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Preface

A ccounting knowledge is a core business skill that both
complements and enhances your other talents. Individuals
promoted to management or supervisory roles from either line
or staff jobs find that many of their new responsibilities involve
knowing something about accounting. Congratulations on your
promotion! You’'ve come to the right place to start developing
those accounting skills. If you haven’t had a recent promotion,
more congratulations are in order. You are taking steps to gain
the skills that will lead to promotion in the near future.

Your new duties could involve record keeping or report
preparation and forwarding the results to the appropriate
department. You might also be involved in preparing or analyz-
ing departmental budgets. Maybe you are in sales and have
questions about why there isn’t more money for travel. Perhaps
your company has a profit-sharing plan and you’re suddenly
intensely interested in how profits are calculated. You could be
working in a smaller business where you now have full respon-
sibility for the production function and have to decide where and
how to spend the money. Any of these events could trigger your
awareness that you need to know something about accounting
and how money works in an organization.

You may work for one of the many levels of government or
for a nonprofit organization. Although both government and non-
profits have separate accounting rules, most of the same basic
functions apply across all the organizational types. I'll touch on
some of these differences as we travel through the book.

As you go through this book, you’ll find that accounting
concepts or information influence almost every decision you will

ix
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X Preface

make as a manager. 'm interested in making sure that you fin-
ish with an understanding of several key accounting concepts.
For this reason, only the most concentrated examples are
included here. After finishing this book and working in your job
for a while, you may decide to take some accounting courses to
practice with detailed examples of the many problems you find
in accounting. That’s a good idea, particularly as you rise to
greater responsibility.

For now, my expectation is that you will learn enough from
this book to be able to contribute in internal discussions about
accounting issues and questions, use some of the many good
tips on making smarter decisions, and enhance your value and
productivity for your company or organization. If any questions
develop, feel free to visit my Web site, www.mywebcpa.com, or
e-mail me at bwebster@mywebcpa.com or bwebcpa@bellat-
lantic.net.

If your company needs any accounting assistance and is
publicly traded, you will probably look to one of the Big Four
accounting firms or a major regional firm. If your company is
smaller, please consider Fiducial, the international professional
services firm with more than 700 U.S. offices and another 350
worldwide. | say this because | own a Fiducial office in Falls
Church, Virginia and have seen the difference they can make
for small businesses.

Special Features

The idea behind the books in the Briefcase Books series is to
give you practical information written in a friendly, person-to-
person style. The chapters are relatively short, deal with tacti-
cal issues, and include lots of examples. They also feature
numerous sidebars designed to give you different types of spe-
cific information. Here’s a description of the boxes you’ll find in
this book.
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These boxes do just what their name implies: give you
tips and tactics for using the ideas in this book to
intelligently understand and use accounting to do your
job better.

These boxes provide warnings for where things could
go wrong when looking at the numbers.

These boxes give you how-to and insider hints for
effectively developing and using accounting information.

Every subject has some special jargon, especially
accounting. These boxes provide definitions of these
terms.

It’s always useful to have examples that show how the
principles in the book are applied. These boxes pro-
vide descriptions of text principles in action.

This icon identifies boxes where you'll find specific
procedures you can follow to take advantage of the
book’s advice.

How can you make sure you won’t make a mistake
when using accounting data.You can’t, but these boxes
will give you practical advice on how to minimize the
possibility of an error.
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How to Speak
Accounting

You’ve heard the saying that nothing happens until someone
sells something. After that sale, accounting takes over as
the basic activity of business.

The Three Questions
Every business asks three key questions:

¢ How much money came in?
® Where did the money go?
¢ How much money is left?

The answer to each question can come only from the prac-
tice known as accounting. Like other practices such as medi-
cine and law, accounting has its own vocabulary. In many ways,
accounting is the language of business.

Accounting can become quite complex. It has a high MEGO
factor. MEGO stands for that state of mental saturation when
“My Eyes Glaze Over” in stupefaction. An exasperated student
was once overheard complaining, “Who ever thought addition
and subtraction could be this hard?”

Copyright 2003 by The McGraw-Hill Companies, Inc. Click Here for Terms of Use.



2 Accounting for Managers

In the Beginning

Accounting is one of our oldest skills. The earliest collections
of understandable writing track how many bushels of grain
came into the king’s warehouse. From the very beginning of commerce,
counting stuff made it possible. That started around 3500-3100 B.C.
Those clay tablets also tell who brought in the grain and how much the
king took.Tax collecting is an activity closely linked to accounting. VVe'll
learn how crucial that can be to your business health in Chapter 9.

Whatever your responsibilities are in your business or organi-
zation, you need accounting skills to perform at your best. If you
are in sales, you learn your product’s features and how to show
them to buyers. Those features include the cost or value propo-
sition and how it affects your customers’ buying decisions.
Marketing managers study how to find and appeal to a product’s
target groups. Working up price points can mean some detailed
cost analysis. Production managers learn how to plan workflow
to control costs. Senior managers use financial statements to

speak to those outside about their business’s prospects.
: Whatever your man-
agement level, you need
to know accounting
because your decisions
will often be determined
by “the numbers.” That is
how managers keep score
and are graded. That’s

- . q
TRICKS Visualize

OF THE

LI Many successful managers

find it easier to visualize or

imagine what they are trying to learn.
This technique helps them bridge
from the known to the unknown.
You'll find several visual image exam-

ples used throughout this book to

help you see key concepts clearly.
Because accounting often deals with
numbers and abstractions, it’s useful
to work with these images as a guide
to better understanding.

Visualize to Understand

why you bought this book
and that’s what we'’re
going to give you. Fasten
your seat belt. We're tak-
ing off!

Start with an aerial view. Imagine your business or organization
as a country. It may be a big country or a small one. You may
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live in a small town or the bustling capital. Your country has
mountains and forests, fields and farms, rivers and lakes. Next,
imagine that all the cash that comes into your business is water.
Water helps your crops to grow. You can dam water to make
power to drive your factories. Store the water in lakes to save
for the dry season. You can give water to your people to slake
their thirst.

That water may come from distant springs high in the
mountains. It may come as a river that flows by your door. It
may be piped to you across a desert. But it must come to you.
And you must manage it.

In the desert colonies of the old Southwest, the Spanish gov-
ernors set up the acequia, or water management system. You
can still see its charming canal running through Santa Fe and it
is still working, providing water for gardens throughout the city.
The canals are called domos and the manager is the majordo-
mo, or canal manager. It is a very important job. The canals
must be kept clean and in good repair, and he organizes this
work. In addition, the canal runs through the property of many
people. Each is supposed to take water only on a certain day,
so that everyone has enough. The majordomo makes sure
everyone follows the rules.

An accounting system does for your business exactly what a
water-management system does for a city. It makes sure that
the money that comes in flows to all the right places. It helps
you make sure that you know where the money is. Accounting,
or money management, is the art of knowing where the money
is and making the right decisions about what to do with it so
that your business will grow.

If the money doesn’t come in, your business or your organi-
zation will die an agonizing death from thirst.

Many of the dot-com start-ups of the late 1990s began with
a large pool of venture capital cash. They had high liquidity.
The managers, more often than not, spent that money on fancy
furniture, equipment, and offices and on heavy advertising, and
large salaries. The venture capital cash poured out before any
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comparable flow of cash came in from customers. The result?
All the cash drained away and businesses died of thirst. In
Chapter 3, we will cover cash flow. This short example should
give you an idea how important it is to manage cash flow. Pay
close attention when we get there: this is a lesson that could
have kept some dot-coms from turning into dot-bombs. Then,
in Chapter 4, we’ll cover some ways you can actually measure
the liquidity/cash position of your business.

So, the first thing your business needs to become
real is cash. How do you
get that cash? You can get
it from selling things. You

Liquidity Ability to meet
Smart current obligations with
Managing c;sh or other assets that

can quickly be converted to cash.The can also get it through a
more cash, the more liquid. The less loan. Almost all business-

cash, the less liquid. es start with a loan,
whether from the owner’s
savings, money collected from friends and family, the basic
venture capitalists, or a bank.

If things don’t pan out, you may be able to mournfully bid
farewell to your money. Family may be grudgingly forgiving.
However, friends and banks have this quaint idea that they want
their money back. Therefore, you need a way to track all those
loans coming in. Who gave you how much and when? What did
you spend the money on? Goods to put on the shelves? The
shelves themselves?

Then, a miracle occurs. That first customer or client comes
in and gives you cash for what you sell. What do you do with
that cash? Buy more goods? More shelves? Pay off your par-
ents? The bank? Things are going to get really complicated
really fast. Your accounting system and your understanding of
how it works will save you.

Your accounting system is nothing more than a series of
locks, lakes, and levees for your cash flow. It's a way of chan-
neling and classifying the cash so that you can start to make
some decisions about what to do with it and how to get more of
it. You’re now doing what a manager does: you're controlling
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Think like an Owner
“Wait a minute,” you say. “I'm a first-line supervisor in a Smart
machine shop.What do | need to know about starting and Managing
running a business?” Here’s a news flash. The key to becoming a suc-
cessful manager is to start thinking like an owner. That single attitude
adjustment will put you head and shoulders above many, if not most of
your peers.You will now start to see the relationships between and
among business activities. Make that adjustment and you have earned
back the price of this book in multiples of thousands. Of course, the
second key is to wait until you've absorbed and practiced the lessons in
the rest of this book before telling the CEO how to run the business.

and directing resources.

Hold that image of cash as water in your mind for another
moment. It can easily evaporate. It can easily trickle away. You
now begin to appreciate how important tracking what happens
to that cash can be. As a manager you assign resources: peo-
ple, cash, materials, time. You need some way of knowing
where your resources are, what they should be doing, and how
well they’re doing it.

The Accounting System

You need an accounting system that’s the right size to handle
the demands of your business. It also has to be well designed so
that it gives you the information you need. Many businesses can
be managed successfully with nothing more complicated than a
checkbook register. As volume increases, however, you may go
to a manual system or a computer spreadsheet. Higher volumes
and more transactions demand a computerized system. These
systems range in price from under $500 to well into seven fig-
ures for large organizations.

To start another image in your mind, your accounting system
is the plumbing of your business. It is the way you direct, match,
and track your resources. What were the sales of Product X?
How much time did Bob spend on Project Y? Am | over my trav-
el budget for the year? These answers come from your account-
ing system. The plumbing in a pup tent is pretty basic. As you
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move up in complexity, the plumbing in a 1000-square-foot
house with one bathroom and one kitchen is simpler than in a
mansion with a dozen bathrooms and several kitchens. You want
an accounting system that meets your needs.

The information an accounting system provides has two
faces—external and internal. To provide these two different
views, your accounting system divides into two parts—financial
accounting and management accounting. Each of these areas is
a separate discipline in its own right.

Financial accounting is the face your business shows the
outside world. Here the daily “gozinta” and “gozouta” become
the financial statements that you present to your bank, your
stockholders and investors, and taxing authorities. These finan-

cial statements are basically historical records that

Key Concepts

Smart “Gozinta” and “gozouta”
Managing are sophisticated account-
ing terms representing the generic
sum of all inputs into an entity and
the generic sum of all outputs from
that same entity. The smart manager
keeps in mind that those liquid assets
are just coming into or going out of
the business. Those are the basics in
accounting.

cover a particular time
period. It could be yester-
day or a year. Each has
certain valuable informa-
tion to help managers
make decisions. We will
cover financial accounting
in Chapters 2, 3, and 4.
Management account-
ing can be thought of as
real-time accounting. It
provides the information

you need to run your business, and it begins with day-to-day
record keeping. Gathering this information on the “gozinta” and
“gozouta” forms the basis for many of your managerial deci-
sions. These numbers can be sliced and diced many ways to
help you do your job. We'll cover management accounting in

Chapters 5, 6, and 7.

Accounting from the Bottom Up

We opened this chapter with three questions that every business

asks:
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¢ How much money came in?
* Where did the money go?
e How much money is left?

However, to get to the answer to these questions, we need to
understand several ideas. We're going to start from the simplest
and work our way up to the financial statements that will answer
our questions. Our explanation of accounting will also follow
history; accounting developed slowly over the last 500 years to
the sophisticated computer systems and highly specialized
accounting standards we use today.

Double Entry

The first principle of accounting we need to understand is called
double-entry bookkeeping. Each transaction made in

the accounting system is K
entered twice. No, this Financial statements A [7erf
does not mean we are set of accounting docu-

keeping two sets of books. | ments prepared for a busi-

We enter every transaction | ness that cover a particular time peri-
twice. to show where the od and describe the financial health of
K

the business.
money comes from and

where it is going.

An [talian monk, Luca Pacioli, gets the credit for developing
double entry in 1494, although it first appeared some 50 years
earlier. Next time you think you’re getting confused by double
entry, remember this. It's been around for more than 500 years.
Most of the people who used it didn’t know how to program
VCRs. You are way ahead at the start.

Key

Transaction Any event that affects the financial position of [7@rH1
the enterprise and requires recording. In some transactions,

such as depositing a check, money changes hands. But in oth-

ers, such as sending an invoice to a customer, no money changes hands.

Account A place where we record amounts of money involved in
transactions. An account shows the total amount of money in one
place as a result of all transactions affecting that account.
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Txa

qarm\ Assets What a business owns or is owed. Examples are
real property, equipment, cash, inventory, accounts receiv-
able, and patents and copyrights.

Liabilities What a business owes. Examples are debt, taxes, accounts
payable, and warranty claims.

Equity Cash that owners or stockholders have put into the business
plus their accumulated claims on the assets of the business. Also
known as owner’s equity or stockholder’s equity, depending on how the
business is organized.

Accounting is concerned with three basic concepts:

® assets

e liabilities

® equity

Let’s use a series of T accounts to trace a small job all the
way through a business. Let’s say you do some work for a cus-
tomer and you take along a contractor as an assistant. You
invoice the client; the client pays. Also, the contractor bills you.
How does this look in double-entry bookkeeping, illustrated with
T accounts? Let’s walk through it one step at a time.
Your customer calls you and asks you to do

T Account
AT account let you visualize both sides of an account.
We use T accounts in pairs to set up the double entry.
The left side of the T is called the debit and right side is the credit.
Later on, we’'ll explain why some entries always go on the left and oth-
ers on the right. Here’s a pair of T accounts for writing a check to
buy $100 of office supplies.

Assets: Corporate Checking Expenses: Office Supplies
Debit Credit Debit Credit
6/7 $100 6/7 $100

Notice that we always record a date for each transaction.
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the work. You plan the job, put it on the schedule, and arrange
for the contractor to come with you. All of this is important
business, but none of it shows up in accounting. No transaction
has happened yet; if the appointment falls through, you will not
get paid anything.

You go and do the work and the contractor comes with you.
The customer tells you he is happy with the work and looks for-
ward to receiving your invoice, which he’ll pay promptly. The
contractor says she’ll send you a bill and you promise to pay
within one month. Still, no transaction has occurred. If no
invoices are sent, and no one gets paid, then it’s as if you'd
worked for free.

The next day, you write up an invoice for $1,000 and mail it
to the customer. The invoice has gone out; now a transaction
has occurred. In a pair of T accounts, it looks like this.

Income: Consulting Services Assets: Accounts Receivable
Debit Credit Debit Credit
6/2 $1,000 6/2 $1,000

What do these two diagrams mean?

The first one says that on June 2 the company received
$1,000 in income. How is this possible, if you haven’t gotten a
check yet? Because in accounting, we count the money as com-
ing in when we bill it. Why? Because the money we are
owed is an asset and we
want to keep track of it. It Fixing the Books
is of value to our company. | ©nce in a while, we make a
We could go to a bank and mistake. Here’s a tip for hunt-

b . h ing down that lost entry. Grab a
orrow against the money | ¢cra¢ch pad and start making T

our customers are due to accounts for the ledgers that don’t
pay us. So, the value of the | balance or the entry that is partly
company has increased, missing. Make each one carefully. As
from an accountant’s per- you work it through, you will see the

spective. The company is | entry that got missed.
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worth $1,000 more than the day before, because income has
come in. So we have a credit to income—money coming in.

The balancing T account is a debit to assets. But if our assets
have increased, why do we debit them? This is one odd aspect
of accounting. Asset accounts are debit accounts. So a debit to
an asset is an increase of money in the company. Later on, we’ll

see how this keeps the

ey

qarM\ Debit A reduction in the books in balance.
amount of money in an But, in double-entry
account. It shows up on bookkeeping, all transac-
the left side of a T account. tions are entered twice, so

Credit An increase in the amount of | that all accounts are bal-
money in an account. It shows up on anced. That is a funda-

the right side of a T account. mental rule of accounting.
If the income account goes
up (is credited) by $1,000, then a debit for $1,000 must show
up somewhere else. It shows up in Assets—Accounts Receivable,
as we see in the second T account diagram.

Accounts receivable is a single account that shows all of the
money that you are owed by everyone. Accounts receivable is
an asset account. That is, it is one of the accounts that show
how much money is in the company.

The next day, you receive a bill in the mail from your sub-
contractor. This is another transaction. You enter the bill in your
accounting ledger or system to show that you owe her the
money. The T accounts look like this:

Expenses: Subcontractor Liabilities: Accounts Payable
Debit Credit Debit Credit
6/3 $200 6/3 $200

Together, these two T accounts say that your company has
a $200 expense and owes a subcontractor $200. Even though
you haven’t paid her bill yet, your company owes the money, so
the value of the company is $200 less than it was.
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At the end of the week, you receive a $1,000 check from
your customer and deposit it into the corporate checking
account. Again, two T accounts record this in your accounting
system. These two diagrams may seem backwards. But
remember: all asset accounts are debit accounts, so an entry in
the debit column is an increase to the account and an entry to
the credit column is a decrease.

Assets: Accounts Receivable Assets: Corporate Checking

Debit Credit

Debit Credit

6/4 $1000

6/4 $1,000

Now you feel like your business is up and running. You feel
so good that you want to pay your subcontractor’s bill. Only
you can’t—the check from the customer hasn’t had time to
clear the bank. While you're waiting for the check to clear, you
ask those three basic questions all managers want to know:

¢ How much money came in?
* Where did the money go?
¢ How much money is left?

Since you’'ve entered every transaction, your

accounting system should
be able to answer those
questions. The questions
are answered in reports
called financial
statements. The two most
important financial state-
ments are the income and
expense statement and the
balance sheet.

If you're using a com-
puterized accounting pack-
age, you simply go to the

Key

Income and expense Term,
statement A document

that shows all of the gozinta

and gozouta for a business during a
particular period of time. Sometimes
it is just called an income statement.
Revenue is a synonym for income, so
this can also be called a statement of
revenue.

Balance sheet A financial statement
that shows the financial position—that
is, the assets, liabilities, and value—of a
company on a particular day.
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Automagic Accounting

Even though all accounting systems are double entry, on many
computerized accounting systems we enter each number only
once. How does it do that? The computer maintains a chart of
accounts. The bookkeeper enters the transaction in one account (say,
the bank’s checkbook) and then selects another account (perhaps a
particular type of expense).When the bookkeeper clicks OK, the
transaction is recorded in both accounts. The computer automagically
takes care of the second entry, keeping the books in balance. Program
instructions also block transactions that do not fit the accounting equa-
tion. Try paying your rent out of your insurance account. It won’t work.

There are two big advantages of computerized accounting systems.
One is that they make it hard to make errors.The other is that you
enter the information once, and then see it in several different ways: as
data entry screens, account ledgers, and reports.

reports menu, select the report you want, select the start and
end dates, and print it out. But, rather than relying on the magic
of a computer program, let’s walk through the process of build-
ing our financial state-
Ky ments, so that you can
qarM\ Chart of accounts A list ’ y !
of all the accounts in the see how accounting
accounting system. Some of | moves from the recording

them may be used every day, such as of each transaction to the
Cash, and some rarely or even never. presentation of useful

reports.

Bookkeeping and Accounting

Many people confuse bookkeeping and accounting. They think
that bookkeeping is accounting. Bookkeeping is the act of
recording transactions in the accounting system in accordance
with the principles discussed in Chapter 2.

Accounting is the way we set up the system, the principles
behind it, and the ways we check the system to make sure that
it is working properly. Accounting ensures that bookkeeping is
honest and accurate and, through financial accounting and
management accounting, it provides people outside and inside
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the business the picture they need of where the company’s
money is.

Accountants developed bookkeeping procedures as a way
to organize records, to classify the many transactions that take
place. Bookkeeping puts related transactions together into
groups so that their impact on the accounting equation can be
recorded and analyzed.

When we put several transactions together into one account,
we're creating a ledger. Each account has a ledger that lists all
its transactions. Every

transaction is entered Right from

twice, in two ledgers, once the Start

as a credit and once as a If you are a sole propri-

debit. The individual lines etor, you may be doing much of your

in a ledger are called bookkeeping yourself. If so, you might
entries. In a manual sys- consider taking a bookkeeping course.

If someone else is doing it, either

inhouse or outside, recognize that it’s
on a master page called " o . .
critical that the initial entries go in

the journal, or book of first correctly. Running down bookkeeping

entry, and then FOPi?d to entry mistakes is a tedious task, espe-
the appropriate individual cially if they happen regularly.

tem, each entry is first put

account pages. As a result,
the books stay in balance; the total of all credits equals the total
of all debits.

Key
Ledger The record of all transactions in a particular Term
account. The detail generally includes the date the transac-

tion took place, the amount, whether it was a debit or a

credit, and a short memo, if necessary.

Entry An individual line in a ledger.

Journal Where a transaction is first entered. It’s also called the book
of first entry.While the ledger shows all the action in a particular
account, the journal shows the original transaction and all the
accounts affected by it. A $1,000 dollar payment could be $250 of fuel,
$75 of oil, and $675 of maintenance. The date, the accounts debited
and credited, and the memo are also recorded.
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Before we overload you with more accounting terminology;,
let’s use the example of our new service business to show how
all this works. As a result of the three transactions we’ve
entered, here are the ledgers for five accounts:

Income: Consulting Services

Debit Credit Notes
6/2 $1000 Invoice for consulting services
$1,000 Total

Assets: Accounts Receivable

Debit Credit Notes

6/2 $1,000 Invoice for consulting services

6/4 $1000 Check received

0 Total

Assets: Corporate Checking

Debit Credit Notes
6/4 $1,000 Check received
$1,000 Total

Liabilities: Accounts Payable

Debit Credit Notes
6/3 $200 Bill received
$200 Total

Expenses: Subcontractor
Debit Credit Notes
6/3 $200 Bill received
$200 Total
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Income: Consulting Services
Assets: Accounts Receivable
Assets: Corporate Checking
Liabilities: Accounts Payable
Expenses: Subcontractor

With these five account ledgers laid out, we can trace the
transactions related to that one day of work. For example, we
can see that accounts receivable increased by $1,000 when we
sent the invoice, then decreased back to zero when we received
the invoice and deposited the check.

