business to build its brand and compete effectively over the long term. Some 
management teams will even buy their companies back from investors, so that they are not faced with the 
ongoing pressure to enhance ROE. In a buyback situation, managers see that a lower ROE combined with 
a proper level of reinvestment in the business is a better path to long-term value. 
 
Days Sales Outstanding 
When evaluating the amount of accounts receivable outstanding, it is best to compare the receivables to the 
sales activity of the business, in order to see the proportion of receivables to sales. This proportion can be 
expressed as the average number of days over which receivables are outstanding before they are paid, which 
is called days sales outstanding, or DSO. DSO is the most popular of all collection measurements. 
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Days sales outstanding is most useful when compared to the standard number of days that customers are 
allowed before payment is due. Thus, a DSO figure of 40 days might initially appear excellent, until you 
realize that the standard payment terms are only five days. A combination of prudent credit granting and 
robust collections activity is the likely cause when the DSO figure is only a few days longer than the stand-
ard payment terms. From a management perspective, it is easiest to spot collection problems at a gross level 
by tracking DSO on a trend line, and watching for a sudden spike in the measurement in comparison to 
what was reported in prior periods. 
 
To calculate DSO, divide 365 days into the amount of annual credit sales to arrive at credit sales per day, 
and then divide this figure into the average accounts receivable for the measurement period. Thus, the 
formula is: 
 

Average accounts receivable 
Annual sales ÷ 365 days 

 
EXAMPLE 
 
The accountant of Oberlin Acoustics, maker of the famous Rhino brand of electric guitars, wants to derive the days 
sales outstanding for the company for the April reporting period. In April, the beginning and ending accounts receiv-
able balances were $420,000 and $540,000 respectively. The total credit sales for the 12 months ended April 30 were 
$4,000,000. The accountant derives the following DSO calculation from this information: 
 

($420,000 Beginning receivables + $540,000 Ending receivables) ÷ 2 
$4,000,000 Credit sales ÷ 365 Days 

 
= 
 

$480,000 Average accounts receivable 
$10,959 Credit sales per day 

 
= 43.8 Days 

 
 
The correlation between the annual sales figure used in the calculation and the average accounts receivable 
figure may not be close, resulting in a misleading DSO number. For example, if a company has seasonal 
sales, the average receivable figure may be unusually high or low on the measurement date, depending on 
where the company is in its seasonal billings. Thus, if receivables are unusually low when the measurement 
is taken, the DSO days will appear unusually low, and vice versa if the receivables are unusually high. 
There are two ways to eliminate this problem: 

• Annualize receivables. Generate an average accounts receivable figure that spans the entire, full-
year measurement period. 

• Measure a shorter period. Adopt a rolling quarterly DSO calculation, so that sales for the past three 
months are compared to average receivables for the past three months. This approach is most useful 
when sales are highly variable throughout the year. 

 
Whatever measurement methodology is adopted for DSO, be sure to use it consistently from period to 
period, so that the results will be comparable on a trend line. 
 
Tip: If DSO is increasing, the problem may be that the processing of credit memos has been delayed. If there is a 
processing backlog, at least have the largest ones processed first, which may reduce the amount of receivables out-
standing by a noticeable amount. 
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Best Possible DSO 
After running the DSO calculation, it may be useful to establish a benchmark against which to compare the 
DSO. This benchmark is the best possible DSO, which is the best collection performance that you can 
expect, given the existing payment terms given to customers. The calculation is: 
 

Current receivables 
× 365 

Annual credit sales 
 
The key element in this formula is the current receivables. The calculation is essentially designed to show 
the best possible level of receivables, based on the assumption that DSO is only based on current receivables 
(i.e., there are no delinquent invoices present in the calculation). 
 
EXAMPLE 
 
The collections manager of the Red Herring Fish Company has established that the company’s DSO is 22 days. Since 
the company requires short payment terms on its short-lived products, the question arises – is 22 days good or bad? 
At the end of the current period, Red Herring’s current receivables were $30,000, and its trailing 12-month credit sales 
were $1,000,000. Based on this information, the best possible DSO is: 
 

$30,000 Current receivables 
× 365 

$1,000,000 Credit sales 
 

= 11 Days 
 
In short, actual DSO is running at a rate double that of the company’s best possible DSO, and so should be considered 
an opportunity for improvement. 
 
 
Collection Effectiveness Index 
The days sales outstanding measurement operates at a relatively high level, and only gives a general indi-
cation of the state of receivables in comparison to sales over a fairly long period of time. An alternative that 
yields a somewhat higher level of precision is the collection effectiveness index (CEI). This measurement 
compares the amount that was collected in a given time period to the amount of receivables that were 
available for collection in that time period. A result near 100% indicates that a collection department has 
been very effective in collecting from customers. 
 
The formula for the CEI is to combine the beginning receivables for the measurement period with the credit 
sales for that period, less the amount of ending receivables, and then divide this number by the sum of the 
beginning receivables for the measurement period and the credit sales for that period, less the amount of 
ending current receivables. Then multiply the result by 100 to arrive at a CEI percentage. Thus, the formula 
is stated as: 
 

Beginning receivables + Credit sales for the period – Ending total receivables 
× 100 

Beginning receivables + Credit sales for the period – Ending current receivables 
 
A collections manager can attain a high CEI number by focusing on the collection of the largest receivables. 
This means that a favorable CEI can be generated, even if there are a number of smaller receivables that 
are very overdue. 
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The CEI figure can be calculated for a period of any duration, such as a single month. Conversely, the DSO 
calculation tends to be less accurate for very short periods of time, since it includes receivables from prior 
periods that do not directly relate to the credit sales figure in that calculation. 
 
EXAMPLE 
 
Milagro Corporation, maker of espresso coffee machines, has been relying on DSO to measure its collection effec-
tiveness, but wants to supplement it with a measurement designed for a shorter period of time. The collection effec-
tiveness index is selected as that measure. For the most recent month, the company had $400,000 of beginning receiv-
ables, $350,000 of credit sales, $425,000 of ending total receivables, and $300,000 of ending current receivables. The 
calculation of its CEI reveals the following information: 
 

$400,000 Beginning receivables + $350,000 Credit sales for the period 
 – $425,00 Ending total receivables 

× 100 
$400,000 Beginning receivables + $350,000 Credit sales for the period 

 – $300,000 Ending current receivables 
 

= 72% Collection effectiveness index 
 
Thus, Milagro was able to collect 72% of the receivables that were available for collection in that month. 
 
 
Inventory Turnover 
The turnover of inventory is the rate at which inventory is used over a measurement period. This is an 
important measurement, for many businesses are burdened by an excessively large investment in inventory, 
which can consume the bulk of available cash. When there is a low rate of inventory turnover, this implies 
that a business may have a flawed purchasing system that bought too many goods, or that stocks were 
increased in anticipation of sales that did not occur. In both cases, there is a high risk of inventory aging, in 
which case it becomes obsolete and has reduced resale value. 
 
When there is a high rate of inventory turnover, this implies that the purchasing function is tightly managed. 
However, it may also mean that a business does not have the cash reserves to maintain normal inventory 
levels, and so is turning away prospective sales. The latter scenario is most likely when the amount of debt 
is high and there are minimal cash reserves. 
 
To calculate inventory turnover, divide the ending inventory figure into the annualized cost of sales. If the 
ending inventory figure is not a representative number, use an average figure instead. The formula is: 

 
Annual cost of goods sold 

Inventory 
 
You can also divide the result of this calculation into 365 days to arrive at days of inventory on hand. Thus, 
a turnover rate of 4.0 becomes 91 days of inventory. 
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EXAMPLE 
 
An analyst is reviewing the inventory situation of the Hegemony Toy Company. The business incurred $8,150,000 of 
cost of goods sold in the past year, and has ending inventory of $1,630,000. Total inventory turnover is calculated as: 
 

$8,150,000 Cost of goods sold 
$1,630,000 Inventory 

 
= 5 Turns per year 

 
The five turns figure is then divided into 365 days to arrive at 73 days of inventory on hand. 
 
 
Sales Productivity 
Sales productivity is the ability of the sales staff to generate profitable sales. A profitable sale is considered 
to be one that has a high throughput, where throughput is sales minus all totally variable expenses. We do 
not measure the sales generated by the sales staff, since there may be little throughput associated with those 
sales. 
 
To calculate sales productivity, divide the total estimated throughput booked by the sales staff by the total 
sales department expense incurred. The formula is: 
 

Total sales booked – All variable expenses associated with sales booked 
Total sales department expenses 

 
EXAMPLE 
 
The president of Armadillo Security Armor is concerned that the sales department is not being overly productive in 
booking new sales. He has the company accountant accumulate the following information: 
 

 January February March 
Bookings $4,200,000 $4,315,000 $4,520,000 
Related variable expenses $1,470,000 $1,726,000 $2,034,000 
Throughput percentage 65% 60% 55% 
Sales expenses $250,000 $260,000 $265,000 
Sales productivity 10.9x 10.0x 9.4x 

 
The analysis reveals that the sales staff is increasing sales, but giving away margin in order to do so. The result is an 
ongoing decline in the department’s sales productivity. It would be better to book fewer sales at higher margins, 
thereby generating more profit for the company. 
 
 
Sales productivity should be judged over multiple periods, since some sales can take several reporting pe-
riods to finalize, and so might yield a measurement that spikes and slumps from month to month. Also, the 
measurement correlates with the experience level of the sales staff, so expect it to decline immediately after 
new sales employees are hired. 
 
Sales Backlog Ratio 
The sales backlog ratio provides an indicator of the ability of a business to maintain its current level of 
sales. When noted on a trend line, the measurement clearly indicates changes that will likely translate into 
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future variations in sales volume. For example, if the ratio exhibits an ongoing trend of declines, this is a 
strong indicator that a business is rapidly working through its backlog, and may soon begin to report sales 
reductions. The opposite trend of an increasing sales backlog does not necessarily translate into improved 
future sales, if a company has a bottleneck that prevents it from accelerating the rate at which it converts 
customer orders into sales. 
 
To calculate the sales backlog ratio, divide the total dollar value of booked customer orders by the net sales 
figure for the past quarter. Only quarterly sales are used, rather than sales for the past year, in order to more 
properly reflect a company’s short-term revenue-generating capability. The formula is: 
 

Total order backlog 
Quarterly sales 

 
A different way of deriving the same information is to calculate for the number of days sales that can be 
derived from the existing order backlog. This figure is derived by dividing the average sales per day into 
the total backlog. The formula is: 
 

Total order backlog 
Quarterly sales ÷ 90 days 

 
The customer order information needed for this ratio cannot be entirely derived from a company’s financial 
statements. Instead, it must be derived from internal reports that aggregate customer order information. 
The ratio is of less use in the following situations: 

• A retail environment, where there is no backlog 
• A seasonal business, where the intent of the business model is to build order volume until the prime 

selling season, and then fulfill all orders 
• A just-in-time “pull” model, where the intent is to fulfill orders as soon after receipt as possible 

 
EXAMPLE 
 
Henderson Mills reports the following sales and backlog information: 
 

 April May June 
Rolling 3-month sales $9,000,000 $9,500,000 $9,600,000 
Month-end backlog 5,000,000 4,000,000 3,500,000 
Sales backlog ratio 0.55:1 0.42:1 0.36:1 

 
The table indicates that Henderson is increasing its sales by chewing through its order backlog, which the company 
has been unable to replace. The result is likely to be the complete elimination of the order backlog in the near future, 
after which sales can be expected to plummet, unless steps are taken to book more customer orders. 
 
 
Customer Turnover 
It is usually much less expensive to retain existing customers than to acquire new ones, so companies typ-
ically go to great lengths to retain existing customers. However, this logic is not entirely correct, for some 
customers order in such low volume or require so much maintenance that a business should be indifferent 
to their departure. Only the core group of customers that buy in volume or yield significant profits should 
be encouraged to remain. For this select group, a company should track the customer turnover rate. 
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To calculate the customer turnover rate, divide the number of customers not having placed orders within a 
set time period by the total number of customers. The set time period should be an interval judged suffi-
ciently long that a customer is likely not planning to place an order if they have not done so within this time 
period. The formula is: 
 

Number of core customers – Number of these customers placing orders 
Number of core customers 

 
There are two elements of this measurement that are subject to interpretation. The first issue is which cus-
tomers to include in the core group being tracked. One possible threshold for this group is to use the 20% 
of customers that comprise 80% of the company’s profits (i.e., pareto analysis). The second issue is the 
time period within which orders must be placed in order to be considered a current customer. This latter 
issue could be defined by individual customer, based on their ordering history, or as an average ordering 
interval with an additional buffer period added. 
 
EXAMPLE 
 
The owners of Ambivalence Corporation sell various potions and brews to self-styled witches around the world. An 
in-depth customer analysis finds that the company receives 90% of its sales from just 10% of its customers. To ensure 
that the company retains these customers, the president decides that customer turnover for this key group will be the 
number one metric followed by the measurement team. Over the past three quarters, the turnover rate has been as 
follows: 
 

 Quarter 1 Quarter 2 Quarter 3 
Customers not ordering 6 9 37 
Total core customers 320 314 305 
 2% 3% 12% 

 
Further investigation of the sudden decline in the third quarter reveals that all of the lost customers are based in 
Jamaica, where a new competitor has opened a warehouse and is offering same-day delivery. The management team 
decides to do the same, and notifies its former customers of an impending plan to deliver within two hours of order 
placement. 
 
 
Summary 
Ratio analysis is a simple way to review the financial results and position of a business, especially when 
the information is tracked on a trend line. However, do not confine ratio analysis to the contents of the 
financial statements. Ratios can also provide insights into the operations of every department. For example, 
the accountant could create an expanded analysis that is used to review such issues as the proportion of 
customer warranty claims, the amount of time required to fulfill customer orders, the effectiveness of mar-
keting campaigns, and the rate at which customers are turning over. These additional areas of analysis can 
provide early warning about problems that might not appear in the financial statements for many months to 
come. For more information about the full range of available ratios, see the author’s Business Ratios Guide-
book. 
  



Accountants Guidebook 
 

455 

Chapter 27 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. The following line item is a non-operational transaction that is not included in the core earnings 

ratio: 

a. Administrative expenses 
b. Gains or losses on the sales of goods and services 
c. Gains or losses on the sale of assets 
d. Factory overhead 

 
2. The best possible DSO measurement: 

a. Is designed for measuring the performance of collectors 
b. Estimates the best of several possible DSO measurements to use 
c. Is primarily based on delinquent receivables 
d. Calculates the best collection performance based on existing terms 

 
3. The situation in which the sales backlog ratio is of most use is: 

a. A seasonal business 
b. A gradually declining backlog 
c. A just-in-time “pull” production environment 
d. In a retail store environment 
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Chapter 28 - Cost Object Analysis 

Learning Objectives 
After competing this chapter of the course, you will be able to: 

• Specify which costs are to be included in or excluded from the examination of cost objects, as well 
as how cost objects should be interpreted. 

 
Introduction 
A cost object is any item for which costs are separately measured. It may be necessary to track a cost object 
in order to derive pricing from a baseline cost, or to see if costs are reasonable, or to derive the full cost of 
a relationship with another entity. Here are several types of cost objects: 

• Output. The most common cost objects are a company’s products and services, since it wants to 
know the cost of its output for profitability analysis and price setting. 

• Operational. A cost object can be within a company, such as a department, machining operation, 
or process. Examples are the design of a new product, a customer service call, or the reworking of 
a returned product. 

• Business relationship. A cost object could be a business partner, such as a supplier or customer. 
 
In this chapter, we address which costs to assign to a cost object that are relevant to decisions concerning 
that cost object. A sample group of the more common cost objects are described. 
 
Factors in Cost Object Analysis 
From a cost management perspective, why review cost objects? The main point is that there are vast differ-
ences in the amount of cost accumulated by each cost object, and your intent is to spotlight those cost 
objects that are soaking up more costs than their counterparts. The intent is not to spotlight slight differences 
in the costs of cost objects, since these could just as easily be caused by measurement problems as by actual 
differences in costs. Instead, the focus is on major spikes in cost that are causing significant profitability 
issues. 

When reviewing cost objects, any of the following factors can be causing unusually high costs: 

• High complexity. Any extremely complex cost object attracts more costs. This can include a higher 
initial investment, as well as more maintenance and training costs. For example, a large piece of 
automated equipment will attract more costs than a simpler device that can be manually operated. 

• High investment. A high initial investment immediately applies a significant cost to a cost object, 
even if no additional costs accrue over time. 

• High support levels. This concept applies specifically to customers, and refers to the greatly in-
creased level of customer support that some customers require. This concept can also involve the 
cost of bad debts, product returns, and warranties. 

• Low volume. A cost object may attract a large amount of costs because there are so few units of it. 
Any costs incurred cannot be allocated across a large number of units, so the cost per cost object 
tends to be quite high. 

• Small lot size. This concept mostly applies to production lines. When a significant amount of time 
is required to retool a production line, a small lot size will accumulate more setup costs on a per-
unit basis than a larger lot size. 

An unusually high cost in a cost object is not necessarily to be avoided, as long as a sufficient amount of 
profit can still be derived from the object. A business may intentionally invest in extremely expensive cost 
objects, with the intent of charging premium prices on products relating to these objects. For example: 
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• Employees. A company hires only the best programmers and rewards them with high-end compen-
sation and a rich benefits package. The company then charges premium prices to customers for 
their services. 

• Machinery. A company invests in a massively expensive automated factory that allows it to alter 
the production schedule on a moment’s notice. The company then charges far more than the usual 
price for its products, based on its ability to customize orders and ship to customers on the same 
day. 

• Products. A watchmaker manufactures very short production runs of premium watches and sells 
them to collectors at inordinately high prices. 

 
However, all of these examples highlight the fact that only a premium pricing strategy can be used when 
cost objects collect unusually large costs. If a business pursues any other type of strategy, it must pay close 
attention to its cost objects. 
 
The Assignability of Costs 
The bulk of this chapter is concerned with the accumulation of costs for specific cost objects. When doing 
so, a key issue is which costs to include or exclude. The concept is not a minor one, for the resulting report 
may trigger a management decision to eliminate the cost object – which may be, for example, an employee, 
a store, a product, or a customer. Consequently, assigning the correct costs is crucial. 
 
When assigning costs to cost objects, the rule is to do so if the elimination of the cost object in question 
would also eliminate the cost. Thus, the termination of employment for a single individual will certainly 
eliminate that person’s compensation, but will not affect the additional costs of the payroll or human re-
sources departments. However, the situation changes considerably when the scope of the cost object ex-
pands. Thus, if an entire production facility is considered a cost object, it is entirely likely that the payroll 
and human resources departments of that facility should be included in the cost, since those departments 
would be eliminated if the facility were to be eliminated. 
 
Overhead costs should never be allocated to cost objects. The reason is that the most common management 
decision related to a cost object is whether to retain or eliminate it, so only costs that will verifiably be 
eliminated should be attached to a cost object. Since overhead is, by its nature, not associated with a cost 
object, it should not be assigned to a cost object. 
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EXAMPLE 
 
The president of Grubstake Brothers is concerned that the cost reports for the company’s new Trench Demon digger 
machine indicate that it is losing money. A close examination of the cost report reveals that one cost assigned to this 
cost object is not actually closely related to the product, and so should be stripped away. The revised report is noted 
in the following table: 
 

 Assignable 
Cost or Revenue 

Costs not 
Assignable 

 
Notes 

Revenue $1,000,000   
Direct materials 350,000   
Direct labor 120,000  All direct labor staff work on this product, and so 

should be included 
Corporate overhead  $150,000 No corporate costs would be terminated if the product 

were cancelled 
Facility overhead 450,000  The facility would be shut down if the product were 

cancelled, and so should be included 
Warranty costs 35,000   
Net profit/loss $45,000 -$150,000  

 
Because the production facility would be shut down if the product were terminated, it is acceptable to assign all costs 
of the facility to the product. This is not the case for the corporate overhead costs, which should therefore not be 
allocated to the product. In short, once the corporate overhead cost has been excluded from the cost object, there is a 
discernible profit. 
 
 
In summary, the assignability of cost will vary, depending on the nature of the cost object, and should 
always be restricted to the variable costs incurred by a cost object. 
 
The Customer Cost Object 
A major cost object is the customer, since the primary purpose of a business is to expend funds specifically 
to serve its customers. Unfortunately, the cost accounting system is not designed to track costs for individual 
customers, so new systems will be needed to track the customer service time devoted to each customer, 
salesperson time by customer, and the cost of returned goods. A discussion of assignable costs assignable 
to customers appears in the following exhibit. 
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Costs to Assign to a Customer 

+/- Assignable Cost Commentary 
+ Customer service Only include the cost of customer service if there would be a reduction in 

this cost if a customer were to be terminated 
+ Salesperson Only include the cost of the sales staff if salespeople would be terminated 

along with a customer 
+ Returned goods Include the out-of-pocket cost to handle returned goods, which may include 

freight, repackaging, and the profit lost from reselling these goods at a re-
duced price 

+ Credits Include the cost of all credits claimed by a customer, which may include vol-
ume discounts, damaged goods claims, and so forth 

+ Early payment discounts All early payment discounts taken by a customer are a cost of doing business 
with that specific customer, and so should be included 

 
When a customer demands a great deal of attention, management is most likely to hear complaints from all 
over the company regarding how much staff time this customer requires. However, the issue is irrelevant 
unless the termination of the customer would directly trigger a reduction in company support staff. If not, 
and despite all the complaining, there is no incremental staff cost associated with a demanding customer. 

EXAMPLE 
 
Dude Skis sells to Stuffy Skis, which is a high-end retailer of the most expensive all-mountain skis, as well as Ware-
house Sports, which retails the lowest-cost skis through many outlets to beginner skiers. The skis that Dude sells to 
Stuffy have the highest margins, and Stuffy requires little administrative support. Warehouse buys in massive volume, 
but only buys low-margin items, and returns 20% of its purchases under various pretexts in order to clear out its 
inventory at the end of the season. Dude’s management wants to know how much it earns from each customer, and 
whether it should drop either one. Dude’s financial analyst constructs the following table: 
 

 Stuffy 
Customer 

Warehouse 
Customer 

Revenue $520,000 $2,780,000 
Direct costs   

Materials 210,000 1,390,000 
Direct labor 100,000 550,000 
Customer service cost 0 130,000 
Sales returns cost 0 600,000 

Total direct costs 310,000 2,670,000 
Contribution margin ($) $210,000 $110,000 
Contribution margin (%) 40% 4% 

 
In the table, there is no customer service cost at all for Stuffy Skis, since no customer service positions would be 
eliminated if Dude were to drop Stuffy as a customer. On the other hand, there are four customer service employees 
assigned to the Warehouse Sports account who would be laid off if Dude were to drop that account. 
 