Take a moment to trace all the entries from the previous
pages in these ledgers. In fact, take more than a moment.
Visualize the action that was taken related to each transaction.
See yourself first writing an invoice, then receiving and entering
a bill, and finally receiving and depositing a check. Find the two
entries related to each of these actions. When it’s all clear in
your mind, you're ready for the big leap—from bookkeeping to
accounting.

Financial Statements

After just one job, it’s pretty easy to understand the accounts in
the ledger. But when we’ve entered dozens, hundreds, or even
thousands of transactions—think how many customers come
into a restaurant every day—we need reports that show us
what’s going on. Looking at the account ledgers would just
make our eyes pop out and give us a headache.

First, let’s look at the income and expense statement for our
company:

Revenues

Contracting Services $1,000
Revenue (gross income) $1,000
Expenses

Subcontractor $200
Net Income $800
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The income and expense statement shows details and totals
of income accounts and expense accounts. Note that it does
not show individual journal entries. From this report, we don’t
know if we did one job or three jobs—just that the total was
$1,000 of contracting jobs billed. Revenue or gross income is all
the money that has come in, without considering expenses. Net
income is gross income less total expenses; that is, it’s the
amount of money we’ve made after expenses. Net income is a
key factor in business success. When we’re spending more than
we’re making, that money is a negative number, called net loss.

The income and expense statement is useful, but it doesn’t
show the whole picture. For example, it doesn’t tell us how
much money we have in the bank account or even whether or
not we've paid our subcontractor. To get the rest of the picture,
we need a balance sheet.

Assets

Accounts Receivable 0

Corporate Checking $1,000
Total Assets $1,000
Liabilities

Accounts Payable—

Subcontractor $200

Total Liaabilities $200
Equity $800

Now we see that, even though we have $1,000 in the check-
ing account, we owe S200 to someone, so our company is
worth only $800. In simple terms, equity is the financial value,
or worth, of a company.

Accounting Principles

Do you remember the scene from the end of The Wizard of Oz
where the great big voice says, “Pay no attention to that man
behind the curtain!”? Accounting is kind of like that. Behind all
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the terms and rules and reports, there are a few levers and
gears that keep the whole thing working. In this chapter, we'’re
taking you behind the scenes. You've already learned the most
basic principle—double-entry bookkeeping to keep the books in
balance. Let’s look at a few more.

¢ All accounts are assigned a type. These are the most
basic types of accounts:

— income

— expense

— asset

— liability

— equity

® Fach type of account has a normal balance, a side of the

T account where normal entries (that increase the

account balance) are made.

— Asset and expense accounts are debit accounts, with
normal entries that increase account value on the right
side of the T account.

— Liability, equity, and income accounts are credit
accounts, with normal entries that increase account
value on the left side of the T account.

¢ Income and expense statements always have a period,
from a beginning date to an ending date.

¢ Balance sheets have a single date, reporting the status of
the company on that date.

* An income and expense statement shows the change in
the balance sheet from the start date to the end date of
the income and expense statement.

Ke
Normal balance The balance an account is usually expect- T¢"Z’
ed to have, the side on which an account increases. (The

word “normal” here means usual.) Having income as a credit

account and expenses as a liability account is logical. But the balance
sheet accounts seem to be reversed logically—asset accounts are deb-
ited and liability and equity accounts are credited. Yes, this is back-
wards. This “crossing of the wires” is the trick behind the scenes that
makes all the accounts balance.
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Getting a Handle on Financial Statements
Tracing changes in the balance sheet to the income and
expense statement is more than just an exercise. It is the
fastest way to get a handle on accounting. Sure, the first few times, it
feels like youre banging your head against a wall. But keep at it. A good
manager will check over his or her financial statements every month
or at least every quarter. Once you understand them, financial state-
ments help you keep the pulse of your business. If you look at them
regularly, they also help you see changes as they happen, so you can
catch problems before they become too big to handle.

In our example, the company started on June 1, 2003, with
no assets or liabilities in each account. Can you trace every
item on the balance sheet for June 5, 2003 to an item on the
income and expense statement for June 1 to 5, 2003 (called
“month-to-date”)?

The Fundamental Equations of Accounting

The preceding sections of this chapter have shown you the gears
and wires behind the scenes that make everything work. Now,
we are ready for the show: this is how accounting answers the
three big questions we introduced at the beginning of the book:

¢ How much money came in?—revenue or gross income
® Where did the money go?—expenses
¢ How much money is left?—net income

The Income Equation

We find the direct answer to these three questions on the
income and expense statement. The income statement equa-
tion—revenue — expenses = net income—is the key to the
income statement. The result here is simple arithmetic: revenue
(the gozinta) minus expenses (the gozouta) yields net income.

The Balance Sheet Equation

The balance sheet answers another set of crucial questions for a
company. Today, what is my company worth? What'’s in my
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bank account? How much money do other companies or peo-
ple owe me? How much money do | owe other people or com-
panies?
The fundamental equation of accounting underlies the bal-
ance sheet. It looks like this:
assets = liabilities + equity
assets — liabilities = equity
assets — equity = liabilities
The physical layout of the balance sheet matches the first
equation:
assets = liabilities + equity
This makes logical sense: the value of what the company
owns (assets) minus the value of what the company owes (lia-
bilities) leaves you with what the company is worth (equity).

The Equations and the Normal Accounts

This table illustrates how the income equation balances if we
enter our transactions properly on the normal side of each
account.

Revenue - Expenses = Net Income
Debits Credits Debits Credits
Decrease Increase Increase Decrease
Normal Normal
Balance Balance

This table illustrates how the balance sheet equation—that

is, the fundamental equation of accounting—balances properly
if we enter our transactions on the normal side of each account.

Assets = Liabilities + Owner's Equity
Debits Credits Debits Credits Debits Credits
Increase Decrease | Decrease Increase Decrease Increase

Normal Normal Normal
Balance Balance Balance
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Every transaction we enter follows the basic accounting
equations. In fact, the T accounts are designed to make sure
that we follow the equations. That is why some accounts are
credit accounts and others are debit accounts.

If each entry is balanced, then all of the entries are balanced
and our balance sheet and income statement will come out
right. If there is an error in one transaction, it will show up
because our financial statements will be out of balance.

The Advantages of an Accounting System

It’s possible to run a business on a checkbook. However, you
gain a lot by setting up a simple, appropriate accounting sys-
tem. The reports an accounting system generates let you do
these things much more easily than you can if you just keep a
checkbook.

¢ Find errors. If a transaction is missing or entered wrong,
the books will be out of balance.

¢ Plan for the future. Seeing the gozinta, the gozouta, and
what you’ve got, you can figure out what you’re going to
need—when to borrow money and what work to do to
improve your business.

e Stop fraud and theft. If you know your business and your
books, you can find out if people are cheating.

¢ Get financing. A good set of books impresses bank loan
officers and investors.

¢ Make taxes easy. If you have just a checkbook and shoe-
boxes full of receipts, tax time can be a nightmare. It can
actually cost less to keep good books all year than to
clean up the mess just for the IRS.

A Few Important Details

There are a few more details of the wires and gears behind the
scenes that we should mention before we close the chapter.
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Getting into the T Account Habit PR
If you want to learn bookkeeping and accounting quick- 5;9\

ly—and keep your errors down to a minimum—keep this &
cheat sheet close to you and memorize it well. Routine transactions
usually get applied to standard accounts the same way almost every
time. Here are the most common ones.

Transaction Account | Account 2

Invoicing a client Asset:Accounts Receivable | Income

Depositing a client's

Asset: Checking Account Asset:Accounts Receivable
check

Expense (appropriate

Receiving a bill Liability: Accounts Payable

category)
Asset: Checking Account
Paying a bill Liability: Accounts Payable (enter on right s!de, debit,
as you are reducing account
balance)
Asset: Checking Account
Buying supplies by Expense (appropriate (enter on right side, debit,
check category) as you are reducing account

balance)

Asset: Checking Account

Buying an asset by (enter on right side, debit,

Asset: Equipment

check as you are reducing account
balance)
Liability: Credit Card (enter
Buying supplies by Expense (appropriate on right side, debit, as you
credit card category) are reducing account

balance)

Asset: Checking Account
(enter on right side, debit,
as you are reducing account
balance)

Liability: Credit Card (enter
on left side to increase
account balance to zero)

Paying a credit card in
full by check

Compound Entries and Split Accounts

Sometimes, we write one check for several items. This requires
a more complex entry: our accounts still balance, but they are
spread out over several transactions, not just two.

We'll illustrate this with a general journal entry for a check
that was written to an office supply store. Let’s say we bought a
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printer, ink cartridges, and supplies for the annual Christmas
party.

The PR column stands for posting reference. We use a
checkmark in the PR column to indicate that the item has been
entered on the separate accounting page in our ledger for that
particular account and that it has been checked.

This simple example illustrates the advantages of an
accounting system over trying to run a business on a check-
book. Imagine seeing a check for S600 for office supplies six
months later and wondering, “What in the world did | spend all
that money on?” You start digging. With your accountant’s help
(at $50/hour) you find the receipt. You discover what you paid

Date Account and Explanation PR Debit | Credit
12/10/0x Ass.et: Computer Equipment $250

(Printer)

Expense: Office Supplies $50

(Ink)

Expense: Office Party $300

Asset: Checking—Check

#105 paid to The Office $600

Store

for. Your accountant says, “Gee, | wish I'd seen this before we
did your taxes. We treated it all as expenses, but the computer

printer really is an asset.”
—=
KM

- And you're wondering,
qarm\ Posting reference (PR)

column A column in

journals where ledger
account numbers are entered when
entries are posted to those ledger
accounts. The number in the PR col-
umn serves two purposes: it gives the
ledger account number of the
account involved and it indicates that
the posting has been completed for
the entry.

“What in the world was |
thinking, spending S300
on an office party!”

Long experience has
led to a standardized chart
of accounts for many busi-
nesses. All the accounting
software packages come
with a built-in chart of
accounts, often several.
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How Fine a Sieve? e
One damaging mistake new managers make is to try and \ \
break every transaction down into its most basic atomic
elements. If you go below three layers, you’ve almost certainly gone
too far, unless you work for a very, very large organization.You may
want to have an account for Computers and then break that down
into Computers: Hardware and Computers: Software. There may even
be a need to break the Software account down into, say, Accounting
Software and Scheduling Software. Beyond that you create problems
for whoever will be recording the transactions and whoever must
build the information back up to analyze.You also create a complex
structural system that invites error.As in all things, Keep It Simple,
Sefior/Sefiora/Sefiorita.

You may only need to put in the name of your bank for the cash
account. Make adjustments as necessary so that your account-
ing system returns the information you need to make effective
decisions. The bookkeeping system is a tool. It should not be
your master.

Cash vs. Accrual

As you can see, an accounting system offers a great deal more

than a simple checkbook. There are two basic approaches to

accounting; you'll want to choose one for your business. The

two approaches are accrual basis and cash basis.
In this chapter, our

Ky
example used accrual

Tarm,

Accrual basis An

accounting. You can rec-
ognize accrual accounting
because you see an asset
category called accounts
receivable and you see
short-term liabilities for
bills you need to pay. You
can see how valuable
accrual accounting is for
the internal management

accounting method that

tracks income when you

send an invoice, even before you
receive payment, and tracks expenses
when an invoice comes in, even
before you pay it.

Cash basis An accounting method
that tracks income when you receive
the checks or cash and tracks
expenses when you make payments.
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of your business. It keeps you from being fooled by a big bal-
ance in your checking account when you have lots of bills to
pay. It also lets you know when business is starting to pick up,
as accounts receivable goes up even before the money comes
in, and it helps you with collections. In addition, accrual
accounting gives you a special report of accounts receivable
called the aging report that shows you who owes you money—
and how late they are in paying it. We will talk more about
accrual and cash basis in Chapter 2.

At this point you may feel a bit like you’ve been “rode hard

—= and put up wet,” as we
Ky

farM\ Aging report A list of say in South Texas. | just
accounts receivable wanted to get past the fear

amounts by age.The report factor as quickly as possi-
is usually divided into columns by 30- | ble. We'll look at these

day increments, such as 0-30, 31-60, concepts further as we
61-90,91-120, and 120+. It shows any navigate through the other
customers that are slow to pay and general concepts of

reveals problems with collecting on

accounting, financial and

accounts. .
management accounting,

taxes, accounting sys-
tems, financial ratio analysis, and auditing. But that should not
be difficult, since you now understand the basics. Believe me,
you've got it licked. It’s all downhill from here.

Manager’'s Checklist for Chapter 1

(1 There are three basic questions you ask as a manager—
How much money came in? Where did the money go?
How much money is left? You’ll be a better manager if you
think like an owner and keep the big picture in mind.

(1 Because accounting can get dry, it helps to visualize the
concepts to see the underlying dynamics. Thinking of cash
as water is a useful tool to help understand the ways you
can use an accounting system.
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Double-entry bookkeeping keeps the books in balance.

We illustrate double-entry bookkeeping by writing transac-
tions in T accounts. The left side of the T is always a
debit. The right side is always a credit. Depending on
where the account is classified within the equation ele-
ments, an increase or a decrease could be either a debit
or a credit. For each transaction, the total debits equal the
total credits.

The accounting system is based on a chart of accounts
that establishes all of the pots where you’re going to
record transactions.

The complete details of each transaction are recorded in
the general journal. Each account in the chart of accounts
has its own ledger. A running balance is often kept in these
account ledgers.

The statement of revenue, also called the income and
expense statement, shows how much money came in,
where the money went, and how much money is left over
a given period of time. It’s based on the equation revenue
— expenses = net income.

The balance sheet shows you how much money the com-
pany is owed, how much it has, how much it owes, and
how much it is worth. It expresses the fundamental equa-
tion of accounting.

The accounting equation—assets = liabilities + equity—is
the foundation of any accounting system. It assigns an
increase component and a decrease component to each
element of the accounting equation, establishing normal
balances for the increase of each type of account.



Concepts and
Principles, Checks
and Balances

he double-entry innovation to track the increase and

decrease of each part of the accounting equation (assets =
liabilities + equity) made recording business transactions more
manageable. There were still several complications. How do
you present the information you’ve recorded? How does an
Amsterdam merchant convince a Venetian banker to back the
ships sailing for Java? It's a bit impractical to drag out your set
of double-entry ledgers for each of your 250 accounts. Even the
general journal recording each transaction as it took place is
too much. How can you structure this mass of financial infor-
mation order to make a decision?

Over time, the accounting profession in the United States
developed a series of standards that add uniformity to financial
statements. These standards are called Generally Accepted
Accounting Principles (GAAP). GAAP provides a common lan-
guage. The users of financial statements feel secure that the
numbers in statements issued in New York can be compared
with numbers issued in California. This common language of

26
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Foreign Practices
The environment in which businesses develop and operate
influences accounting principles, concepts, rules, etc. That
includes culture: each country’s cultural traits will affect the develop-
ment of its Generally Accepted Accounting Principles. Islam proscribes
charging interest. The Swiss desire for secrecy and the lack of large
numbers of individual investors have prompted much less disclosure in
their financial statements. The Japanese cultural trait for cooperation
and the existence of interlocking directorships has influenced the type
and amount of information that must be revealed or not revealed to
the general public.

accounting allows investors to make informed choices without
having to learn a new set of accounting rules for each invest-
ment considered.

While GAAP is a constant within the United States, these
principles are not discovered through scientific research. GAAP
is not like the laws of physics, transgressed at peril of death.
Experience, application, and observation led to general accept-
ance that these principles helped meet the objectives of finan-
cial accounting and reporting. In setting these standards,
accountants asked the question, “What are the objectives of
financial accounting information in the U.S.?” The answer was
that accounting was to provide full disclosure to actual and
potential investors and creditors. The United States developed a
type of capitalism that brought it many individual investors. The
accounting system that developed could feed those users the
data needed to make informed decisions.

As GAAP is the product of several committees, it’s not
always internally consistent or applied uniformly. Nonetheless,
GAAP represents the best collective thinking on the underlying
assumptions driving the presentation of financial data. The goal
is to publish the quality information needed to make meaningful
decisions. These basic GAAP requirements apply to most finan-
cial statements. There are other GAAP and accounting require-
ments that come into play in more technical circumstances.
These are appropriate subjects for advanced study.
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o
farm Securities and Exchange Commission (SEC) A gov-
ernment agency that—through the Securities Act of 1934,
the Securities Exchange Act of 1935, the Sarbanes-Oxley Act
of 2002, and other legislation—plays a major role in the oversight and
enforcement of accounting rules, with the Financial Accounting
Standards Board and the Government Accounting Standards Board.

Financial Accounting Standards Board (FASB) A private entity,
established in 1973, that issues accounting and financial reporting
guidelines like GAAP for the private sector.

Government Accounting Standards Board (GASB) A private
entity that sets financial standards for government, including state and
local entities, public schools, hospitals, utilities, universities, etc. Many
non-governmental organizations also follow GASB pronouncements.

American Institute of Certified Public Accountants (AICPA)
The dominant national organization of accountants, through its stan-
dards and accreditation procedures. AICPA endorses adherence to
FASB and GASB pronouncements. If you work with a CPA, either
within or outside the company, you will hear about GAAP.

Closing the GAAP

Table 2-1 provides a summary of GAAP pronouncements.

Quality Assumptions Principles Constraints
relevance separate entity | cost materiality

I .. | revenue )
reliability monetary unit o cost/benefit

recognition
comparability | continuity matching prudence
. : . . industr
consistency time period full disclosure oy
peculiarities

Table 2-1. GAAP fundamentals

The Four Qualitative Characteristics of Information

* relevance

¢ reliability

e comparability
* consistency
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Overall the cost/benefit quality of information states that the
benefits of accounting and reporting should exceed the cost. It
makes no sense to gather, record, process, publish, and analyze
information if it costs more to do that than the output is worth.

The primary information qualities are relevance and relia-
bility.

All information is relevant to the original record of the trans-
action. All financial transactions should be recorded, even the
purchase of a postage stamp. At the same time, that level of
detail is not needed to present meaningful information in finan-
cial statements. For a financial statement presentation, the rele-
vant information is an accurate summation of activities that is
timely and has predictive value. Management can also use that
information as feedback to analyze business activity.

The information presented must be reliable, that is, objective
and verifiable. When GAAP is not observed, the reliability of the
information becomes increasingly suspect. Offering the financial
data to outside scrutiny, as in an audit, can enhance reliability.

The two secondary qualitative aspects are comparability
and consistency.

Comparability means that business activities can be
matched, that revenue for one business is the same as revenue
for another.

Consistency requires that activities be treated the same over
time. Business and external forces can cause the treatment of
certain items to vary over time. Recent bad faith charges have
often fixated on charges of inconsistency. For this reason, the
concept of consistency is receiving greater emphasis. Every
business has wide discretion under general GAAP guidelines to
treat certain transactions differently. For example, a business
can chose different depreciation strategies or ways to account
for marketing expenses. Booking full contract income after
delivering a beta product is an example on the revenue side.

Within the range of discretion, the company should use the
same treatment year after year. Changing the depreciation per-
centages or amortizing marketing expenses can cause income
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to seem greater than it actually is. If an error is discovered, the
consistency hobgoblin cannot shield the need to correct the
error. If it becomes necessary to change the method or the rates
being charged, then the financial statements must show a note
for that period. The note must state why the change was made
and what effect it has on the results.

The Four Assumptions

® separate entity
* monetary unit
e continuity

¢ time period

Each economic entity needs its own financial records. A
large company may have several divisions, product lines, and
plants whose economic activities are combined in the company
financial statements. Within that company, a specific entity,
branch, office, or shop must record every economic act. Within
the records, each act must be traceable to the appropriate enti-
ty. Businesses are making progress in this area. In government,
it is still a subject ripe for reform.

The second assumption is monetary unit. The economic
entity records only quantifiable monetary transactions. For
example, hiring a coach who leads the team to a Super Bowl
results in tremendous economic benefits to the franchise, but
the salary package is the only transaction on the books.

'I\ 4 Don’t Mix Personal with Business

\ A favorite of small and large business owners and offi-
cers is recording personal liabilities in the record of

company expenses. Any numbers of high-flying CEOs have been
tripped up by this supposed stratagem.The practice violates the entity
assumption. There are, as in many areas of accounting, gray areas
where what might be considered personal expenses, when incurred in
relation to a business event, can be valid. See a tax advisor or other
expert if there’s any question.As a general rule, don’t dip your cookie
in the company’s coffee.
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Similarly, the lost opportunity cost in the dashed expectation of
the rookie quarterback cannot be written off as an expense;
only the eight-figure bonus package can be deducted. The
monetary transactions must be reported in a single, stable cur-
rency. International companies often report in U.S. dollars
(USD), even though their activities span the globe.

Continuity is also known as the going concern assumption.
The business is expected to last over time. In U.S. law, corpora-
tions are seen as individuals with an indefinite life span.
Therefore, financial statements can view certain assets and lia-
bilities as long-term, lasting more than a year.

Recall that when we post to the general journal, we always
record the date. The time period assumption recognizes that
business activities take place over time. Financial performance
then can be reported and compared for any period of time. The
economic impact of buying raw material for manufacture of a
product differs from the financed purchase of the machine that
makes the product. The raw material is a current asset while it
is in inventory and a current expense when it turns into the
product. The machine represents a long-term asset and the
debt financing is a long-term liability. The time frame in which
the report is prepared must take these differences into account
in stating the results.

\What's Current?
The term “current” is used a lot in accounting circles. It can . Smart
be confusing, because the word has various meanings. Here Managing
are some examples:

e Current value: value at the present time.

e Current assets: assets that will be sold, used up, or turned into
cash within the current accounting period, usually one year—e.g.,
cash, accounts receivable, supplies, and merchandise inventory.

* Current liabilities: debts that are due for payment within one
year—e.g., accounts payable, salaries payable, sales tax payable, and
the current portion of notes payable.
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The Four Principles

® cost

® revenue recognition
* matching

e full disclosure

The cost principle requires that assets appear on the books
at the acquiring cash value. Even though a building or land may
have substantially increased in value, it is still recorded at the
historical cost. This condition explains how the reported “book”
value of a company can often be lower than its actual value.
Conversely, inflated purchase prices can hide problems in a
shaky balance sheet.

The next principle is revenue recognition. Under GAAP, the
company recognizes revenue only when it is earned upon prod-
uct delivery or service completion. It seems straightforward that
a furniture store recognizes revenue when it sells a table to a
customer in July. When does the wholesaler recognize the rev-
enue? In April, when it receives the order? In May, when it deliv-
ers the table? In June, when the furniture store pays the bill?
The answer is May, when it delivers the product.

Consider the more complicated case of a construction com-
pany over the long course of erecting a building. The company
needs cash from its customer to pay the ongoing costs of con-
struction. GAAP has industry specific guidelines on activities
like progress payments to accommodate special needs of
unique business activities.

The malching principle measures the performance of the
gozinta and gozouta for each time period. The costs of doing
business, the expenses, in the period are matched to the rev-
enues generated. Revenues earned less expenses incurred
equals income. Income is the measure of performance for the
period.

The time period assumption often makes measuring and
matching revenues and expenses a chore. At the end of the
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\¥hen Recognition Doesn’t Match rerenidl
Actions surrounding the twin principles, revenue recog- I\ \
nition and matching, have led to some of the greatest
displays of stupidity and/or cupidity in the history of financial report-
ing. Putting expenses into a different time period or reporting revenue
when a contract is signed are typical ploys to either pump up or flat-
ten income.

In pilot training, there’s a washout test to measure depth percep-
tion where two objects have to be lined up at a point. If you can’t
focus correctly, the two objects stay apart—you don’t make the cut.
Holding to these two GAAP principles is a test of ethical depth per-
ception. A substantial number of financial scandals would be avoided if
managers could make this cut.

It’s also important not to attribute to malice that which can be
explained by stupidity. Stay smart. Read more books. You heard it here
first!

chosen period, many transactions can be at various stages of
completion. Income or loss can be hard to measure. The pre-
parer must make assumptions as to the eventual outcome of
these transactions. For example, all accounts receivable may be
uncollected at the end of the period. The preparer must esti-
mate how much of the receivables can be collected. Inventory
is another area subject to estimate and error. How much year-
end inventory will be sold in future periods? In addition, esti-
mates must be made as to wages owed, taxes owed, etc.
Matching these estimates to the facts of the case often requires
sound judgment.

The full disclosure principle states that financial information
should be complete and accurate for past transactions. There
may also be external events, such as a pending lawsuit, or
internal events, such as a union action, that would affect the
firm’s financial health. Even if there’s no verifiable economic
impact at present, these events should be noted in footnotes to
the financial reports. Also, financial transactions between com-
pany officers and managers, such as loans, must be noted.
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The Four Constraints

* materiality

¢ cost/benefit

¢ prudence

¢ industry peculiarities

The materiality constraint is often misunderstood. It does
not apply while recording cash transactions. Even small
amounts must be recorded. As a general rule, every cash trans-
action has to be recorded in the general journal.

If you want to alienate the Accounting Department, ask
them to track down a $3.13 difference in the balance sheet. The
trick, of course, is to discriminate between the trivial and the
significant. What is the relative importance of the question? A
$1,000 difference may not be worth the cost to correct to a
company grossing S100M. To a company grossing S100K, it’s
worth finding out the problem.

Materiality does not hold when errors of principle are found
that need correction. Let’s say you learn that a capital item has
been erroneously expensed or a different method of deprecia-
tion has been applied to a particular asset. The error should be
corrected immediately. The concept of materiality cannot be a
defense for not correcting errors.

Materiality just means that any of the aforementioned princi-
ples can be disregarded if there’s no discernible effect on the
people who will use the financial information. Note that I'm not
suggesting that fraud or carelessness in handling money is
acceptable.

The cost/benefit constraint kicks in when the company tries
to correct the $1,000 error mentioned above. What did it cost
Captain Queeg to find out what happened to the strawberry pre-
serves? How hard should the Defense Department look for a
missing S100M? You decide whether it’s worth it.

Accountants and managers make many estimates. How
much to reserve for warranty repairs? How much to set aside
for uncollectible accounts? How long will a machine be in pro-
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ductive service? In reporting financial data, they should follow
the prudence constraint. This means that when two outcomes
are equally probable, the less optimistic should be reported.
Better to understate than to overstate. So, when the new credit
manager reports that the historic rate of 10% uncollectible
accounts can be cut to 5% under enlightened leadership, stick
with a 10% reserve allowance for doubtful accounts.

Because of fluctuations in several areas above, many indus-
tries have generally accepted accounting methods that are in
clear contradiction with GAAP. When the use is of information
benefit and a clear precedent, its use is acceptable in that
industry. An example would be how depletion allowances are
treated in the extraction industries.

An additional GAAP requirement is that companies use
accrual basis accounting. To apply the various principles, cost,
time period, matching, revenue recognition, and others, GAAP
mandates the use of accrual basis accounting. Accrual is
designed to capture the financial aspects of each economic
event as it occurs. Concerns of cash flow, or when the cash
actually changes hands, are not relevant to the actual event.
Those transactions are recorded separately in the accounts
receivable and payable transactions.

Save a Little Money

Accrual basis accounting reflects a truer picture of your finan-
cial situation than the traditional cash basis accounting. In cash
basis, revenues and expenses are recognized only when cash or its
equivalent changes hands. The disadvantage in accrual basis is that the
Internal Revenue Service (IRS) computes tax due on the reported net
income. Thus, an accrual basis entity could pay cash tax on income that
it has not yet received. What happens then if the customer defaults?

The U.S. tax code and GAAP have several provisions for taking
some of the sting out of this situation. At most, you are out the
opportunity cost, and some interest, from having to pay the tax. Still,
many small businesses stay on cash basis accounting as long as they
are eligible, to avoid paying tax on money they haven’t received. Check
with your tax advisor to learn if you are eligible. Hint: if you carry
inventory or gross in seven figures, probably not.
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Zen Accounting

To the novice, accounting often looks like a street corner shell
game. The accountant places a pea under one of three walnut
shells. He then moves the three shells swiftly over the felt table-
top while saying a bunch of magic words like “financial ratios
transfer to the balance sheet while the equity pie becomes an
expense to third parties,” claps his hands, and steps back with a
smile. You gingerly lift shell after shell to discover that 1) the
pea is not where you thought it was, 2) the pea has magically
become two peas, or 3) the pea has disappeared entirely.

This discussion of GAAP shows that there are reasons for
the apparent contradictions and inconsistencies. In an ideal
world, the typical financial statement is the product of several

Identify GAAP Concerns
In November, a public U.S. company that reports on a cal-
endar fiscal year, with manufacturing plants in Maryland and
Mexico, has to record economic activity in two currencies. It purchas-
es for cash and immediate delivery machines to make more widgets
for both factories. Based on historical maintenance data, the firm plans
to use the Maryland machine for seven years and the Mexico machine
for five. It signs a contract and accepts a cash down payment to deliver
widgets to one customer in a year and signs a second contract to
deliver widgets to another customer in six months, but at a much
higher price.The Engineering Department that selected the new
machines predicts a rate of 10,000 widgets per month, based on
machine specifications. The Production Department projects 7,000
widgets per month, based on the training requirements. Purchasing
says the price of widget raw materials is going up.

Which of these decisions have GAAP implications? All of them!
Decisions like how to record revenues and expenses (in two curren-
cies, no less), how to handle depreciation on the machines, how to
show the contracts in the financial statements due out in January, and
whether those statements talk about the forward risk of price increas-
es. If third parties use your financial statements to make financial deci-
sions about your business, GAAP requirements seep into every aspect
of those statements.
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carefully considered competing and, in some cases, mutually
exclusive activities. Wise judgment has considered the compet-
ing claims and resulted in the most accurate picture of the
firm’s financial condition.

Many situations develop where two or more GAAP concepts
either overlap or contradict. There is no right or wrong answer
to these conundrums. Much depends on the volume and nature
of the transaction and the industry practices to which they
relate. As a manager, you have to decide for yourself whether
you'll perform ethically. Be secure that the vast majority of
managers are ethical. Bad managers, like airplane crashes, still
draw headlines. When they don't, it’s time to get very worried.

Checks and Balances

The sudden implosion of many companies at the dawn of the
Third Millennium was not a repudiation of GAAP. It was a break-
down in the system of checks and balances that supported
GAAP. Even governmental and charitable organizations were
infected.

The revenue recognition principle still applies, even though
companies reported as current income cash they would not
receive for several years. The consistency principle was routine-
ly violated as depreciation schedules were strung out over sev-
eral years, falsely lowering expenses and thus increasing
income. The prudence principle flew out the window as the
wildest revenue forecasts drove investors to a fury. Managers, in
collusion with their auditors, mocked the full disclosure principle
as they reported nonexistent income and hid liabilities behind
offshore partnership shells.

Yes, these have been some hard times for managers and
accountants—and harder for lots of investors. As a manager, you
should understand the temptations that will be placed before
you. If you work in a public company, the pressure on quarterly
earnings can crush you like a bug if you don’t meet your num-
bers. If you work for a privately held firm, bankers and taxing
authorities will show great interest in your financial reports.



38 Accounting for Managers

By providing a check on unscrupulous managers, the audit
function should stop the sort of abuses that have resulted in
corporate scandal. The audit function failed in most cases
through personal cupidity on the part of auditors rather than
structural flaws in the audit process.

Your business should have two types of audits. An internal
audit will look at things like financial controls to make it harder
for assets to be diverted from within the company. An external
audit will declare that the firm’s financial reports meet GAAP
standards. Both are often conducted simultaneously.

Studies suggest that internal business fraud losses average
6% of revenue of all U.S. business revenue. A small percentage
of owners make off with the most money, but employees are
the most active. Since we have just learned about the materiali-
ty constraint, ask yourself if 6% of revenue is worth trying to
recover. Yes, the cost/benefit constraint does kick in.

Position Percent Volume
Owner 12% $1,000,000
Management 30% $250,000
Employee 58% $60,000

Table 2-2. Business fraud loss

A series of best practices have developed over time to con-
trol internal fraud. These internal controls cover the handling of
cash and cash-generating items such as invoices and purchase
orders, access to computer systems and programs, and prepa-
ration of financial statements.

The most common types of fraud committed by employees
involve making charges to expense accounts to cover theft of
cash/inventory, “lapping” (using a customer’s check from one
account to cover theft from a different account) and transac-
tion fraud, deleting, altering, or adding false transactions to
steal assets.

Fraud by owners and managers often takes place at man-



Concepts and Principles, Checks and Balances 39

Tip-Offs to Fraud

* Financial pressures—These are usually caused by an Smart
immediate financial need. Managing

* Poor internal controls—These are especially crucial for the
review and timely counting of liquid assets like cash.

* Too much control—The most common reason for the opportu-
nity to commit financial crime is that too much authority or
responsibility is placed in one employee, circumventing a good sys-
tem of internal control.

* Lax management—Management must take responsibility for
averting internal crime and properly supervise and review subordi-
nates’ work.

* Failure to screen employees—lIntegrity is tough to measure, so
screen out those potential employees who have a known history of
dishonesty.

* Poor money management—Employees with a known history of
credit problems are at high risk for handling financial transactions.
(See above.)

* Personality changes—These could be the result of financial pres-
sures, marital problems, gambling, drugs, and alcohol—all of which
can lead to theft.

* Living beyond one’s means—Employee with conspicuous spend-
ing habits or a penchant for expensive items often support their
lifestyles through internal crimes.

* Outside business interests—The financial obligations imposed
by outside employee business interests provide a strong motivation
for internal crimes.

agement levels above the one to which the internal control
structure applies. Management fraud frequently involves using
financial statements to create the illusion that the entity is
healthier and more prosperous in order to cover misappropria-
tion of assets. The misappropriation is usually shrouded in a
maze of complex business transactions.

Internal controls include such procedures as monitoring
activities, segregating financial responsibilities, physical control
of cash and convertible assets, procedural controls for things
like numbered invoices, access control to sensitive areas, and
various authorization and approval levels.
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Control Your
Controls
Internal controls can
sometimes make it very difficult to
work efficiently—that cost/benefit
constraint again. It once took me a
month to get |6 signatures authoriz-

In establishing internal
controls, good manage-
ment decisions help in
creating a positive work
environment. If the con-
trols are presented as pru-
dent for the health of the

ing a $25,000 purchase of computers.
That was when | worked for the gov-
ernment and they have since changed
the procedure.

company and designed to
help protect employees
from suspicion, accept-
ance is high. If the
cost/benefit threshold is
crossed and the controls restrict work and increase frustration,
they often increase the possibility of fraud.

If your company has no internal controls or does not pay
attention to them, it could be beneficial to have an audit with a
stated objective of examining internal controls. After all, a main
reason for internal controls is to reduce the risk to the integrity
of the firm’s financial statements.

Audits

There are three types of audits that CPAs perform—an audit, a
compilation, and a review. Each comes with varying degrees of
assurance. The assurance comes in the form of an auditor’s let-
ter. The wording in the letter is controlled as carefully as the
moves in a kabuki dance. I just wish it were possible to talk
about auditing without sounding like my mouth is full of peanut
butter. Still, notice how many of the audit standards tie back
into GAAP.

Selection of an auditor kicks off a chain of fairly standard
procedures. The auditor and/or members of the audit team will
interview key personnel through the various departments to
learn about the current standing procedures. At this stage,
they’re just interested in how work is actually done.

In discussions with management, the auditor prepares an
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Objectives and Scope Document, detailing the work to be per-
formed. This document is presented to management. If man-
agement accepts, the auditors will proceed with the work in
accordance with the objectives and parameters outlined. All this
is in the planning phase.

The auditors will be looking at the control environment,
information systems and communication, risk assessment, and
the various control activities.

Control Environment

The control environment reflects the overall attitude, awareness,
and actions of the board of directors, management, owners, and
others concerning the importance of control and its profile in the
entity. Seven areas collectively affect the control environment.

¢ [s integrity valued? What are the ethical values of the
company? Is there a code of conduct? Do incentive and
compensation programs support ethical behavior?

¢ Do the audit committee and board of directors oversee
accounting policies and practices?

* What is the philosophy of management and operating
style? Is there a constructive attitude toward financial
reporting? Is there a responsible approach to risk?

¢ [s the assignment of authority and responsibility appropri-
ately managed?

® Does the company How Many Can
show a commitment You Spot?
to competence? Look over the seven areas.

Do you personally know of any situa-
tion in which you would have had to
answer in the negative about a com-
pany! How many of these have you
personally witnessed, either positive

Does it have proce-
dures for ensuring
competence, requi-
site skills, and knowl-

edge for particular or negative! Now that you're learning
jobs? some of the things auditors are sup-
¢ Are the human posed to look for, you'll be able to

resource policies and | audit the auditors.




42 Accounting for Managers

procedures adequate to provide sufficient, competent per-
sonnel with adequate resources?

¢ [s the organizational structure clear on who assigns and
who accepts authority and responsibility?

Information and Communications

The information and communication part includes the account-
ing system. The accounting system, whether manual or com-
puterized, is the methods and records set up to record, process,
summarize, and report the firm’s transactions. It must maintain
accountability for all the related assets and liabilities.

¢ Can the system identify and record all valid transactions?
This objective concerns the financial statement assertions
of existence or occurrence and completeness.

® Does it describe on a timely basis the transactions in
sufficient detail to permit proper classification of trans-
actions for financial reporting? This objective concerns
the financial statement assertion of presentation and dis-
closure.

e Can it measure the value of transactions in a manner that
permits recording their proper monetary value in the
financial statements? This objective concerns the financial
statement assertion of valuation or allocation.

¢ Are transactions recorded in the proper accounting peri-
od? This objective concerns the financial statement asser-
tions of existence or occurrence and completeness.

e Can it present the transactions and related disclosures in
the financial statements? This objective concerns the
financial statement assertions of rights and obligations
and presentation and disclosure.

Communication means giving a clear understanding of each
person’s responsibilities for internal control. This would include
reporting exceptions to an appropriate higher level within the
entity. Communication takes such forms as policy manuals,
accounting and financial reporting manuals, and memoranda.
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Risk Assessment

Risk assessment aims to identify, assess, and manage risks that
could affect the entity’s ability to reach its major objectives.
Once risks are identified, management considers the signifi-
cance of the risks, the probabilities, and ways to manage them.
Management may address specific risks or it may decide to
accept a risk because of cost or other considerations. Risks can
arise or change due to changes in regulatory or operating envi-
ronment, personnel, or information systems; to rapid growth;
and to new technology, lines of business, products, or activities.

Control Activities

Control activities are the policies and procedures that guide
employees’ actions to address risks and achieve management’s
objectives. Control activities include segregation of duties and
controls on information processing.

Segregation of duties should create conditions where no one
person is in a position to both perpetrate and conceal errors or
irregularities in the normal course of processing information or
data. This means procedures for separate custody, authoriza-
tion, and recordkeeping.

In information processing, the auditor looks for general con-
trols, application controls to check accuracy, completeness,
authorization controls over transactions, and document controls.

Internal controls do have limits. Management can override
them. If several employees collude, they can evade the controls.
There are cost constraints as well. Finally, mistakes, including
mistakes in judgment, can make a hash of controls.

In the fieldwork phase, auditors conduct interviews with
people responsible for maintaining and preparing financial
statements and operational reports. The auditors use various
audit techniques to sample, test, and analyze the company’s
internal controls. Depending on company procedures, this
could involve a paper chase using statistical methods to exam-
ine a number of transactions or a computer program that puts
several test inputs through the system. The audit team gives
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frequent progress reports to management, keeping them
abreast of preliminary findings.

When fieldwork is done, the audit team goes back to ana-
lyze its data and prepare its findings. After they are finished, the
auditors make a formal presentation of their conclusions. What
you hope for is a letter that says something along the lines of
“We looked at these folks using all our good auditing tricks and
we conclude that they are pretty good GAAPers.” If there are
deviations from GAAP that you agree to change, the audit may
mention that they found deviations, but that management is
taking corrective action.

What you don’t want is to get into a situation where the
auditor sees a discrepancy and brings it to your attention and
you disagree that it’s a problem and refuse to do anything about
it. Then the auditor will give you a letter finding “material
breach” and your stock will tank and the bank will call the loan.

Work with the auditors. They’re really trying to help you. If the
auditors find a few things, they may come back in a year or so to
see how you're doing at making the recommended changes.

Manager’s Checklist for Chapter 2

(1 GAAP developed to help small investors have confidence
in financial statements so that they would be encouraged
to invest. Thus, GAAP is the foundation for all financial
statements.

(1 GAAP can be inconsistent in both logic and application.
Considerable judgment is often needed to reach a compat-
ible decision.

(1 Auditing is a way to assess how well GAAP has been
implemented.

1 GAAP values an ethical stance to business activities.

(1 No internal controls are safe against fraud and collusion.
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The Lemonade Stand

It’s a hot August afternoon. Dick and Jane open their lemon-
ade stand to catch the coming home from work trade. They
get Molly and Tom to mix the lemonade, serve drinks, and col-
lect cash while they drum up customers. Molly’s older brother,
James, is in charge of getting the lemonade supplies and help-
ing things go smoothly. Another day of basic business.

In any business, owners provide the funds. Managers buy
equipment, inventory, and other assets. Managers, in conjunc-
tion with owners, develop plans and set goals. Those goals
include making a profit. The owners and managers may also
decide they want to sell a quality product at a high profit,
donate a percentage of profits, and/or research new technology.

As the business operates, revenue comes in from the sale of
goods. The goods cost money, so some profits go to buy more
goods and the equipment to run the business. Profits also pay
the managers for their effort and reward the owners for the risk
they took.

45
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As the lemonade stand grows, it may need more help from
the outside world to thrive. It needs to borrow money for work-
ing capital to manage its cash flow and meet its obligations. If
the managers weren’t preparing financial statements before to
track progress and identify weak points, they must now. They
have to communicate to the outside world. To help show good
faith to creditors, they might have external auditors review
financial statements. Now, a wide variety of users access the
various statements to help them make their decisions. When the
lemonade stand grows into a nationwide franchise, the financial
statements will be enshrined in a glossy annual report complete
with a statement from the president, a management letter, and
other trappings of success.

They are still just financial statements showing the gozinta
and gozouta. There are just more accounts, more options, and

[ SAUTION: /)
I\ I\ \What Type of Lemonade Stand Are You?
T

his is an important question. The structure of Dick and
Jane’s lemonade stand makes only a small difference in
the type of financial statements they must prepare, but a large differ-
ence in their legal and tax position.

There are three main types of business organizations in the U.S.:
sole proprietors, partnerships, and corporations. The sole proprietor is
one person operating a business. There may be employees, but the
proprietor will report revenues, expenses, and income on his or her
personal tax return.The structure and accounting activities are largely
tax-driven.

Partnerships—and there are different flavors—are two or more
people conducting a business. Certain operational expenses can be
deducted through the partnership. Income flows through to the indi-
vidual partners based on their agreement. Professionals—accountants,
architects, doctors, and lawyers—commonly form partnerships.

Corporations are distinct legal individuals. A corporation reports
and pays taxes as required before distributing profit to owners. Several
corporate entities combine features of all three. S corporations and
limited liability companies (LLC) are two currently popular choices.

The choice of entity, like the choice of accounting system, can have
an impact on your tax, legal, and accounting requirements.
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more footnotes explaining the arcane ins and outs of account-
ing. As complicated as these things can get, it’s important to
remember that the basic business is still there.

Load, Wash, Rinse, Spin, Dry

Financial statements are a chief end product of sequential steps
generally called the accounting cycle. The accounting cycle
details a series of repeated procedures on different kinds of data.
This stable repetition helps meet the calls for reliability, relevance,
and consistency, to tick off just a few of the GAAP mandates.

We've already met most of the elements of the accounting
transaction cycle. The cycle outlines the steps to be followed for
receiving, entering, and presenting the transaction data that
comes into the firm. The cycle ends with preparing for the next
cycle. While different authors may assign different names and
condense or expand certain areas, the accounting cycle will
include the following steps:

1. Analyze business transactions.

Journalize transactions.

Post transactions to the ledger accounts.

Prepare a trial balance of the general ledger.

Analyze, prepare, and post the adjusting entries.
Prepare an adjusted trial balance.

Prepare the financial statements: income statement, bal-
ance sheet, and statement of cash flows.

Journalize and post the closing entries.

Prepare a post-closing trial balance.