The analysis reveals that Stuffy Skis produces far more contribution margin than Warehouse Sports, despite much 
lower revenues. However, this does not mean that Dude should eliminate Warehouse as a customer, since it still 
produces $110,000 of contribution margin. If Dude has a large amount of overhead to cover, it may be quite necessary 
to continue dealing with Warehouse Sports in order to retain the associated amount of contribution margin. 
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Customer Acquisition Costs 

Thus far, we have only addressed the cost of maintaining a relationship with a customer. In addition, there 
is the cost of acquiring a customer, which can be extraordinarily high. There may be a marketing campaign 
that triggers a few expressions of interest from potential customers, followed by salesperson visits that 
further reduce the pool of prospects, followed by product demonstrations that finally yield a small number 
of actual customers. If the total cost of this acquisition process were to be spread across the few resulting 
customers, it would be apparent that an existing customer relationship is extremely valuable. Knowledge 
of this acquisition cost might trigger additional actions, such as: 

• More analysis of acquisition methods. The profits garnered from newly-acquired customers may 
not justify the cost of their acquisition, resulting in the testing of alternative acquisition methods. 

• More initial analysis of customers. Management is likely to spend more time reviewing the incre-
mental cost of acquiring a new customer. It may pay to be picky about acquiring new customers in 
order to avoid those that will soak up an excessive amount of company resources. 

• More customer service. Since it is less expensive to maintain an existing relationship than to acquire 
a new relationship, management could commit to spend more money on existing customers in order 
to improve the relationship, such as faster customer service response times or paying for faster 
shipping to customers. 

Customer Lifetime Value 

The typical analysis of the value represented by an individual customer is based on the identifiable profits 
generated from sales to a customer within a measurement period, typically a month, quarter, or year. This 
measurement approach does not result in a complete view of a customer relationship, however, for it fails 
to consider the initial investment in acquiring the customer. This could be a substantial amount, which may 
call for a long-term relationship before a notable return on that investment is achieved. 
 

When valuing a customer based on its lifetime value to the company (or CLV), it may not be possible to 
simply extrapolate current buying patterns into the future. A customer’s buying needs may change over 
time, resulting in different types of sales or changes in the level of effort required to complete a sale. For 
example: 

• Since the relationship is already established, additional sales can be made with less selling effort, 
such as not being forced to engage in a bidding process. 

• The customer may be amenable to the company’s effort to cross-sell other types of products and 
services to it. 

• A change in the size of the customer over time may require it to ask for alternative products from 
the company that are different in size, complexity, or features. 

 
If so, these changes in buying patterns may be predictable, and can be incorporated into an analysis of 
lifetime value. The following example illustrates the concept: 
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EXAMPLE 
 
AirLife Turbines competes in the wind turbine market, where it sells turbines to power generation companies. The 
industry is fiercely competitive, with initial sales margins of only 3% being the average on turbine sales. However, 
once a sales relationship is established, Airlife can reliably achieve after-market servicing margins of 25% per cus-
tomer over the remaining 30-year life of a turbine. 
 
A new financial analyst is hired, examines the company’s margins for new sales, and promptly recommends an im-
mediate 10% increase in turbine prices to increase the margins on initial sales. However, the vastly more experienced 
CFO points out that, when a full customer lifetime value analysis is made, the actual profitability of every customer 
is really quite high. In effect, the low initial product prices are needed to lock customers into long-term service agree-
ments. 
 
 
A likely outcome of CLV analysis is an enhanced emphasis on customer turnover rates. If there is a high 
rate of customer turnover, then the initial cost of customer acquisition must be correspondingly low, so that 
the CLV remains profitable. Conversely, if the turnover rate is extremely low, it makes more sense to spend 
what might otherwise be considered an inordinate amount of money to acquire new customers, since these 
customers are more likely to generate profits over a long period of time. 

A company can also take a variety of steps to keep customer turnover from occurring, thereby expand-
ing the average customer lifetime. Ways to reduce customer turnover include: 

• Enhanced product quality. Create a feedback loop from the customer service department to the 
engineering staff, to ensure that all customer complaints regarding products result in product design 
changes or materials upgrades. 

• Enhanced customer experience. Improve the response time for customer calls, and increase the 
speed with which field service calls are made. 

• Enhanced customer relations. Assign customer relations officers to the most profitable customers, 
and ask customers to serve on customer advisory boards. 

 
The Employee Cost Object 
One of the most commonly-reviewed cost objects is the employee, particularly in regard to those adminis-
trative positions that can be more easily culled in the event of a downturn in business. However, the typical 
analysis only includes base-level compensation and the related payroll taxes, which does not yield a com-
plete picture of the situation. Instead, a more comprehensive view should be assembled. Costs assignable 
to employees appear in the following exhibit. 
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Costs to Assign to an Employee 

+/- Assignable Cost Commentary 
+ Base compensation Base compensation is always included in the cost of an employee 
+ Historical overtime If a person has a history of incurring overtime, then include the aver-

age amount of this overtime, plus applicable payroll taxes 
+ Bonuses Only include the amount of bonuses that are likely to be earned, plus 

applicable payroll taxes 
- Increased compensation elsewhere If an employee is to be let go, consider the cost of increased overtime 

for those employees remaining, as well as the payroll taxes associ-
ated with that overtime 

+ Payroll taxes This includes the social security, Medicare, and federal unemploy-
ment taxes paid by the employer 

+ Benefits This is the net cost of benefits paid by the company, after employee 
payroll deductions are subtracted 

+ Travel and entertainment This includes the historical average cost of travel and entertainment 
incurred by the employee 

 
Several costs should not be included in an employee cost analysis, since they would still remain if an em-
ployee were to be let go. Consider the following costs: 

• Cell phones. If a cell phone is considered common property that is simply passed along to a differ-
ent person when one individual leaves the company, then its cost should not be assigned to a spe-
cific individual. 

• Commissions. In many cases, a customer will be assigned to a different salesperson if the original 
salesperson is let go, so the company continues to incur a commission. However, if each sale is 
unique and there is no transfer of customers to a replacement salesperson, then the cost of commis-
sions could be assigned to an employee. 

• Depreciation. The depreciation on computer equipment and furniture used by an employee will 
remain if the position is eliminated, so do not assign the cost to an employee. 

• Profit sharing. If an employee were to be laid off, profits would simply be shared with someone 
else who remains on the staff. 

• Square footage allocation. The department to which an employee is assigned may be charged for 
the square footage occupied by the employee. Since this cost would remain even if an employee 
were not on staff, it should not be considered an employee-specific cost. 

 
A particularly large point that is frequently missed is to assign the actual net cost of benefits to employees, 
rather than the average net cost per employee. For example, it is entirely likely that an employee taking 
family medical insurance is much more expensive than one taking single coverage, since there is such a 
large disparity in the costs of these two variations on medical insurance. 
 
The Product Cost Object 
A common analysis is to accumulate costs for a product, and use this as the basis for a decision to cancel 
the product. In this case, the analysis should be entirely based on the variable cost of the product, and 
nothing else. Since most costs in the production area are fixed, this means that comparatively few costs 
should be assigned to a product. Costs assignable to products appear in the following exhibit. 
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Costs to Assign to a Product 

+/- Assignable Cost Commentary 
+ Direct materials Always assigned as a product cost 
+ Packaging costs Always assigned as a product cost 
+ Commissions Only assigned to a product if the commission specifically relates to the sale 

of that product 
+ Piece rate pay Add the cost of labor and related payroll taxes when employees are being 

paid for the incremental production of each individual unit, as occurs under 
a piece rate pay plan 

+ Outside processing charges If a third party is being paid for some or all of the processing work on a 
product, include this cost 

+ Licensing fees When the company is paying a third party a licensing fee for each unit sold, 
include this cost 

 
Several costs should not be included in a product cost analysis, since they would still remain if the product 
were to be eliminated. Consider the following costs: 

• Non-product commissions. Do not assign to a product any commissions paid for other reasons than 
a product sale, such as a quarterly override or a bonus for managing a new sales region. 

• Direct labor. Most direct labor is incurred to provide minimum staffing for a product line, rather 
than to produce an individual unit. Theoretically, direct labor costs could be incurred even if there 
is no production. Thus, this cost should be considered part of factory overhead. 

 
The cost of many purchased components varies considerably, based on the quantities in which you purchase 
them. For example, if you buy a widget in a standard supplier’s economy pack of 100 units, the supplier 
charges $5.00 per unit. However, if you need a smaller quantity, which requires the supplier to break its 
normal packaging and ship the widget in a custom-sized shipping container, the price increases to $15.00. 
Further, if you need to buy in massive quantities, such as a truckload, the supplier can reduce the price 
further, to $3.50 per unit. Thus, the cost of a purchased component can vary substantially, depending upon 
the quantities in which it is purchased. It may be necessary to include this concept in the derivation of costs 
for a product. 
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EXAMPLE 
 
Blitz Communications is considering developing a new desktop phone. The marketing department estimates that there 
is a 25% chance that the phone will sell 20,000 units or less, a 60% chance that it will sell between 20,000 and 50,000 
units, and a 15% chance that it will sell more than 50,000 units. The phone is to be constructed almost entirely from 
purchased parts, with final assembly at the Blitz factory. The cost analysis is: 
 

 
Component 

(25% Probability) 
20,000 Units or Less 

(60% Probability) 
20,001 – 50,000 Units 

(15% Probability) 
50,000+ Units 

Price/Unit $25.00 $25.00 $25.00 
Base 3.00 2.50 2.00 
Keypad 0.54 0.45 0.36 
Microphone 0.78 0.65 0.52 
Cord 0.96 0.80 0.64 
Shell 4.50 3.75 3.00 
Speaker 1.38 1.15 0.92 
Direct labor 3.75 3.75 3.75 
Overhead 8.00 4.20 2.00 

Cost Total $22.91 $17.25 $13.19 
Profit $2.09 $7.75 $11.81 

Profit % 8% 31% 47% 
 
The analysis uses the 20,001 to 50,000 unit range as the baseline. If product sales fall below the 20,001 unit level, the 
analysis shows that purchased component costs will increase by 20%, and that costs will decrease by 20% if the 
product sells more than 50,000 units. Further, the amount of fixed overhead costs must be spread over fewer units if 
the product sells 20,000 units or less, with the reverse effect if it sells more than 50,000 units. 
 
 
The preceding example reveals the problem that management faces when evaluating product costs that 
could change with purchasing volumes; there is a possibility that profits could severely underperform. 
When this situation arises, management needs to decide if it should take the risk of releasing a product into 
the market, or of setting a lower price to attract more sales, or of reengineering the product to reduce its 
cost. 
 
The Product Line Cost Object 
It may be necessary to reach a decision regarding the termination of an entire product line. If so, the 
number of costs to include in the decision skyrockets, as compared to the meager cost listing for a 
single product. There may also be issues in the reverse direction, when costs must be added in order to 
expand a product line. 
 
An entire facility may be used to create all of the products in a product family. If so, all of the costs of 
that facility are now considered variable when deciding whether to retain the product line. Consider the 
assignable costs in the following table, which are in addition to those listed in the last section for a product. 
 



Accountants Guidebook 
 

465 

Additional Costs to Assign to a Product Line 

+/- Assignable Cost Commentary 
+ Direct labor Direct labor is a fixed cost of the production line, and would be eliminated 

if the product line is terminated 
+ Factory overhead If the entire factory only produced that production line, then all of factory 

overhead is associated with the production line 
+ Marketing costs There is usually a separate budget for marketing the product line, which 

therefore varies with the product line 
+ Sales costs If the sales staff only sells the product line, they are a variable cost of the 

line. If they sell other items as well, then do not include their cost. 
+ Factory administration costs All of the administrative costs associated with running the factory are asso-

ciated with the product line, if the factory only produces the product line 
 
A sample product line margin report follows. 
 
Sample Product Line Margin Report 

 
Product Line 

 
Revenue 

Direct 
Materials 

 
Engineering 

 
Overhead 

Sales and 
Marketing 

 
Margin 

Home products $800,000 $320,000 $65,000 $165,000 $130,000 $120,000 
Restaurant products 390,000 156,000 82,000 80,000 40,000 32,000 
School products 640,000 320,000 39,000 128,000 90,000 63,000 

Totals $1,830,000 $796,000 $186,000 $373,000 $260,000 $215,000 
 
It is quite likely that the only cost not assigned to a product line will be the allocation of corporate 
overhead to the facility that produces these goods, since that would not necessarily be impacted by the 
termination of the product line. 
 
Costs related to a product line can vary whenever they reach a step cost boundary. For example, a 
production manager finds that his facility can produce a maximum of 3,000 widgets per week if he 
uses one shift, but that he needs to start a second shift in order to meet any additional demand. When 
he adds the shift, the company will have to incur certain additional fixed costs, such as the salary of a 
supervisor for that shift. 
 
When a company exceeds a step cost boundary and incurs a new step cost, how does this impact the cost 
of an individual unit of production? For incremental costing decisions, it does nothing at all, since the 
variable cost of producing a single unit has not changed. It has, however, increased the total overhead cost 
of the production system, as well as (presumably) the ability of the system to produce more units. 
 
For the purposes of analyzing the impact of a step cost on a product line, the main consideration for the 
analyst is to point out to management the existence of any impending step costs, their amount, and how 
they impact the production system. Management then needs to decide if it has a long-term need for the 
additional production capacity that the step cost represents, or whether it makes more sense to avoid the 
step cost by either turning away additional business or outsourcing the work. 
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The Sales Channel Cost Object 
Management may need to consider the cost of its various sales channels, to see if they are being operated 
in a cost-effective manner that produces profits. If so, the analysis should certainly include the costs of all 
goods and services generated by that sales channel, as well as the support costs required to maintain the 
channel, which could involve any separate distribution infrastructure. The costs assignable to a sales chan-
nel appear in the following exhibit. 
 
Additional Costs to Assign to a Sales Channel 

+/- Assignable Cost Commentary 
+ Product cost objects This is the cost of any products sold through the sales channel 
+ Marketing costs If there is a separate budget for marketing through the sales channel, consider it a 

variable cost of the sales channel 
+ Sales costs If the sales staff is assigned solely to a sales channel, then they are a variable cost of 

that channel. If they sell through multiple sales channels, then do not assign their 
cost to this cost object. 

+ Logistics costs If the storage and distribution of goods is separate for the sales channel, consider lo-
gistics a variable cost of the sales channel 

 
This is not a minor topic, for a chain of retail stores can be considered a sales channel cost object. It is not 
uncommon for management to evaluate an entire cluster of retail stores and their supporting regional ware-
house and marketing budget to see if the cluster should be retained or shut down. The same analysis can be 
applied to Internet stores, distributors, and other sales channels. Thus, the proper analysis of sales channels 
can result in some of the largest decisions that a business can make – and those decisions must be supported 
by the correct information. 
 
Cost Object Termination Issues 
Much of the discussion surrounding cost objects tends to involve their termination. If it is considered nec-
essary to actually terminate a cost object, there are several additional issues to be considered regarding how 
that termination is conducted. Consider the following issues: 

• Inventory reduction. When a product or an entire product line is being terminated, the remaining 
inventory of raw materials and work-in-process should be converted into finished goods, and the 
finished goods completely sold off. Otherwise, the company will end up holding inventory that it 
will only be able to liquidate with difficulty. Thus, considerable planning regarding residual inven-
tory levels must take place, which can impact the timing of a product or product line termination. 

• Inventory for warranties. If a product is to be terminated and there is a warranty period associated 
with it, estimate the number of units to be held in reserve for warranty replacement purposes, and 
set them aside. Otherwise, production may have to be restarted at a later date to fulfill the com-
pany’s warranty obligations. 

• Fixed asset maintenance. If an entire production line is to be terminated, be sure to include fixed 
asset acquisition proposals in this decision. Ideally, maintenance of existing equipment should be 
enhanced during the final months of scheduled production, rather than spending funds on equip-
ment that replaces worn-out machinery. This may mean that some production must be outsourced 
in order to sidestep production equipment that is no longer functional. 

• Severance costs. If a product line or sales channel is being terminated, there will be associated 
severance costs for those employees impacted by the decision. Also, various laws may require that 
employees be given a certain amount of advance warning, which can delay the effective date of the 
shutdown. 
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These issues do not impact the decision to eliminate a cost object, but they can have an impact on the timing 
of the cancellation. Consequently, review these points on a regular basis as the termination date for a cost 
object approaches. 
 
Which Cost Objects to Track 
It is not necessary to track the cost of every conceivable cost object in a business. Some attract such a small 
amount of cost that there is no point in doing so, while there are no decisions that can be made in regard to 
other cost objects. The following table illustrates how to sort through the various cost objects in a business. 
 
Tracking Concepts for Cost Objects 

Cost Object When to Track When not to Track 
Customers When significant sales volume is concen-

trated with a small number of customers 
When sales volume is widely dispersed 
among a large number of accounts 

Employees When specific sales can be traced back to an 
individual, or where pay levels are unusually 
high (examples: salespeople and engineers) 

When there are a large number of employees 
whose pay is relatively low (example: retail 
clerks) 

Products When there is considerable pricing pressure 
that may drive product margins to zero 

When product profitability is uniformly high 

Product lines When a product line is the sole focus of an 
entire production facility 

When the product line has dispersed produc-
tion and minimal targeted marketing or sales 

Sales channels When there is a large amount of supporting 
infrastructure, such as warehouses and a 
dedicated sales force 

When the channel is incidental, with mini-
mal ongoing costs 

 
Summary 
In essence, the study of cost objects is designed to focus attention on those aspects of a business that accu-
mulate costs, and which therefore can interfere with profitability. This does not mean that the cost of all 
cost objects will be continually ground down over time to the bare minimum. On the contrary, management 
may conclude that increased spending on a cost object is needed in order to fulfill the corporate mission. 
However, these cases should be in the minority. In most situations, management should be made aware on 
a regular basis of how costs are concentrated throughout the business, and of any material changes in these 
costs over time. 
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Chapter 28 - Review Questions 
The review questions accompanying this course are designed to assist you in achieving the course learn-
ing objectives. The review section is not graded; do not submit it in place of your qualified assessment. 
While completing the review questions, it may be helpful to study any unfamiliar terms in the glossary in 
addition to course content. After completing the review questions, proceed to the review question answers 
and rationales. 
 
1. An example of an operational cost object is: 

a. A customer service call 
b. A customer 
c. A product or service sold to customers 
d. A supplier 

 
2. The following costs should be included in the analysis of an employee cost object, except for: 

a. Bonuses 
b. Commissions 
c. Benefits 
d. Travel and entertainment 

 
3. The following costs should be included in the analysis of a product cost object, except for: 

a. Direct materials 
b. Commissions 
c. Licensing fees 
d. Direct labor 
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Review Question Answers and Rationales 

 
Review question answer choices are accompanied by unique, logical reasoning (rationales) as to why an 
answer is correct or incorrect. Evaluative feedback to incorrect responses and reinforcement feedback to 
correct responses are both provided. 
 
Chapter 1  
 
1. In accountancy, the core tasks are: 

a. Recordation, controls, and reporting 
b. Procedures, controls, and financial statements 
c. Recordation, classification, and reporting 
d. Procedures, classification, and controls 
 
a. Incorrect. Controls are not considered part of the core accountancy tasks. Controls are a more 

advanced function typically assigned to a controller or to someone who specializes in processes 
or controls. 

b. Incorrect. The formulation of procedures is not considered part of the core accountancy tasks. 
This task is a more advanced function typically assigned to an assistant controller, the control-
ler, or a technical writer. 

c. Correct. Recordation, classification, and reporting are considered the core accountancy 
tasks. Operations and analysis activities can be considered additional accountancy tasks. 

d. Incorrect. Procedures and controls are not usually considered part of the core accountancy 
tasks. These subjects are typically handled by assistant controllers, the controller, or a specialist 
who works solely in these areas. 

 
2. Managerial accounting is more focused on ___ than financial accounting. 

a. The use of accounting standards 
b. The causes of problems and how they may be fixed 
c. Reporting at the end of a period 
d. Impairment analysis 
 
a. Incorrect. The use of accounting standards is a key focus of financial accounting, where the 

concern centers on the proper recordation and reporting of business transactions. 
b. Correct. The causes of problems and how they may be fixed is a key focus of managerial 

accounting, since doing so will correct the manner in which internal systems are employed 
to process transactions. 

c. Incorrect. The reports issued at the end of an accounting period are a key focus of financial 
accounting. Managerial accounting is more oriented toward resolving specific operational is-
sues. 

d. Incorrect. Impairment analysis for assets is a key focus of financial accounting, where the re-
porting of impairments can have a major negative impact on both the income statement and 
balance sheet. 
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3. The position responsible for reconstructing damaged financial records is the: 
a. Project accountant 
b. Credit manager 
c. Controller 
d. Forensic accountant 
 
a. Incorrect. The project accountant monitors the progress of projects, investigates variances from 

the project budget, and ensures that project billings are issued and payments collected. 
b. Incorrect. The credit manager is responsible for reviewing and granting customer credit re-

quests, with the goal of maximizing revenues while minimizing bad debts. 
c. Incorrect. The controller manages the accounting department. 
d. Correct. The forensic accountant is responsible for reconstructing damaged or destroyed 

financial records, as well as for investigating suspected fraud. 
 
Chapter 2  
 
1. Accounts are usually listed in the chart of accounts beginning with: 

a. Liabilities 
b. Assets 
c. Revenues 
d. Expenses 
 
a. Incorrect. Liabilities are listed after assets in the chart of accounts. 
b. Correct. Assets are usually listed first in the chart of accounts. This is because accounts 

used to compile the balance sheet are stated in the chart of accounts prior to those used 
to create the income statement. 

c. Incorrect. Revenues are usually listed after shareholders’ equity accounts in the chart of ac-
counts. 

d. Incorrect. Expenses are usually listed after revenues in the chart of accounts. 
 