NoUwhkwbn

© ™

We learned in Chapter 1 there would be a flow of gozintas
and gozoutas that we would visualize and fit into the accounting
equation, or its corollary, the revenue proposition. Once the
transaction is analyzed, the whole is recorded in the general
journal. Then, the accounting system, either a computer or a
Cratchit, groups each relevant piece of that transaction into
individual account ledgers. These individual ledgers are then
summed in the general ledger.
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The process has been to record the compound elements of
the transaction in the general journal. That entry is then broken
down into account elements, like separating whites and colors, to
push the laundry metaphor. Getting to the general ledger requires
a first test of the accounting equation. All the accounts that nor-
mally carry a debit balance are summed against all the accounts
that normally carry a credit balance. Remember from Chapter 1
that showed how assets normally carry a debit balance and liabil-
ities/equities have a credit balance? Are the results in balance?

In a manual environment, the trial balance is often not in
balance. Then, the problems must be exposed. Adjusting entries
generally are made to meet the requirements of accrual
accounting. The revenues are recorded when earned and
expenses reported when incurred. We test the accounting equa-
tion again. There’ll be more on adjusting entries later. Look on
this as the rinse phase.

When the adjusted trial balance is in balance, it’s used to
prepare the financial statement(s). This might be considered the
spin cycle. Then, any entries needed to close out this period
and prepare for the next are posted. Closing involves zeroing
out the revenue and expense accounts, while leaving the asset,
liability, and equity accounts intact. A final balancing vindication
of the accounting equation confirms that we’re set to face the

next cycle in getting and spending.

Be a RYPR (Repetition Yields Positive Results)
Smart Obh, this sounds so tedious and painstaking. Is it all really
Managing necessary! Yes.You’ve no doubt discovered that most peo-
ple—be they owners, managers, employees, customers, vendors, or the
tax collector—get a bit persnickety when it comes down to money.
These procedures, developed, tested, and proven over time, will guide
you through many financial rapids.

Computers have taken over much of the mind porridge chores in
accounting. Still, the underlying concepts of GAAP must be under-
stood to make the most effective use of the analysis tools.VWhether
it’s putting a bat on a ball, practicing an aria, or polishing a sales call,
repetition yields positive results.
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Past as Prologue

Financial statements are historical documents. They report the
past. Since there’s no way to directly know the future, we use
financial statements—past performance—to forecast the future.
If the accounting system operates under GAAP and the financial
statements are prepared according to GAAP, we can use a vari-
ety of forecasting and analysis tools to predict the future per-
formance of the business. This approach has many flaws, but
it’s the most reliable of a shaky lot. (Shamans reading chicken
guts and monkeys throwing darts are two discarded forecasting
tools, although the monkeys still have a few adherents.)

From recording information in the general journal through
the accounting cycle, the raw accounting information has three
main purposes—financial data for external users and manage-
ment, management cost results to guide decision making, and
tax information for governmental authorities. Management can
prepare several reports from this data. For present purposes, we
will focus on three reports: the balance sheet, the income state-
ment, and the statement of cash flows. Each of these state-
ments highlights a particular portion of the accounting equation
and its corollaries, to help you determine meaningful things
about the activity of the enterprise. Recall the three questions
posed at the start of this book. How much money came in?
Where did the money go? How much money is left?

The income statement answers the first question. The rev-
enue and expense accounts are added up for a given period of
time, typically a year. The statement of cash flows solves the
second question. It tracks where cash came from what it was
used for. It also tracks activity for a given time period. Finally,
the balance sheet polishes off the third of the three questions. It
shows what’s left in the company. It’s the only one that uses a
point in time, typically the end of the fiscal year.

All the gozinta and gozouta transactions of the business can
be assigned to one of three categories of activities—operating,
investing, and financing. Operating activities are what make the
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profits for the enterprise. Investing activities support operations
through buying and selling the long-term assets needed to carry
out operations. Those assets are paid for through the financing
activities that come up with the cash and repay borrowed money.

Financial Statements Business Activities
Income Statement Operating Activities

Revenues

Expenses

Statement of Cash Flows

Operating Activities Operating Activities
Investing Activities Investing Activities
Financing Activities Financing Activities

Balance Sheet

Current Assets Operating Activities
Long-Term Assets Investing Activities
Current Liabilities Operating Activities
Long-Term Liabilities Financing Activities
Equity Financing Activities

Table 3-1. Financial statements and categories of activities

As we step through the financial statements, we can see
where each category of activity fits.

The Income Statement

The generic income statement below contains most of the ele-
ments found in a comprehensive income statement for a corpo-
ration. There’s certainly enough flexibility in the format to per-
mit additions and subtractions based on the need to communi-
cate business activity. In Chapter 1, we took a simplified
approach to the income statement. The full income statement
formula is an expanded accounting equation.

assets = liabilities + equity + revenues — expenses + gains — losses

Solving algebraically and then reducing it to the normal bal-
ance of each account yields the following:
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assets + expenses + losses = liabilities + equity +
revenue + gain or debits = credits
The income statement (Table 3-2) shows the profitability of
the company.
The income statement is formatted with combinations of
bold highlighting, indentation, preliminary account sums, and

Income Statement
General Widget, Inc.
December 31,200_

Account Names Account Sums Aggregated Sums
and Totals
Sales Revenue
Cost of Sales 3,500,000
Materials 575,000
Labor 825,000
Overhead 350,000 1,750,000
Gross Margin 1,750,000
Operating Expense
Selling 750,000
General and
Administrative 650,000
Depreciation and
Amortization 100,000 1,500,000
Operating Income 250,000
Other Income and
Expenses
Dividends and Interest 25,000
Interest Expense (75,000)
Unusual/Extraordinary
Items 150,000 100,000
Income Before Tax 350,000
Income Tax (t = .34) 119,000
Net Income 231,000

Table 3-2. Income statement
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aggregated category sums so the information is presented as
clearly as possible. One of the few constants is that it will
always show the company name, the type of statement, and the
period being reported.

In this example, perhaps a small set design company, the
Sales Revenue, the top line, is the money received from cus-
tomers for the product. There are direct manufacturing costs
involved and company records expenses for the raw material,
the labor of the people who build the sets, and the overhead
associated with manufacture. This overhead might be the shop
where construction takes place as well as utility, insurance, and
other costs associated with the defined work. Subtract these
costs from Revenue to yield the Gross Margin.

Since this income statement calculates a Cost of Sales,
General Widget (GW) provides a product. If GW were a service

company, these costs would not appear. There are

1armM\ Revenue Cash coming into the business as a result of

operations.

Materials Raw materials used in a manufacturing or pro-
duction process.
Labor Labor resources used in the manufacturing or production
process.
Overhead All costs related to manufacturing or production process,
including plant, equipment, supplies, depreciation, and utilities.
Selling Costs related to sales operations.
General and Administrative Costs incurred by the company
other than production or sales, including staff, staff equipment, and
staff supplies.
Operating Income Income after subtracting the costs of produc-
tion and operation.
Dividends and Interest Income from investments unrelated to
business operations.
Interest Expense Interest paid on bank loans and other debt.
Unusual/Extraordinary Gains or losses associated with nonroutine
events, such as selling an asset or an operation, receiving a large settle-
ment, or natural disaster damage.
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variations in the income statement format depending on industry;,
company size, and disclosure needs. They will still follow the gen-
eral sequence resolving debits and credits. Note also that this
example classifies the income as it related first to production, the
Gross Margin, also called “income from continuing operations.”
Many consider this number the most important predictor of future
business health. If it’s high, your business generates enough cash
to support the activity that’s actually making money.

From the Gross Margin, subtract all the expenses incurred in
“keeping the doors open” to yield Operating Income. This sub-
division of the income statement is not a GAAP requirement,
but it gives an idea of the strength and profitability of the core
business operation. Then both expenses and income not related
to operations are calculated. Often these are single-event items
that will not recur—the tornado that took the roof or the obscure
patent sold for big bucks. That brings us to Income Before Tax.
We subtract the income tax and finally reach the bottom line,
Net Income. This is how much we made. To know how well GW
did as a company, you would have to compare this 7% return
with others in the widget industry. It could be great, fair, or
downright anemic.

Statement of Cash Flows

For many years, the accounting profession worked to get a grip
on how to report the information contained in the statement of
cash flows. In the 1960s, a funds statement was developed to
meet the need for public companies to report this information. It
languished from lack of attention. It wasn’t until late 1987 that
the Accounting Principles Board established the format for the
statement of cash flows.

| had a business school professor who liked to claim, “No
one went broke making a profit.” Well, the statement of cash
flows shows you how it can be done. If your collections don’t
keep up with your payment obligations, you'll run out of cash
and be forced into bankruptcy. All those accounts receivable
propping up the balance sheet lose cash value if they can’t be
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Know Your Audience
Who are the customers for these financial statements and
what uses will they make of them? That’s a very broad
question. Managers use them internally to gauge and guide management
decisions. Interested external parties could include the following:
* Current or potential investors evaluating the firm’s prospects
* Creditors deciding whether or not to lend money
* Investment advisors and economists forecasting the future
prospects for the company or the industry
* Customers evaluating you for your ability to complete long-term
assignments
* Tax authorities monitoring compliance
* News media reporting on business and the economy
* Competitors wanting to know your strategies
Public financial statements generate a lot of interest and scrutiny.
People invest a lot of time and treasure in the results. Is there any
wonder people get upset when they get bogus information?

collected. Creditors prefer steak to paper, but will take potatoes
if that’s all you have left.

The information in the income statement and the balance
sheet comes from end-state accounts. The statement of cash
flows (Table 3-3) is the only report that uses “flow” information.
Changes in the cash flow can often explain why balance sheet
accounts changed. The statement is also useful in projecting the
liquidity of a business over time. One clear thing it will show is
how a business uses the profits that it generates.

The first section of the statement is for operating activities.
Operating activities are those things that generate cash
income. These include sales receipts as well as inventory or
manufacturer purchase. Cash from operations can be negative,
and often is, especially in growing companies. At the start,
operating losses rise as cash is spent for expenses. As you add
business, you start to book some revenue. A lot of that rev-
enue is in the form of accounts receivable, so your cash collec-
tion rate is a bit slow. Not for nothing is it called cash burn.
Without loans or personal capital coming in to feed the fire, a
company can be reduced to cinders.
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A lot of that cash is going to investing activities.
Investments are the power tools, shop buildings, and office
equipment needed to get things started. It doesn’t matter if you
are buying them outright or financing them, you’ll have to
account for them. How you chose to pay for your assets will
affect your cash flow. Which path you choose will depend on
several variables—amount, interest rate, expected payback
time, and forecast of future cash flows.

If you chose to use debt financing, the financing activities
section is where you’ll record the loan proceeds. This section also
shows the gozintas and gozoutas of cash to the owners through
stock purchases, dividend payments, or shareholder loans.

Many companies are woefully undercapitalized, sometimes
by owner intent, often through ignorance of the need. To be
competitive, business owners and managers must continually
plan to keep the cash flowing into the company. The U. S. Small
Business Administration names ineffective cash flow manage-
ment as one of the top reasons why firms fail.

There are two methods used to present statement of cash
flows information, the indirect method (as in Table 3-3) and the
direct method. The methods are different in their treatment of
operating activities only. Most companies use the indirect
method, because it’s easier. Most banks prefer the direct
method, as it provides more information.

The indirect method does not report the operating cash
flows. Instead, the operating activities section reconciles net
income and net operating cash flows. You start with the net
income from your income statement. You then adjust this
accrual amount for items that do not affect cash flows. There
are three basic types of adjustments in the operating activities
section. The first involves non-cash outlays, such as deprecia-
tion or amortization. Then, adjust for gains and loses on trans-
actions reported in other sections of the statement of cash
flows. Finally, convert all current operating assets and liabilities
from the accrual to the cash basis.
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General Widget, Inc.
Statement of Cash Flows
For the Year Ended December 31,200 _

Indirect Method

Operating Activities

Sales Receipts 3,500,000
Payments for Products (1,750,000)
Payments for Operations (1,500,000)
Payments for Interest (75,000)
Payments for Taxes (119,000

Unusual Items 150,000

Net Cash (Used) by

Operating Activities 206,000

Investing Activities
Purchase of Property, Plant,

and Equipment (1,850,000
Sales of Property, Plant, and

Equipment
Interest and Dividend Income 75,000
Net Cash (Used) by Investing

Activities (1,775,000)

Financing Activities

Short-Term Debt 580,000

Long-Term Debt 1,000,000

Capital Stock Issued 450,000

Cash Dividends
Net Cash (Used) by Financing

Activities 2,030,000
Net (Decrease) in Cash 461,000
Cash at Beginning of Year (111,000)
Cash at End of Year 350,000

Table 3-3. Statement of cash flows

A way to visualize the cash coming in is with a corollary of
the accounting equation (Table 3-4).

In the direct method, the net cash flow from operations is
computed directly as the net sum of the operating cash flows.
Your firm will do one or the other. Ask about why the particular
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Other
Cash + Liabilities + Equit
Assets = quity
Collect accounts
. Increase Decrease
receivable
Borrow money or
Increase Increase
accounts payable
Sell shares, add
. Increase Increase
capital
Repay debt Decrease Decrease
Loss on net income Decrease Decrease
Pay shareholder
. )' Decrease Decrease
dividend

Table 3-4. Accounting equation

statement form was chosen and just learn it.

The Balance Sheet

The balance sheet is the accounting equation. It lists the firm’s
assets, liabilities, and equity as of a specific date. In this respect
it’s a position statement rather than flow statement. The balance
sheet is the company’s solvency report card. Typically, the date
is the end of the firm’s reporting fiscal year. However, computer
software has made generating reports vastly easier. It’s not
uncommon for a manager to run off last night’s balance sheet
to read with coffee in the morning.

The balance sheet always balances because of the double-
entry system and debit-credit recording rule correctly applied.
Each asset increase in the equation must have one or more of
the following:

asset decrease
liability increase
equity increase
revenue increase
dain increase
expense decrease
loss decrease



58 Accounting for Managers

\When All Else Fails
When faced with a recalci-
trant balance sheet, assuming
one side proves correct, look in the
opposite accounts. If all else fails and
the amount out of balance is small rel-
ative to your sales, you can always set
up a cash over/short account to balance.
While it’s not recommended, remem-
ber the GAAP cost/benefit quality of
information and the materiality con-
straint. If there’s no financial impact in
the adjustment, it’s acceptable.

It’s all contained alge-
braically within the equa-
tion. There are no other
options. Recall that the
balance sheets for Enron
and WorldCom were
mathematically correct.

The balance sheet
reports the resources and
obligations of the firm.
Because it's a mixture of
many different assets and
liabilities with varying cost

structures, it can be a bit confusing. Remember the consistency
aspect of GAAP quality? That’s the one that said land bought
for $100,000 20 years ago is still carried on the books at
$100,000, even though it may be worth $10,000,000. Similarly,
that new $1,000,000 machine that you bought a year ago may
have been overtaken by such superior technology

I@‘lt

goods and services.

q1armM\ Accounts receivable Money due from customers for

Marketable securities Stocks, bonds, or other financial

instrument held by the company.
Inventory Goods available for sale.

Property, plant, and equipment The buildings and machinery; the

fixed assets of the company.

Accounts payable Money the company owes to vendors for good

or services rendered.

Notes payable A loan or obligation to be paid, current portion of a

long-term debt.

Income taxes payable Taxes due in the current year.

Accrued expenses Expenses that will be due but have not yet been

paid.

Deferred income taxes An estimate of the taxes that would be

due if assets were sold at stated value.
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Key
Paid-in capital Total amount of cash and other assets paid [7er
in to the corporation by stockholders in exchange for capi-

tal stock.

Retained earnings All the money a company has earned since start-
up minus dividends, a record of money the company has put back into
the business.

Stockholders’ equity The amount of financing provided by owners
of the business and operations.

that you can’t even give it away. Still, it’s on the books for
$1,000,000, less accumulated depreciation.

There are some other accounts that have some inherent
risk. The accounts receivable may not all collect. If the invento-
ry is particularly high, that could be a sign that the product is
not moving. The balance sheet consists of many accounts that
are actually estimates that may or may not come true. Under-
standing the potential limitations helps when considering the
balance sheet in conjunction with other financial statements
(see Figure 3-5).

A Delicate Balance: The Adjusting Entries

The GAAP revenue recognition and matching principles require
that the revenue from a particular accounting period be

Know What You're Signing TR/
Some asset accounts, used in daily operations, help to I\ \
generate revenue. These assets, bought in one accounting
period, are either not used or not completely used by the end of the
accounting period. The revenue coming from those assets should be
reconciled. Managers are often asked to sign and take responsibility for
the truth of financial statements.

If you have to sign adjusting entries, determine the rationale for the
treatment and the impact it will have on the financial statements. This
particular area of matching revenue and expenses to the correct
accounting period has been subject to abuse. It now draws more
scrutiny. Managers should understand the GAAP principles behind
adjusting entries and how they are entered.
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General Widget, Inc.
Balance Sheet
December 31,200_

Assets
Current Assets
Cash 350,000
Accounts Receivable 500,000
Marketable Securities 68,000
Inventory 444 400
Prepaid Expenses 15,000
Total Current Assets 1,377,400
Property, Plant, Equipment
Land 600,000
Buildings 1,100,000
Machinery 1,390,000
Furniture and Fixtures 300,000
Vehicles 315,000
Accumulated Depreciation 95,000
Net Property, Plant, Equipment 3,800,000
Total Assets 5,177,400
Liabilities
Current Liabilities
Accounts Payable 580,000
Notes Payable 199,000
Accrued Expenses 95,000
Income Taxes Payable 43,400
Total Current Liabilities 917,400
Long-Term Liabilities
Deferred Taxes 350,000
Long-Term Debt 2,000,000
Total Liabilities 3,267,400

Table 3-5. Balance sheet (continued on next page)

matched with expenses that help cause that revenue. That way,
external users will have a more accurate picture of profitability.

The accrual accounting setup provides for accounts to carry
amounts into the future and then peel off as they enter the
applicable period.



Financial Statements 61

Shareholder Equity
Preferred Stock 200,000
Common Stock 1,190,000
Paid-in Capital 420,000
Retained Earnings 100,000
Total Equity 1,910,000
Total Liabilities and Shareholder Equity 5,177,400

Figure 3-5. Balance sheet (continued)

Let’s look at the simple example of paying the insurance
bill. The annual bill is $7,200 if paid in advance, $8,400 in two
equal installments, or $800 on a monthly basis. Being prudent
managers, we take the time value of money into account. We
pay the $7,200 in June to cover the insurance bill for the entire
12 months. Our fiscal year ends December 31, so we’ll have to
carry the insurance over.

When we’ve paid for the insurance, it’s an asset. When the
month comes around, the portion of the asset covering the
month converts to an expense. On the books, it will look like
Table 3-6.

By the end of the year, the accumulated accounts will show
the ledger entries in Table 3-7.

You can set some accounting systems do this automatically.
With others, you have to remember to post the transaction
monthly. At the start of the next year, the balance in the asset
account must be carried forward while the expense account is
cleared (Table 3-8).

Common adjusting entries involve carrying over payroll-
related data to the next accounting period. Thus, employee
wages and taxes earned in the last period but not payable until
the new period, along with the associated employer share of
FICA and other taxes due, need an adjusting entry. Other
adjustments include the need to accrue revenues and expenses
related to interest, depreciation, inventory changes, dividends,
or income tax payable. Finally, if your day-to-day books are
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General Ledger

Date Account Ref Debit Credit
June | Prepaid insurance $7,200
Cash $7,200
Annual insurance bill
Ledger Account
Date Account Ref Debit Credit Balance
June | Prepaid insurance $7,200 $7,200
June 30 | Prepaid insurance $600 $6,600
Ledger Account
Date Account Ref Debit Credit Balance
June 30 | Insurance expense $600 $600

Table 3-6. Insurance: general journal and ledger accounts

Ledger Account
Date Account Ref Debit Credit Balance
Dec 31 | Prepaid insurance $3,600
Dec 31 $600 $3,000
Ledger Account
Date Account Ref Debit Credit Balance
Dec 31 | Insurance expense $3,600
Dec 31 $600 $4,200

Table 3-7. Insurance: ledger accounts

maintained on a cash basis, set up an accounts receivable and
accounts payable balance.
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Ledger Account
Date Account Ref Debit Credit Balance
Jan | Prepaid insurance $3,000
Jan 31 $600 $2,400
Ledger Account
Date Account Ref Debit Credit Balance
Dec 31 | Insurance expense
Dec 31 $600 $600

Table 3-8. Insurance: ledger accounts

Manager’s Checklist for Chapter 3

|

J

U U o o

There are many forms for business entities. These forms
principally relate to legal and tax concerns, although each
has slightly different accounting requirements.

The accounting cycle outlines a series of steps that should
be followed to conform to GAAP. These procedures aim to
reduce errors and improve the accuracy of financial state-
ments.

Financial statements are historical documents useful to
many groups of users, both internal and external to the
company. The financial statements help show the prof-
itability and solvency of the company.

The income statement shows how much money the com-
pany made.

The statement of cash flows shows how the company used
the money it made.

The balance sheet shows how much is left of what the
company made.

Adjusting statements clarify and account for transactions
that span accounting periods.



Financial
Ratios

F‘aced with the columns and rows of numbers in financial
statements, a manager could become discouraged at the
task of wresting meaning from such material. Outside of the
readily apparent “top line” and “bottom line,” what information
can be gained from financial statements? Worlds. The informa-
tion in a balance sheet and an income statement can give your
management activities structure, direction, and meaning.

\X’hat Measures Performance?

What are your personal job performance standards? What are
the goals you set for yourself each day, each month, each year?
How do you keep score? How does your organization measure
accomplishment? What goals does the organization expect you
to meet?

If you're in a larger company, chances are there’s a formal
management program, something like Total Quality
Management (TQM) or Six Sigma. If you're with a smaller firm
or partnership, you might use something like gross sales as a

64
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target. You might also want to use something like financial ratio
analysis.

Even the structured management programs have financial
analysis at their heart. Those programs just pack a few more
variables into the equation and try to set a finer sieve. The
resulting financial performance analysis is the language of
goals, objectives, and results. A ratio is a number that express-
es a mathematical relationship between two quantities, such as
items on balance sheets and income statements. Financial ratio
concepts are important for managing cash, capital investment,
profitability, and risk. They’re the primary way to speak with
depth and precision about management job performance and
achieving enterprise goals.

Because a ratio is a Key
mathematical operation, it | Ratio A number that Tart
can be categorized within expresses a mathematical

. . relationship between two
broad subject groupings.