2. A small business that does not break out the results of its departments should use a __-digit account 

code structure. 
a. 9 
b. 7 
c. 5 
d. 3 
 
a. Incorrect. A nine-digit account code structure includes enough space for far more detailed ex-

pense tracking than is needed by a small business. 
b. Incorrect. A seven-digit account code structure is used to track accounts by department and 

division, which is not needed by a small business. 
c. Incorrect. A five-digit account code structure is used to track accounts by department, which is 

not needed by a small business. 
d. Correct. A small business can adequately track its transactions with a three-digit account 

code structure, since there is no need to track information by department. 
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3. The following should not be designated as a mega-account for a chart of accounts that uses the mini-
mum number of expense accounts: 

a. Discretionary costs 
b. Direct costs 
c. Employee compensation 
d. Business operations 
 
a. Correct. Discretionary costs are only of concern in a low-cash situation where manage-

ment needs to conserve cash by eliminating the least essential expenses. 
b. Incorrect. The direct costs account is a valid mega-account that may be employed when very 

few expense accounts are to be used, since the account includes a large part of all production 
costs. 

c. Incorrect. The employee compensation account is a valid mega-account that may be employed 
when very few expense accounts are to be used, especially in situations where compensation 
comprises a large part of total company expenses. 

d. Incorrect. The business operations account is a valid mega-account that may be employed when 
very few expense accounts are to be used. The account is particularly useful when there is no 
great need to delve into administrative costs. 

 
Chapter 3 
 
1. A subsidiary ledger is used: 

a. When you want to shift a large amount of transaction information out of the general ledger 
b. When there are few transactions in the general ledger 
c. Most commonly in smaller organizations 
d. Only in the subsidiaries of a parent company 
 
a. Correct. A subsidiary ledger is used when you want to shift a large amount of transaction 

information out of the general ledger. The subsidiary ledger is the location in which this 
information is stored. 

b. Incorrect. There is no need for a subsidiary ledger when there are few transactions in the general 
ledger, since the main reason for using a subsidiary ledger is to reduce the volume of entries in 
the general ledger. 

c. Incorrect. A subsidiary ledger is used most commonly in larger organizations, where there are 
many transactions that can be offloaded into such a ledger. 

d. Incorrect. A subsidiary ledger can be used in any part of a company. Common ledgers are used 
in purchasing, receivables, and inventory management. 
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2. An unbalanced journal entry: 
a. Is one in which the total amount of debits does not equal the total amount of credits 
b. Must be approved by the controller 
c. Does not credit a liability account 
d. Incorrectly alters the retained earnings balance 
 
a. Correct. An unbalanced journal entry is one in which the total amount of debits does not 

equal the total amount of credits. Such an entry must be corrected, or else the resulting 
balance sheet will not balance. 

b. Incorrect. An unbalanced journal entry must be corrected, irrespective of approvals. Otherwise, 
the balance sheet will not balance. 

c. Incorrect. An unbalanced journal entry may credit a liability account. In fact, it may credit any 
type of account. 

d. Incorrect. An unbalanced journal entry does not have to impact the retained earnings account 
in any way. It may instead impact another type of account, such as an asset or liability account. 

 
3. The post-closing trial balance contains: 

a. Revenue account balances 
b. Expense account balances 
c. Asset account balances 
d. Gain and loss account balances 
 
a. Incorrect. The post-closing trial balance does not contain revenue accounts, since these ac-

counts are not permanent accounts, and so are eliminated before the post-closing trial balance 
is compiled. 

b. Incorrect. Expense account balances are not included in the post-closing trial balance, since 
they are temporary accounts. This means they are flushed out as part of the closing process, 
and so will not appear in the post-closing trial balance. 

c. Correct. Asset account balances are included in the post-closing trial balance, since they 
are permanent accounts. 

d. Incorrect. It is not possible to include gain and loss account balances in the post-closing trial 
balance, since their ending balances are eliminated as part of the closing process. 

 
Chapter 4  
 
1. The verbal transfer of information to junior employees is unreliable because: 

a. Junior employees are proven to be poor listeners 
b. Senior employees must first become certified storytellers 
c. It leads to the use of many variations on a single procedure 
d. It is difficult to translate procedural information into local idioms 
 
a. Incorrect. It is not proven that junior employees are poor listeners. On the contrary, since they 

have the most to gain from a training session, they may be very good listeners. 
b. Incorrect. No certification is required for the verbal transfer of information between employees. 
c. Correct. The verbal transfer of information to junior employees is unreliable because it 

leads to the use of many variations on a single procedure. This is because the information 
imparted can vary from person to person, and also may not be understood in the same 
way by each recipient. 

d. Incorrect. There is not necessarily any translation problem associated with the verbal transfer 
of information; that is, local idioms should not be an insurmountable problem. 
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2. A business should create a procedure when: 

a. There is a risk that the company will suffer a monetary loss 
b. The auditors have not expressed any concern regarding the lack of a procedure 
c. It is not possible to make the underlying transaction more efficient 
d. The underlying transaction is completed infrequently 
 
a. Correct. A business should create a procedure when there is a risk that it will suffer a 

monetary loss. Otherwise, the absence of a procedure increases the likelihood that losses 
will arise in the future. 

b. Incorrect. An expression of concern by the auditors might trigger the creation of a procedure. 
In such a situation, a non-compliant business might be considered by its auditors to have an 
insufficient control environment. 

c. Incorrect. A multi-path transaction with differing levels of efficiency represents an opportunity 
for a procedure. At a high level of complexity, a procedure is useful for ensuring that the proper 
steps are followed. 

d. Incorrect. A high-volume transaction is a more likely prospect for a procedure, since a proce-
dure being performed incorrectly many times can lead to significant financial issues. 

 
3. A flowchart is especially useful: 

a. When employees all use the same language 
b. When procedures are unusually complex 
c. When procedures are unusually simple 
d. When there is a low employee turnover environment 
 
a. Incorrect. A flowchart is less necessary when all employees use the same language, since there 

is less need for an easy-to-understand explanation that might be needed when there are em-
ployees on staff who speak a different language. 

b. Correct. A procedure flowchart is especially useful when procedures are unusually com-
plex. Otherwise, it is difficult to interpret a solely text-based procedure. 

c. Incorrect. A flowchart is less necessary when a procedure is unusually simple, since there is 
less need to restate the information in another format. 

d. Incorrect. A flowchart is less necessary when there is little employee turnover, since they will 
have been with the company so long that they have memorized the processes with which they 
are involved. 

 
4. Each new release of procedures should inform recipients about: 

a. The design process used by the procedure writer 
b. Changes to the procedure format 
c. All procedures that have been deleted 
d. The expected duration of the procedures 
 
a. Incorrect. Procedure recipients have no interest in the design process, only in the procedures 

that result from the process. 
b. Incorrect. The format in which a procedure is presented likely has minimal impact on procedure 

recipients; they are more concerned with the content of the procedures. 
c. Correct. Procedure recipients need to know which procedures to throw out, so the infor-

mation accompanying the release of a new procedure should itemize exactly which old 
procedure pages should no longer be used. 

d. Incorrect. It is very difficult to estimate the duration of a procedure, which may vary by the 
complexity of transactions and the experience and training levels of employees. 
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5. The shipping manager verifies a sales order: 

a. To ensure that the correct copy was sent 
b. To ensure that the promised ship date has not yet passed 
c. To verify that it is authorized for shipment 
d. For the correct product prices 
 
a. Incorrect. All copies of a sales order are the same, so it does not matter which copy was sent to 

the sales manager. 
b. Incorrect. The shipping staff should issue deliveries even if the promised ship date was not 

attained, in order to achieve the best ship date possible. 
c. Correct. The shipping manager should verify that a sales order is authorized for ship-

ment. Otherwise, goods may be shipped for which there is a high risk of customer non-
payment. 

d. Incorrect. A price check is not the responsibility of the shipping manager, who likely does not 
have access to product price information. 

 
6. Matching purchase requisitions to purchase orders: 

a. Is useful for ensuring that the correct items are ordered 
b. Is an efficient way to file documents 
c. Is used to verify budget availability 
d. Is handled by the receiving staff 
 
a. Correct. Matching is useful for ensuring that the correct items are ordered. If there is not 

a match, the purchasing staff incorrectly transcribed information onto the purchase or-
der. 

b. Incorrect. Matching has no bearing on the efficiency of document filing, which is driven more 
by the attentiveness of the staff and the type of filing system. 

c. Incorrect. Since the budget is not stated on either document, matching to budgeted funds has 
no bearing on budget availability. 

d. Incorrect. The receiving staff does not receive purchase requisitions, and would have no use 
for them if received. 

 
Chapter 5  
 
1. There may be no need to create a reserve for an impaired loan when: 

a. The impairment has not been confirmed 
b. It is probable that not all related principal will be collected 
c. The borrower is a related party 
d. The value of collateral at least matches the value of the loan 
 
a. Incorrect. Impairment confirmation is not required to create a reserve, since a reserve is based 

on estimates, rather than an examination of precisely which receivables will not be collected. 
b. Incorrect. A probable loss of principal should certainly trigger the creation of a reserve. Other-

wise, recognition of a loss is being unreasonably withheld until a later period. 
c. Incorrect. The status of the borrower as a related party has no bearing on the need to create a 

reserve. If there is a reasonable expectation of a loss, a reserve should be created. 
d. Correct. There may be no need for a reserve when the value of collateral at least matches 

the value of the loan. In this situation, the large amount of collateral reduces the risk that 
a loss will be incurred. 
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2. The lender should recognize a delinquency fee when: 

a. The fee is due 
b. The fee is chargeable 
c. There is a prospect of future borrower delinquency 
d. It is paid 
 
a. Incorrect. The lender should not delay the recognition of a delinquency fee until it is due; 

GAAP requires that it instead be recognized when chargeable. 
b. Correct. The lender should recognize a delinquency fee when it is chargeable, as required 

under GAAP. 
c. Incorrect. The prospect of future borrower delinquency is too uncertain to use as the basis for 

recognizing a delinquency fee. 
d. Incorrect. GAAP mandates that the lender not delay the recognition of a delinquency fee until 

the payment date. 
 
3. When there is a loan syndication where the lead lender is collecting repayments, the lead lender: 

a. Should not recognize the aggregate loan as an asset 
b. Should recognize the aggregate loan as an asset 
c. Should recognize all of the interest income associated with the loan 
d. Should recognize all delinquency fees associated with the loan 
 
a. Correct. When there is a loan syndication where the lead lender is collecting repayments, 

the lead lender should not recognize the aggregate loan as an asset. In reality, the other 
members of the syndicate also own a portion of the aggregate loan. 

b. Incorrect. The lead lender should not recognize the aggregate loan as an asset, since this lender 
only owns a portion of the loaned assets. 

c. Incorrect. The lead lender should not recognize all of the interest income associated with the 
loan, since some of the interest income is actually owned by other members of the syndicate. 

d. Incorrect. Fee apportionment should be among all members of the lending syndicate; this 
means the lead lender does not solely recognize all delinquency fees. 

 
Chapter 6  
 
1. A holding gain or loss: 

a. Represents a change in the carrying amount of a security 
b. Represents a change in the fair value of a security 
c. Represents a change in the gross amount of a security 
d. Only applies when a security is partially owned by a third party 
 
a. Incorrect. A holding gain or loss does not arise from a change in carrying amount of a security; 

such a gain only arises from a change in fair value. 
b. Correct. A holding gain or loss is based on a change in the fair value of a security. The 

security is not yet sold, so there may continue to be changes in this gain or loss over time. 
c. Incorrect. A holding gain or loss is caused by a change in fair value. Such a gain or loss is not 

related to a change in the gross amount of a security. 
d. Incorrect. When the ownership percentage of a security alters, this does not impact the holding 

gain or loss. Only a fluctuation in fair value alters the holding gain or loss. 
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2. A trading security is intended to be: 
a. Sold in the short-term for a profit 
b. Sold to a related party 
c. Held to maturity 
d. Sold in the short-term to offset a taxable gain 
 
a. Correct. A trading security is intended to be sold in the short-term for a profit. It is not 

intended to be held for a long period of time. 
b. Incorrect. A trading security may or may not be sold to a related party; the nature of the coun-

terparty is not an element of the definition for a trading security. 
c. Incorrect. A held to maturity investment only applies to a debt security, while a trading security 

can also include equity investments. 
d. Incorrect. The intent is to hold a trading security to earn a profit, so using it to recognize a 

taxable loss is not the intent. 
 
3. Held-to-maturity investments are accounted for: 

a. By measuring them at their fair value 
b. By recording them at their amortized cost 
c. By storing unrealized gains and losses in other comprehensive income until realized 
d. By recording them at their unamortized cost 
 
a. Incorrect. Trading securities are measured at their fair value. 
b. Correct. Held-to-maturity investments are accounted for at their amortized cost, as re-

quired by GAAP. 
c. Incorrect. Available-for-sale investments are accounted for by storing unrealized gains and 

losses in other comprehensive income until realized. 
d. Incorrect. Held-to-maturity investments are amortized over time, as per GAAP. 

 
Chapter 7  
 
1. The first in, first out (FIFO) method: 

a. Does not require inventory layers 
b. Does not match the actual flow of inventory in most situations 
c. Is based on the assumption that the first inventory item added to inventory is the first one used 
d. Is based on the assumption that the last inventory item added to inventory is the first one used 
 
a. Incorrect. The FIFO method requires the use of inventory layers, which are used to assign costs 

to items held in inventory. 
b. Incorrect. The FIFO method matches the actual flow of inventory in most organizations, where 

the first goods acquired or produced are typically the first ones sold. 
c. Correct. The FIFO method is based on the assumption that the first inventory item added 

to inventory is the first one used. This concept closely equates to the actual flow of goods 
in many organizations. 

d. Incorrect. The LIFO method is based on the assumption that the last inventory item added to 
inventory is the first one used, This is the reverse cost flow assumption from the FIFO method. 
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2. The last-in, first-out (LIFO) method: 
a. Is required under international financial reporting standards 
b. Requires the use of inventory layers 
c. Matches the actual flow of inventory in most situations 
a. Incorrect. The LIFO method is prohibited under international financial reporting standards, 

which prefers the use of the FIFO or weighted average costing methods. 
b. Correct. The LIFO method requires the use of inventory layers, which are accessed for 

costing purposes based on the assumption that the last items entering stock are the first 
ones used. 

c. Incorrect. The LIFO method does not match the actual flow of inventory in most situations, 
since this method assumes that a company retains in stock its oldest inventory items. Doing so 
would place these items at risk of obsolescence. 

d. Incorrect. The LIFO method usually increases the cost of goods sold, and so results in the 
reporting of lower net income. 

 
3. A cost pool is: 

a. A grouping of costs that are then allocated 
b. Costs that have been allocated 
c. Variable costs assigned to a product 
d. Administrative costs that are not allocated 
 
a. Correct. A cost pool is a grouping of costs that are then allocated. A common cost pool is 

for factory overhead, which is then allocated to the units produced during a reporting 
period. 

b. Incorrect. A cost pool does not contain costs that have already been allocated, since the purpose 
of a cost pool is to shift costs elsewhere, to cost objects. 

c. Incorrect. Variable costs are not included in a cost pool. Variable costs are instead assigned 
directly to the cost objects with which they are associated. 

d. Incorrect. Administrative costs are charged to expense in the current period; they are not allo-
cated. 

 
Chapter 8  
 
1. The capitalization limit is: 

a. The maximum amount of earnings that a corporation is allowed to retain, above which the 
Internal Revenue Service imposes a tax 

b. An amount below which all expenditures are charged to expense 
c. An amount above which all expenditures are charged to expense 
d. The amount of retained earnings 
 
a. Incorrect. The IRS does have an accumulated earnings tax, but it is not called the capitalization 

limit. The limit is only associated with the cost level at which expenditures are capitalized or 
charged to expense. 

b. Correct. The capitalization limit is an amount below which all expenditures are charged to 
expense. The intent of the limit is to keep a company from spending time tracking fixed assets 
that have minor purchase costs. 

c. Incorrect. Expenditures above the capitalization limit are capitalized. The intent of imposing 
the limit is to keep the accounting department from having to spend time tracking smaller ex-
penditures as fixed assets. 
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d. Incorrect. The amount of retained earnings is based on the cumulative amount of company 
earnings, less any distributions to shareholders. 

 
2. Accelerated depreciation does not include the following calculation method: 

a. The double declining balance method 
b. The sum-of-the-years digits method 
c. The 150% declining balance method 
d. The straight-line method 
 
a. Incorrect. The double declining balance method is a valid accelerated depreciation method, 

since it compresses the time period over which the bulk of the depreciation is recognized. 
b. Incorrect. The sum-of-the-years digits method is a valid accelerated depreciation method, since 

it is designed to recognize a major part of the total depreciation expense within the first few 
reporting periods. 

c. Incorrect. The 150% declining balance method is a valid accelerated depreciation method, since 
it recognizes a larger amount of depreciation expense in the earlier periods than in the later 
periods. 

d. Correct. The straight-line method is not an accelerated depreciation method. Instead, de-
preciation is incurred at a steady rate over the useful life of a fixed asset. 

 
 
 
3.     You should recognize an impairment loss under GAAP: 

a. When an asset’s carrying amount exceeds the sum of its discounted cash flows 
b. In other comprehensive income 
c. When an asset’s carrying amount is not recoverable and exceeds the sum of its undiscounted 

cash flows 
d. As an adjustment to beginning retained earnings 
 
a. Incorrect. The discounting of cash flows is not allowed within the calculation of asset impair-

ment. 
b. Incorrect. Impairment losses are recognized within income from continuing operations, rather 

than in other comprehensive income. 
c. Correct. You should recognize an impairment loss under GAAP when an asset’s carrying 

amount is not recoverable and exceeds the sum of its undiscounted cash flows. In this 
case, the readers of a company’s financial statements would be misled if the carrying 
amount were not reduced. 

d. Incorrect. Impairment losses are recognized within income from continuing operations, rather 
than as an adjustment to beginning retained earnings. 

 
Chapter 9 
 
1. Goodwill impairment exists when: 

a. The gross amount of the goodwill is greater than its implied fair value 
b. The acquirer pays more for an acquisition than the fair value of the tangible assets of the ac-

quiree 
c. The carrying amount of the goodwill is less than its implied fair value 
d. The carrying amount of the goodwill is greater than its implied fair value 
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a. Incorrect. The gross amount of goodwill does not factor in any prior impairment, and so cannot 
be used as the basis for measuring impairment. 

b. Incorrect. The fair value of the tangible assets purchased does not include the fair value of the 
intangible assets purchased, or goodwill. 

c. Incorrect. When the carrying amount of goodwill is less than its implied fair value, there is no 
impairment. 

d. Correct. Goodwill impairment exists when the carrying amount of the goodwill is greater 
than its implied fair value. 

 
2. The assessment of goodwill for impairment does not include this step: 

a. Auditor review 
b. Calculate impairment loss 
c. Assess qualitative factors 
d. Identify potential impairment 
 
a. Correct. An auditor review is not an impairment assessment step. Instead, the impair-

ment assessment is conducted internally. 
b. Incorrect. Calculating the impairment loss is one of the steps in the impairment assessment 

process flow. 
c. Incorrect. When conducting an impairment assessment, the consideration of qualitative factors 

must be included in the analysis. 
d. Incorrect. The identification of a potential impairment scenario is one of the earliest steps in 

the assessment of asset impairment. 
 
3. Once goodwill impairment has been recognized: 

a. The impairment can only be reversed if the reversal is for an immaterial amount 
b. The impairment cannot be reversed 
c. The impairment can only be reversed by a publicly-held company 
d. The impairment can be reversed only within the same reporting year 
 
a. Incorrect. A previously-recognized impairment cannot be reversed, even for an immaterial im-

pairment amount. 
b. Correct. Once goodwill impairment has been recognized, GAAP does not allow the im-

pairment to be reversed. 
c. Incorrect. Neither public nor private companies are allowed to reverse a goodwill impairment 

that has already been recognized. 
d. Incorrect. Once a goodwill impairment transaction has been recognized, it cannot be reversed 

under any circumstances. 
 
Chapter 10  
 
1. A stock dividend: 

a. Is assumed to reduce the market price of shares outstanding 
b. Increases the retained earnings account balance 
c. Is for less than 20% of the number of shares outstanding prior to the issuance 
d. Is for more than 25% of the number of shares outstanding prior to the issuance 
 
a. Incorrect. When recording a stock dividend, the transaction is assumed to not reduce the market 

price of shares outstanding. 
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b. Incorrect. A stock dividend reduces the retained earnings account balance, thereby shifting 
funds into the newly-created stock dividend. 

c. Correct. A stock dividend occurs when a stock issuance is for less than 20% of the number 
of shares outstanding prior to the issuance. 

d. Incorrect. A stock issuance is considered to be for more than 25% of the number of shares 
outstanding prior to an equity issuance. 

 
2. A reason to buy back shares is: 

a. When a company has the right of first refusal to reacquire shares 
b. To reduce the earnings per share 
c. To expand the ownership base 
d. To take a company public 
 
a. Correct. A reason to buy back shares is when a company has a first right of refusal to buy 

back shares from the holder of those shares. Doing so may keep control of the company 
with the remaining shareholders. 

b. A share buy-back increases the earnings per share, since earnings are spread over fewer shares. 
c. Incorrect. A share buy-back reduces the number of shares available to shareholders, and so 

tends to reduce the ownership base. 
d. Incorrect. A share buy-back can be used to take a company private, since it reduces the number 

of shareholders outstanding. 
 
 
 
3.    The treasury stock account: 

a. Is a liability account 
b. Is a contra equity account 
c. Typically increases the aggregate amount of equity 
d. Only contains the par value of repurchased stock 
 
a. Incorrect. The treasury stock account is a contra equity account. It contains a debit balance that 

offsets the other equity accounts. 
b. Correct. The treasury stock account is a contra equity account, which means that the 

normal balance in this account offsets the normal equity balance. 
c. Incorrect. The treasury stock account reduces the aggregate amount of equity, since funds are 

being paid out to acquire shares from stockholders. 
d. Incorrect. The treasury stock account contains the entire purchase price of repurchased shares. 

It does not differentiate between the different costs associated with shares. 
 
Chapter 11 
 
1. The following conditions are needed for a contract to exist, except for: 

a. The cash flows of the seller will change 
b. Written approval 
c. The rights of the parties are identified 
d. The amount the customer will pay is stated 

 
a. Incorrect. The cash flows of the seller must change as a result of the contract, either in terms 

of their amount, timing, or risk of receipt. 
b. Correct. Either written or oral approval is allowable for a contract to exist. 
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c. Incorrect. The contract must clearly state the rights of all parties to the contract. 
d. Incorrect. The payment terms associated with the contract must be clearly stated. 

 
2. Two contracts with the same customer can be considered a single contract for accounting purposes 

when: 
a. They are approved by the same authorized representative of the customer 
b. The prices paid are segregated by contract 
c. Multiple commercial objectives are involved 
d. There is one performance obligation inherent in the contracts 

 
a. Incorrect. One authorized representative of a customer is quite capable of signing contracts that 

are entirely unrelated. 
b. Incorrect. When the prices paid are segregated by contract, this implies that the two contracts 

are intended to operate independently of each other. 
c. Incorrect. If there are multiple commercial objectives associated with the contracts, they should 

be tracked separately, since each one may require a different form of accounting. 
d. Correct. When there is one performance obligation inherent in the two contracts, the 

seller’s accounting staff can account for them as a single contract, since the result of the 
two contracts is as though only one contract exists. 

 
 
 
3.    The assessment of a possible reversal of revenue can include the following factor: 

a. The time that must pass before the uncertainty can be resolved is relatively short 
b. The seller has a history of accepting price concessions 
c. The seller has tight control over the amount paid 
d. There are two possible outcomes for the amounts that may be paid 

 
a. Incorrect. When the time that must pass is quite lengthy, there is a higher risk that the amount 

of revenue could be reversed, simply due to the passage of time. 
b. Correct. If the seller has a history of accepting price concessions, it is more likely that the 

amount of revenue recognized will be less than initially expected. 
c. Incorrect. It is in situations where outside factors impact the amount of consideration paid that 

the seller is more at risk of experiencing a revenue decline. 
d. Incorrect. When there are only two outcomes for the amount the seller will receive, the seller 

is more likely to be able to accumulate sufficient information to determine which alternative is 
more likely to succeed. 

 
4. A standalone selling price may be estimated by using all of the following methods, except for: 

a. Residual approach 
b. Adjusted market assessment 
c. Expected cost plus a margin 
d. Transfer pricing 

 
a. Incorrect. The concept of subtracting all standalone selling prices from the total transaction 

price to arrive at the residual amount that is applied to the remaining products is an accepted 
method for estimating a standalone selling price. 

b. Incorrect. Estimating standalone prices from what customers would be willing to pay is an 
accepted method for estimating a standalone selling price. 

c. Incorrect. It is acceptable to derive a standalone price by estimating the relevant cost and adding 
a margin to it. 
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d. Correct. Transfer pricing is an accounting method used to assign costs to goods that are 
transferred between subsidiaries; it is unrelated to the concept of the standalone selling 
price. 

 
5. The following is an indicator that a customer has gained control over a good or service delivered by the 

supplier: 
a. The seller retains title to the asset 
b. The goods are segregated on the seller’s premises 
c. The customer cannot pledge the asset 
d. The customer has accepted the asset 

 
a. Incorrect. The seller still has control over the asset if it retains title to the asset, though this may 

not be the case if title retention only occurs to protect the seller from payment default. 
b. Incorrect. Unless there is a bill-and-hold arrangement, goods stored on the seller’s premises are 

considered an indicator that the seller retains control. 
c. Incorrect. When the customer cannot pledge the asset, it indicates that some other entity has 

legal title to the asset. 
d. Correct. When the customer has accepted the asset, this is a strong indicator that the 

customer now has control over it; this also indicates that the asset is likely on the cus-
tomer’s premises, which is another indicator of control. 

 
6. The following is an example of an output method used to measure progress toward the fulfillment of a 

performance obligation: 
a. Machine hours used 
b. Labor hours expended 
c. Milestones reached 
d. Costs incurred 
 
a. Incorrect. Machine hours used is considered an input method, since it is based on the effort 

required by the seller. 
b. Incorrect. Labor hours expended is designated as an input method, since it is derived from the 

consumption of an entity’s labor asset to fulfill a performance obligation. 
c. Correct. When a milestone is reached, this is considered an output method, since it is 

derived from the value to the customer of goods and services transferred to date. 
d. Incorrect. Costs incurred is one of the strongest input methods used, since it directly associates 

the monetary impact of effort required to fulfill performance obligations with the recognition 
of revenue. 

 
Chapter 12  
 
1. The chart of accounts: 

a. Is used to graphically demonstrate the organizational structure of a company 
b. Identifies all bank accounts owned by the employer 
c. Is a listing of all accounts used in the general ledger 
d. Contains baseline information about every employee 
 
a. Incorrect. An organizational chart graphically demonstrates the organizational structure of a 

company. The chart of accounts is only used to list the accounts used in the general ledger. 
b. Incorrect. An employer’s bank accounts are only a subset of the full range of accounts stated 

in the chart of accounts. 
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c. Correct. The chart of accounts is a listing of all the accounts used in the general ledger of 
a business. 

d. Incorrect. The employee master file contains baseline information about every employee, and 
is part of the human resources system. This information is not contained within the chart of 
accounts. 

 
2. Wages are accrued in order to: 

a. Recognize the expense associated with unpaid wages at the end of an accounting period 
b. Pay employees the amount of any unpaid wages at the end of an accounting period 
c. Notify the IRS of an additional payroll tax liability 
d. Shift the wage expense forward into the next accounting period 
 
a. Correct. Wages are accrued in order to recognize the expense associated with unpaid 

wages at the end of an accounting period. Otherwise, the compensation expense recog-
nized by a business would be under-reported. 

b. Incorrect. A wage accrual does not involve actually paying employees any unpaid wages; in-
stead, the accrual is only intended to record an expense. 

c. Incorrect. A wage accrual does not involve notifying the IRS of any additional payroll tax 
liability. There is not typically any system for issuing such a notification to the IRS. 

d. Incorrect. A wage accrual recognizes a wage expense in the current period – it does not shift 
the wage expense forward into the next accounting period. 

 
3. It is acceptable to record commission expense as: 

a. A reduction of revenue 
b. Part of the cost of goods sold 
c. A special expense 
d. An increase in the sales discounts contra account 
 
a. Incorrect. You should not record commission expense as a reduction of revenue. A commission 

is always considered a variable expense that is located below revenue in the income statement. 
b. Correct. It is acceptable to record commission expense as part of the cost of goods sold, 

since commissions are directly associated with the sale of goods and services. 
c. Incorrect. You should not record commission expense as a special expense, since this designa-

tion is only used in governmental accounting for infrequent events. 
d. Incorrect. You should not record commission expense as an increase in the sales discounts 

contra account, since a commission does not fall into the definition of a sales discount. 
 
Chapter 13  
 
1. When you issue stock to an employee, the proper accounting is: 

a. To charge the full cost to expense, irrespective of any amount paid by the employee for the 
stock 

b. To wait to charge the cost to expense until the performance condition has been completed 
c. To charge the cost to expense at once 
d. To accrue expense based on the probable outcome of the performance condition 
 
a. Incorrect. The expense is recognized over the service period. 
b. Incorrect. The expense is recognized over the service period rather than waiting until perfor-

mance has been completed, thereby matching the expense to the service performed. 
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c. Incorrect. Immediate expense recognition is only warranted when there is no further employee 
performance required. 

d. Correct. When stock is issued to an employee, the proper accounting for the transaction 
is to accrue expense based on the probable outcome of the performance condition. 

 
2. The reload feature: 

a. Gives an employee the choice to take compensation in the form of discounted company stock 
b. Retracts any remaining options if only a portion of an option grant is exercised 
c. Grants additional options on specific dates 
d. Grants additional options to an employee once that person exercises existing options 
 
a. Incorrect. The reload feature does not pay compensation in the form of options, but rather re-

places options that have been exercised. 
b. Incorrect. The reload feature does not retract existing options; the feature is only intended to 

replace options that have been exercised. 
c. Incorrect. The reload feature does not focus on option grants that must occur on specific dates. 
d. Correct. The reload feature grants additional options once an employee exercises existing 

options. 
 
 
 
3.     A stock with a highly volatile price: 

a. Is worth less to an option holder than a stock with less price volatility 
b. Is worth more to an option holder than a stock with less price volatility 
c. Has the same price as a stock with less price volatility 
d. Typically has fewer shares outstanding, and so is more difficult to buy and sell 
 
a. Incorrect. A stock with a highly volatile price is worth more to an option holder, since the 

holder can wait until an unusually high price is reached before exercising the option. 
b. Correct. A stock with a highly volatile price is worth more to an option holder, since a 

higher price point is more likely to be reached, from which an option holder can profit. 
c. Incorrect. A stock with a highly volatile price is worth more to an option holder, given the 

opportunity to exercise the option at a presumably higher price point. 
d. Incorrect. There is no correlation between stock price volatility and the number of shares out-

standing. 
 
Chapter 14  
 
1. An excess tax credit can be used as: 

a. A carryback 
b. A deferred tax expense 
c. A tax position 
d. A valuation allowance 
 
a. Correct. An excess tax credit can be used as a carryback, to be offset against the tax lia-

bility in another period. 
b. Incorrect. A deferred tax expense is the net change in deferred tax liabilities and assets. 
c. Incorrect. A tax position is a position taken in a tax return that measures tax assets and liabili-

ties. 
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d. Incorrect. A valuation allowance is the expected reduction in the amount of tax assets to be 
realized. 

 
2. The following is not a step used to derive a tax position: 

a. Evaluate whether the position has merit 
b. Determine the extent to which the position can be shifted to the company’s limited partners 
c. Recognize the tax position, if warranted 
d. Measure the amount that can be recognized 
 
a. Incorrect. Evaluating whether a position has merit is a valid step in the development of a tax 

position. 
b. Correct. Determining the impact of a tax position on limited partners only applies in lim-

ited circumstances. In most cases, this is not a significant factor in the development of a 
tax position. 

c. Incorrect. Recognizing the tax position taken is a valid step, as long as the position has merit 
and can be measured. 

d. Incorrect. Measuring the amount that can be recognized is a valid step, as long as the tax posi-
tion has merit. 

 
 
 
3.    Income taxes are not allocated to: 

a. Continuing operations 
b. Discontinued operations 
c. Other comprehensive income 
d. Equity 
 
a. Incorrect. Income taxes are allocated to continuing operations. 
b. Incorrect. Income taxes are allocated to discontinued operations. 
c. Incorrect. Income taxes are allocated to other comprehensive income. 
d. Correct. The GAAP framework does not mandate that income taxes be allocated to eq-

uity. 
 
Chapter 15  
 
1. The acquisition method involves the following step: 

a. Value the acquiree 
b. Sign a letter of intent 
c. Determine the acquisition date 
d. Settle upon the method of payment 
 
a. Incorrect. Valuing the acquiree is part of the purchasing process, and so is not part of the ac-

quisition method (which occurs after the purchase is complete). 
b. Incorrect. Signing a letter of intent is part of the purchasing process, and so is not part of the 

acquisition method, which is used to record a completed purchase. 
c. Correct. Determining the acquisition date is required under the acquisition method, since 

various measurements are derived as of this date. 
d. Incorrect. Determining the method of payment is part of the purchasing process. It occurs be-

fore the acquisition method is used to document a purchase transaction. 
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2. If contingent consideration is paid in equity: 
a. Record the consideration at the fair value of the equity 
b. Record the consideration at the par value of the issued stock 
c. Record the consideration at the fair value of the increase in value of the acquiree 
d. Do not remeasure the amount of equity paid 
 
a. Incorrect. Do not record the consideration at the fair value of the equity issued. 
b. Incorrect. Do not record the consideration at the par value of the equity issued. 
c. Incorrect. Do not record the consideration based on the change in value of the acquiree. 
d. Correct. If contingent consideration is paid in equity, do not remeasure the amount of 

contingent compensation paid. 

 

3.    If there is no noncontrolling interest, the calculation of goodwill is: 
a. Consideration paid 
b. Consideration paid – assets acquired + liabilities assumed 
c. Consideration paid + assets acquired – liabilities assumed 
d. Consideration paid + contingent consideration 
 
a. Incorrect. The calculation of goodwill does not include assets acquired and liabilities assumed, 

in a situation where there is no noncontrolling interest. 
b. Correct. If there is no noncontrolling interest, goodwill equals consideration paid, minus 

assets acquired, plus liabilities assumed. This calculation is provided under GAAP. 
c. Incorrect. Goodwill equals consideration paid, minus assets acquired, plus liabilities assumed. 

The answer stated that acquired assets were added and acquired liabilities were subtracted. 
d. Incorrect. Goodwill equals consideration paid, minus assets acquired, plus liabilities assumed. 

The answer did not include the acquired assets or liabilities assumed, and falsely included con-
tingent consideration. 

 
Chapter 16  
 
1. The functional currency is: 

a. The legal currency used within a country 
b. The currency in which a business prepares its financial statements 
c. The currency that a business uses in the majority of its business transactions 
d. The U.S. dollar 
 
a. Incorrect. The local currency is the legal currency used within a country. 
b. Incorrect. The reporting currency is the currency in which a business prepares its financial 

statements, as per GAAP. 
c. Correct. The functional currency is the currency that a business uses in the majority of 

its business transactions. 
d. Incorrect. The U.S. dollar is only the functional currency for those businesses using it in the 

majority of their business transactions. 
 
2. Financial statement translation does not involve this step: 

a. Determining the functional currency of the foreign entity 
b. Recording gains and losses on currency translation 
c. Remeasuring the functional currency of the foreign entity into its legal currency 
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d. Remeasuring the financial statements of the foreign entity into the reporting currency of the 
parent 

 
a. Incorrect. Determining functional currency is a standard translation step in the creation of fi-

nancial statements. 
b. Incorrect. Recording gains and losses is a standard translation step in the production of financial 

statements. 
c. Correct. The functional currency of the foreign entity is not remeasured into its legal 

currency. Usually, the functional and legal currencies of a foreign entity are the same. 
d. Incorrect. Remeasuring into the reporting currency is a standard translation step in the creation 

of financial statements. 
 
3. When translating the financial statements of an entity into the reporting currency of a business, translate 

assets: 
a. At the weighted-average exchange rate 
b. At the current exchange rate at the balance sheet date 
c. At the exchange rate as of the dates when those items were originally recognized 
d. At the exchange rate in effect at the beginning of the reporting period 
 
a. Incorrect. The weighted-average exchange rate is not used for the translation of assets. 
b. Correct. When translating the financial statements of an entity into the reporting cur-

rency of a business, the current exchange rate is used for the translation of assets. 
c. Incorrect. The original exchange rate is not used for the translation of assets; instead, the current 

exchange rate is used. 
d. Incorrect. The beginning-of-period exchange rate is not used for the translation of assets. The 

current exchange rate is used instead. 
 
Chapter 17  
 
1. An example of a change in accounting estimate is: 

a. A change in the salvage value of a depreciable asset 
b. A change in expense from period to period 
c. The resetting of a product’s price 
d. The revaluation of an asset to its fair value 
 
a. Correct. A change in salvage value is considered a change in accounting estimate. 
b. Incorrect. A change in expense from period to period is a normal outcome of business opera-

tions, and so is not considered an accounting change or error correction. 
c. Incorrect. Resetting a product’s price is an example of a normal operating business decision. 

As such, it is not a change in accounting estimate. 
d. Incorrect. Revaluing an asset to its fair value is not considered an error correction, since this is 

a common ongoing activity. 
 
2. The following is not a step used to correct an error in previously issued financial statements: 

a. Alter the carrying amount of assets for the cumulative effect of the error 
b. Adjust the financial statements for each prior period to adjust for the error 
c. Adjust the beginning balance of retained earnings 
d. Record the adjustment as a net reduction in current period revenues 
 
a. Incorrect. Altering the carrying amount of assets is a step used to correct an error. 
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b. Incorrect. Adjusting the financial statements is a step used to correct an error. 
c. Incorrect. Adjusting beginning retained earnings is a step used to correct an error. 
d. Correct. Adjusting current period revenues is not a step used to correct an error in pre-

viously issued financial statements. It is more likely that beginning retained earnings will 
be adjusted. 

 
 
 
3.    You should adjust the financial statements of prior interim periods of the current fiscal year when: 

a. The adjustment is not related to the prior interim periods 
b. The amount of the adjustment cannot be estimated 
c. The effect of the change is material to income from continuing operations 
d. The effect of the change is immaterial to income from continuing operations 
 
a. Incorrect. Adjustment is only warranted when the adjustment is related to the prior interim 

periods. 
b. Incorrect. The adjustment can only be made if the amount of the adjustment can be estimated. 
c. Correct. Prior interim periods should be adjusted when the effect of the change is mate-

rial to income from continuing operations. Otherwise, the financial statements would not 
correctly reflect the results of operations. 

d. Incorrect. Adjustment is only warranted when the effect of the change is material to income 
from continuing operations. 

 
Chapter 18  
 
1. The generation of customer invoices is a key part of the closing process, because: 

a. It ensures rapid cash receipts 
b. They are the primary method for recognizing revenue 
c. You can verify customer addresses 
d. It means that all expenditures have been entered in the accounting system 
 
a. Incorrect. Customer invoices result in cash receipts, but that is not part of the closing process. 

The receipt of cash is more of an ongoing financing activity. 
b. Correct. Customer invoices are the primary method for recognizing revenue. If invoices 

are not issued, there is a good chance that some revenue will not be recognized in the 
reporting period. 

c. Incorrect. Verifying customer addresses is a useful control issue, but is not part of the closing 
process. The only intent of the closing process is to produce financial statements. 

d. Incorrect. Supplier invoices are related to expenses, and customer invoices are related to reve-
nue. Thus, the generation of customer invoices does not relate to the entry of expenditure in-
formation. 

 
2. You need to eliminate intercompany transactions in order to: 

a. Avoid paying excessive bonuses to division managers 
b. Avoid compiling excessively high costs at the individual product level 
c. Avoid overstating the results of the parent company 
d. Avoid understating the results of the parent company 
 
a. Incorrect. Intercompany transaction eliminations only impact parent-company results, not di-

vision-level results that might alter the bonuses paid to division managers. 
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b. Incorrect. Intercompany transaction eliminations are handled at a more aggregate level than 
individual products. 

c. Correct. You need to eliminate intercompany transactions in order to avoid overstating 
the results of the parent company. Skipping an elimination entry means that business 
transactions between subsidiaries are being recorded as though they were transactions 
with outside entities. 

d. Incorrect. Eliminating intercompany transactions avoids overstating the results of the parent 
company, not understating them. 

 
3. You should accrue the tax liability based on: 

a. The tax rate applicable to the period being reported 
b. The average tax rate expected for the full year 
c. The impact of a tax rate change that is not likely to occur 
d. The budgeted tax rate, even if actual results will place the company in a different tax bracket 
 
a. Incorrect. If you use the tax rate applicable only to the current period and tax rates are gradu-

ated, then net income will be unusually high for the period. 
b. Correct. Using the average tax rate expected for the full year makes the reporting periods 

more comparable. Otherwise, the reported tax rate would likely increase in each succes-
sive reporting period, assuming that the applicable tax structure requires a higher tax 
rate for higher income levels. 

c. Incorrect. You should only include in the tax rate any changes that are more likely than not to 
occur. 

d. Incorrect. The budgeted tax rate is irrelevant for accrual purposes, since actual results may 
differ substantially from expectations. 

 
Chapter 19  
 
1. An excellent presentation method for spotting anomalies in the income statement is: 

a. The condensed income statement 
b. The contribution margin income statement 
c. The multi-period income statement 
d. Presenting by the nature of items 
 
a. Incorrect. The condensed income statement presents the least amount of information, and so is 

the worst presentation method for spotting anomalies. 
b. Incorrect. The contribution margin income statement is designed to present fixed and variable 

expenses, not to spot anomalies. 
c. Correct. The multi-period income statement is an excellent presentation method for spot-

ting anomalies in the income statement. This approach allows you to compare the results 
of multiple periods on a trend line. 

d. Incorrect. Presentation by nature is designed to improve the relevance and reliability of the 
presented information, but is not useful for spotting anomalies. 

 
2. The comparative balance sheet is intended to: 

a. Itemize the comparative size of items as of a single date 
b. Match the balance sheets of different entities 
c. Match budget versus actual results for a balance sheet 
d. Provide trend line information 
 



Answers to Chapter Questions 

490 

a. Incorrect. A common size balance sheet itemizes the comparative size of items as of a single 
date. 

b. Incorrect. There is no standard report format for comparing the balance sheets of different en-
tities. 

c. Incorrect. A budget versus actual report is not a comparative balance sheet, since it does not 
compare the results of multiple periods. 

d. Correct. The comparative balance sheet provides trend line information. This format is 
useful for detecting trends and anomalies in the presented information. 

 
3. The statement of retained earnings is designed to: 

a. Report on the financial position of a business 
b. Report on earnings per share 
c. Reconcile changes in retained earnings during an accounting period 
d. Show the details of convertible debt that could become common stock 

a. Incorrect. The balance sheet reports on the financial position of a business. 
b. Incorrect. The statement of retained earnings does not address earnings per share, which ap-

pears on the income statement. 
c. Correct. The statement of retained earnings is designed to reconcile changes in retained 

earnings during an accounting period. It essentially provides greater detail about the eq-
uity section of the balance sheet. 

d. Incorrect. The statement of retained earnings does not address the convertibility of debt, which 
is typically described in the notes that accompany the financial statements. 

 
Chapter 20  
 
1. Under the integral view, the proper treatment of contingencies is: 

a. To accrue them at once 
b. To accrue them only if the amounts are probable and reasonably estimated 
c. To not accrue them 
d. To spread the expense recognition over the remainder of the year 
 
a. Incorrect. You should only accrue expenses related to a contingency if the amounts are proba-

ble and reasonably estimated. Otherwise, there is no basis for the accrual. 
b. Correct. The proper treatment is to accrue contingencies only if the amounts are probable 

and reasonably estimated. This treatment is mandated under GAAP. 
c. Incorrect. You should accrue contingencies under the integral view, as long as the amounts to 

be accrued are probable and reasonably estimated. 
d. Incorrect. You should accrue an expense at once for a contingency, as long as the amount is 

probable and reasonably estimated. 
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2. The segment test for profit or loss states that: 
a. The profit is at least 10% of the combined profits of the consolidated company 
b. The profit is at least 10% of the combined profits of the consolidated company, less any indi-

vidual segment losses 
c. The absolute amount of profit or loss for a segment is at least 10% of the combined profits of 

those segments reporting a profit, or the combined losses of all segments reporting a loss 
d. The amount of profit or loss for a segment is at least 10% of the combined profits of those 

segments reporting a profit, or the combined losses of all segments reporting a loss 
 
a. Incorrect. The stated segment test related to profitability does not mention the absolute amount 

of profit or loss, which should be incorporated into the test. 
b. Incorrect. The stated segment test does not mention the absolute amount of profit or loss, which 

can be a key element of the test. 
c. Correct. The absolute amount of profit or loss for a segment is at least 10% of the com-

bined profits of those segments reporting a profit, or the combined losses of all segments 
reporting a loss. This is one of the tests used to determine if the results of a business seg-
ment should be reported in the financial results of a business. 

d. Incorrect. There is no mention of the absolute amount of profit or loss in the stated segment 
test. If there are subsidiary losses, the use of an absolute amount can alter the outcome of the 
test. 