2 quantities. For example, the ratio of
Many combinations can be | | 009 to 500 is 2:1 or 2. In financial

tested and the results terms, a ratio can show relationships
proved. Ratio analysis has | between various items appearing on
developed into four main balance sheets and income state-
analysis areas: liquidity, ments and other items.

debt, activity, and prof- The same ratio may travel under

several names. This can cause confu-
sion. Look for the accounts being
used as the numerator and denomina-
tor and you may know the ratio

itability.
Financial ratio analysis
lets you calculate and

compare relationships under a different name. In addition, a
derived from information in | derived ratio can become part of
the financial statements. another ratio calculation.

The current interaction and
historic trends of these ratios can be used to make inferences
about a company’s financial condition, its operations, and its
attractiveness as an investment or credit risk.

A ratio draws meaning through comparison with other data
and standards. By itself, a financial ratio is not worth much. In
context, a manager or outside analyst can tease out meaning to
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develop an understanding of a company’s situation and devel-
oping trends.

Here’s an example. Gross profit margin (GPM) is a ratio, the
gross or total profit from operations divided by the total sales or
revenues of a company, expressed as a percentage. Let’s say
that the gross profit margin was 17%. Out of context, 17%
means nothing. If we could find out the GPM for similar compa-
nies of similar size in similar markets, then we could say some-
thing meaningful. If we learn that this company’s competitors
have GPMs of 10%, we know that the company is almost twice
as profitable as its industry peers. By any standard, that’s quite
good. If we also know that the historical trend is up, that GPM
has been rising steadily for the last few years, this would also be
a favorable sign. We could conclude that management has in

place valuable business policies and strategies. In this
B — |

I Finding Industry Ratios
5P Industry ratios are classified by either SIC or NAICS codes.
The U.S. government developed these systems in order to
provide a standard method for collecting and analyzing economic
information.

The older SIC (Standard Industrial Classification) system classifies
companies and industries by their primary line of business.The North
American Industrial Classification System (NAICS), which provides
codes for over 350 new industries, is gradually replacing the SIC sys-
tem. So, you may find some sources that use SIC, while others will use
NAICS.

Use the following sources to identify SIC and NAICS codes for an
industry:

* Standard Industrial Classification (SIC) Manual
* North American Industry Classification System—~United States
* 1997 NAICS and 1987 SIC Correspondence Tables

Match SIC codes with NAICS codes or match NAICS codes with
SIC codes.

Several commercial vendors collect and collate financial ratio infor-
mation. Two of them are Dun and Bradstreet and The Risk
Management Association (formerly Robert Morris Associates).

See the Resources section in the back for additional information.
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case, we would better understand and appreciate the financial
status of the company.

That’s only one example of the information to be acquired
through financial ratio analysis. There’s a ratio for almost any
question you’d care to ask—and a couple you might not dare.
The ratio formulas are valuable for the questions they answer. In
some cases, they’'re more valuable because of the additional
questions they raise. To bring some order to these multiple
ratios, they’re grouped into categories that tell us about different
parts of a company’s finances and operations. Here is an
overview of some of the ratio categories.

Liquidity ratios give a picture of a company’s short-term
financial solvency. You may consider them an immediate “going
concern” test. If these numbers are bad, the company may not
be able to meet next week’s payroll.

Activity ratios use turnover measures to show how efficient-
ly a company operates and uses its assets. Activity ratios are
often called operational ratios.

Debt ratios show the extent that debt is used in a company’s
capital structure. They are also often called leverage ratios.

Profitability ratios use various profit margin analyses to
show return on sales and capital.

Ratios also allow quick comparisons between your business
and other businesses in your industry. Banks and investors use
Kay
Liquidity ratios Ratios that measure a company’s ability to [7erH,

pay its short-term debts on time, its short-term financial sol-
vency.Also known as solvency ratios.

Activity ratios Ratios that show how efficiently a company operates
and uses its assets. Also known as operational ratios.

Debt ratios Ratios that show to what extent and how well a com-
pany uses borrowed funds to finance its operations. Also known as
leverage ratios.

Profitability ratios Ratios that use various profit margin analyses to

show return on sales and capital, as a measure of how well a company
is using its resources to generate profits.
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them to help decide whether a business is a good credit or
investment risk. Managers look at ratios to monitor operations
and spot weak areas and inefficiency. For example, ratios can
indicate whether a business is carrying a dangerous amount of
debt, holding too much inventory, or not collecting accounts
receivable quickly enough. Managers could also look at their
customers’ and vendors’ ratios to assess any risk involved.

One key to using ratios is finding a baseline, a point of com-
parison. Usually, you would be comparing your firm’s ratios with
the average for your industry or with your own ratios for the
same period in a previous year.

Your CPA, a financial advisor, or a staff person should be
able to help you calculate these ratios as they relate to your
financial statements. Their initial input may be able to help you
determine whether or not the ratios are in line for your business
and industry. After you become familiar with ratio analysis,
checking these numbers should become a steady habit, like
checking the weather forecast to decide what clothes to wear.
We’ll also give you a chance to practice below.

Not all of the ratios matter to everybody, of course. Credit
analysts, those persons interpreting the financial ratios from the
lender’s perspective, focus on the “downside” risk. Since their
revenue comes from interest earned, they gain none of the
upside from an improvement in operations and increased prof-

GIGO
Context is everything in ratio analysis. Like computer
programming, ratio analysis follows the law of GIGO—
“garbage in, garbage out” Comparing leverage ratios between a
California electric company and an Ohio water company lacks utility,
even though both are utilities. Examining the profitability ratios of a
cyclical company over less than a full business cycle would fail to give
an accurate long-term measure of profitability. Historical data, in the
face of deep changes in a company’s state or prospects, would predict
little about future trends. If, for example, the company has merged
with another or made a major change in its technology, its historical
ratios would tell little about its future prospects.
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its. They pay great mind to liquidity and debt ratios to deter-
mine a company’s financial risk. Equity stock analysts look
more to the activity and profitability ratios to determine the
future profits that could pass to the shareholder.

Although financial ratio analysis is well developed and the
actual ratios are well known, practicing financial analysts often
build up their own measures for particular industries and even
individual companies. Analysts will often differ drastically in
their conclusions from the same ratio analysis. It’s an art as well
as a science.

Liquidity Ratios

Liquidity ratios (or solvency ratios) include the current ratio, the
quick ratio, and net working capital.

Current Ratio

This is the standard measure of any business’s financial health.
The current ratio measures the ability of the firm to pay its cur-
rent bills. You derive this ratio from the figures on your balance
sheet. It tells whether a company has enough assets to cover its
liabilities.

current assets

current ratio = - rrent liabilities

Current assets include cash, accounts receivable, mar-
ketable securities, inventory, and any prepaid expenses like
insurance or taxes. Current liabilities include accounts payable,
current interest due on long-term debt, like taxes payable and
salaries payable.

Generally, the higher the current ratio, the greater the safety
margin between current obligations and the ability to pay them.
The benchmark current ratio is 2:1.

Quick Ratio: “Acid Test”

The quick ratio is similar to the current ratio, but it’s a tougher
measure of liquidity than the current ratio, because it excludes
inventories. Inventories typically take time to convert to ready
cash. Thus, most analysts find them illiquid, not a cash equivalent.
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(There’s some question about how the “acid test” derived its
name. Majority opinion holds it stems from the practice of prov-
ing precious metals through chemical analysis. Others, more
fanciful, say it grew from the practice of discouraging defaulters
by throwing acid on them.)

(current assets — inventory)
current liabilities

quick ratio =

Generally, the quick ratio should be lower than the current
ratio, because the inventory figure drops from the calculation. A
higher ratio correlates to a higher level of liquidity. This usually
corresponds to better financial health. The quick ratio also indi-
cates whether a business could pay off its debts quickly, if nec-
essary. The desired quick ratio is at least 1:1. A lower ratio flags
questions about whether the firm can continue to meet its out-
standing obligations.

Net Working Capital (NWC)

Net working capital is not really a ratio in the strictest sense; it’s
just a number. You simply subtract the balance sheet current
liabilities from the current assets. The result shows how much
cash you have to work with. If the number is negative, plan to
correct that situation as soon as possible. You should develop a
notion of just what your NWC needs are. Many businesses set
up NWC credit lines to make sure they don’t run out of cash at
a critical point.

net working capital = current assets — current liabilities

Note that NWC is included here because this figure is used
in compound ratio calculations.

Activity Ratios

Activity ratios measure how well a company conducts its busi-
ness operations. Activity ratios include the average collection
period, the average payment period, the fixed assets turnover
ratio, the total assets turnover ratio, and the inventory
turnover ratio.
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Average Collection Period (ACP)

This ratio, also known as days sales outstanding, shows how
quickly a company converts accounts receivable into cash. A
lower ratio is better: the lower the figure, the faster the company
converts. This shows that the company is not giving out inter-
est-free loans to customers for long periods of time. A low ACP
also reduces the risk of default.

accounts receivable

(sales / 360 days)

Accounts receivable count all customer credit obligations.
Certain businesses that have a substantial amount of install-
ment loans or notes may include the short-term (less than one
year) amounts due. The sales figure includes sales for the prior
four quarters. You may also calculate the figure on a quarterly
basis. In that case, use 90 instead of 360 days. The accounts
collection period varies from industry to industry, but in all
cases, the shorter the better.

average collection period =

Average Payment Period (APP)

This ratio, also known as the accounts payable turnover ratio,
tells how quickly a company is paying its bills, how often its
payables turn over during the year.

o accounts payable
average payment period = (purchases / 360 days)

A high ratio means a relatively short time between purchase
of goods and services and payment for them; that is, the compa-
ny pays its bills on time. A low ratio may be a sign that the com-
pany has chronic cash shortages. It could also mean that it
delays paying bills to wring the maximum benefit possible from
its cash. This ratio varies from industry to industry. Comparisons
will be within your own industry.

Fixed Assets Turnover (FAT) Ratio

This ratio measures how efficiently a company uses its fixed
assets to generate sales: the higher the better. From the balance
sheet, take the sum of all property, plant, and equipment and
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Encourage Collections
Many companies want a low ACP and a high APP. Because of
the time value of money, the quicker you can collect cash and
longer you hold off paying for your purchases, the more you can lever-
age your resources to your own economic benefit. Companies can
invest in short-term financial markets where they can earn a few dol-
lars in interest even overnight. If your company is large, managing cash
efficiently, like managing any other asset well, can return a significant
chunk of change.

To encourage prompt payment, many companies offer discounts. One
standard offer is a 2% discount if the bill is paid in 10 days, rather than
the usual 30 days.This is shown on the bill as “2/10 net 30.” Many com-
panies will also charge and enforce interest penalties on late payments. A
clear, well-managed collections policy encourages a low ACP. Doing busi-
ness with vendors with lax payment policies could lead to a high ACP
on your end and an even higher APP.

divide that number into gross sales from the income statement.

sales
fixed assets

fixed assets turnover =

The fixed assets turnover result shows the relationship
between S1 in fixed assets and of $1 sales. A low FAT ratio may
mean that management is actually porking out on perks. Assets
are going for fancy buildings and the latest computer gadgets
rather than making their way back to the bottom line. Different
industries have different benchmarks.

Total Assets Turnover (TAT) Ratio

This ratio measures how well a company generates sales from
assets. It’s similar to the fixed assets turnover but includes all
assets—current, fixed, other long-term. A high ratio here shows
that sales, the numerator, is substantially higher than the
denominator. It means you’re managing your assets well.

sales

total asset turnover = ———
total assets

The total assets turnover result is industry-dependent.
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Inventory Turnover (IT) Ratio

The inventory turnover ratio shows how often a company
replaces its inventory. This is a key management performance
indicator for retail businesses. The more times the inventory is
sold and replaced during the year, the more likely the company
is to be successful. The turnover is meaningful only when com-
paring with other firms in the industry or a company’s prior
turnover ratios. In some industries the average is one or two
turns per year while in others it’s 10, 20, or more. Compare the
turnovers of an aircraft dealership and an ice cream shop.

cost of goods sold
total inventory

inventory turnover =

This calculation uses the cost of goods sold figure as the
numerator, since inventories are usually carried at cost. The for-
mula can also use total sales as the numerator; however, this
can be an inaccurate test of financial performance to determine
the inventory turnover rate.

A high inventory turnover ratio shows that a company can
sustain sales volume. Because inventories are the least liquid
form of asset, a high inventory turnover ratio is generally posi-
tive. On the other hand, a ratio that’s unusually high compared
with the average for your industry could mean you’re losing
sales because stock on hand is inadequate.

Just Do It
It doesn’t matter how you start using financial ratios. Just Smart
start using them. Depending on your primary managerial Managing
responsibilities, some ratios may be more relevant than others. Start
with those.

If you're in operations, the turnover ratios will be of immediate
interest. If you're in sales, knowing about liquidity and profitability
ratios will help you assess a client. How many times have you chased
after a business, only to find out they couldn’t or wouldn’t pay? If
you’re in purchasing, it helps to know how stable your vendors are.
Have any ever failed to deliver?




74 Accounting for Managers

Inventory to Net Working Capital

This ratio tells how much of the company’s funds are tied up in

inventory.
inventory
net working capital

If this number is high compared with the industry average, it
could mean the business has too much inventory on hand. It’s
preferable to run your business with as little inventory as possi-
ble on hand, as long as it doesn’t mean losing out on potential
sales opportunities.

inventory to net working capital =

Debt Ratios

Debt ratios measure the extent to which a firm relies on debt to
finance its operations. Various types of debt from the liabilities
section of the balance sheet are compared with various assets.
These ratios are useful for comparing changes—growth or
decline—in a company’s performance from one period to anoth-
er and within an industry. They’re also commonly called leverage
ratios, in reference to the power that can come from the appro-
priate use of debt financing.

Debt-to-Assets Ratio

This ratio, sometimes known simply as debt ratio, shows the
extent to which a company is financed with debt.

total liabilities

debt-to-assets ratio =
total assets

The higher this ratio, the more the business is financed by
outside creditors. The firm is more highly leveraged (debt) and
a higher risk for creditors. Generally, this calculation ignores
short-term obligations (e.g. current liabilities) in calculating debt
ratios based on the prior four quarters of financial performance.

Debt-to-Equity Ratio
This ratio measures the percentage of debt tied up in the

owner’s equity. Generally, this calculation uses only long-term
debt.
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. . _ long-term debt
debt-to-equity ratio = —2————
total equity

As a rule of thumb, a high debt-to-equity ratio means a firm
is more capital-intensive, with all the risks that entails. If this
number is high, the company may want to look for ways to cut
the debt load. Highly leveraged companies are usually more
vulnerable to business downturns than those with lower debt-to-

equity ratios.

Times Interest Earned

Times interest earned, sometimes called the interest coverage
ratio, measures the creditworthiness of a company, the ability of
the company to meet its debt payments. The ratio shows how
many times a company could pay the interest on the annual
debt load. The higher the times interest earned, the more likely
the firm can meet its obligations.

earnings before interest and taxes (EBIT)

times interest earned = :
interest

The EBIT is the operating profit from the income statement.
For the denominator, use the interest expense from the prior
four quarters.

Fixed Payment Coverage Ratio

The fixed payment coverage ratio includes the principal plus
interest amount owed to creditors. It's another measure of the
ability to repay debt.

fixed payment
coverage

L EBIT
ratio =

interest + (principal + preferred dividends) x [|-(] / tax rate)]

The higher the ratio, the safer creditors are in receiving
amounts owed to them.

Profitability Ratios

The profitability ratios track how well the firm generates a profit
through its operations. Since profitability is the core measure-
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ment of a going concern, several ratios have been developed to
dissect profits.

Gross Profit Margin (GPM)

The gross profit margin subtracts the costs of goods sold as a
measure of sales to give the first indication of how much profit
is left to cover overhead and other cash items. Calculate GPM

using the prior four quarters.
(sales — cost of goods sold)
sales

gross profit margin =

A high GPM suggests that the firm has good cost manage-
ment controls of its operations. A high GPM indicates that a
business can make a reasonable profit on sales, as long as it
keeps overhead costs in control. If business is slow and profits
are weak, a high margin could indicate overpricing. A low GPM,
especially relative to industry norms, could indicate underpric-
ing. In general, the GPM should be stable, not fluctuating much
from period to period, unless the industry has been undergoing
changes that affect the costs of goods sold or pricing policies.

Operating Profit Margin (OPM)
The operating profit margin indicates how effective a company

is at controlling the costs and expenses of its operations. The
remaining deductions are interest and taxes.
EBIT
sales

Like GPM, the higher the OPM, the more pricing flexibility a
company has in its operations. This pricing flexibility provides
greater safety during tough economic times. A higher OPM
could also be a sign of the degree of cost control management.

Net Profit Margin (NPM)

Net profit margin is one of the key performance indicators. The
higher the net profit margin, the more effectively the company
is converting revenue into profit. The NPM measures the profits
available to shareholders after deducting interest and taxes.

operating profit margin =
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net profits

net profit margin =
P 8 sales

Comparing profit with sales volume is useful. You can deter-
mine whether you're making enough of a profit. The higher the
profit margin, the more pricing flexibility a firm may have in its
operations or the greater cost control initiated by management.

Return on Investment (ROI)

Return on investment shows how well a company uses its
assets to generate profits.

return on investment = total assets turnover x net profit margin

The DuPont formula is often used to determine the return on
investment. The DuPont method allows the firm to break down
its return on investment into two parts—a profit on sales and an
indicator of efficient asset use. Typically, a low net profit margin
(NPM) means a high total asset turnover (TAT). The signifi-
cance of the relationship between the NPM and TAT, however, is
largely dependent on the industry.

Return on Assets (ROA)

This ratio tells how effectively a business has been making its
assets work. The ROA measures the use of capital to make
profit (before interest and income tax).

EBIT
net operating assets

return on assets =

This ratio is most useful when compared with the interest
rate paid on the company’s debt. When the cost of borrowing—
the interest rate—is higher than the benefit of doing business—
the ROA, there’s a problem. For example, if the ROA is 10%
and the interest rate paid on its debt is 12%, the business’s prof-
it was 2% lower than the interest it paid to make that profit: it’s
costing money to stay in business.

Return on Equity (ROE)

This ratio measures the return earned by a company on its
equity. It has the most narrowly defined capital base of the prof-



78 Accounting for Managers

itability ratios. The higher the rate, the more the company has
increased the wealth of its shareholders.

net profits
shareholder equity

return on equity =

It should be noted that financial analysts vary somewhat in
calculating return on equity.

Earnings per Share (EPS)
The earnings per share measures the dollar return per share to
owners of a company.

total earnings

earnings per share = >
& P shares outstanding

As with many of these ratios, EPS can be calculated broadly
through the use of plain balance sheet numbers or by subtract-
ing out earnings components or calculating the weighted aver-
age of shares outstanding. This depends on the analytical rela-
tionships you seek to establish.

Putting It All Together

There are a number of other valuable ratios that haven’t been
covered here. Among these we could mention price/earnings
ratio, price-to-sales ratio, and price-to-book-value ratio, primarily
because they’re more relevant to investing activities than to
managing a business. As you develop your understanding, you
may find other ratios to depend on to boost your managerial
career.

Now for a little test. The income statement and balance
sheet for General Widget, Inc. are shown below. Following these
reports is a matrix of ratio analysis and the formulas. Take the
numbers from the statements and calculate the ratios. What
kind of shape is General Widget in?



Income Statement
General Widget, Inc.
December 31,200 _

Financial Ratios

(Account (Aggregated Sums
(Account Names) Sums) and Totals)
Sales Revenues
Cost of Sales 3,500,000
Materials 575,000
Labor 625,000
Overhead 250,000 1,450,000
Gross Margin 2,050,000
Operating Expense
Selling 450,000
General and
Administrative 350,000
Depreciation and
Amortization 100,000 900,000
Operating Income 1,150,000
Other Income and
Expenses
Dividends and Interest 25,000
Interest Expense (75,000)
Unusual/Extraordinary
Items 150,000 100,000
Income Before Tax 1,050,000
Income Tax (t = .34) 357,000
Net Revenues 693,000
Balance Sheet
General Widget, Inc.
December 31,200 _
Assets
Current Assets
Cash 350,000
Accounts Receivable 500,000
Marketable Securities 68,000
Inventory 444 400
Prepaid Expenses 15,000
Total Current Assets 1,377,400
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General Widget, Inc.
Balance Sheet
December 31,200_

Assets

Property, Plant, Equipment

Land 600,000
Buildings 1,100,000
Machinery 1,390,000
Furniture and Fixtures 300,000
Vehicles 315,000
Accumulated Depreciation 95,000
Net Property, Plant, Equipment 3,800,000
Total Assets 5,177,400
Liabilities
Current Liabilities
Accounts Payable 580,000
Notes Payable 199,000
Accrued Expenses 95,000
Income Taxes Payable 43,400
Total Current Liabilities 917,400
Long-Term Liabilities
Deferred Taxes 350,000
Long-Term Debt 2,000,000
Total Liabilities 3,267,400

Shareholder Equity

Preferred Stock 200,000
Common Stock 1,190,000
Paid-in Capital 420,000
Retained Earnings 100,000
Total Shareholder Equity 1,910,000
Total Liabilities and Shareholder Equity 5,177,400

Test your knowledge of financial ratios. Using this matrix,
calculate the General Widget numbers on page 81. Round to
two decimal places. In calculating average payment period, use
direct materials for purchases. Use 10% as the interest rate or
cost of capital. (The answers are in the Resources section at the
end of the book.)
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Ratio Formula Answer
Current Current Assets
Current Liabilities
Current Assets — Inventory

uick (Acid —
Q ( ) Current Liabilities
Net Working Current _ Current
Capital Assets Liabilities
Accounts Accounts Receivable

Collection Period

Sales / 360 days

Average Payment

Accounts Payable

Period Purchases / 360 days
Fixed Assets Sales
Turnover Fixed Assets
Total Assets Sales
Turnover Total Assets
Inventory Cost of Goods Sold
Turnover Total Inventory
Inventory to Net Inventory
Working Capital Net Working Capital
Debt-to-Assets Total Liabilities
Total Assets
. Long-Term Debt
Debt-to-Equity Total Equity
Times Interest EBIT
Earned Interest
Gross Profit Sales - Cost of Goods Sold
Margin Sales
Operating Profit EBIT
Margin Sales
Net Profit Margin _ Net Profit Profit
Sales

Return on
Investment

Total Assets Turnover
x Net Profit Margin

Return on Equity

Net Profit
Shareholder Equity
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Manager’s Checklist for Chapter 4

(1 Financial ratios are one of the best and simplest ways to
set an objective performance standard.

(1 To be meaningful, financial ratios must be viewed in com-
parison with the ratios of other entities with similar charac-
teristics.

Liquidity ratios measure short-term solvency. Higher num-
bers show strength.