 
3. If there is a segment that no longer qualifies, but which did so in the past and should qualify in the 

future, you should: 
a. Aggregate its results with those of a reportable segment 
b. Continue to treat it as a reportable segment 
c. Remove it from the segment reporting in prior periods 
d. Ignore it for current period reporting purposes 
 
a. Incorrect. You should not aggregate the results of such a segment with those of a reportable 

segment; instead, continue reporting them separately. 
b. Correct. If there is a segment that no longer qualifies, but which did so in the past and 

should qualify in the future, you should continue to treat this segment as a reportable 
segment. This treatment is recommended under GAAP. 

c. Incorrect. You should not remove it from the segment reporting in prior periods; instead, leave 
these reports alone, and also include the results of the segment in the current period. 

d. Incorrect. You should not ignore the results of such a segment for current period reporting 
purposes; instead, continue to report its results separately. 

 
Chapter 21  
 
1. Responsibility reporting is designed to: 

a. Concentrate all information reporting at the top of an organization 
b. Reduce the number of reports issued 
c. Trace revenues and expenses to those responsible for them 
d. Increase the number of manually-generated reports 
 
a. Incorrect. Responsibility reporting spreads information throughout an organization, since re-

sponsibility is assigned to many employees, and each employee receives a report concerning 
the results for which he or she is responsible. 
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b. Incorrect. Responsibility reporting greatly increases the number of reports, since reports are 
now issued to many more employees than just the department managers. 

c. Correct. Responsibility reporting traces revenues and expenses to those responsible for 
them. This is an essential component of a cost management system. 

d. Incorrect. Automation is normally used to generate the many reports needed under a responsi-
bility reporting system. 

 
2. Proper management of margin reports involves all of the following, except for: 

a. Continually running reports that are manually compiled 
b. Structuring the chart of accounts to collect margin-related information 
c. Automating reports 
d. Avoiding cost allocations 
 
a. Correct. A report requiring manual compilation should be run infrequently or auto-

mated. Otherwise, the accounting staff will spend an inordinate amount of time preparing 
the report. 

b. Incorrect. You should structure the chart of accounts to collect margin-related information, so 
that margins can be calculated from the resulting information. 

c. Incorrect. You should automate margin reports whenever possible, thereby reducing the calcu-
lation effort and reducing the risk of error. 

d. Incorrect. You should avoid allocating costs in margin reports, since allocations can obscure 
the true profitability of activities. 

 
3. The following is a problem with variance analysis: 

a. The purchase price variance is generally ignored 
b. It can be presented in a highly structured report 
c. The standards upon which they are based may have been influenced by office politics 
d. Variance calculations change from month to month 
 
a. Incorrect. The purchase price variance is one of the most frequently used variances, since it 

concentrates attention on unusually high prices paid. 
b. Incorrect. The variance report format is not a problem, since it is highly structured to provide 

the most understandable presentation of information. 
c. Correct. The standards upon which variance analysis is based may have been influenced 

by office politics. For example, the purchasing manager might advocate a high base cost 
for a purchased part, which he or she can easily improve upon with volume purchases, 
resulting in a positive purchase price variance. 

d. Incorrect. Variance calculations rarely change. They are described in a procedure that precisely 
defines how each calculation should be made. 

 
Chapter 22  
 
1. The value date: 

a. Accelerates the use of cash 
b. Delays the use of cash 
c. Is part of the mail float 
d. Is required by law to be at least three days 
 
a. Incorrect. The value date delays the use of cash. Instead, the bank maintains control over the 

cash until the value date is reached. 



Answers to Chapter Questions 

493 

b. Correct. The value date delays the use of cash, by forcing the entity cashing a check to 
wait several days before obtaining use of the cash. 

c. Incorrect. The value date comes after the time period designated as the mail float. 
d. Incorrect. There is no specific legal requirement regarding the duration of the value date. 

 
2. A lockbox network: 

a. Involves one lockbox at each bank used by a company 
b. Requires suppliers to enter their invoices through an on-line portal 
c. Is essentially a high-security system for transferring cash between subsidiaries 
d. Is a number of lockboxes spread across a large geographic region 
 
a. Incorrect. A lockbox network is usually operated by a single bank. 
b. Incorrect. Suppliers can be required to use a portal to enter their invoices, but this does not 

involve a lockbox network. Portals are useful for eliminating the work required to enter supplier 
invoices into a company’s computer system. 

c. Incorrect. The cash coming into a lockbox network may indeed be transferred between subsid-
iaries, but that is related to a cash concentration system. 

d. Correct. A lockbox network is a number of lockboxes spread across a large geographic 
region. Customers are then directed to mail their payments to the lockbox located nearest 
to them. 

 
3. Automatic cash application requires the use of ___ information. 

a. Magnetic character ink recognition 
b. Magenta colored ink recognition 
c. Bar code 
d. Radio-frequency identification 
 
a. Correct. MICR information is extracted from checks and is then used within the auto-

matic cash application process. 
b. Incorrect. Magenta-colored ink is not used in automatic cash application, since it is difficult to 

read with automated scanning equipment. 
c. Incorrect. Bar coding is not used in automatic cash application. Bar coding is more commonly 

used to identify inventory items. 
d. Incorrect. RFID is not used in automatic cash application. It is more commonly used to identify 

inventory items. 
 
Chapter 23  
 
1. The advantage of converting a receivable into a promissory note is: 

a. The mandatory inclusion of a personal guarantee 
b. The mandatory use of collateral 
c. Accelerated payment 
d. That the customer has agreed in writing to its specific terms 
 
a. Incorrect. It is not mandatory that there be a personal guarantee in a promissory note, so this is 

not an advantage of using a promissory note. 
b. Incorrect. It is not mandatory that collateral be included in a promissory note, so this is not an 

advantage of employing a promissory note. 
c. Incorrect. A promissory note delays payment, since it mandates a series of dates on which 

payments are supposed to be made. 
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d. Correct. The advantage of converting a receivable into a promissory note is that the cus-
tomer has agreed in writing to the terms of the note, which makes it easier to obtain a 
legal judgment against the customer. 

 
2. The COD roll is designed to: 

a. Apply payments against the newest invoices first 
b. Apply payments against the oldest invoices first 
c. Add an extra charge to each COD payment 
d. Reduce the confusion regarding which invoices are being paid 
 
a. Incorrect. The COD roll concept applies cash to the oldest invoices first, not the newest in-

voices. There would be no point in applying cash to the newest invoices first, since this would 
make the remaining receivables look quite old. 

b. Correct. The COD roll concept applies cash to the oldest invoices first, which reduces the 
reported age of receivables. 

c. Incorrect. The COD roll concept does not involve the addition of an extra charge to invoices. 
Any such charges would be stated in the initial credit application or similar agreement. 

d. Incorrect. There can be additional confusion between the buyer and seller when the COD roll 
is used, since cash is not being applied against the invoices that are being paid. 

 
3. The cost of using attorney letters can be reduced by: 

a. Having an attorney write all letters, to maintain consistency 
b. Using only a standard set of boilerplate letters 
c. Having customers always respond to the attorney, to avoid confusion 
d. Sending them to all customers with overdue accounts 
 
a. Incorrect. Having an attorney write all letters results in a large number of custom-written letters, 

which is expensive. 
b. Correct. Having a standard set of boilerplate letters reduces the cost of using attorney 

letters, since each letter is not custom-written. 
c. Incorrect. It is less expensive to have customers reply to the company than to the attorney. 

When an attorney is directly involved in collections, his or her hourly rate could exceed the 
amount of any resulting collections. 

d. Incorrect. Sending attorney letters to all customers is much more expensive than only sending 
them to the more overdue accounts. 

 
Chapter 24  
 
1. A payroll cycle is: 

a. The normal interval required for a payroll check to clear the bank 
b. The time required to collect timekeeping information 
c. The length of time between payrolls 
d. The average term of employment of an individual 
 
a. Incorrect. The time required for a check to clear the bank is its float. The float concept relates 

to cash management, not payroll management. 
b. Incorrect. The time required to collect timekeeping information is not a payroll cycle, and may 

be essentially instantaneous if the information is being collected through a computerized time 
clock system. 
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c. Correct. A payroll cycle is the length of time between payrolls. Having fewer payroll cy-
cles reduces the amount of payroll processing effort per year. 

d. Incorrect. The average term of employment does not relate to a payroll cycle. The average term 
of employment should be far longer than a payroll cycle. 

 
2. In a biweekly payroll system, employees are paid: 

a. Twice a month 
b. With direct deposit only 
c. Twice a week 
d. Every other week 
 
a. Incorrect. In a semimonthly payroll system, employees are paid twice a month. 
b. Incorrect. Direct deposit is a form of payment, and does not relate to the intervals at which 

employees are paid. 
c. Incorrect. There is no standard term to describe paying employees twice a week. 
d. Correct. In a biweekly payroll system, employees are paid every other week. 

 
3. The key difference between the biweekly and semimonthly payroll systems is: 

a. There are two extra pay periods per year in the semimonthly system 
b. There are two extra pay periods per year in the biweekly system 
c. Both systems have the same number of pay periods per year 
d. The number of pay periods per year varies under the semimonthly system, depending on the 

presence of a leap year 
 
a. Incorrect. There are two fewer pay periods per year in the semimonthly system. A biweekly 

system has 26 payments per year, and a semimonthly system has 24 payments. 
b. Correct. The key difference between the biweekly and semimonthly payroll systems is 

that there are two extra pay periods per year in the biweekly system. 
c. Incorrect. There is a difference of two pay periods per year between the systems, where there 

are two fewer payments under a semimonthly arrangement. 
d. Incorrect. There are always 24 pay periods per year under the semimonthly system. 

 
Chapter 25  
 
1. An increase in the number of product versions offered tends to result in: 

a. A decrease in inventory levels 
b. An increase in inventory levels 
c. No change in inventory levels 
d. A reduction in the amount of obsolete inventory 
 
a. Incorrect. Inventory does not decline when you increase the number of product versions of-

fered, since a certain amount of finished goods inventory must be maintained for each product 
version. 

b. Correct. Inventory levels tend to increase if there are more product versions offered, since 
you must keep each new version in stock. 

c. Incorrect. Inventory levels tend to increase if there are more product versions offered, since a 
certain amount of stock must be maintained to support the sales of each product version. 

d. Incorrect. There tends to be more obsolete inventory when you offer more product versions, 
since it is difficult to predict the number of each version that customers will buy. 
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2. The direct materials roll up method involves: 
a. Applying the historical cost percentage to budgeted sales 
b. Adding up the materials cost for each item in the direct materials budget to arrive at a total 
c. Multiplying units by actual costs 
d. Multiplying units by standard costs 
 
a. Incorrect. The application of the historical cost percentage to budgeted sales is called the his-

torical method, since it is based on historical information. 
b. Incorrect. Adding up the materials costs in the budget is simply a totaling function within the 

spreadsheet; it does not actually calculate materials costs. 
c. Incorrect. There is no way to know what actual costs will be when the budget is formulated. 
d. Correct. The direct materials roll up method involves multiplying units by standard costs. 

This provides a detailed estimate of the amount of direct materials cost that will be in-
curred, based on a certain sales volume. 

 
3. The following expenses are normally found in the research and development budget, except for: 

a. Consumable supplies 
b. Depreciation 
c. Commissions 
d. Contract services 
 
a. Incorrect. Consumable supplies are found in the research and development budget, since they 

are a common operational expenditure. 
b. Incorrect. Depreciation is found in the research and development budget, since this expense is 

typically assigned to all departments that are responsible for fixed assets. 
c. Correct. Commissions are normally found only in the sales and marketing budget. The 

research and development staff is rarely paid a commission on product sales. 
d. Incorrect. Contract services are found in the research and development budget, since outsourc-

ing costs are typically assigned to any department that outsources services. 
 
Chapter 26  
 
1. Net present value analysis can be a poor choice for capital budgeting analysis because: 

a. It uses a risk-adjusted discount rate 
b. It does not include the impact of depreciation on income taxes 
c. Cash flow projections may be inaccurate 
d. Managers tend to be conservative with their cash flow projections 
 
a. Incorrect. A risk-adjusted discount rate is a useful tool for evaluating the present value of cash 

flows. 
b. Incorrect. A properly configured net present value analysis does include the effect of depreci-

ation on income taxes, since this tax effect impacts the cash flows upon which net present value 
is based. 

c. Correct. Net present value analysis can be a poor choice for capital budgeting analysis 
because cash flow projections may be inaccurate. This is a particular problem when cash 
flow estimates may extend a number of years into the future. 

d. Incorrect. Managers tend to be overly optimistic with their cash flow projections, which can 
result in investments in fixed assets that never result in positive earnings over the total life of 
these investments. 
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2. Scenarios that can legitimately bypass a net present value or constraint analysis are: 
a. Contractual obligations from suppliers 
b. Legal requirements and high-risk situations 
c. Improvements impacting the inventory buffer 
d. Improvements impacting downstream capacity 
 
a. Incorrect. If there is a contractual obligation from a supplier, the company should first evaluate 

its impact using net present value or constraint analysis to determine its impact on the company. 
b. Correct. Scenarios that can legitimately bypass a net present value or constraint analysis 

are legal requirements and high-risk scenarios. In both cases, a company is essentially 
required to purchase assets, irrespective of the underlying return on these assets. 

c. Incorrect. The inventory buffer directly impacts the bottleneck operation, so any changes to it 
should be subject to a constraint analysis. 

d. Incorrect. Improvements impacting downstream capacity will likely have little impact on 
throughput, and so should be subject to constraint analysis. 

 
 
 
 
3.    You should consider outsourcing to avoid a fixed asset investment when: 

a. The supplier is located in a low-cost region 
b. The supplier does not have excess capacity 
c. The supplier does not have high production volume 
d. The supplier wants escalation clauses 
 
a. Correct. Consider outsourcing to avoid a fixed asset investment when the supplier is lo-

cated in a low-cost region. This situation translates into long-term savings for the com-
pany, as cost reductions are passed through to it from the supplier. 

b. Incorrect. If a supplier does not have excess capacity, it must make expenditures to create more 
capacity to handle your business, which reduces its ability to offer low prices over the long 
term. 

c. Incorrect. If a supplier does not have high production volume, it cannot spread its fixed costs 
over very much production, and so cannot offer low prices over the long term. 

d. Incorrect. An escalation clause allows the supplier to periodically raise prices. 
 
Chapter 27  
 
1. The following line item is a non-operational transaction that is not included in the core earnings ratio: 

a. Administrative expenses 
b. Gains or losses on the sales of goods and services 
c. Gains or losses on the sale of assets 
d. Factory overhead 
 
a. Incorrect. Administrative expenses are included in core earnings. These expenses are part of 

operational results, and so are necessary components of core earnings. 
b. Incorrect. Gains or losses on the sales of goods and services are also known as the cost of goods 

sold. This expense is part of operational results, and so is included in the core earnings calcu-
lation. 

c. Correct. Gains or losses on the sale of assets are not considered part of core earnings, and 
so are not included in the ratio. 
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d. Incorrect. Factory overhead is part of the cost of goods sold. Since the cost of goods sold is a 
component of operational results, factory overhead is included in the core earnings calculation. 

 
2. The best possible DSO measurement: 

a. Is designed for measuring the performance of collectors 
b. Estimates the best of several possible DSO measurements to use 
c. Is primarily based on delinquent receivables 
d. Calculates the best collection performance based on existing terms 
 
a. Incorrect. Best possible DSO is a theoretical measure, and so is inappropriate for measuring 

the actual performance of collectors. 
b. Incorrect. Best possible DSO does not refer to the comparison of different forms of measure-

ment. 
c. Incorrect. The best possible DSO measurement is based on current receivables. 
d. Correct. The best possible DSO measurement calculates the best collection performance 

based on existing terms. Actual performance can then be compared to the best possible 
measure to evaluate a company’s collection effectiveness. 

 
3. The situation in which the sales backlog ratio is of most use is: 

a. A seasonal business 
b. A gradually declining backlog 
c. A just-in-time “pull” production environment 
d. In a retail store environment 
 
a. Incorrect. In a seasonal business, order volume is built until the prime selling season, after 

which there should be little or no backlog. 
b. Correct. When there is a gradually declining backlog, management should watch the sales 

backlog ratio with great care, to estimate when the backlog will be eliminated and sales 
will therefore suddenly decline. 

c. Incorrect. In a just-in-time environment, the receipt of an order triggers production, so the 
backlog should be relatively small. 

d. Incorrect. There is no backlog in a retail store environment, since all sales are made from stock 
on hand. 

 
Chapter 28  
 
1. An example of an operational cost object is: 

a. A customer service call 
b. A customer 
c. A product or service sold to customers 
d. A supplier 
 
a. Correct. A customer service call is an operational cost object, since it involves an activity, 

and management might want to know the cost of such a call. 
b. Incorrect. A customer is a business relationship cost object, since this is a third party with which 

a company must transact business. 
c. Incorrect. A product or service sold to customers is classified as an output cost object, since 

this is an output of a company’s operational efforts. 
d. Incorrect. A supplier is classified as a business relationship cost object, since this is a third 

party with whom a company must deal to obtain goods or services. 
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2. The following costs should be included in the analysis of an employee cost object, except for: 

a. Bonuses 
b. Commissions 
c. Benefits 
d. Travel and entertainment 
 
a. Incorrect. Bonuses should be included in the analysis, if they are likely to be earned. 
b. Correct. Exclude commissions from the analysis if customers will be reassigned to a dif-

ferent salesperson. This is because the commission will remain even if an employee is let 
go. 

c. Incorrect. The net cost of benefits should be included in the analysis of an employee cost object, 
since this is a variable cost that fluctuates with the number of employees. 

d. Incorrect. The historical average cost of travel and entertainment should be included in the 
analysis, since this cost tends to vary with the number of employees. 

 
3. The following costs should be included in the analysis of a product cost object, except for: 

a. Direct materials 
b. Commissions 
c. Licensing fees 
d. Direct labor 
 
a. Incorrect. Direct materials are always included in the analysis of a product cost, since this cost 

varies directly with the number of products manufactured. 
b. Incorrect. Commissions should be included in the analysis if the commission payment directly 

relates to sale of the product. 
c. Incorrect. Licensing fees are included in the analysis when a third party is being paid a fee for 

each unit of the product sold. 
d. Correct. Direct labor is generally considered a fixed cost of the production process, and 

so is not included in an analysis of a product cost. 
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Glossary 

A 
Accelerated filer. A company having an aggregate market value owned by investors who are not affiliated 
with the company of less than $700 million, but more than $75 million. 

Accounting change. A change in an accounting principle, accounting estimate, or reporting entity. 

Allowance for doubtful accounts. A reserve for bad debts that offsets the accounts receivable balance on 
the balance sheet. 

Amortization. The write-off of an intangible asset over its expected period of use. 

Available-for-sale securities. Investments that are not classified as held-to-maturity or trading securities. 

B 
Balance sheet. A report that summarizes all of an entity’s assets, liabilities, and equity accounts as of a 
given point in time. It is also known as the statement of financial position. 

Bank reconciliation. A comparison of the cash position recorded on an entity’s books and the position noted 
on the records of its bank, usually resulting in some changes to the entity’s book balance to account for 
transactions that are recorded on the bank’s records but not the entity’s. 

Bargain purchase option. A lease clause allowing the lessee to purchase leased property for an amount 
below its expected fair value. 

Bargain purchase. A business combination in which the fair value received by the acquirer exceeds the 
consideration paid. 

Bargain renewal option. A lease clause allowing the lessee to renew a lease for an amount below its ex-
pected fair value. 

Basic earnings per share. The earnings for an accounting period divided by the common stock outstanding 
during that period. 

Bill and hold. A situation where the seller recognizes revenue from a sale, despite not shipping the related 
goods to the buyer. 

Bill of materials. A record of the materials used to construct a product. It can include raw materials, sub-
assemblies, and supplies, as well as an estimate of the amount of scrap that will be created during the 
manufacture of the product. 

Book value. An asset's original cost, less any depreciation or impairment that has been subsequently in-
curred. 

Boot. The cash paid as part of an exchange of assets between two parties. 

Borrowing base. The ending balance of a company’s accounts receivable and inventory, multiplied by the 
allowable percentage of each one against which the business is allowed to borrow by its lender. 

Business combination. A transaction that results in an acquirer gaining control of an acquiree. 

C 
Capital expenditure. A payment made to acquire or upgrade an asset. It is recorded as a fixed asset, rather 
than being charged at once to expense. 

Capitalization limit. A minimum threshold, above which an expenditure is recorded as a long-term asset, 
and below which it is charged to expense. 



Glossary 

501 

Carrying amount. The recorded amount of an asset, net of any accumulated depreciation or accumulated 
impairment losses. 

Cash equivalent. A short-term, very liquid investment that is easily convertible into a known amount of 
cash, and which is so near its maturity that it presents an insignificant risk of a change in value because of 
changes in interest rates. 

Change in accounting estimate. A change that adjusts the carrying amount of an asset or liability, or the 
subsequent accounting for it. 

Change in accounting principle. A change from one generally accepted accounting principle to another, or 
a change in the method of applying it. 

Chart of accounts. A listing of all the accounts used in the general ledger, usually listed in order by account 
number. 

Chief operating decision maker. A person who is responsible for making decisions about resource alloca-
tions to the segments of a business, and for evaluating those segments. 

Class. A group of fixed assets having common characteristics and usage. 

Collateral. An asset that a borrower has pledged as security for a loan. The lender has the legal right to 
seize the asset if the borrower is unable to pay back the loan by an agreed date. 