Operational ratios show how efficiently a company uses its
assets. Generally, higher numbers show strength.

Leverage ratios show how much the company uses debt
financing. Generally, lower numbers show strength.

U U U o

Profitability ratios measure how well the firm generates
profits. Generally, higher numbers show strength.



Management
Accounting

A nd now, for something completely different ... management
accounting!

Up to now, our focus has been on what is termed financial
accounting. Financial accounting information concentrates on
meeting the needs of external parties such as bankers and
investors. These accounting disclosures of business operations
help determine investment and lending decisions. A variety of
federal and local government laws require you to collect,
process, and report the financial information. The outside ana-
lysts receive management’s financial information in prescribed
formats that are generally equivalent from company to compa-
ny. Straying from these laws exposes management to sanctions,
fines, and imprisonment.

Financial accounting deals with past events. The information
often summarizes results at a high level. Using the notion that
the past is prologue, its analytical tools project the future based
on the results of past actions. Financial accounting ratio analy-
sis helps show performance trends and predict the future
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Financial Accounting
Smart As mentioned in Chapter I,
Managing financial accounting is the
face your business shows the outside
world, through the financial state-
ments that are prepared for banks,
stockholders, investors, and govern-
ment agencies. These financial state-
ments are basically historical records
that cover a particular time period,
including balance sheet, income state-
ment, statement of cash flow, and
statement of shareholders’ equity.

be bid profitably? and so forth.

assuming a steady state,
that tomorrow will be
much like yesterday. The
limitations of such analysis
quickly become apparent
when you consider the
host of dynamic manage-
ment questions you face
every day—lease or buy?
when to increase invento-
ry? what is the best selling
price? how many do |
have to sell? can this job

Management Accounting—for the Future

Since the Ancients first gazed into bird guts to guide their
actions, leaders have sought ways to catch the future at its flood
and ride it to profit and glory. In today’s business world, the
practice of management accounting is the path to future insight.
Notice | said, “practice.” Experience is an effective instructor,
even if sometimes cruel. Management accounting is, above all
else, the search for relationships and patterns, patterns that will
lead to a competitive advantage. Those patterns can be hard to
find. Once found, they can also vanish into thin air. It is a daily

challenge.

For a formal definition, management accounting involves
identifying, collecting, sorting, estimating, and analyzing cost,
performance, and other information to make timely decisions.
The time reference is on decisions to plan and control the
future. Budgets, forecasts, and estimates, while based on his-
toric data retrieved from the accounting system, guide future
management actions. The perspective, unlike financial report-
ing, gives detailed analysis to smaller parts of the entity and
intertwining relationships. It can divide and/or compare the data
by products, regions, delivery channel, etc.
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- Ke

How all this informa- Management accounting T"—"IZI
tion is put to meaningful The practice of identifying,
use is as much art as sci- | collecting, sorting, estimat-
ence. While there are cer- | ing, and analyzing cost, performance,
tainly AICPA and individ- and other information to make timely
ual industry recommenda- decisions and to plan and control the
tions on the methodology futL.Jre through budgets, forecasts, and

estimates.

of management account-

ing, there are many ways
to meet the individual needs of the business managers. Unlike
the hard, clear edges of financial accounting, no one way can
be named the best, although consultants will evangelize for a
fee. The choice is among approaches that have proved more
or less useful for your
business size and industry. : Ky

. . Cost behavior The man- [7erm,

One thing shines clear. : .
. ner in which a cost changes

You must do something. To

o , as the related activity
survive in today’s global changes. Some costs vary with vol-

environment, you have to ume or operational expenses; others
pay attention to key ele- remain constant.

ments of management
accounting. It is your understanding of cost behavior that will set
you right on the path to business success. Without such an
understanding, you might as well be casting runes.

Cost Accounting

Management accounting is often called cost accounting and you
will find the terms used interchangeably. Cost accounting is
generally considered the major subset of management account-
ing. The field of cost accounting has most of the analytical the-
ories and approaches to cost behavior. To make a distinction,
management accounting looks to the tasks of decision-making,
policy setting, and communicating information, while cost
accounting collects and analyzes costing, pricing, and perform-
ance details for internal management and, crossing into finan-
cial accounting, for external reporting.
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Management accounting systems can report information in
any way that is useful to management. The system does not
have to conform to GAAP.

= Unfortunately, once the
1’«:,,-"1 Cost accounting The data is in the system, it is
practice of collecting and often unused or misused.

analyzing costing, pricing,and | Managers are usually
performance details for internal man- aware of what is in the

agement and for external reporting. externally reported finan-

cials. What happens then
is that managers use only the information in external financial
reports—and so they make poor decisions. Successful man-
agers need to learn, through study or experience, the tools to
find and analyze the relevant data necessary to make good
business decisions.

Cost accounting developed from three data streams.

The first might be termed desperate experience. This branch
is perhaps best exemplified by breakeven calculations, dis-
cussed more fully in this chapter, and production/overhead/
inventory management, discussed in the next.

The second stems from academic research. Here you will
find such concepts as activity-based costing (ABC), balanced
scorecard, and transfer pricing, all discussed in a later chapter.

Finally, there is the constructed software package approach,
ranging from Intuit’s QuickBooks® and Microsoft’s Small
Business Manager, through Solomon and MAS90®, to the
enterprise behemoths like SAAP R3/R4, PeopleSoft, and Baan.

£l Choice or Confusion?
I\ I\ In this multiplicity of approaches lie both opportunity
and danger. Choosing an inappropriate cost or manage-
ment accounting system can quickly lead to financial or competitive
ruin. Pick a middle-of-the-pack approach and you will get middling
results. Chose the optimum one for your situation and you may enjoy
a significant competitive advantage over other companies. You will find
yourself making smarter investment, inventory, pricing, and hiring deci-
sions and making them faster.
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Management Accounting and Competition
Sometimes a management accounting system can create a
huge competitive advantage. Consider SABRE (Semi-
Automated Business Research Environment), the reservation system
developed by American Airlines. This was a management accounting
system that let AA manage its yield and pricing to crushing competi-
tive advantage. SABRE was so effective that competitors had to mount
a series of lawsuits to slow AA while they built their own systems. AA
was still able to grow and then maintain its status as one of the two
dominant U.S. domestic airlines. As the SABRE innovations became
more widespread throughout the industry, AA was able to spin off
SABRE at a handsome profit while relying on new initiatives to main-
tain its competitive position.

Aside from some general observations about management
accounting systems, the package approaches are not covered
in this book. While each system can capture and sift, with vary-
ing degrees of felicity, the raw data necessary for cost analysis,
it is not until you get into enterprise-level software that you go
much beyond standard financial reporting capability. You still
have to extract the relevant data and process it separately. The
determined manager will find a way to extract and use the data.

Cost accounting varies, depending on whether you manufac-
ture or retail goods and on whether you provide a product or a
service. In each area, the approach to cost identification varies.
The goal of all approaches is to aid strategic decision-making
and cost management. There are some constants that you need
to understand in order to talk about cost accounting. You will
want to know how much you have to sell to meet expenses. You
will want to know the effect of pricing on sales volume.

In just about all systems, you want to find what it cost to
operate and maintain the business and the amount of profit
made within a specific time period. If you manufacture, you will
want to know the value of the raw materials and the work in
process. How much did you make from finished goods sold and
how many remain to be sold? You take those results and pre-
pare for the activities of the next time period. You make budgets
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and forecasts. You compare with past time periods and look at
any variances that might need corrective action or improve-
ment. These results help you control, plan, and decide.

The Vocabulary of Cost Accounting
Many of the cost accounting terms are fuzzy and imprecise.You can
find them defined differently in several sources. For our purposes, we
will use the following definitions.

Cost The cash, cash equivalents, or resources spent to reach a specif-
ic objective.

Cost center A location or function of an organization where man-
agement is primarily responsible for controlling costs.

Cost drivers Output measures of resources and activities. Hours
worked drive labor wage costs. How well the top managers identify
the most appropriate cost drivers determines how well they under-
stand cost behavior and how well costs are controlled.

Cost object Any activity, item, or operation for which management
wants a separate cost measurement. Examples of cost objects are a
product, a service, a project, a customer, a brand category, a depart-
ment, or a program.

Cost unit A quantitative unit of product or service for which costs
are known. (See cost object.)

Direct costs Costs tied specifically or traced to a given cost object.
Examples are direct materials (DM), direct labor (DL), and direct
expenses (DE).

Fixed costs Costs not immediately affected by changes in the cost

driver, staying the same regardless of volume. Most balance sheet fixed
assets represent fixed costs.

Indirect costs Costs that cannot be tied specifically or traced to a
given cost object. Examples are indirect materials (IDM), indirect labor
(IDL), and indirect expenses (IDE).

Mixed costs Costs with both fixed and variable components. An
example might be marketing costs that have a budgeted base but then
rise and fall as sales change.

Profit center A location or function of an organization where man-
agement is primarily responsible for generating profits.
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Relevant range The range of costs through which the cost/volume/
profit relationship holds generally true. Usually, it is within two stan-
dard deviations or less.

Variable costs Costs that change in direct proportion to changes in
the cost driver. For example, wages payable vary as hours worked wax
and wane.

Cost/Volume/Profit Analysis

If you bought this book for no other reason than this next sec-
tion, you will be well rewarded. Go into several businesses with
gross sales less than $10 million. Ask the managers or owners
what their breakeven point is. You will be lucky if you find 20%
who know it. If that is the case, you probably went into several
franchised businesses. Most franchisors stress breakeven analy-
sis. Your number will probably be around 5% or 10%.

Do you know your own business’s breakeven? If you do,
congratulations! You'll probably also notice that the other man-
agers and owners who know their breakeven have thriving busi-
nesses too. If you do not know your breakeven, not to worry:
you are about to become a
forecasting commando.

[ would pick the con-

Key
Breakeven point The vol- [TerH
ume of sales needed for a

cept of breakeven as the business to cover all of its

single most important expenses (fixed and variable), to gen-
business concept to grasp. | erate zero profit.As an equation,
Even with its limitations, breakeven point = fixed costs =+ gross

and we’ll cover those, once | Margin percentage.

you understand that tiny
point that teeters on the margin of profit and loss, you are on
your way to becoming a master.

Now, most business owners, through experience, do get a
notion of where their breakeven is. “l have to gross around
$250,000 a year before | can start to feel comfortable,” you
might hear them say. Ask them how much they would need to
open another store, start another crew, or add a new line of
business and the answer will be less precise. For a strong and
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successful business, you must know the financial impact of
your most basic business decisions.

What happens if your sales volume drops? How low can it
go before you see red ink? If you chop your prices to sell more,
how much more will you have to sell? What are your most prof-
itable products or services? If you or the sales force push them,
how much more will you make? Enough to expand? If you take
out a loan to expand and the interest forces fixed costs up, what
sales volume will cover those increased costs?

The breakeven equation (BE) and related cost/volume/profit
(CVP) analysis corollaries can answer these questions and many
_% more a.lbout your business

operations. BE/CVP analy-

(CVP) analysis A way of sis looks at th'e relationship
examining the relationship among your fixed and vari-

among your costs (fixed and variable), | able costs, your volume (in

q1arm\ Cost/volumel/profit

your volume (as units or as dollars), terms of units or in terms
and your profits. of dollars), and your prof-
its.

The two principal breakeven (BE) analysis formulas are:

breakeven sales volume = fixed costs =+ contribution margin ratio

breakeven sales dollars = gross sales — variable costs — fixed costs

The contribution margin ratio is sales price (SP) minus vari-
able costs (VC). The contribution margin (CM) is gross sales
(S) minus VC. This remainder contains the fixed costs (FC) plus
any profit.

CVP Basics

There are three main tools offered by CVP analysis:

* Breakeven analysis tells you the sales volume in units or dol-
lars you need to break even, in various price or cost scenarios.

e Contribution margin analysis compares the profitability of different
products, lines, or services.

* Operating leverage is a measure of how your business uses fixed
costs. High operating leverage magnifies profits as sales rise and
losses as sales drop.
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Profit (P) alone could be stated as
P=CM-FC
Thus, when profit is zero, the breakeven point, S — VC - FC,
= 0. Expressed algebraically, the BE sales volume equation is
BE (units) = FC + (SP —VC)
Let’s take an example to put our equations to work. Assume
the following facts:

e fixed costs (FC) = $40,000
e selling price per unit (SP) = S10
e variable cost per unit (VC) = $6

Let’s stick those values into our equation, BE (units) = FC +
(SP -VC).

¢ BE (units) = 40,000 + (10 - 6)

¢ BE (units) = 40,000 + 4

¢ BE (units) = 10,000 units

If the selling price is $10 per unit, the breakeven in sales
dollars is 10,000 units multiplied by $10 per unit. We need
$100,000 in gross sales revenue to reach breakeven.

An algebraic alternative to solving for the breakeven point in
sales dollars is to let X equal breakeven sales in dollars, so that
the equation

sales (BE$) = gross sales — fixed costs — variable costs

is expressed in our example as:

0 = X - 0.6X — $40,000

X —0.6X = $40,000 (solving for X)

0.4X = $40,000

X = $100,000

You can check this result with a variable cost income state-
ment.

Gross Sales (10,000 x $10) $100,000

Less: Variable costs (10,000 x $6) 60,000

Fixed costs 40,000



92 Accounting for Managers

CVP Assumptions
ymart © The behavior of gross sales revenue is linear over the
Managing .cjevant range.

* The behavior of total costs is linear over the relevant range.

* Costs can be categorized as fixed, variable, or mixed.

* Capacity stays constant during the reference period.

* Labor and technology productivity and market conditions do not
change.

* For both variable and fixed costs, sales volume is the only cost
driver.

* The sales mix remains constant over the relevant range.

* For manufacturing firms, inventory stays the same from beginning to
end of the relevant period.

Profit before taxes 0

Less: Income taxes 0

Profit after taxes $0

Now that you understand how to calculate breakeven, you
can plan for profit. What sales in units and dollars are needed to
reach a target profit before taxes of $50,000?

Let X = breakeven point in units.

Sales = $10X

Less:Variable costs = 6X

Contribution margin $90,000 = $4X (Remember: CM = P + FC))

Less: Fixed costs $40,000

Profit before taxes $50,000

Therefore, $90,000 = $4X

22,500 units = X

Sales in dollars = 22,500 x $10 = $225,000.

Check this by completing the variable cost income statement.
Sales $225,000 = 22,500 x $10

Less:Variable costs — 135,000 = 22,500 x $6

Contribution margin $90,000

Less: Fixed costs 40,000

Profit before taxes $50,000
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How Changes in Fixed Costs, Variable
Costs, and Price Behave

* Breakeven changes in the same direction as a change in
fixed costs: as fixed costs go up, breakeven goes up.

* Breakeven changes in the same direction as a change in variable
costs: as variable costs go up, breakeven goes up.

* Breakeven changes in the opposite direction as a change in selling
price: as selling price goes up, breakeven goes down.

M.Sarl?aagritng

Let’s toss taxes into the mix. We’'ll assume a tax rate of 35%.
What unit and dollar sales do you need to reach a targeted
after-tax profit of $30,000? Let’s set up what we know.

Let X = breakeven point in units.

Sales $ = $10X

Less: Variable costs = 6X

Contribution margin = $4X

Less: Fixed costs 40,000

Profit before taxes $

Less income taxes $

Profit after taxes $30,000

To calculate profit after taxes (AFTER), start by finding the
profit before taxes (BEFORE).

AFTER = (I — tax rate) x BEFORE

$30,000 = (I — .35) x BEFORE

$30,000 + .65 = BEFORE

$46,154 = BEFORE

Therefore, Sales $ = $10X

Less:Variable costs = $6X

Contribution margin $86,154 = $4X

Less: Fixed costs 40,000

Profit before taxes $46,154

Less: Income taxes 16,154 = 35% x $46,154

Profit after taxes $30,000

$4X = $86,154
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X = $86,154 + $4

X = 21,538.5 units (You won't sell half a unit, so round up.)

Sales in dollars = 21,539 x $10 or $215,390

The income statement below shows that $215,390 in sales
will get you an after-tax profit of $30,000 after rounding.

Sales $215,390

Less: Variable costs 129,234

Contribution margin $86,156

Less: Fixed costs 40,000

Profit before taxes $46,156

Less: Income taxes 16,155

Profit after taxes $30,001

Limitations of BE/CVP Analysis
Given the assumptions surrounding BE/CVP analysis listed earlier, you
should understand that many of them create real-world limitations
associated with BE/CVP analysis.

The analysis assumes a linear sales function and a linear cost func-
tion. Costs in particular can move in stair-step fashion with increased
volume. The level of output can affect both selling price and variable
costs. This creates nonlinear relationships, resulting in two or more
breakeven points.

The analysis assumes that price, total fixed costs, and unit variable
costs can be clearly identified and stay steady over the relevant range.
This area is one of the hardest to pin down, as quantities and values
are constantly shifting. If mixed costs cannot be separated into fixed
and variable, breakeven results will be inaccurate and of limited use.

The analysis assumes that you sell all inventory or production.
Unsold inventory makes breakeven calculations moot. Also, the
BE/CVP analysis does not recognize cash flow. It assumes only short-
term profit planning. It considers neither the time value of money nor
the timing of revenues and costs.

For multiple-product analysis, you know the product sales mix.
Rarely will customers buy in exactly the product mix ratios you calcu-
late.You can determine the contribution margin only for a particular
product mix. If the product mix actually sold differs from that used in
the analysis, expected profit and realized profit will be different.
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Management could perform BE/CVP analysis separately for each prod-
uct. It could be hard to allocate common fixed costs of all product
lines to each single product line.

You assume to know the selling prices and costs over the relevant
range. There are a number of factors, particularly involved in overhead
calculations, as we shall learn in the next chapter, that make these fig-
ures less certain.

In many situations, more sophisticated mathematical tools, to
include calculus and linear programming, can be used to reach similar
results. The BE/CVP analyses work best for firms, branches, or product
lines with sales less than $8-$10 million. Beyond that range, you will
need more sophisticated forecasting tools.

Do you want to set a profit target for your sales force? What
gross sales figure in dollars will they have to reach for a pretax
profit equal to 25% of sales?

Let X = sales in dollars

Sales $ = 1.0X

Less:Variable costs = 0.6X

Contribution margin $40,000 + .25X = 0.4X

Less: Fixed costs $40,000

Profit before taxes .25X

4X = $40,000 + .25X

15X = $40,000

X = $40,000 + .15

X = $267,000 (after rounding up)

Use the variable cost income statement to test the solution.

Sales $ 267,000

Less:Variable costs 160,200 = .6 ($267,000)

Contribution margin $106,800 = .4 ($267,000)

Less: Fixed costs 40,000

Profit before taxes $66,800

With rounding, $66,800 is 25% of $267,000. Come on,
folks! That’s a doable target.

OK, we’re getting hot now. What sales in dollars do we need
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to hit a targeted after-tax profit of 8% of sales? This is the kind
of number the Board of Directors or CEO sets up. You wonder
where they got it. | can assure you it was set only after the most
careful deliberation, considering all relevant economic, social,
and market factors. Trust me.

Let X = sales in dollars

Sales $ = 1.0X

Less:Variable costs = 0.6X

Contribution margin $ = 0.4X

Less: Fixed costs 40,000

Profit before taxes $

Less: Income taxes

Profit after taxes $.08X

We’ve done something like this before, so it should be get-
ting easier. Remember: this takes practice.

AFTER = (I — tax rate) x BEFORE

0.08X = (I —.35) x BEFORE

0.08X + 0.65 = BEFORE

0.123X = BEFORE

Therefore,

Sales $ = 1.0X

Less:Variable costs = 0.6X

Contribution margin $ 40,000 +.123X = 0.4X

Less: Fixed costs 40,000

Profit before taxes 0.123X

Less: Income taxes 0.35 X

Profit after taxes 0.08 X

4X = 40,000 + .123X

277X = 40,000
X = $40,000 + 277
X = $144,404

The following income statement checks the solution:
Sales $144,404
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Less:Variable costs 86,643 = .6 x $144,404

Contribution margin $57,761

Less: Fixed costs 40,000

Profit before taxes $17,761

Less: Income taxes 6,216 = .35 x $17,761

Profit after taxes $11,545= .08 x $144,404 (after rounding)

Hey, that wasn’t so hard. As a bonus, your sales target is
now actually lower than the 25% of pretax sales you set earlier.
Now for some graduate school work. Here’s an example using
multiple products with different contribution margins.

Product SP -VC = CM x Mix = CM

A $10-%$6=%$4x3=%I2

B $8-$5=$3x2=%6

Total CM per package $18

Given: Total A and B fixed costs = $180,000

BE (units) X = Fixed cost / Unit contribution margin
= $180,000 / $18
= 10,000 packages to break even

Since each package contains three units of A and two units

of B, to break even, we need to sell:
A: 3 x 10,000 = 30,000 units
B: 2 x 10,000 = 20,000 units

Operating Leverage

Operating leverage measures how much a firm or project relies
on fixed rather than variable costs. Picture a teeter-totter: one
end is sales and the other is profit. Here’s what operating lever-
age looks like:

Contribution Margin Is Key
If you face any limitations on the quantity of products that can
be produced or sold, then you gain the greatest total profit
through concentrating on those products that yield the highest contri-
bution margin in relation to the limiting factor.
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Revenue Profit
(OL)

As you can see, the fulcrum is shifted well off-center toward
the revenue side. That means that if you push down on the rev-
enue side of the lever the profit side will obviously move up
much more than the corresponding push down. That’s operat-
ing leverage—a unit increase in revenue results in a multi-unit
increase in profit.

Increased leverage means replacing variable costs with fixed
costs. Operating leverage implies replacing labor with capital,
workers with machines. Greater operating leverage increases
profits when sales are high, since variable costs are lower and
the contribution margin is increased. Conversely, when most of
the costs are fixed, then the costs will remain high while sales
are dropping and profits shrink. This is why profits often shoot
up after a retrenchment. Companies have cut variable costs to
survive, so when sales increase again, profits outpace the addi-
tion of variable costs.

There is some controversy within the accounting profession
about how operating leverage should be determined. For our
purposes, we'll use the following formula:

degree of operating leverage =
contribution margin + profit before taxes (aka operating income)

(DOL = CM / Ol

L e Operating Leverage Cuts Both Ways
I\ \ The risk in high fixed costs is that the business must

keep sales high.A small error in forecasting sales can be
magnified into large errors in cash flow and threaten the existence of
the firm if fixed costs can’t be covered.