Comprehensive income. The change in equity of a business during a period, not including investments by 
or distributions to owners. 

Control. Having the power to direct the management and policies of an entity. 

Cost to sell. The costs incurred in a sale transaction that would not have been incurred if there had been no 
sale. Examples of costs to sell are title transfer fees and brokerage commissions. 

Current assets. Cash and other assets that are expected to be converted into cash during the normal operat-
ing cycle of a business. 

Current liabilities. Those liabilities whose payment is expected to require the use of current assets or their 
replacement with other current liabilities. 

Cycle counting. The process of counting a small proportion of the total inventory on a daily basis, adjusting 
the inventory records for errors found, and investigating the causes of those errors. 

D 
Debt security. A security that involves a creditor relationship with a borrower, such as bonds, commercial 
paper, and Treasury securities. 

Debt. A contractual right to receive payment that is considered an asset by the lender and a liability by the 
borrower. 

Depreciation. The gradual charging to expense of an asset’s cost over its expected useful life. 

Diluted earnings per share. The earnings for an accounting period divided by the common stock outstand-
ing during that period and all potential common stock. 

Dilution. When earnings per share is reduced by the assumption that all potential common stock is con-
verted to common stock. 

Direct method. A format of the statement of cash flows that presents specific cash flows in the operating 
activities section of the report. 

Discrete view. The assumption that the results reported for a specific interim period are not associated with 
the revenues and expenses arising during other reporting periods within a fiscal year. 
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Disposal group. A group of assets that you expect to dispose of in a single transaction, along with any 
liabilities that might be transferred to another entity along with the assets. 

E 
Earnings per share. A company’s net income divided by the weighted-average number of shares outstand-
ing. This calculation is subject to a number of additional factors involving preferred shares, convertible 
instruments, and dividends. 

Economic nexus. When a business generates a certain amount of sales in a particular state. 

Effective interest rate. The contractual interest rate of a loan, adjusted for discounts, premiums, and other 
costs. 

Equity security. A security that represents an ownership interest in, or a right to acquire or dispose of an 
ownership interest in, an entity. 

Exchange rate. The ratio at which a unit of one currency can be exchanged for another currency. 

F 
Fair value. The price paid for an asset or liability in an orderly transaction between market participants. 

First in, first out method. A method of inventory valuation that operates under the assumption that the first 
goods purchased are also the first goods sold. 

Foreign currency translation. The process of converting amounts stated in a foreign currency into the re-
porting currency of the parent entity. 

Foreign currency. A currency other than the functional currency being used by an entity. 

Form 10-K. A document that a publicly-held company must file with the Securities and Exchange Com-
mission once a year, detailing its financial results for the preceding year. 

Form 10-Q. A document that a publicly-held company must file with the Securities and Exchange Com-
mission every quarter, detailing its financial results for the preceding quarter and the year-to-date. 

Functional currency. The currency that an entity uses in the majority of its business transactions. 

G 
General ledger. The master set of accounts that summarize all transactions occurring within an entity. 

Generally Accepted Accounting Principles. A set of authoritative accounting standards issued by several 
standard-setting bodies, which entities should follow in preparing their financial statements. 

Goodwill. An intangible asset that represents the future benefits arising from assets acquired in a business 
combination that are not otherwise identified. 

Grant date. The date on which an employer agrees to become contingently obligated to issue a payment to 
an employee once that person renders a service. 

H 
Held for sale. A designation given to assets that an entity intends to sell to a third party within one year. 

Held-to-maturity securities. A debt security that the holder intends to hold to maturity, and who has the 
ability to do so. 

Historical cost. Costing based on measures of historical prices, without subsequent restatement. 

Holding gain or loss. A change in the fair value of a security. 
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I 
Impairment. A condition that arises when the carrying amount of an asset exceeds its fair value. 

Imputed interest rate. The estimated interest rate used instead of the established interest rate associated with 
a debt. 

Income statement. A financial report that summarizes an entity’s revenue, cost of goods sold, gross margin, 
other expenses, taxes, and net income or loss. The income statement shows an entity’s financial results over 
a specific time period, usually a month, quarter, or year. 

Income taxes. Taxes that are based on the reported amount of income. 

Indirect method. A format of the statement of cash flows that uses accrual-basis accounting as part of the 
presentation of cash flow information. 

Intangible asset. A non-physical asset having a useful life greater than one year. Examples of intangible 
assets are trademarks, patents, and non-competition agreements. 

Integral view. The concept that results reported in interim financial statements are an integral part of the 
full-year financial results. 

Interim period. A financial reporting period that is shorter than a full fiscal year. 

Intrinsic value. The excess amount of the fair value of a share over the exercise price of an underlying stock 
option. 

Inventory. Tangible items held for routine sale, or which are being produced for sale, or which are consumed 
in the production of goods for sale. Depreciated assets are not considered inventory. 

Investee. A business whose equity instruments are owned by an investor. 

Investor. An entity that owns the voting stock of a business. 

Item master. A record that lists the name, description, unit of measure, weight, dimensions, ordering quan-
tity, and other key information for a component part. 

L 
Large accelerated filer. A company having an aggregate market value owned by investors who are not 
affiliated with the company of a minimum of $700 million. 

Last in, first out method. A method of inventory valuation that operates under the assumption that the last 
goods purchased are the first goods sold. 

Lease. An agreement that allows the lessee use of a fixed asset. 

Lessee. The entity allowed use of a fixed asset under a lease agreement. 

Lessor. The entity allowing use of its fixed asset to a third party under a lease agreement. 

LIFO layer. A cost per unit ascribed to certain units of stock under the last in, first out method of inventory 
costing. 

Local currency. The legal currency being used within a country. 

Lower of cost or market. A rule requiring you to record the cost of inventory at the lower of its cost or the 
current market price. 

N 
Near term. A period not exceeding one year following the date of the financial statements. 
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Net income. Revenues and gains, less expenses and losses, not including items of other comprehensive 
income. 

Net realizable value. The estimated selling price of an item in the ordinary course of business, not including 
any costs of completion and disposal. 

Nonvested shares. Shares not yet issued, because the consideration that earns the shares has not yet been 
completed. 

O 
Operating lease. Any lease not designated as a capital lease. 

Operating segment. A component of a public entity. 

Other comprehensive income. A statement that contains all changes not permitted in the main part of the 
income statement. These items include unrealized gains and losses on available-for-sale securities, cash 
flow hedge gains and losses, and foreign currency translation adjustments. 

P 
Parent. A business that has a controlling interest in a subsidiary. 

Payroll cycle. The length of time between payrolls. Thus, if a business pays its employees every Friday, 
that is a one-week payroll cycle. 

Periodic inventory system. An inventory calculation method under which you only update the ending in-
ventory balance when you conduct a physical inventory count. 

Perpetual inventory system. The continual updating of inventory records to account for additions to and 
subtractions from inventory. 

Potential common stock. Securities that can be converted to common stock, such as options, warrants, and 
convertible securities. 

Preferred stock. A security that receives preferential treatment in comparison to common stock. 

R 
Reload feature. The automatic granting of additional options whenever previously granted options are ex-
ercised, in the amount used to exercise the previous option. 

Remote deposit capture. The use of a check scanner to deposit checks from a remote location. 

Reporting currency. The currency in which a business prepares its financial statements. 

Reporting unit. An operating segment or one level below an operating segment. An operating segment is a 
component of a public entity that engages in business activities and whose results are reviewed by the chief 
operating decision maker, and for which discrete financial information is available. 

Residual value. The estimated fair value of an intangible asset once an entity judges its useful life to be 
complete, minus disposal costs. 

Restatement. The revision of prior financial statements to correct an error. 

Restricted share. A share that cannot be sold for a certain period of time. 

Retrospective application. The application of a different accounting principle to prior financial statements 
or the balance sheet at the beginning of the current period. 

Reverse acquisition. A business combination in which the legal acquirer is the acquiree for accounting 
purposes. 



Glossary 

505 

S 
Salvage value. The estimated value of an asset at the end of its useful life. 

Security. An interest in an entity or an obligation of the issuer that is represented by an instrument that is a 
medium of investment, and which is divisible into a class of shares or other interests. 

Segment reporting. A requirement to report the results of the operating segments of a publicly-held com-
pany. 

Segment. A distinct component of a business that produces revenue, and for which the business produces 
separate financial information that is regularly reviewed internally by a chief operating decision maker. 

Stock dividend. A common stock issuance to existing common shareholders that does not diminish corpo-
rate assets or increase the interests of shareholders. 

Stock option. An instrument that gives the holder the right, but not the obligation, to buy or sell shares at a 
certain price, and for a certain period of time. 

Stock split. A common stock issuance to existing common shareholders that causes a stock price reduction, 
with the intent of enhancing the marketability of the shares. 

Subsidiary. A business in which a parent entity owns a controlling interest. 

Suspense account. An account in the general ledger that is used to temporarily store any transactions for 
which there is some uncertainty about the account in which they should be recorded. 

T 
Trade receivables. Amounts billed by a business to its customers when it delivers goods or services to them 
in the ordinary course of business. These billings are typically documented on formal invoices. 

Trading securities. Securities acquired with the intent of selling them in the near term to generate a profit. 

Translation adjustment. An adjustment resulting from the translation of financial statements into the re-
porting currency of an entity. 

Treasury stock. A company’s stock that it has reacquired. 

Trial balance. A report listing the ending debit and credit balances in all accounts as of the date of the 
report. 

U 
Useful life. The time period over which an asset is expected to be productive or enhance cash flows, or the 
number of units of production expected to be generated from it. 

V 
Variable interest entity. An entity in which an investor has a noncontrolling interest, and which may be 
subject to consolidation in some situations. 

Vest. When rights have been earned, such as when the end of a service period required for the issuance of 
shares has been reached. 

Volatility. The amount by which a variable fluctuates over time. 

W 
Warranty. A guarantee related to the performance of nonfinancial assets owned by the guaranteed party. 

Weighted average method. A method of valuing ending inventory and the cost of goods sold, based on the 
average cost of materials in inventory.
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1. Managerial accounting is the province of the: 

 
a. Controller 
b. Cost accountant 
c. General ledger accountant 
d. Chief financial officer 

 
2. The reporting focus of managerial accounting is primarily addressed by: 

 
a. Operational reports 
b. Filings with the Securities and Exchange Commission 
c. The income statement 
d. The balance sheet 

 
3. Three-way matching is the responsibility of the ___ position. 

 
a. Project accountant 
b. General ledger clerk 
c. Collections clerk 
d. Payables clerk 

 
4. The following are customer-oriented responsibilities of the accounting department, ex-

cept for: 
 
a. Account reconciliation 
b. Granting credit 
c. Issuing billings 
d. Collecting overdue invoices 
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5. A division bookkeeper is most commonly used when: 
 
a. A broad range of local accounting activities are needed 
b. A company is comprised of a single legal entity 
c. The organizational structure is centralized 
d. A tax manager is in place 

 
6. A business that tracks expenses by department should use an account code structure with 

__ digits. 
 
a. Two 
b. Three 
c. Five 
d. Seven 

 
7. The allowance for doubtful accounts is listed within the ___ section of the chart of ac-

counts. 
 
a. Expenses 
b. Equity 
c. Liabilities 
d. Assets 

 
8. The proliferation of accounts can result in: 

 
a. Reduced audit fees 
b. More robust financial statements 
c. Many accounts containing small balances 
d. More accurate recordation of transactions in accounts 

 
9. An expense that would be charged to the business operations mega-account is: 

 
a. Payroll taxes 
b. Utilities 
c. Materials 
d. Production labor 

 
10. A key problem with reducing the number of accounts is: 

 
a. The increased number of recordation errors 
b. The increased amount of training for the accounting staff 
c. The comparability of the financial statements with historical results 
d. A larger number of accounts with immaterial balances 
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11. An example of a common subsidiary ledger is: 
 
a. The prepaid assets ledger 
b. The purchases ledger 
c. The unpaid sales tax ledger 
d. The goodwill ledger 

 
12. The purchase ledger is: 

 
a. A record of the current cash balance 
b. A record of all credit sales made by a business 
c. A record of all purchases made by a business 
d. A record of all fixed assets maintained by a business 

 
13. An adjusted trial balance: 

 
a. Has been corrected for errors, and to bring it into compliance with GAAP or IFRS 
b. Is one that has been altered to reflect an acquired business 
c. Rolls up into the chart of accounts 
d. Is a key component of the general ledger 

 
14. Each line item in the trial balance comes from: 

 
a. The accounts receivable ledger 
b. The fixed assets ledger 
c. The purchases ledger 
d. The general ledger 

 
15. The extended trial balance is used to: 

 
a. Show where each account appears in the financial statements 
b. Show account details 
c. Show smaller trial balance accounts that would otherwise roll up into larger accounts 
d. Show account balances for the last 12 months 

 
16. A corporate constituency having no interest in the construction of a set of procedures is: 

 
a. The management team 
b. The risk manager 
c. The human resources staff 
d. Employees committing fraud 
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17. It is acceptable to allow employees to use their own best judgment: 
 
a. For high-volume transactions 
b. For high-risk transactions 
c. For low-volume transactions 
d. For transactions where there are multiple possible paths to follow 

 
18. The procedure version number can be substituted for: 

 
a. The procedure identification number 
b. The procedure title 
c. The procedure release date 
d. The procedure cross references 

 
19. The best procedure layout option is the: 

 
a. Outline format 
b. Modified Roman format 
c. Paragraph format 
d. Any format where the text is smaller than 10 point font 

 
20. The following documents are typically included in a credit review, except for: 

 
a. Copies of checks paid to the company in the past 
b. Credit reports 
c. Customer financial statements 
d. Credit applications 

 
21. The sales order can be used as: 

 
a. An invoice 
b. A packing slip 
c. A pick list 
d. A payment 

 
22. The billing clerk receives the ___ from the shipping department. 

 
a. Receiving report 
b. Packing slip 
c. Pick list 
d. Sales order 

 



Qualified Assessment 
 

516 

23. The following two documents are sent with a shipment: 
 
a. Bill of lading and packing slip 
b. Packing slip and pick list 
c. Sales order and pick list 
d. Invoice and sales order 

 
24. A reason for immediate cash application is: 

 
a. To reduce the aged accounts payable report 
b. To keep cash from being held on the premises overnight 
c. To keep the mailroom staff from absconding with the cash 
d. To ensure that cash application does not interfere with the issuance of financial state-

ments 
 
25. The following is a characteristic of a lender that takes on the role of an investor: 

 
a. The debt requires immediate repayment of some portion of the principal 
b. The lender provides substantially all of the funding 
c. The lender never includes the commitment fee in the loan 
d. The lender requires the immediate payment of interest on the loan 

 
26. The presence of a simple lending arrangement is more likely when: 

 
a. The borrower has a minimal equity investment in the project 
b. There is not sufficient cash flow from third party sale contracts to service the debt 
c. The lender does not have a take-out commitment from a third party 
d. The lender has recourse to significant other assets of the borrower 

 
27. Loan origination fees should be recognized: 

 
a. Over the life of the loan 
b. Only for application processing work 
c. Only when all loan payments have been made 
d. Only when the related cash payments have been received 

 
28. When a loan is still in process: 

 
a. Charge loan origination costs to expense as incurred 
b. Recognize loan origination costs as revenue as incurred 
c. Defer the loan origination costs, with further accounting based on the outcome of the 

application 
d. Defer the related loan origination costs and amortize them, no matter what the out-

come of the loan application may be 
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29. When a creditor forecloses on a loan and takes possession of the debtor’s assets, it should 
record the possessed property at: 
 
a. The gross amount of the debt 
b. The lower of the net receivable or the fair value of the property 
c. The fair value of the receivable 
d. The higher of the net receivable or the fair value of the property 

 
30. When you transfer a security from the held-to-maturity to the available-for-sale classifi-

cation: 
 
a. Recognize all unrealized gains and losses in other comprehensive income 
b. Do not change its recorded amount 
c. Amortize all unrealized gains and losses over the remaining life of the security 
d. Recognize all unrealized gains and losses in earnings 

 
31. When you recognize an impairment loss on an equity security: 

 
a. The loss can be recovered at a later date 
b. The loss is based on the difference between the gross and carrying amount of the se-

curity 
c. The loss cannot be subsequently recovered 
d. The loss is only recognized after an independent appraisal has been conducted 

 
32. A general allowance for unidentified impairments to securities: 

 
a. Is not allowed under GAAP 
b. Should be updated in each reporting period 
c. Should be consolidated with the paired securities line items for reporting purposes 
d. Is restricted to the use of publicly-held companies 

 
33. If the impairment of a security is considered to be temporary, the related disclosure does 

not include: 
 
a. The nature of the impairment 
b. The amount of the realized loss 
c. The severity of the impairment 
d. Date of impairment 

 
34. The impact of dividends on the equity method is: 

 
a. None 
b. To subtract dividends received from the carrying amount of the investment 
c. To add dividends received to the carrying amount of the investment 
d. To subtract dividends received from the fair value of the investment 
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35. If the investor’s share of an investee’s losses exceeds the carrying amount of its invest-
ment: 
 
a. Only report losses until the investment has been offset 
b. Continue to record the investor’s share of the losses 
c. Only report losses without carrying amount 
d. Revert to the consolidation approach 

 
36. Under a periodic inventory system the proper calculation of the cost of goods sold is: 

 
a. Ending inventory – beginning inventory - purchases 
b. (Beginning inventory + purchases) / 2 
c. (Beginning inventory + ending inventory) / 2 
d. Beginning inventory + purchases – ending inventory 

 
37. Under the perpetual inventory system, to record the sale of goods on credit to a customer, 

you would (among other entries) record a: 
 
a. Debit to revenue and credit to the cost of goods sold 
b. Debit to revenue and credit to inventory 
c. Debit to accounts receivable and debit to the cost of goods sold 
d. Debit to cash and credit to inventory 

 
38. ABC International is using the gross profit method to estimate the amount of its ending 

inventory. Its cost of goods available for sale for the most recent period was $250,000, it 
has an expected gross profit of 40%, and $400,000 in sales during the period. What is its 
estimated ending inventory? 
 
a. $90,000 
b. $0 
c. $55,000 
d. $10,000 

 
39. Henderson Imports is a retailer, and estimates its ending inventory using the retail 

method. Its cost to retail percentage is 45%, its cost of goods available for sale is 
$800,000 for the most recent period, and its sales were $1,100,000 during that period. 
What is its estimated ending inventory? 
 
a. $305,000 
b. $195,000 
c. $300,000 
d. $0 
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40. Useful life is: 
 
a. The estimated lifespan of a fixed asset 
b. The time period during which an employee is expected to be most productive 
c. The time period before an account receivable is collected 
d. The period before which a discontinued operation is expected to be liquidated 

 
41. When you acquire fixed assets in a business combination, value them at their: 

 
a. Replacement cost 
b. Fair value 
c. Historical cost 
d. Cost to sell 

 
42. Depletion is defined as: 

 
a. The systematic reduction of the cost of a tangible asset over time 
b. The systematic reduction of the cost of an intangible asset over time 
c. The systematic reduction of the cost of natural resources over a usage period 
d. The reduction of production supplies due to normal usage 

 
43. In the first year of depreciation for a five-year calculation period under the double declin-

ing balance method, the amount of depreciation would be __% of the depreciable asset 
balance: 
 
a. 40% 
b. 20% 
c. 50% 
d. 25% 

 
44. The only situation in which you are allowed to depreciate land is when: 

 
a. The land is part of a government grant 
b. The land is used for farming 
c. The land is classified as a natural resource and you are depleting the resource 
d. There are no situations when you are allowed to depreciate land 

 
45. In the goodwill impairment process, a likelihood of more than __ that impairment has oc-

curred will trigger additional testing steps. 
 
a. 25% 
b. 50% 
c. 75% 
d. 80% 
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46. When a reporting unit is disposed of: 
 
a. Recognize any additional intangible assets associated with the reporting unit 
b. Assume all goodwill associated with it has been impaired 
c. Do not allocate goodwill to that unit 
d. Include the goodwill associated with that unit in determining the gain or loss 

 
47. Impairment testing is to be conducted: 

 
a. On a quarterly basis 
b. On an annual basis 
c. At random intervals 
d. When a company goes public 
 

48. The stage of internal-use software development that can be capitalized is: 
 
a. Preliminary planning 
b. Application development 
c. Subsequent use 
d. Post-implementation 

 
49. When developing a website, the following cost can be charged to expense (rather than be-

ing capitalized): 
 
a. Graphics development 
b. Internet domain registration 
c. Data conversion costs 
d. Code customization 

 
50. A stock split: 

 
a. Occurs when a stock issuance is for less than 20% of the number of shares outstand-

ing prior to issuance of the stock 
b. Cannot occur if there are multiple consecutive small stock issuances 
c. Occurs when a stock issuance is for more than 25% of the number of shares outstand-

ing prior to issuance of the stock 
d. Changes the balance in the retained earnings account 

 
51. A reduction in the number of shareholders is commonly triggered by: 

 
a. The issuance of a stock dividend 
b. A desire to take a company private 
c. The issuance of convertible debt 
d. The decision to split a company’s stock 
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52. The transfer of assets into a separate legal entity: 
 
a. Is a tax evasion maneuver 
b. Requires the recordation of the transferred items at their fair values 
c. Is called a spinoff 
d. Is accounted for as a distribution of proceeds to shareholders 

 
53. A reverse spinoff occurs when: 

 
a. Investors pay their dividends back to the issuing entity 
b. A spinoff transaction where the spinnee is the surviving entity 
c. A spinoff transaction where the spinnor is the surviving entity 
d. A company acquires a publicly-held shell company 

 
54. An arrearage refers to: 

 
a. Unpaid and overdue accounts payable 
b. The amount by which cumulative preferred dividends are in arrears 
c. Undistributed common stock 
d. Retained earnings that have not yet been distributed to shareholders 

 
55. An entity that has contracted to obtain goods or services: 

 
a. Is a supplier 
b. Is a customer 
c. Cannot also be a subsidiary 
d. Is collaborating on research and development activities 

 
56. Contract criteria must be re-evaluated: 

 
a. At the end of each reporting period 
b. At the end of the fiscal year 
c. Only when the seller notes a significant change in the relevant facts and circum-

stances 
d. If the customer does not send back a confirmation as part of the year-end audit 

 
57. A contract does not exist when: 

 
a. There is no signature on the document 
b. It is being combined with another contract for accounting purposes 
c. Each party has a unilateral right to terminate the agreement and without compensating 

the other party 
d. There has been no prior legal review of the contract terms 
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58. A good or service is considered to be distinct when: 
 
a. The customer separately pays for the item 
b. Delivery of the item is separately identified within the contract 
c. Functionality of the deliverable is not assured unless this item is delivered 
d. There is a standalone price for the item 

 
59. The transaction price includes the following, except for: 

 
a. Sales tax 
b. Fees for services rendered 
c. Freight charge 
d. Rush charge 

 
60. The expected value method is used when: 

 
a. There are a large number of possible payment amounts 
b. The result must match one of the prices that could be paid 
c. The amount of consideration to be paid is fixed 
d. All performance obligations have been fulfilled 

 
61. The following factor should be present before including a financing component in a con-

tract: 
 
a. A short payment interval 
b. There is a significant difference between the contract price and the cash price 
c. The credit rating of the customer 
d. The cash reserves of the seller 

 
62. The balance in a refund liability account is based on: 

 
a. The amount of consideration paid to customers 
b. The cost of goods sold reduction associated with expected returns 
c. The number of units that the seller expects to have returned to it 
d. A percentage of inventory 

 
63. A contract modification may be accounted for as a separate contract when: 

 
a. Distinctly different goods or services have been added to the contract 
b. The price has increased materially 
c. Some goods or services have not yet been transferred to the customer 
d. The seller’s entitlement to be paid has not been disturbed 
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64. All of the following criteria must be met before a contract fulfillment cost can be recog-
nized as an asset, except for: 
 
a. The cost is linked to a specific contract 
b. The cost would have been incurred even if the seller had not obtained the contract 
c. There is an expectation that the cost will be recovered by the seller 
d. The cost will be used to satisfy future performance obligations 

 
65. A company with few hourly staff may avoid a wage accrual on the grounds that: 

 
a. The unpaid wage amount at the end of a reporting period is minimal 
b. Only the pay of salaried staff should be accrued 
c. It is expressly prohibited under Generally Accepted Accounting Principles 
d. Accruals are not used under the accrual basis of accounting 

 
66. Do not accrue a bonus expense: 

 
a. Under any circumstances 
b. When the probability that the bonus will be awarded is low 
c. When the probability that the bonus will be awarded is high 
d. Unless it has been formally approved by the board of directors 

 
67. The accrued benefits journal entry is not commonly used, because: 

 
a. The entry has minimal impact on the cost of goods sold 
b. Benefits can be charged to expense in the following period, under Generally Ac-

cepted Accounting Principles 
c. Suppliers generally send their invoices early and insist on payment in advance 
d. The payroll staff should not create an accrual until it reviews and adjusts supplier in-

voices 
 
68. An employee advance is classified as: 

 
a. A marketable security 
b. A current asset 
c. A current liability 
d. A note receivable 

 
69. A stock subscription plan is used to: 

 
a. Reinvest shareholder dividends 
b. Issue dividends 
c. Allow employees to buy company stock with payroll deductions 
d. Issue inventory to buyers on a periodic basis 
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70. When a stock option expires unused: 
 
a. It is available to be awarded to someone else 
b. Reverse the related amount of compensation expense 
c. Do not reverse the related amount of compensation expense 
d. Remeasure the award at its fair value 

 
71. The implicit service period: 

 
a. Is the number of years worked, including gap years 
b. Is the vesting period stated in a stock-based award agreement 
c. Covers any years following formal retirement when an employee continues to per-

form services for the company 
d. Is the employee service period implied by the facts and circumstances associated with 

a stock-based award 

72. The lattice model for pricing stock options assumes that: 
 
a. At least two price movements are possible in each measured time period 
b. Price volatility is constant through the term of the option 
c. Dividends are constant through the term of the option 
d. Interest rates are constant through the term of the option 

 
73. A stock-based compensation arrangement is more likely to be classified as a liability 

when: 
 
a. The employee does not have a put option that would require the issuing entity to re-

purchase shares 
b. Settlement of the award must be in stock 
c. The underlying shares to be paid are classified as equity 
d. The award is indexed to some additional factor 

 
74. An employee share purchase plan is not considered compensatory if: 

 
a. Few employees qualify for the plan 
b. The terms offered are more favorable than those available to investors at large 
c. It contains a purchase discount of less than five percent 
d. The plan allows a 90-day notice period to enroll in the plan after the share price has 

been fixed 
 
75. The types of temporary tax differences are: 

 
a. Taxable and non-taxable 
b. Taxable and deductible 
c. Carryback and carryforward 
d. Liabilities and credit card balances 
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76. A deferred tax asset: 
 
a. Is derived from the change in taxes payable or refundable in future periods 
b. Is derived from the change in taxes payable or refundable in past periods 
c. Is only derived from a net operating loss carryforward 
d. Is only derived from a net operating loss carryback 

 
77. The applicable tax rate: 

 
a. Should incorporate discounting to present value 
b. May be increased by the alternative minimum tax 
c. Should be adjusted for anticipated changes in the tax laws 
d. Should be the minimum tax rate when graduated rates apply 

 
78. Apply the __ tax rate to ordinary income in an interim period. 

 
a. The applicable graduated 
b. The alternative minimum 
c. The minimum possible 
d. The estimated annual 

 
79. In the presentation of deferred taxes: 

 
a. Present a net figure for deferred tax assets and deferred tax liabilities 
b. Separately classify deferred tax assets and deferred tax liabilities 
c. Do not present any deferred tax assets or deferred tax liabilities 
d. Only present deferred tax assets and deferred tax liabilities in the accompanying notes 

 
80. A step acquisition occurs when: 

 
a. The acquirer is smaller than the acquiree 
b. The acquirer already owns a minority interest in the acquiree and then buys an addi-

tional interest 
c. The acquisition is highly leveraged 
d. Management will be the new owner of the acquired company 

 
81. Provisional accounting for a business combination involves: 

 
a. Using provisions to accrue for losses expected from the combination transaction 
b. Assigning fair values to acquired assets and liabilities 
c. Accounting for a combination that can be reversed at a later date 
d. Adjusting incomplete accounting at a later date 
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82. An example of an intangible asset to which a value can be assigned in an acquisition is: 
 
a. The potential outcome of a lawsuit 
b. The assembled workforce 
c. Noncompetition agreements 
d. Competitor lists 

 
83. A reverse acquisition is commonly used to: 

 
a. Convert a “C” corporation into an “S” corporation 
b. Take a company public by acquiring a public shell company 
c. Acquire a tax loss to offset a company’s taxable profits 
d. Eliminate a noncontrolling interest 

 
84. The acquisition of specific assets is used to: 

 
a. Avoid any undocumented liabilities of the acquiree 
b. Gain demonstrably greater tax advantages than in a traditional business combination 
c. Reduce the recognized asset amounts obtained 
d. Avoid cost allocations to groups of purchased assets 

 
85. To initially record a payment to a supplier in a foreign currency: 

 
a. Record it in the legal currency of the reporting entity, using the forward exchange rate 
b. Record it in the legal currency of the reporting entity, using the exchange rate on that 

date 
c. Record it in the functional currency of the reporting entity, using the forward ex-

change rate 
d. Record it in the functional currency of the reporting entity, using the exchange rate on 

that date 
 
86. No gain or loss on a foreign currency transaction is recognized when: 

 
a. There is an ineffective hedge of a net investment in a foreign entity 
b. The buyer and seller are both located in the same country 
c. The transaction is an effective economic hedge of a net investment in a foreign entity 
d. The transaction is designed to hedge a future debt payment 

 
87. When the financing of a foreign operation is provided by the parent company, its func-

tional currency is more likely to be: 
 
a. The reporting currency of the parent company 
b. Its legal currency 
c. Its functional currency 
d. The reporting currency of the ultimate lender 
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88. If there are intra-entity profits to eliminate as part of a consolidation, apply the: 
 
a. Exchange rate in effect as of the parent’s balance sheet date 
b. Average exchange rate for the period 
c. Exchange rate in effect as of the subsidiary’s balance sheet date 
d. Exchange rates in effect when the related transactions took place 

 
89. When an entity is operating in a hyperinflationary economy: 

 
a. Exclude its financial statements from further consolidation 
b. Remeasure its financial statements using the next most applicable foreign currency 
c. Remeasure its financial statements as though its functional currency were the report-

ing currency 
d. Remeasure its financial statements using the local currency 

 
90. Only change an accounting principle when: 

 
a. Doing so will impair the comparability of presented reporting periods 
b. The result will yield a larger profit 
c. The change is required by an update to GAAP 
d. The use of an alternative principle is not preferable 

 
91. Retrospective application to prior accounting periods is required: 

 
a. For a change in accounting procedure 
b. For a change in accounting practice 
c. For a change in accounting principle 
d. In no situations 

 
92. Retrospective application does not include this step: 

 
a. Adjust the financial statements for each prior period 
b. Adjust the beginning balance of retained earnings 
c. Alter the carrying amounts of assets as of the beginning of the first accounting period 

presented 
d. Derive new market values for all assets presented 

 
93. Retrospective application is not considered possible when: 

 
a. Estimates are required, which are impossible to provide 
b. The company has not made every reasonable effort to make the change 
c. Assumptions about what management intended can be substantiated 
d. There is a change in accounting principle 
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94. An accounting error is only sufficiently material to report: 
 
a. In all cases 
b. If it is material in relation to full-year estimated income or the full-year earnings trend 
c. If it is material only in relation to full-year estimated income 
d. If it is material only in relation to the full-year earnings trend 

 
95. You should not create a reserve: 

 
a. If the balance in the account is going to be immaterial 
b. If the balance in the account is going to be material 
c. For asset accounts 
d. When there is a long-term history of losses in an account 

 
96. A key issue in the consolidation of division results is: 

 
a. That the received information rarely balances 
b. Properly accruing expenses 
c. Inputting detail-level transactions into the corporate general ledger 
d. Receiving divisional results in a timely manner 

 
97. When closing the books, you need to close subsidiary ledgers: 

 
a. To prevent duplicate entries 
b. In order to avoid posting account balances to the general ledger 
c. In order to avoid entering more transactions into the old accounting period 
d. In order to avoid posting from the general ledger back to the subsidiary ledgers 

 
98. A net operating loss carryforward is: 

 
a. A loss experienced in a prior period that could not be completely offset against prior-

period profits 
b. A loss that is being offset for tax purposes against the gains experienced in prior peri-

ods 
c. A residual loss that can only be charged against capital gains in future periods 
d. A residual loss that can be charged against future profits in perpetuity 

 
99. A delayed closing step is to: 

 
a. Update closing procedures 
b. Accrue tax liabilities 
c. Close subsidiary ledgers 
d. Eliminate intercompany transactions 
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100. An income statement containing multiple sub-totals is known as: 
 
a. A presentation by function of expense 
b. A presentation by nature of expense 
c. A single-step income statement 
d. A multi-step income statement 

 
101. The contribution margin income statement: 

 
a. Identifies and separately aggregates variable and fixed expenses 
b. Reports profits at the individual product level 
c. Reports profits by subsidiary 
d. Contains a gross margin calculation 

 
102. If you are compiling financial statements by hand, a good source document is: 

 
a. The chart of accounts 
b. The extended trial balance 
c. The general ledger 
d. The item master 

 
103. A balance sheet must match this formula: 

 
a. Purchase price – Accumulated depreciation = Carrying amount 
b. Gross sales – Discounts = Net sales 
c. Total assets = Total liabilities + Equity 
d. Beginning inventory + Purchases – Ending inventory = Cost of goods sold 

 
104. An asset is classified as current on the balance sheet when: 

 
a. It can be readily converted into cash 
b. It should be sold or consumed in longer than 12 months 
c. It should be sold or consumed within six months 
d. It should be sold or consumed within 12 months 

 
105. Under the integral view, you assume that the results reported in an interim period: 

 
a. Are not related to the full-year financial results 
b. May require different segment reporting 
c. Can be revised later in the year 
d. Are an integral part of the full-year financial results 
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106. The integral view holds that you should: 
 
a. Use the income tax relevant to the results of a specific reporting period 
b. Use the expected tax rate for the entire year in every reporting period 
c. Use no tax rate until year-end, and then accrue the tax expense 
d. Apply the historical average tax rate to each reporting period 

 
107. Under the discrete view of interim reporting: 

 
a. The assumption is that results reported for a specific interim period are not associated 

with revenues and expenses arising in other periods 
b. Gains and losses are spread across all interim periods in the year 
c. There are an increased number of accruals 
d. The average expected tax rate for the full year is used in each individual interim pe-

riod 
 
108. A chief operating decision maker: 

 
a. Is responsible for approving the release of new products 
b. Is responsible for the sales and marketing budget 
c. Is nearly always the chairman of the board 
d. Is responsible for making decisions about resource allocations to the segments of a 

business 
 
109. The segment test for revenue states that: 

 
a. All segments with reportable revenue be listed as a segment 
b. Revenue should be imputed for service centers at the market rate of their services 
c. The revenue of the segment is at least 10% of the consolidated revenue of the entire 

business 
d. Transfer prices be considered in the determination of revenue 

 
110. The approval of a majority of the board of directors is required: 

 
a. To issue a Form 4 
b. To issue a Form 8-K 
c. To issue a Form 10-Q 
d. To issue a Form 10-K 

 
111. A common line item in a flash report is: 

 
a. Fixed assets 
b. Goodwill 
c. The cash balance 
d. Accumulated depreciation 
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112. If a volume variance relates to the use of direct labor, it is called the: 
 
a. Labor rate variance 
b. Labor yield variance 
c. Labor spending variance 
d. Labor efficiency variance 

 
113. An example of a rate variance is: 

 
a. Material yield variance 
b. Labor rate variance 
c. Labor efficiency variance 
d. Variable overhead efficiency variance 

 
114. Milagro Corporation sells 5,000 units of its green widget product for $18 per unit. The 

standard price of the widget is $20. Its selling price variance is: 
 
a. $10,000 Unfavorable 
b. $10,000 Favorable 
c. $90,000 Unfavorable 
d. $100,000 Favorable 

 
115. A possible cause of an unfavorable sales volume variance is: 

 
a. High supplier pricing 
b. Outsourcing of activities to suppliers 
c. Cannibalization 
d. Account misclassification 

 
116. ___ keeps cash application from delaying the daily bank deposit. 

 
a. Recording unapplied payments in a suspense account 
b. Reconciling applied cash to the mailroom check list 
c. A cash transport service 
d. A proper petty cash system 

 
117. An advantage of a bank lockbox is: 

 
a. Reduced bank fees 
b. Extended supplier payment terms 
c. Faster posting of cash to the company bank account 
d. More efficient cash application to open receivables 
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118. An alternative to a lockbox is: 
 
a. Requiring cash payments 
b. Avoiding deposits at the local bank operations center 
c. Renting a post office box near the primary mail processing facility for the local area 
d. Sending cash by courier to the local bank teller 

 
119. Remote deposit capture: 

 
a. Is the same as a lockbox 
b. Requires the retention of scanned checks for at least one year 
c. Can be applied to bills and coins 
d. Scans a check and deposits the electronic image 

 
120. An on-line payment app does all of the following, except for: 

 
a. Process credit card payments 
b. Relieve inventory 
c. Send an e-mail receipt to the customer 
d. Operate on a smart phone 

 
121. In collections, the grace period: 

 
a. Is a few days following the due date of an invoice, when no collection activity is con-

ducted 
b. Is the final days after the last warning letter, before legal action is taken 
c. Is the final days prior to sending an account to a collection agency 
d. Is the period during which early payment discounts can be taken 

 
122. A-B testing is used in the design of: 

 
a. Invoice formats 
b. Dunning letters 
c. Credit memos 
d. Month-end statements 

 
123. A postdated check: 

 
a. Is illegal 
b. Essentially gives the seller a period of free financing 
c. Cannot be cashed without prior notice to a commercial customer 
d. Can be cashed on the date listed on the check 
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124. The promissory note approach to collections is most useful: 
 
a. When a legal judgment cannot be obtained 
b. When a customer does not currently have enough cash to pay for an overdue invoice 
c. As part of the first phase of collection activities 
d. When there is no prospect of obtaining a guarantee or collateral 

 
125. Filing a claim in small claims court is most applicable when: 

 
a. A customer only places large orders on a recurring basis 
b. A customer is located in another country 
c. A customer does not have any assets 
d. The seller has no further interest in a business relationship with the customer 

 
126. Under a semimonthly payroll system, employees are paid: 

 
a. Every other week 
b. Twice a week 
c. Twice a month 
d. Once a month 

 
127. If an employee is paid on an hourly basis and nearly always works a 40-hour week, the 

most efficient timekeeping solution is to: 
 
a. Report on an exception basis 
b. Use a timecard system 
c. Use a computerized time clock 
d. Use a phone-based timekeeping solution 

 
128. To protect the confidentiality of payroll information, do not: 

 
a. Shred payroll information in accordance with a document destruction policy 
b. Issue pay and start date information to those requesting it 
c. Limit access to payroll information within the payroll department 
d. Store payroll files in a locked storage facility 

 
129. It is necessary to have several budget iterations in order to: 

 
a. Factor in the effects of any bottlenecks on company operations 
b. Use up all cash available to the company 
c. Ensure that all unspent cash from the preceding year is rolled forward into the new 

budget 
d. Give managers an opportunity to adjust their performance targets to easily achievable 

levels 
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130. A switch from a material requirements planning system to a just-in-time system tends to: 
 
a. Result in lower inventory levels 
b. Result in higher inventory levels 
c. Have no impact on inventory levels 
d. Increase the size of deliveries from suppliers 

 
131. The calculation for direct material purchases is: 

 
a. Raw materials required for production – planned ending inventory + beginning inven-

tory 
b. Planned ending inventory + raw materials required for production 
c. Beginning inventory + raw materials required for production 
d. Raw materials required for production + planned ending inventory – beginning inven-

tory 
 
132. In the budgeting process, the crewing method is used: 

 
a. To determine the number of people needed to produce the budget model 
b. To derive the direct labor staff needed to crew a production line 
c. With labor routings to derive the amount of direct labor needed in an accounting pe-

riod 
d. To determine the proper amount of maintenance staffing 

 
133. Treasury is considered part of the: 

 
a. Administration budget 
b. Cost of goods sold budget 
c. Sales and marketing budget 
d. Revenue budget 

 
134. You would normally find charitable contributions in the: 

 
a. Compensation budget 
b. Administration budget 
c. Direct labor budget 
d. Research and development budget 

 
135. Constraint analysis primarily focuses on: 

 
a. Production at the bottleneck operation 
b. Operating expenses 
c. Production at upstream locations 
d. Production at downstream locations 
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136. Throughput is: 
 
a. The production capacity of the bottleneck operation 
b. Profits before taxes 
c. Revenues minus totally variable costs 
d. Contribution margin 

 
137. The payback method may be a useful capital budgeting analysis tool because it: 

 
a. Includes discounted cash flows 
b. Considers long-term cash flows 
c. Includes an analysis of the bottleneck operation 
d. Is a simple calculation for how fast you will earn back your investment 

 
138. The intent of a post installation review is to: 

 
a. Purchase additional assets 
b. Determine whether the installed asset should be returned to the supplier 
c. See if the initial expectations for a capital project were realized 
d. Calculate the benefits of a lease or buy decision 

 
139. The calculation of deflated sales growth requires the use of: 

 
a. A foreign exchange rate 
b. An inflation index 
c. The deflated sales for the preceding year 
d. The inflated sales for the preceding year 

 
140. The quick ratio excludes ___ from the current assets portion of the measurement. 

 
a. Accounts receivable 
b. Inventory 
c. Marketable securities 
d. Cash 

 
141. The following measurement does not roll up into the return on equity measurement: 

 
a. Gross margin 
b. Asset turnover 
c. Profit margin 
d. Financial leverage 
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142. The days sales outstanding measurement essentially compares: 
 
a. Sales to receivables 
b. Bad debts to sales 
c. Bad debts to receivables 
d. Sales to the allowance for doubtful accounts 

 
143. A collection effectiveness index of close to 100% indicates: 

 
a. That only overdue receivables were collected 
b. That only current receivables were collected 
c. A low level of collection efficiency 
d. A high level of collection efficiency 

 
144. Two considerations when devising the customer turnover measurement are ___ and ___. 

 
a. The definition of a current customer | whether customers later return 
b. The number of customers | the size of orders placed 
c. Which customers to include | the definition of a current customer 
d. The size of orders placed | whether customers later return 

 
145. A situation in which a high cost-per-square-foot location might be acceptable is: 

 
a. When the term of the lease is long 
b. When the cubic volume utilization is low 
c. When the headcount per square foot is high 
d. When the term of the lease is short 

 
146. The following item can result in a high cost for a cost object: 

 
a. Low level of complexity 
b. High initial investment 
c. High volumes 
d. Large lot sizes 

 
147. Always assign a cost to a cost object when: 

 
a. The cost would otherwise go unallocated 
b. Most of the cost structure of the business is overhead 
c. Eliminating the cost object would eliminate the cost 
d. The cost would remain if the cost object is eliminated 
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148. The following cost should not be assigned to a specific customer cost object: 
 
a. The cost of managing a customer call center 
b. The cost of returned goods 
c. The cost of credits taken by the customer 
d. Early payment discounts taken by the customer 

 
149. When the cost of acquiring new customers is high, management should: 

 
a. Be less inclined to use alternative acquisition methods 
b. Spend more to acquire customers using existing acquisition methods 
c. Spend more to retain existing customers 
d. Be more willing to take on all new customers 

 
150. A cost included in the analysis of a product line that is not considered in the analysis of a 

product is: 
 
a. Product commission 
b. Warranty costs 
c. Direct materials 
d. Marketing costs 
 



Answer Sheet 
 

538 

 

 
 

Answer Sheet 
Accountants’ Guidebook 

Course # 1173379, Version 2007 
30 CPE Credits 

 
 
Date: 

 
 

 
Name: 

 
 

 
Phone: 

 
 

 
Ad-
dress: 

 
 

 
City: 

 
 

 
State: 

 
 

 
Zip: 

 
 

 
Fax: 

 
 

 
E-mail*: 

 
 

*E-mail address MUST be unique (not shared with another CPA) for Western CPE to grade your assessment 
 

Name of purchaser (if other than person taking assess-
ment):  

 
Course expires 

1 Year from date of 
purchase or enroll-

ment 

 Online Grading: visit www.westerncpe.com to complete your assessment online 
and receive your certificate of completion and results instantly. 