Smaller service and retail businesses tend to have fewer employees and
so often treat payroll as a fixed cost. The owners and managers would like
to avoid the turmoil, administrative, and training costs that layoffs bring.
This means smaller businesses must operate efficiently with these relative-
ly higher fixed costs. Insufficient cash flow (often caused by high fixed
costs) and high fixed costs are the leading causes of small business failures.
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The result is a ratio. From our example above where we cal-
culated the sales in dollars needed to hit a targeted after-tax
profit of 8% of sales:

degree of operating leverage = $57,761 = $17,761 = 3.25

Now suppose that sales are 25% higher than projected.
What is the percentage change in profits?

Percentage change in profits = DOL x percentage change in sales

Percentage change in profits = 3.25 x 25% = 81%

Proof: Sales $144,404

Less:Variable costs 86,643 = .6 x $144,404

Contribution margin $57,761

Less: Fixed costs 40,000

Profit before taxes $17,761

Sales $180,505

Less:Variable costs 108,303 = .6 x $180,505

Contribution margin $72,202

Less: Fixed costs 40,000

Profit before taxes $32,202

Degree of operating leverage = $72,202 | $32,202 = 2.24

Profit before taxes increases by 81%, $17,761 x 1.81 =
$32,202 (with rounding). The DOL drops to 2.24 because the
variable costs also increased.

Assume now that the company buys two machines that
increase fixed costs to $30,000. These same machines can cut
variable costs by $.20 per unit, bringing variable costs down to
$.40 per unit.

Sales $180,505

Less:Variable costs 72,202 = .4 x $180,505

Contribution margin $108,303

Less: Fixed costs 70,000

Profit before taxes $38,303

Degree of operating leverage = $108,303 +~ $38,303 = 2.83

Profit before taxes increases almost 20 % over the high-
variable-cost scenario ($38,303 versus $32,202). The DOL
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goes up to 2.83 because the variable costs are now lowered.
This example also gives you an idea of the power of changes
in the contribution margin that can come from controlling both
variable and fixed costs.

Margin of Safety

The margin of safety tells you how low sales can fall before cre-
ating a loss. The margin of safety equals sales minus breakeven
sales (MOS = S — BES). Select a desired margin of safety in
terms of sales, either by forecast or actual numbers. Calculate
the breakeven point in dollars. The difference indicates how far
sales can fall before reaching the breakeven point. The range is
your margin of safety.

Assume that a company has the following projected income
statement:

Sales $100,000

Less:Variable expenses 60,000

Contribution margin 40,000

Less: Fixed expenses 30,000

Income before taxes $10,000

The breakeven point in dollars (BES) is equal to $30,000 +
.4 or §75,000. The safety margin equals $100,000 - $75,000 or
$25,000.

Benefits of BE/CVP

As you become more sensitive to the movements in fixed and
variable costs on contribution margin and profit, you will find
several benefits in using BE/CVP on a regular basis. You will
have firmer grasp on analyzing the impact that volume has on
short-term profits. Also the changes in costs, both variable and
fixed, have an impact on profit. You will also understand how
changing the selling price through changing the contribution
margin will affect the amount you have to sell and your operat-
ing income. When you are working with multiple products, it
can help you analyze how the mix affects profits.
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CVP analysis is merely a simplified model. The usefulness of

CVP analysis may be greater in less complex smaller firms. For
larger firms, CVP analysis can be valuable as a decision tool for
the planning stages of new projects and ventures.

Manager’s Checklist for Chapter 5

J

J

Management accounting is as much art as science. You
will have to practice and closely follow the behavior of pat-
terns in the daily flow of business operations.

Cost accounting is free form, compared with financial
accounting. Many managers never make the transition to
understanding it and so fall into the trap of looking only at
revenues, expenses, and financial statements.

Breakeven and cost/volume/profit analysis are your Swiss
Army knife of basic analytical tools. Understanding how
they work is the foundation of your operational manage-
ment decision process.

There are limitations to traditional BE/CVP analysis. It is as
important to understand them as it is to understand the
benefits.

Operating leverage can be an effective tool in managing
profits.



Management Cost
Accounting

B reakeven and its related cost/volume/profit concepts apply
to all profit-making activities. In this chapter we’ll discuss
inventory and overhead, two important topics.

Cost Behavior, Inventory, and Overhead

Understanding inventory costing is another part of cost
accounting that affects primarily business managers. Inventory
in merchandising, where you buy a finished good to sell to cus-
tomers, is more straightforward than inventory in manufactur-
ing, where you have three levels of inventory to track, as we’ll
discuss shortly.

Managers at all levels of government, educational institu-
tions, and nonprofit organizations join businesses in tackling the
fundamental concept of overhead. In a standard accounting
textbook, overhead is usually defined as the sum of all costs
after direct materials and labor have been subtracted. But that’s
just the tip of the iceberg.

102
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How i d ap
oW Inventory an Overhead The costs of Term,
overhead are tracked and doing business other than

recorded has an impact on | direct materials and direct
both the income statement | labor. Overhead includes rent, insur-

and the balance sheet. ance, heat, light, supervision costs,
When factors like net facilities maintenance, and indirect

income or return on invest- materials and indirect labor.

ment serve as compensa-
tion criteria, managers will strive to push those numbers into the
bonus range. For example, many managders get performance
bonuses if they meet certain net income targets. Since inventory
is valued on the balance sheet as an asset and is not reported as
an expense on the income statement until it is sold, keeping
inventory at a high level can increase net income. Bonus time!
Your cost accounting approach to inventory and overhead
will vary depending on whether you make or provide a product
or a service. Added considerations include the performance
metrics standards managers must meet. Generally, multiple per-
formance standards reflect performance better than a single

Multiple Meanings Confuse reridl
“Burden” is the term sometimes used interchangeably \ \
with “overhead” and sometimes in place of it. More
often, you will find it referring to a specific set of costs that may
include both fixed and variable costs—"“What is your labor burden,
your inventory burden, etc.?”

As with many accounting terms, these multiple meanings can cause
confusion unless you pin down the references. The culture of one com-
pany may refer to the payroll burden as the total payroll cost, while
another may mean only the direct manufacturing labor cost.Add to this
confusion the effects of globalization. Increasingly, British or other
national accounting terms pop up in reports and papers with no con-
text, particularly in manufacturing companies with global operations.

You cannot take for granted that everyone at the table sees the ele-
phant in the same way.As a manager, one of your tasks is to bring clar-
ity to communication. Having everyone understand the same meaning
is a good start.
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standard. In the end, cost accounting is just a way to gauge how
well managers meet their goals.

Liquid Lemons

For an overall look at how a business accounts for costs, manu-
facturing, labor, inventory, and overhead, let’s call Dick and
Jane back to their lemonade stand.

Dick and Jane make and sell a product. They are combined
manufacturers and direct sellers.

They have a recipe for lemonade:

1 cup simple syrup (1 cup sugar dissolved in 1 cup water)
juice of 6 lemons

4 cups cold water

yield: five 8-ounce servings

They must buy raw materials to make the lemonade:
lemons are S.10 each and sugar is $.30 a pound.

They know the bus stops on the corner every 15 minutes
starting at 4 p.m., when they can open, until they have to close
after the 6:15 p.m. bus to go home for supper. These hours will
give them 10 selling opportunities. Five to 10 people get off
each bus and start the hot walk home. They plan to sell two to
five glasses of lemonade at $.50 per glass per bus. Oops, Molly
and Tom want to get paid. They both want $1.00 per hour.
Now, there is enough cost information to plan breakeven.

Each time the bus stops, their direct costs are $1.25. For
total direct cost, in direct materials (DM), they will need six
lemons and a half pound of sugar plus $.50 in direct labor (DL)
times the 10 bus stops.

Direct materials
6 lemons x $.10 x 10 = $6.00
> pound sugar x S$.15 x 10 = $1.50
Direct labor
8.50 x 10 = $5.00
Total $12.50
They will have to sell how many glasses to break even?
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Without any overhead, they will have to sell 25 glasses at $.50
to break even.

Do you remember James? He was going to buy the supplies
and they’ll put him to work making the lemonade. Because he’s
a year older than Molly, he wants $1.10 per hour. He'll also work
an extra hour getting the stuff from the store and setting up. So,
that’s 3.5 hours at $1.10, for $3.85.

We face a decision. How will we classify James’ costs?

Part could go to direct labor for mixing the lemonade. Part
could go to administrative overhead for buying the materials.
Then, maybe we ought to reconsider Molly and Tom as admin-
istrative overhead selling costs. Notice, by the way, that James’
costs bring breakeven sales up to $16.35 (S12.50 + $3.85),
more than halfway to the maximum sales predicted of $25.00
(5 glasses x 10 buses at S.50 per glass).

Recall the discussion about leverage and fixed costs. If they
don’t sell more than three glasses per bus, they're in the red.
Converting Molly and Tom to variable cost items under the sell-
ing overhead could make sense. One of them may have to go
home if sales aren’t as brisk as planned.

If you're thinking ahead, you may have worked out that at
maximum sales, Dick and Jane will gross just under $2.00 per
hour. If they average only four glasses per bus, they’ll make
about $.90 per hour, less than their employees. At three glass-
es, they’re in the red. This business looks like it will need some
sort of capital infusion until it can establish a reliable customer
base. Entrepreneurs can identify with this narrow ledge separat-
ing profit from loss.

What do they do with any lemonade left over at the end of
the day? How about cleanup costs? Will people get clean glass-
es or use paper cups? How about those costs? How about
equipment? James will need a knife to slice the lemons and a
juicer. Also, something to heat the water to make the syrup and
a pan for the syrup. Yeah, pitchers for the lemonade. Need a
sign. Be nice to have someone do a cute graphic to catch peo-
ple’s attention. They can call their business “Liquid Lemons.”
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Need an umbrella to shade Molly and Tom so they don'’t get
sunburned and have to file workers’ compensation.

In the cycle of planning and decision-making, you can see
that Dick and Jane are starting to put together elements for a
master budget, a sales budget, a production budget, and an
operating budget. For a more extensive look at budgeting, refer
to Budgeting for Managers by Sid Kemp and Eric Dunbar
(McGraw-Hill, 2003). I'll only touch on some specialized
aspects of budgeting when discussing variances under activity-
based costing and the budget impact on profit planning.

As a manager, your prime duties include asking questions
about all the things that your entity needs to do the job and how
much each costs. For a simple lemonade stand, Liquid Lemons
shows the complications managers face when they have to con-
sider and account for all the potential costs.

Classifying Costs

Useful cost data has several characteristics, regardless of the spe-
cific product or service involved. Costs may be classified by their
nature, their relationship to production or administration unit activ-
ities, or their relationship to changes in production volume. The
following box includes some basic cost categories.

Avoidable costs Costs that can be saved by not taking a given alter-
native.

Unavoidable costs Costs that cannot be saved.

Commiitted costs Costs that cannot be cut, even if the organization
halts operations for a short time. They result from an organization’s
facility use, fixed contracts, or even its basic organization structure.

Conversion cost All direct labor costs and overhead costs to con-
vert materials into finished products. In some cost accounting systems,
it can specifically mean the costs to upgrade a cost object in value or
durability.

Discretionary costs Costs that an organization chooses to incur,
which management can quickly adjust up or, most often, down.
Examples would be advertising and research, although the cost most
often cut is training.
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Engineered costs Costs that have a definitive, physical relationship
to a selected measure of activity.

Financing cost Cost of interest paid on cash to support the organi-
zation.

Period costs Costs that are not product costs. All selling and admin-
istrative costs are typically considered to be period costs. Period costs
are expensed on the income statement in the time period in which
they are incurred.

Prime costs All direct materials and direct labor costs.
Product costs Direct materials, direct labor, and manufacturing

overhead. They appear as the cost of goods sold on the income state-
ment.
Relevant costs Costs that would no longer be incurred if a specific

activity were to cease, costs that differ for alternatives being consid-
ered.They are also known as incremental or differential costs.

Irrelevant costs Costs that would not be affected by a decision
between or among alternatives that would change relevant costs.

Sunk costs Costs that cannot be recovered because they occurred
in the past and have no effect on decision making.

There are many ways to categorize a cost. In basic produc-
tion, when we look at a cost’s nature, we try to fit it in terms of
the following:

® materials—direct and indirect

¢ labor—direct and indirect

¢ overhead—all the costs other than direct materials and
direct labor

Trends in the manufacturing sector suggest that many costs
once considered variable or overhead have become committed
fixed or semivariable costs because of automation and labor
union contract provisions. Service businesses also see this hap-
pening with salaries in particular.

Overhead costs can be further broken down into factory
overhead, manufacturing overhead, administrative overhead,
selling overhead, etc. How managers classify and treat these
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overhead costs can influence financial reporting. Net income is
a major example we’ll look at a bit later.

When costs are considered as part of the production
process, we see that prime cost equals direct materials plus
direct labor (PC = DM + DL). Product cost is direct (raw) mate-
rial cost plus conversion cost. Recall that conversion cost is
direct labor plus production overhead. Total cost is product cost
plus all the administrative, selling, and distribution overhead
involved plus any financing cost.

Under a cost/profit center arrangement, managers catego-
rize costs by administrative units. They can look at factory
departments like production or production services depart-
ments. Administrative departments might break out into per-
sonnel, accounting, security, and so forth or be lumped together
as administrative overhead. Some other common operational

subdivisions, depending on the nature of the business,

Cost Behavior Patterns
Variable costs (VC) stay constant on a per-unit basis and
change in direct proportion to activity levels. Make more and
the VC total goes up.

Step-variable costs are nearly variable, but go up in small steps
rather than at a constant rate. Equipment maintenance is an example:
as more machines work more hours, more maintenance work results.
If the steps are small, you can treat the step-variable cost function as a
variable cost.

Fixed costs (FC) remain constant in total, but fluctuate per unit
depending on activity levels. Make more and the FC per unit will
decrease.

Step-fixed costs behave as fixed costs within a wide relevant range,
but change outside that range.

Semivariable (or mixed) costs have both a variable and a fixed com-
ponent. They increase or decrease with activity levels, but not in direct
proportion. An example would be a salesperson on a fixed salary plus
commission.

Curvilinear costs cannot be represented with a straight line, but are
represented with a curve showing either increasing or decreasing mar-
ginal costs.Working these out is why people take calculus.
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are marketing, selling, distribution, and transportation depart-
ments. All of these will have some overhead costs associated
with them.

Looking at cost behavior associated with volume, we find
that product costs do not transfer from assets to expenses until
the finished goods are sold. Once the goods are sold, their
product costs become part of the expense item cost of goods
sold (COGS). They are then matched with sales revenue and
other operating overhead expenses to find operating income.
Finished goods that are not sold by the end of a reporting peri-
od are treated as finished goods stock or inventory held for sale.
Under the absorption cost accounting system (which I'll explain
shortly), overhead costs linked to these finished goods are also
assigned to the goods and not reported as expenses.
Remember this point: we’ll return to it later.

To predict costs, managers must understand cost behavior
patterns as they plan, control, and make decisions for their
organization’s operation. Those costs need to be parsed out into
the various cost categories for analysis. One common way to
classify costs involves looking at the ledger account names and
deciding whether each cost is fixed or variable or what. Rent?
We pay it each month, so it must be fixed. Raw materials? The
cost depends on how much we make, so it must be variable.
Electricity? We have to pay something each month, but the bill
depends on how much we run the machines, so it must be one
of those semivariable costs.

Each cost is classified as a variable, fixed, or semivariable
cost to determine how the cost will behave in the future. This
classification is then adjusted based on experience. Many small
businesses go no further. The weakness of this approach is that
it reports only what costs have been, not what they should be.

Analyzing Cost Behavior

Cost behavior can show multivalent charms. The relationship to
activity can be linear, nonlinear (zigzag), or curvilinear. There
are four main techniques for splitting semivariable costs into
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component elements:

high-low

engineering

scatter graph

least squares regression analysis

Because all of these methods depend, to some degree, on
past data, if conditions change dramatically the results will be
unreliable in predicting future cost.

The high-low (two-point) method relies on the highest and
lowest cost in a given period for prior activity levels.

The variable cost part of the mixed cost is the change in
cost divided by the change in activity:

VC =AC/AA

(In mathematical formulas, the Greek letter delta (A) means
change.)

The fixed cost component is equal to the total cost at high
volume less the high volume times the variable cost component:

FC =TC - (HV xVC)
In the engineering approach, engineers study a product’s

direct material and labor requirements, add related direct over-
head, and then make per-unit estimates of the costs that

Variable and Fixed Costs
Month Electricity Costs Units Produced

Jan $5,000 1,600

Feb $2,500 1,400

Mar $1,000 1,200
VC = AC/ AA

VC = ($5,000 — $1,000) / (1,600 — 1,200)
VC = $4,000 / 400
VC = $10.00 per unit

FC = $5,000 — (1,600 x 1.00)
FC = $5,000 — 1,600
FC = $3,400
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should vary with production. As a predictor, this approach
shows what costs should be rather than what they were. The
engineering approach is often used when making a decision on
whether to start producing an item or to upgrade or otherwise
alter an item. In the case of a new product, this estimate is
then adjusted as operational data comes available.

A useful feature that is sometimes combined with the engi-
neering approach and sometimes stands alone is a simple inter-
view. Asking workers directly involved in production helps identify
cost drivers and find out what’s likely to happen, given specific
action paths. Interviewing workers not only clarifies the engineer-
ing approach, but also has residual managerial benefits: it gives
people who have firsthand experience input into the analysis.

For the scatter graph method, you gather cost and volume
data from prior periods and chart the data points on an X-Y
grid. Then, you draw a straight line from the origin to the far-
thest data point. The placement and slope of the line are judg-
ment calls: you eyeball the data and fit the line visually as close
to the data points as possible. Then, for any cost/volume con-
sideration, you start from the corresponding X-Y axis, go out to
the line, and then go straight over to the other axis to find the
result. The scatter approach works reasonably well if you have
a large number of data points.

Then, there’s regression analysis. This is a more rigorous,
statistical way to tease out the fixed and variable parts of a
mixed cost. Like other methods, regression uses cost and vol-
ume data from prior periods. Regression, in many respects, is
the mathematical solution to the scatter graph’s guessed rela-
tionships. The equation takes the form Y = a + bX. For our
immediate purposes, the observed dependent variable, Y, is the
given semivariable cost, while a equals fixed costs, b equals
variable costs, and X is the independent variable.

There are two reasons for all the fuss to clarify exactly which
costs are fixed and which costs are variable. The first reason is
to be able to find breakeven and, from there, do further analysis
on the cost/volume/profit relationships to guide our manage-
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Progress Through Regression

Least squares regression analysis is an advanced mathe-
matical way to determine if you can make accurate
decisions about apparent relationships when the relationship among
the variables is statistical rather than exact. (A statistical relationship
means that the dependent variable’s observed values come from a
probability distribution that is a function of other causal variables.) The
least squares portion of regression analysis uses statistical standard
deviation analysis to evaluate the strength of any correlations found.

You start by gathering a number of observed values, like in the scat-
ter graph.The underlying mathematics quickly grow complex, but
there are many computer programs available to do the calculations.

Regression analysis may provide comfort in a computer printout,
but it allows for errors.The costs may have been entered incorrectly.
Some costs might be left out. Time periods may be mismatched. Finally,
it’s possible that the correlations, although statistically significant, may
be real-world bogus.

Even with all that, least squares regression analysis is a Cadillac of
predictive methodologies. The larger your organization, the more likely
you will run across it. You would then probably have dedicated cost
analysts. Seek out a couple of them and ask them to show you how it
works. It will be time well spent.

ment decisions. The second is to get a firm grip on the cost
behavior and relationships within overhead and, if you sell or
manufacture a product, inventory. It’s in overhead that man-
agers first look to cut costs. Inventory is also a good area for
finding ways to manage assets better and free up capital.

General Widget Company

All of this might make more sense in context. Let’s take a look
at a generic widget manufacturer.

We'll start with inventory. The manufacturing process is
concerned with three types of inventories, depending on the
stage of production: raw materials, work in process, or finished
goods inventories. An accounting period starts with a pile of
stuff on hand, raw materials. As the manufacturing process
proceeds to turn this stuff into things, finished goods, more
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stuff comes in to replenish the raw materials stockpile. The
salespeople are out moving the things into the hands of eager
customers. The period ends. There are piles of stuff—some
things on the floor in stages of assembly, some things in the
warehouse, and some cash or accounts receivables for the
things you've sold.

You've also paid out a lot of cash for stuff—warehouses,
machines, workers, electricity, etc. You need to know if you can
do the same thing again next period. You’'ll usually have a clear
idea during the period about the material and labor costs, but
overhead costs are often unknown until sometime after the peri-
od closes. You can use a constant overhead factor to estimate
overhead costs with a measure of confidence.

Let’s toss some figures in here to show the end-to-end cost
flow process with beginning and ending inventory balances for a

Raw materials inventory "
(RMI) beginning balance $35,000
Add: purchases $40,000
Total available $75,000
Less: Rroduction raw $55.000
materials cost
RMI ending balance $20,000
Wo.rk .in process (WIP) $25,000*
beginning balance
Add: production costs
incurred
Direct materials $55,000
Direct labor $85,000
Factory overhead $60,000
Total manufacturing cost $200,000
Less:WIP ending balance ($35,000)
Total cost of goods $165.000
manufactured
Cost of goods produced $190,000

Inventory and cost flow process (continued on next page)
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ety | sasonr
Add: cost of goods produced $190,000
Total goods available for sale $225,000
Less: cost of goods sold $160,000
FGI ending balance $65,000

Inventory and cost flow process (continued)

particular accounting period (* = prior period balances):

The example points to several issues that might draw man-
agement attention as potentially correctable. Just-in-time (JIT)
inventory procedures might be used to reduce RMI amounts: if
the company buys inventory just before it's needed in produc-
tion, it can avoid sinking capital into excessive RMI. The WIP
ending balance has doubled over the prior period, suggesting
production efficiency questions. Finally, the FGI has almost
doubled. That could mean that the sales department is not con-
verting finished goods into cash fast enough. It could also mean
that the company is using its production capacity effectively to
stockpile for an anticipated heavy selling season. The accoun-
tant’s refrain, “It depends,” echoes again.

For a mercantile or retail firm, this process is the same, but
without the production step. You start with FGI, add things
bought during the period, and subtract what was sold; the differ-
ence should be what is still on the shelves. With serviceable
point-of-sale computer systems available for less than $2,000,
almost every retail business can afford to manage its inventory
using a perpetual inventory system.