 
1. ___ 21. ___ 41. ___ 61. ___ 81. ___ 101. ___ 121. ___ 141. ___ 
2. ___ 22. ___ 42. ___ 62. ___ 82. ___ 102. ___ 122. ___ 142. ___ 
3. ___ 23. ___ 43. ___ 63. ___ 83. ___ 103. ___ 123. ___ 143. ___ 
4. ___ 24. ___ 44. ___ 64. ___ 84. ___ 104. ___ 124. ___ 144. ___ 
5. ___ 25. ___ 45. ___ 65. ___ 85. ___ 105. ___ 125. ___ 145. ___ 
6. ___ 26. ___ 46. ___ 66. ___ 86. ___ 106. ___ 126. ___ 146. ___ 
7. ___ 27. ___ 47. ___ 67. ___ 87. ___ 107. ___ 127. ___ 147. ___ 
8. ___ 28. ___ 48. ___ 68. ___ 88. ___ 108. ___ 128. ___ 148. ___ 
9. ___ 29. ___ 49. ___ 69. ___ 89. ___ 109. ___ 129. ___ 149. ___ 
10. ___ 30. ___ 50. ___ 70. ___ 90. ___ 110. ___ 130. ___ 150. ___ 
11. ___ 31. ___ 51. ___ 71. ___ 91. ___ 111. ___ 131. ___  
12. ___ 32. ___ 52. ___ 72. ___ 92. ___ 112. ___ 132. ___  
13. ___ 33. ___ 53. ___ 73. ___ 93. ___ 113. ___ 133. ___  
14. ___ 34. ___ 54. ___ 74. ___ 94. ___ 114. ___ 134. ___  
15. ___ 35. ___ 55. ___ 75. ___ 95. ___ 115. ___ 135. ___  
16. ___ 36. ___ 56. ___ 76. ___ 96. ___ 116. ___ 136. ___  
17. ___ 37. ___ 57. ___ 77. ___ 97. ___ 117. ___ 137. ___  
18. ___ 38. ___ 58. ___ 78. ___ 98. ___ 118. ___ 138. ___  
19. ___ 39. ___ 59. ___ 79. ___ 99. ___ 119. ___ 139. ___  
20. ___ 40. ___ 60. ___ 80. ___ 100. ___ 120. ___ 140. ___  

 

http://www.westerncpe.com/


Course Evaluation 
 

539 

 
 

Course Evaluation 
Accountants’ Guidebook 

Course # 1173379, Version 2007 

 
Thank you for taking the time to fill out this course and customer experience evaluation.  Your responses help us to 
build better courses and maintain the highest levels of service.  If you have comments not covered by this evalua-
tion, or need immediate assistance, please contact us at 800.822.4194 or wcpe@westerncpe.com. 
 
 
Course and Instructor Evaluation 
 
1. Please answer the following related to the content of the course: 
 

 Strongly 
Disa-
gree 

Disa-
gree 

Neu-
tral Agree Strongly 

Agree 

The stated learning objectives were met.  O O O O O 

The course materials were accurate, relevant, and contributed to 
the achievement of the learning objectives.  O O O O O 

The stated prerequisites were appropriate and sufficient.  O O O O O 

Based on 50 minutes per credit hour, the time to take this course 
accurately reflects the credit hours assigned to it.  O O O O O 

The instructor was knowledgeable and effective.  O O O O O 

 
2. Were there any questions you felt were confusing or had incorrect answers listed?  If so, please give the ques-

tion number and a brief description of the issue: 
 

 

 
3. Please provide any additional comments specific to the educational content or author of this course: 
 

 

 

mailto:wcpe@westerncpe.com


Course Evaluation 
 

540 

4. Do you have ideas for future course topics?  If so, please list them along with any known subject matter experts 
we might contact to develop the course: 

 
 

 
Customer Experience 
 
5. Please rate your overall experience with Western CPE: 
 

 Un-
sat-
is-

fac-
tory 

Im-
prove-
ment 

Needed 

Meets 
Ex-

pecta-
tions 

Ex-
ceeds 
Ex-
pec-
ta-

tions 

Exceptional 

If you interacted with our Customer 
Service team, please rate the quality 
of service you received. 

O O O O O 

If you purchased your course online, 
please rate the quality of your e-com-
merce experience. 

O O O O O 

“My Account” information includes 
the tools necessary to access courses 
and track those completed. 

O O O O O 

 
6. Please indicate the likelihood of your purchasing the listed course formats from Western CPE: 
 

 
Not at all Not very 

likely Possibly Likely Highly 
Likely 

Self-Study O O O O O 

Webcast OnDemand O O O O O 

Live Webcast O O O O O 

Resort Conference or Seminar O O O O O 

 
 
 
 
 



Course Evaluation 
 

541 

 
 
 
7. Please use the box below to provide any additional comments related to your educational experience with West-

ern CPE. 
 

 

 
8. If you are willing to provide a quote about this course, or Western CPE in general, that we may use in our pro-

motional materials, please state it below.  Be sure to include your name, title, city, and state. 
 

 

 
 
 


	Course CPE Information
	Instructional Design
	Table of Contents
	Chapter 1 -The Role of the Accountant
	Learning Objectives
	Introduction
	The Accountancy Concept
	Financial and Managerial Accounting
	Types of Accountants
	Responsibilities of the Accounting Department
	Organizational Structure of the Accounting Department
	Summary
	Chapter 1 - Review Questions

	Chapter 2 -The Chart of Accounts
	Learning Objectives
	Introduction
	Overview of the Chart of Accounts
	The Three-Digit Chart of Accounts
	The Five-Digit Chart of Accounts
	The Seven-Digit Chart of Accounts
	Chart of Accounts Reduction
	Alphanumeric Account Coding
	Summary
	Chapter 2 - Review Questions

	Chapter 3 - The General Ledger and Trial Balance
	Learning Objectives
	Introduction
	The Ledger Concept
	General Ledger Overview
	The Accounts Receivable Ledger
	The Purchase Ledger
	Overview of the Trial Balance
	The Trial Balance Format
	The Extended Trial Balance
	Trial Balance Error Correction
	The Post-Closing Trial Balance
	Evaluation of the Trial Balance
	Summary
	Chapter 3 - Review Questions

	Chapter 4 - Accounting Procedures
	Learning Objectives
	Introduction
	The Nature of a Procedure
	The Need for Procedures
	The Number of Procedures to Develop
	The Mechanics of Procedure Production
	Procedure Production Steps
	Formatting Steps

	Procedure Design Tips
	Dissemination of Procedures
	Procedural Updates
	Enforcement of Procedures
	“Carrot” Activities
	“Stick” Activities

	Deviations from Procedures
	Presented Procedures
	The Credit Examination Procedure (Manual System)
	The Shipping Procedure (Manual System)
	The Billing Procedure
	The Check Receipts Processing Procedure
	The Purchasing Procedure
	The Supplier Invoice Processing Procedure (Manual System)
	The Check Payment Issuance Procedure
	Summary
	Chapter 4 - Review Questions

	Chapter 5 - Accounting for Receivables
	Learning Objectives
	Introduction
	Accounting for Billings
	Accounting for Sales Taxes
	Accounting for Use Taxes
	The Allowance for Doubtful Accounts
	Notes Receivable
	Acquisition, Development, and Construction Arrangements
	Nonrefundable Fees and Other Costs
	Receivables Presentation
	Summary
	Chapter 5 - Review Questions

	Chapter 6 - Accounting for Investments
	Learning Objectives
	Introduction
	Overview of Investments – Debt and Equity Securities
	Accounting for Investments
	Impairment of Investments
	Restricted Stock
	Dividend and Interest Income
	Credit Losses

	The Equity Method
	Summary
	Chapter 6- Review Questions

	Chapter 7 - Accounting for Inventory
	Learning Objectives
	Introduction
	Overview of Inventory
	The Periodic Inventory System
	The Perpetual Inventory System
	Inventory Costing
	The First In, First Out Method
	The Last In, First Out Method
	The Weighted Average Method
	Standard Costing
	The Retail Inventory Method
	The Gross Profit Method

	Overhead Allocation
	The Lower of Cost or Market Rule
	Work in Process Accounting
	Accounting for Obsolete Inventory
	Consignment Accounting
	Goods in Transit
	Summary

	Chapter 7 - Review Questions
	Chapter 8 - Accounting for Property, Plant, and Equipment
	Learning Objectives
	Introduction
	Overview of Fixed Assets
	Initial Fixed Asset Recognition
	Fixed Assets Acquired through a Business Combination
	Nonmonetary Exchanges

	Depreciation and Amortization
	Straight-Line Method
	Sum-of-the-Years’ Digits Method
	Double-Declining Balance Method
	Depletion Method
	Units of Production Method
	Land Depreciation
	Land Improvement Depreciation
	Depreciation Accounting Entries

	Fixed Asset Impairment
	Fixed Asset Disposal
	Assets Held for Sale
	Abandoned Assets
	Idle Assets
	Fixed Asset Disposal Accounting

	Summary

	Chapter 8 - Review Questions
	Chapter 9 - Accounting for Intangibles
	Learning Objectives
	Introduction
	Goodwill
	General Intangibles Other than Goodwill
	Internal-Use Software
	Website Development Costs
	Summary

	Chapter 9 - Review Questions
	Chapter 10 - Accounting for Equity
	Learning Objectives
	Introduction
	Overview of Equity
	The Sale of Stock
	Dividend Payments
	Stock Dividends and Stock Splits
	Stock Dividend
	Stock Split

	Treasury Stock
	Purchase of Treasury Stock
	Resale of Treasury Stock
	Cost Method
	Constructive Retirement Method

	Equity-Based Payments to Non-Employees
	Initial Recognition

	Spinoffs and Reverse Spinoffs
	Equity Disclosures
	Rights and Privileges
	Preferred Stock
	Contingently Convertible Securities
	Redeemable Securities
	Treasury Stock
	Changes in Shareholders’ Equity
	Equity-Based Payments to Non-Employees

	Summary

	Chapter 10 - Review Questions
	Chapter 11 - Revenue Recognition
	Learning Objectives
	Introduction
	Topic 606, Revenue from Contracts with Customers
	The Nature of a Customer
	Steps in Revenue Recognition
	Step One: Link Contract to Customer
	Step Two: Note Performance Obligations
	Step Three: Determine Prices
	Variable Consideration
	Possibility of Reversal
	Time Value of Money
	Noncash Consideration
	Payments to Customers
	Refund Liabilities

	Step Four: Allocate Prices to Obligations
	Allocation of Price Discounts
	Allocation of Variable Consideration
	Subsequent Price Changes

	Step Five: Recognize Revenue
	Measurement of Progress Completion
	Output Methods
	Input Methods
	Change in Estimate
	Progress Measurement
	Right of Return

	Consistency
	Contract Modifications
	Treatment as Separate Contract
	Treatment as Continuing Contract

	Entitlement to Payment
	Bill-and-Hold Arrangements
	Consideration Received from a Supplier
	Customer Acceptance
	Customer Options for Additional Purchases
	Licensing
	Nonrefundable Upfront Fees
	Principal versus Agent
	Repurchase Agreements
	Unexercised Rights of Customers
	Warranties
	Contract-Related Costs
	Costs to Obtain a Contract
	Costs to Fulfill a Contract
	Amortization of Costs
	Impairment of Costs

	Exclusions
	Revenue Disclosures
	Summary
	Chapter 11 - Review Questions

	Chapter 12 - Accounting for Payroll
	Learning Objectives
	Introduction
	The Chart of Accounts
	Types of Payroll Journal Entries
	Primary Payroll Journal Entry
	Accrued Wages
	Accrued Bonuses
	Accrued Commissions
	Benefit Payments
	Accrued Benefits
	Stock Subscriptions
	Manual Paycheck Entry
	Employee Advances
	Accrued Vacation Pay
	Tax Deposits
	Payroll Information in the Financial Statements - Wages
	Payroll Information in the Financial Statements – Payroll Taxes
	Summary
	Chapter 12 - Review Questions

	Chapter 13 - Accounting for Stock-Based Compensation
	Learning Objectives
	Introduction
	Overview of Stock Compensation
	The Volatility Concept
	Fair Value Calculation Alternatives

	Awards Classified as Equity
	Award Measurement Problems
	Contingent Features
	Award Modifications
	Income Tax Effects

	Awards Classified as Liabilities
	Employee Share Purchase Plans
	Summary
	Chapter 13 - Review Questions

	Chapter 14 - Accounting for Income Taxes
	Learning Objectives
	Introduction
	Overview of Income Taxes
	Accounting for Income Taxes
	Tax Positions
	Deferred Tax Expense
	Applicable Tax Rate
	Interest and Penalties

	Intraperiod Tax Allocation
	Taxes Related to Undistributed Earnings
	Interim Reporting
	Income Taxes Presentation
	Income Taxes Disclosure
	Balance Sheet
	Income Statement
	Other

	Summary

	Chapter 14 - Review Questions
	Chapter 15 - Accounting for Business Combinations
	Learning Objectives
	Introduction
	Overview of Business Combinations
	Identifiable Assets and Liabilities, and Noncontrolling Interests
	Goodwill or Gain from Bargain Purchase
	Goodwill Calculation
	Bargain Purchase

	Reverse Acquisitions
	Related Issues
	Acquisition of Assets
	Transactions between Entities under Control of Same Parent
	Pushdown Accounting

	Income Taxes
	Business Combination Disclosures
	General Disclosures
	Identifiable Assets and Liabilities, and any Noncontrolling Interest
	Goodwill or Gain from Bargain Purchase
	Reverse Acquisitions
	Transactions between Entities under Control of Same Parent
	Income Taxes

	Summary
	Chapter 15 - Review Questions

	Chapter 16 - Foreign Currency Matters
	Learning Objectives
	Introduction
	Foreign Currency Transactions
	Financial Statement Translation
	Determination of Functional Currency
	Translation of Financial Statements
	Use of Average Exchange Rates
	Hyperinflationary Effects
	Derecognition of a Foreign Entity Investment

	Foreign Currency Disclosures
	Summary
	Chapter 16 - Review Questions

	Chapter 17 - Accounting Changes and Error Corrections
	Learning Objectives
	Introduction
	Changes in Accounting Principle
	Changes in Accounting Estimate
	Changes in Reporting Entity
	Correction of an Error in Previously Issued Financial Statements
	Corrections Related to Prior Interim Periods
	The Materiality of an Error
	Accounting Changes and Error Corrections Disclosures
	Change in Accounting Principle
	Change in Accounting Estimate
	Change in Reporting Entity
	Error Corrections
	Historical Summaries

	Summary
	Chapter 17 - Review Questions

	Chapter 18 - Closing the Books
	Learning Objectives
	Introduction
	Prior Steps: Update Reserves
	Core Steps: Issue Customer Invoices
	Core Steps: Value Inventory
	Core Steps: Calculate Depreciation
	Core Steps: Create Accruals
	Core Steps: Consolidate Division Results
	Core Steps: Eliminate Intercompany Transactions
	Core Steps: Review Journal Entries
	Core Steps: Reconcile Accounts
	Core Steps: Close Subsidiary Ledgers
	Core Steps: Create Financial Statements
	Core Steps: Review Financial Statements
	Core Steps: Accrue Tax Liabilities
	Core Steps: Close the Month
	Core Steps: Add Disclosures
	Core Steps: Write Cover Letter
	Core Steps: Issue Financial Statements
	Delayed Steps: Issue Customer Invoices
	Delayed Steps: Closing Metrics
	Delayed Steps: Document Future Closing Changes
	Delayed Steps: Update Closing Procedures
	Summary
	Chapter 18 - Review Questions

	Chapter 19 - The Financial Statements
	Learning Objectives
	Introduction
	The Income Statement
	Income Statement Overview
	The Single-Step Income Statement
	The Multi-Step Income Statement
	The Condensed Income Statement
	The Contribution Margin Income Statement
	The Multi-Period Income Statement
	How to Construct the Income Statement

	The Balance Sheet
	Overview of the Balance Sheet
	The Common Size Balance Sheet
	The Comparative Balance Sheet
	How to Construct the Balance Sheet

	The Statement of Cash Flows
	Overview of the Statement of Cash Flows
	The Direct Method
	The Indirect Method
	How to Prepare the Statement of Cash Flows

	The Statement of Retained Earnings
	Overview of the Statement of Retained Earnings
	How to Prepare the Statement of Retained Earnings

	Summary
	Chapter 19 - Review Questions

	Chapter 20 - Public Company Financial Reporting
	Learning Objectives
	Introduction
	Interim Reporting
	The Integral View
	The Discrete View
	Comparison of the Integral and Discrete Views
	Interim Reporting Issues

	Segment Reporting
	Primary Segment Reporting Issues
	The Segment Report

	Earnings per Share
	Basic Earnings per Share
	Diluted Earnings per Share
	Presentation of Earnings per Share

	The Public Company Closing Process
	The Form 10-Q
	The Form 10-K
	Summary
	Chapter 20 - Review Questions

	Chapter 21 - Management Reports
	Learning Objectives
	Introduction
	The Duration of a Report
	Responsibility Reporting
	The Flash Report
	Expense Reporting
	Margin Reporting
	Variance Reporting
	The Purchase Price Variance
	Material Yield Variance
	Labor Rate Variance
	Labor Efficiency Variance
	Variable Overhead Spending Variance
	Variable Overhead Efficiency Variance
	Fixed Overhead Spending Variance
	Selling Price Variance
	Sales Volume Variance
	Problems with Variance Analysis
	Which Variances to Report
	How to Report Variances

	Summary
	Chapter 21 - Review Questions

	Chapter 22 - Cash Receipts Management
	Learning Objectives
	Introduction
	Check Receipts
	Check Receipt Improvements
	The Bank Lockbox
	Automatic Cash Application
	Mailstop Number
	Remote Deposit Capture

	Cash Receipts
	Cash Receipts Improvements
	Credit Card Receipts
	Credit Card Receipt Improvements
	Enter Information in On-line Form Immediately
	On-line Payment Apps
	Debit Cards

	Summary
	Chapter 22 - Review Questions

	Chapter 23 - Collection Tactics
	Learning Objectives
	Introduction
	Overview of Collection Tactics
	Collection Tactics
	Courtesy Calls
	Grace Period Reduction
	Dunning Letters
	Check Payment by Fax or E-mail
	Pay Undisputed Line Items
	Confirm Payment Date
	Take Back Merchandise
	Hold Orders
	ACH Debits
	Split Payments
	Postdated Checks
	Interest and Penalties
	Promissory Note
	Salesperson Assistance
	COD Roll
	Barter
	Arbitration
	Attorney Letters
	Final Demand Letter
	Issue Small Claims Court Complaint

	The Collection Reputation
	Credit Repayments
	The Collection Call
	Preparation
	Scheduling
	Phone Skills
	Escalation
	Documentation

	Collect in Person
	Summary
	Chapter 23 - Review Questions

	Chapter 24 - Payroll Management
	Learning Objectives
	Introduction
	Payroll Cycle Duration
	Streamlined Timekeeping
	Electronic Payments
	Employee Self-Service
	Manager Self-Service
	Transaction Error Analysis
	Staff Training Program
	The Payroll Calendar
	Information Confidentiality
	Summary
	Chapter 24 - Review Questions

	Chapter 25 - Budgeting
	Learning Objectives
	Introduction
	The System of Budgets
	The Reasons for Budget Iterations
	Overview of the Revenue Budget
	The Ending Finished Goods Inventory Budget
	The Production Budget
	Production Budgeting for Multiple Products
	The Direct Materials Budget (Roll up Method)
	The Direct Materials Budget (Historical Method)
	The Direct Labor Budget
	The Manufacturing Overhead Budget
	The Sales and Marketing Budget
	Diminishing Returns Analysis
	The Research and Development Budget
	The Administration Budget
	The Compensation Budget
	The Budgeted Income Statement
	The Budgeted Balance Sheet
	Accounts Receivable
	Inventory
	Fixed Assets
	Accounts Payable
	Additional Estimation Elements
	The Cash Line Item

	The Financing Budget
	The Compiled Balance Sheet

	Summary
	Chapter 25 - Review Questions

	Chapter 26 - Capital Budgeting
	Learning Objectives
	Introduction
	Overview of Capital Budgeting
	Bottleneck Analysis
	Net Present Value Analysis
	The Payback Method
	Capital Budget Proposal Analysis
	The Outsourcing Decision
	The Capital Budgeting Application Form
	The Post Installation Review
	The Lease versus Buy Decision
	Summary
	Chapter 26 - Review Questions

	Chapter 27 - Business Ratios
	Learning Objectives
	Introduction
	What to Measure
	Measurement Consistency
	Measurement Timing
	Deflated Sales Growth
	Sales per Person
	Deflated Profit Growth
	Profit per Person
	Core Earnings Ratio
	Breakeven Point
	Margin of Safety
	Current Ratio
	Quick Ratio
	Working Capital Productivity
	Debt to Equity Ratio
	Interest Coverage Ratio
	Cost per Square Foot
	Occupancy Cost Ratio
	Return on Equity
	Days Sales Outstanding
	Best Possible DSO
	Collection Effectiveness Index
	Inventory Turnover
	Sales Productivity
	Sales Backlog Ratio
	Customer Turnover
	Summary
	Chapter 27 - Review Questions

	Chapter 28 - Cost Object Analysis
	Learning Objectives
	Introduction
	Factors in Cost Object Analysis
	The Assignability of Costs
	The Customer Cost Object
	Customer Acquisition Costs
	Customer Lifetime Value

	The Employee Cost Object
	The Product Cost Object
	The Product Line Cost Object
	The Sales Channel Cost Object
	Cost Object Termination Issues
	Which Cost Objects to Track
	Summary
	Chapter 28 - Review Questions

	Review Question Answers and Rationales
	Chapter 1
	Chapter 2
	Chapter 3
	Chapter 4
	Chapter 5
	Chapter 6
	Chapter 7
	Chapter 8
	Chapter 9
	Chapter 10
	Chapter 11
	Chapter 12
	Chapter 13
	Chapter 14
	Chapter 15
	Chapter 16
	Chapter 17
	Chapter 18
	Chapter 19
	Chapter 20
	Chapter 21
	Chapter 22
	Chapter 23
	Chapter 24
	Chapter 25
	Chapter 26
	Chapter 27
	Chapter 28

	Glossary
	Index
	Qualified Assessment