In an automated perpetual inventory system, someone with
a scanner records all the stock keeping unit (SKU) barcodes of
the widgets as they are delivered. The stock is put on display.
As customers buy widgets, another scanner captures the SKU
of each item and subtracts it from the balance in the computer.
Periodically, you should take a physical inventory of the stock.
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Don’t Shrink from Shrinkage
Shrinkage is a cost managers will want to watch closely. The _ Smart
2002 National Retail Security Survey conducted by the Managing
University of Florida reported that shrinkage rates in 2001 averaged
1.7% of total annual retail sales. The various security devices and tags
have cut sharply into shrinkage from shoplifting: 32% of shrinkage is
through theft by customers. Sadly, most shrinkage now is through theft
by employees—48%.Wise restaurant and bar owners conduct a daily
closing inventory. The survey also reported that 15% of shrinkage is
the result of administrative errors and 5% is vendor fraud.

Any differences between
the figures in the perpetual - Key
. Shrinkage Losses of Teri
inventory system and the ;

. inventory through breakage,
physical count falls under shoplifting, or employee
the general heading of theft. Also known as inventory shortage.
shrinkage. The computer
count should be updated to reflect the physical count and the
difference recorded as a loss.

Inventory Costing Methods

Computers have made inventory tracking both simpler and
more accurate, but managers still have to decide how to record
inventory costs. To find the cost of goods sold and of inventory
on hand, each item must be tied to the actual cost. In this case,
GAAP allows four costing methods:

¢ specific unit

¢ weighted average

e first-in, first-out (FIFO)
e last-in, first-out (LIFO)

There are industry-specific, tax, accounting, and financial
report considerations that guide your choice.

The specific unit method values inventories at the individual
cost of each unit. This method usually makes sense with higher-
priced items, such as autos, jewelry, and airplanes.

The weighted average method arrives at the cost of fungible
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KM

qarM\ Fungible Interchangeable,

such that one part or quan-

tity may be replaced by
another, equal part or quantity.
Fungible goods can mixed up or
replaced with no loss of value or utili-
ty.A pound of wheat or nails, a gallon
of gasoline—anything that is sold in
bulk (by weight or by measure) is a
fungible.

goods by dividing the cost
of goods available for sale
by the number of units
available for sale.

The first two inventory
cost methods deal with the
nature of the inventory. The
next two deal with the time
period of the inventory:.

Under the first-in, first-
out (FIFO) method, the

costs of units placed earliest into inventory are the first costs
out to cost of goods sold. Thus, the inventory’s asset-carrying
value rests on the costs of the latest purchases.

Under the last-in, first-out (LIFO) method, the last costs into
inventory are the first costs out to cost of goods sold. Ending
inventory consists of the oldest costs, those from the beginning
inventory and the earliest purchases of the period.

Under both specific unit and weighted average methods, the
inventory value does not change. The two period inventories
can change in value. The change is usually big enough and the
impact on management decisions great enough that serious
thought should be given to the choice. Generally, when prices
are rising, FIFO ending inventory is higher because it’s priced at

P

qarfM\ Inventory profit The dif-
ference between gross
profit figured on the FIFO
basis and gross profit figured on the
LIFO basis. This benefit from holding
onto inventory that’s increased in

value is also known as a holding gain.

more recent costs and
LIFO ending inventory is
lower because it’s priced
at earlier costs. The differ-
ence between gross profit
figured on the FIFO basis
and gross profit figured on
the LIFO basis is known
as inventory profit. When

prices are falling, the situation is reversed: FIFO ending invento-
ry is lower because it’s priced at more recent costs and LIFO is
higher because it’s priced at earlier costs.
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Comparing the Benefits of LIFO and FIFO

LIFO best matches the current value of cost of goods sold Smart
o Managing

expense to current revenue, since it uses the most recent

costs to purchase that inventory. LIFO users also pay the lowest

income tax when prices are rising, because LIFO results in the highest

cost of goods sold and the lowest taxable income.

FIFO reports the most current inventory costs on the balance
sheet. FIFO results in the lowest tax payments when inventory prices
are declining. During periods of inflation, FIFO overstates income by
the so-called inventory profit.

Under LIFO, the cost of goods sold expense more closely matches the
replacement cost of inventory than does FIFO. Managers can use LIFO to
manage reported income both up and down.When inventory prices rise
rapidly, managers can lower net income and the resulting taxes by buying
lots of inventory at year’s end, to increase the cost of goods sold expense.
If the business is having a bad year, managers can increase reported
income by delaying a large purchase of high-cost inventory until the next
period, thus delaying an increase in the cost of goods sold expense.

LIFO is an example of an accounting construct that helps
explain and manage costs, but is a real-world impossibility. In
retail, you want to sell your oldest stock first. It probably has a
sell-by date and you could be subject to a fine if you have it on
your shelves beyond that date. Because of its artificial nature,
LIFO is not allowed in some jurisdictions, including the U.K. and
Australia, and discouraged in others, including Hong Kong.
Companies that use LIFO must turn to another inventory cost
method for inventories in these jurisdictions. In February 2003
the International Accounting Standards Board recommended
prohibiting use of LIFO. Most countries permit FIFO and weight-
ed average cost methods.

Which inventory method is better? Since U.S. tax laws make
it hard to change the inventory system, the choice requires
close analysis. When inflation is high, most companies chose
LIFO for the greater flexibility. Other companies chose FIFO
since it more closely reflects real-world actions. Still others use
whatever is standard in their industry. Companies have different
motives for picking an inventory method.
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Accounting for Overhead

Managers can find classifying overhead costs challenging. As
explained earlier in this chapter, overhead costs are the costs of
doing business other than direct materials and direct labor—all
those indirect costs that cannot be traced to a single cost object.
Costs associated with the personnel or accounting departments,
the lubricants and janitorial supplies used in production, the
building depreciation—all these costs gather into overhead.
Under most cost accounting systems, the first way to divide
overhead costs is to split them out among production, selling,
and administrative cost centers. Cost allocation is the process of
assigning indirect costs to multiple cost centers or cost objects,
through cost apportionment. Those cost objects can include
products. For examples, all the indirect costs associated with

Ky \

qarm\ Cost allocation The
process by which identifi-
able cost items, direct or
indirect, are charged to cost centers
or cost objects.

Cost apportionment The division
of a cost among cost centers or cost
objectives, sometimes proportionally
to benefit and sometimes arbitrarily,
when it cannot be linked with a center
or objective. This involves only indirect
costs as overhead apportionment.

production—the aforemen
tioned lubricants and jani-
torial supplies, the janitors
and the salaries of the first-
and second-level supervi-
sors—could be part of the
production overhead.

If the business is fairly
small, there may be a sin-
gle overhead cost with an
associated cost multiplier
for planning purposes.
Larger organizations will
have overheads for func-

tions like selling and administrative. You can slice and dice
these costs with broad discretion. Depending on the organiza-
tion’s control/compensation system, the overhead allocation

process could involve intense negotiations. If managers are held
closely to their budgeted overhead allocation figures, they many
want a large figure that gives them plenty of room. If they have
to use some of their overhead to pay for services from another
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The $699.99 Hammer
You manufacture and sell two products. Product A sells in a
price-competitive market. Product B is manufactured under a
cost-plus contract (full cost reimbursement plus an agreed percentage
of profit).

You have a large overhead cost pool. To which product would you
assign the greater share of costs to increase profits for your firm?
Obviously, allocating more costs to Product B will result in more rev-
enue from the cost-plus contract, thereby increasing profits.

After enough $699.99 hammers, the federal government established
the Cost Accounting Standards Board to set some cost allocation
standards for government contractors. The Office of Management and
Budget (OMB) Circular A-2| sets out allowable and unallowable costs
for educational institutions, hospitals, and other nonprofits when man-
aging grant money. Despite tightening up in this area, there are still
opportunities for abuse.

part of the company under some sort of transfer pricing plan,
they’re likely to want that figure low.

Perhaps the major overhead decision a manager must make is
whether to use absorption or variable costing, which differ only in
the treatment of fixed overhead. Absorption costing, which is widely
used in financial reporting, assigns overhead costs to the inventory
product during the manufacturing process. Under variable costing,
the fixed overhead cost is treated as a period cost and is recorded
on the income statement as an expense.

Note that the only dif-

@
ference is that the fixed Absorption costing 12:1!1
costs for overhead go to Method of costing that
the product under “absorp- | assigns fixed overhead costs
tion” and to the period to the product as expenses only

under “variable.” What dif- | When a sale occurs.Also known as full

ference could that make? or conventional costing.

(See Figure 6-1.) Variable costing Method of costing
that excludes fixed overhead costs
from inventory costs and assigns
them to the period in which they are
incurred.

Let’s look at an exam-
ple. General Widget’s top-
of-the-line widget, The
Ultimate, has a total vari-
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Absorption Costs Variable
Costing Costing
Product <«—— Direct materials —» Product
Product <«—{— Direct labor —» Product
Product <—— Variable manufacturing 1> Product

overhead
Product <—— Fixed manufacturing __| Period
overhead
Period <«—— Generz.ll §e|l|ng and —» Period
administrative

Figure 6-1. Comparison of absorption and variable costing in general

able manufacturing cost of $12 per unit and fixed manufacturing
overhead costs of $200,000. GW makes 50,000 Ultimates in a
year and sells them for $50 each. This year it sold 40,000.
Under absorption costing, the fixed overhead will $4 per Ultimate
($200,000/50,000). If General Widget's management chooses to
use variable costing, the $200,000 becomes a period expense.
In this case, the variable GSA costs come to S$3 per widget and
the fixed GSA costs total $125,000. Note that in both cases, the
the total dollar amount spent is the same (Figures 6-2 and 6-3).

Cost of Ending Endin
Goods Sold Inventory Period To talg
40,000 10,000 Expense (COGM)
Widgets Widgets
Absorption Costing
Variable mfg ovhd $12 $480,000 $120,000 $600,000
Fixed mfg ovhd $4 $160,000 $40,000 $200,000
Total $640,000 $160,000 $800,000
Variable Costing
Variable mfg ovhd $12 $480,000 $120,000 $600,000
Fixed mfg overhead $200,000 | $200,000
Total $480,000 $120,000 $200,000 | $800,000

Figure 6-2. Comparison of absorption and variable costing
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General Widget Company, Inc.
December 31,200_

Absorption Variable

Account Names Account Sums Aggregated Sums
and Totals
Sales Revenues $2,000,000 $2,000,000
Less COGS — —
Beginning Inventory $800,000 $600,000
Add COGM $800,000 $600,000
Goods Available for Sale $160,000 $120,000
Ending Inventory $640,000 $480,000
Gross Margin $1,360,000 $1,520,000
Less Variable Cost Overhead $200,000
Less Selling and Admin Overhead $1,320,000
Variable $120,000 $120,000
Fixed $120,000 $120,000
Operating Income $1,120,000 $1,080,000

Figure 6-3. Comparison income statement

The main disadvantage of absorption costing is that it cre-
ates a tendency to overproduce, because the average cost per
unit lowers as more units are produced. If average cost per unit
and net income are part of a manager’s evaluation, absorption
costing will make performance look better.

In the short term, cost of goods sold is lower and net income
is higher because some of the fixed costs are left in the ending
inventory. Notice that the difference in operating income is the
amount of fixed costs absorbed in inventory: $40,000 = 10,000
Ultimates at S4 fixed manufacturing overhead.

One useful corrective for this potential problem is to adopt a
just-in-time manufacturing capability. JIT naturally tends to
reduce high inventories. Other ways include setting and enforc-
ing a management threshold for inventories, using something
besides short-term measures like net income, or going to a
variable costing system. Like many management accounting
issues, this condition is not necessarily a problem until it
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becomes acute, tying up capital needed for operations or
investment, while leaving a false impression of performance.

Manager’'s Checklist for Chapter 6
(1 After breakeven, inventory and overhead are the most
important cost accounting concepts to master.

Cost accounting is just a way to measure management
performance.

Cost behavior patterns in both inventory and overhead have
an impact on financial statements that you can control.

In retail there’s basically one inventory; in manufacturing
there are three.

O U o

There are two product-based inventory systems—specific
unit and weighted average—and two time period inventory
systems—FIFO and LIFO.

Classifying costs correctly and separating fixed and vari-
able from mixed are necessary for valid analysis.

L

(1 Overhead analysis gives you an opportunity to affect your
financial statements also.



Cost Accounting
In Action

onventional thinking would have you add up all the raw

material and equipment you bought, all the wages and ben-
efits you paid, and all the rents, interests, and other period costs
you owed and then call that your total cost. You would then
divide the total cost by the total production to arrive at a cost
per unit. The units you sell give you the income to offset those
costs. Any inventory left over is just assets waiting to be sold.
Simple.

Why the Fuss?

It is simple—as long as the numbers stay low, as in our Liquid
Lemons example, and there’s no competition. Once the dollar
volume goes up and competition enters, knowing the firm’s cost
structure becomes critical. It drives almost every action you take
in planning production, allocating resources, and setting prices.
Many small manufacturing firms start out with a single prod-
uct and then branch out into more models, sizes, and colors.
Management then runs into problems tracking these seemingly

123
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The Overheaded Monster
Factory overhead embraces an impressive laundry list of
costs. These costs can include indirect materials, indirect labor,
machinery, maintenance and repair, energy, buildings, depreciation, rent,
and insurance. Be sure to add in all other factory costs.

A common myth is that cutting direct labor cost is a key to cost-
based competition. For many manufacturers, direct labor makes up
only 10% to 20% of total product cost. In contrast, factory overhead
costs often amount to 50% or more. Increases in automated produc-
tion processes increases overhead and decreases direct labor. In the
electronics industry, overhead now accounts for 70% to 75% of the
valued added to products. In retail banking, computer-controlled sys-
tems replace many manual, check-clearing activities.

simple cost flows. There are just too many different direct mate-
rials. Overhead suddenly is a real factor.

Cost accounting systems help provide the information man-
agers need to manage and account for these materials. It’s still
comparatively easy to track the cost of direct materials and
labor. Overhead remains the constant problem.

Accounting for factory overhead cost is complicated when
compared with accounting for direct material and direct labor
cost. Most firms estimate overhead through pooling costs and
determining a generic overhead application rate for product
cost. Manufacturers do this because it takes close observation
to measure the use of each of these overhead costs in each

product. These costs are shared. These costs are indi-

Cutting Costs

Smart If you had to reduce total product costs in order to com-
Managing pete, where should you start? Savvy managers know that
reducing factory and general selling and administrative overhead yields
more bottom-line benefit without crippling capacity to add value.
When managers understand cost structures better, they can meet
fierce interdepartmental turf struggles with more compelling data. As
firms move from labor-intensive manufacturing processes to greater
reliance on automation and technology, they’re changing the cost geog-
raphy of both their products and their organization.
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rect, which means they do not attach to an individual product.
Yet they're factory costs and some method must be established
to link them with units produced. If our estimates prove wrong,
then our product cost computation is wrong. If our product cost
computation is wrong, that may cause us to make many other
poor decisions. Accounting for factory overhead cost is one of
the more hotly debated questions in cost accounting, because
the amount we report as the cost of our products can impact on
our firm in so many ways.

The key step in controlling overhead lies in matching over-
head costs to the work activities, the cost drivers. While this
underlying concept of overhead allocation is not complicated,
real-world situations can quickly become data-intensive. In the
real world, it can also cost a lot to get and massage the data.
The tradeoffs in the need for information and the cost to gener-
ate it make finding the most efficient cost accounting system a
persistent search. It also helps explain why there are so many
systems in the marketplace.

The driving force behind most overhead costs is transac-
tions, not physical volume of production. To understand a trans-
action, we have to look at the activity or object that is the focus
of the transaction. Transaction activities could involve logistics,
load balancing, quality assurance, or making changes. Objects
might be the factory itself, a product line, an individual product,
a batch of product, or a single unit.

In this chapter, we’ll look at four specific cost accounting
systems in general, descriptive terms:

job costing

process costing
activity-based costing
standard costing

We will then cover seven more in the next chapter.

Job-Order and Process Costing Systems

Both job-order costing (or job costing) and process costing are
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Txa

f1arM\ Transaction activity An event involved in the transfer of
something of value, such as logistics, load balancing, quality
assurance, or making changes.

Logistics Order, execute, and confirm the movement of materials
from one location to another.

Load balancing Ensure that the supplies of materials, labor, and
capacity equal demand.

Quality assurance Detect, prevent, and correct poor quality in
products, including internal and external product failure costs.

Change Update basic manufacturing systems to accommodate engi-
neering changes.

Transaction object An element involved in the transfer of some-
thing of value, such as the factory, a product line, an individual product,
a batch of product, or a single unit.

Factory Production facilities common to a grouping of products.
Product line A grouping of similar products.
Product A discrete, user-demanded good.

Batch A production order for a specified volume of a particular
product.

Unit Individual instance of a product.

absorption cost accounting systems. That means the fixed por-
tion of overhead costs stay with the product until it is sold.

Job-order costing is used in situations where a company
offers many different products or services, such as in manufac-
turing furniture or providing health-care services. In job-order
costing, each job is treated as a single unit of output. All rele-
vant costs, including an overhead allocation, stay with that job
until it is completed and sold. Examples would be making cus-
tom machine tools or boats. A job cost sheet records all the
direct materials and labor costs associated with a given job. An
overhead allocation is then added.

To calculate the overhead allocation, start by defining the
cost objects. Identify and accumulate indirect costs in cost
pools. Choose an allocation base—the measure by which you’ll
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as§igr1 COStS. to cost ) Allocation base A meas-
objects. Estimate an appli- | yre of activity used to

cation rate. Allocate indi- assign costs to cost objects.
rect costs based on use of | For example, direct labor-hours,
the allocation base. If actu- | machine-hours, or sales dollars.
al manufacturing overhead
and applied manufacturing overhead are not equal, a year-end
adjustment is required. (We’'ll look at the procedure for doing
this later.)

Process costing is used where product units are homoge-
neous, such as in refining petroleum, milling flour, or producing
cement. In process costing, the total output is treated as a sin-
gle unit of output. The individual gallon of heating oil or ben-
zene from a refinery does not have identification. Manufactur-
ing overhead is spread equally to each unit produced. As a
result of these product/production characteristics, process
costing does not differentiate among individual units or specific
product batches, other than in the most general periods, such
as the production month. Instead, it divides accumulated costs
for a period by quantities produced during that period to get
average unit costs.

Production can follow process-costing procedures until it
reaches a split-off point. The resulting output can then switch
over to job-costing procedures as the individual product takes
shape. Many permutations are possible during a complicated
and branching production process.

Assuming a single product, the indirect costs still go into a
cost pool, which becomes the overhead allocation for the unit
of production. When there are multiple processes, then man-
agers have to allocate overhead based on their judgment. The
criteria for this allocation are as much art as science. One
place to start is the product sales mix: allocate the overhead
cost pool by the percentage of sales for each product. Different
cost accounting systems have other suggestions on how to
build this basic analysis.




128 Accounting for Managers

General Differences

As mentioned, job-order costing is appropriate when there are
many different products or services or products that are usually
provided on a custom basis, while process costing is used when
goods or services are relatively homogeneous. A job-order sys-
tem focuses on the individual job. The process cost system
focuses on the cost center: the cost center’s costs are divided by
the number of units produced to compute the unit cost.

Process Costing Job-Order Costing
homogeneous heterogeneous

mass-produced batch-produced

small cost per unit large cost per unit

continuous production sequential production

uniform production steps individualized production steps
highly automated high labor skills

Table 7-1. Comparisons of process costing and job-order costing

Materials and Labor Costs

Under a job-order cost system, specific jobs get their own labor
and materials costs. Under a process cost system, labor and
materials costs are charged directly to the departments where
they are incurred. Process cost systems generally need less
clerical work than job cost systems. For example, in a job cost
system, a direct laborer can work on several jobs. Tracing each
worker’s efforts through the job work sheets should total the
hours worked. In many service industries, workers have to go to
great lengths to charge their hours to various projects.

Factory Overhead Application

Both job-order and process costing use predetermined over-
head rates. In job cost systems, each job has its own overhead
allocation; that allocation can be anything management finds
relevant. In process cost systems, overhead is usually applied to
departments. As is the case in job costing, the applicable facto-
ry overhead is charged to the service departments. Then the
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service department expenses are distributed to the production

departments.

Product Cost in a Process Cost System

The basic process cost principle charges all manufacturing
costs to production departments, either directly or indirectly. In
a single-department factory, calculate the unit cost by dividing
the total cost by the number of units produced during the peri-
od. If there are multiple departments, the situation is more com-
plicated. Products accumulate costs as they pass through each
department. Three steps are involved:

1. Service department costs are spread among the produc-

tion departments.

2. Costs from each prior department carry over to succes-

sive departments.

3. Costs of materials, labor, and overhead directly identifi-
able with a department are charged to the department.

\Work-in-Process Inventories

If there’s no work-in-process inventory, calculating unit cost is
easy: divide production costs incurred by the number of units
produced during the period. In the real world, however, there’s
usually work-in-process at the end of a period. This complicates

the cost determination
process. Unfinished units
cannot cost the same as
finished units. They do
have to have a cost value
because they’ve used some
of the firm’s resources.
This quandary gave raise
to an accounting concept
almost as intellectually
teasing as LIFO, the con-
cept of equivalent units.
An equivalent unit is the

Ky

Equivalent units The Term
number of completed units

that could be produced from

the direct materials and conversion
costs contained in partially completed
units. It’s calculated by multiplying the
number of partially completed units by
their percentage of completion with
respect to the costs incurred.
Equivalent units are used to allocate
costs incurred during the period
between completed units and work-in-
process units at the end of the period.
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value relationship that work-in-process inventory has to the cost
of the finished product.
There are three stages of completion:

¢ units started and finished during the current period

* units started in a prior period and finished during the cur-
rent period (BI)

® units started in the current period but not finished at the
period’s end (EI)

Costs must be spread among the units finished during the
period and those still in various stages of completion at the end
of the period. This usually involves estimating the percentage of
completion of the ending work-in-process inventory.

Job-Order Costing

Job-order costing systems are effective when each product or
service consumes a different amount of direct material, direct
labor, and indirect costs. Jobs that differ in duration, complexity, or
input requirements may also call for job-order costing. Costs are
accumulated and assigned to the individual products or services.

In a job-order costing system, work orders track different
products with varying degrees of labor production time and dif-
ferent amounts of direct materials consumed. Indirect costs are
first assigned to departments and then assigned to specific out-
put units. This assignment is often based on a measure such as
direct labor hours consumed.

Job-order costing extends beyond manufacturing. Two fed-
eral sector examples would include the Federal Bureau of
Investigation (FBI) doing specific investigative work for the
Department of State or when the National Institutes of Health
does a study on the costs of specific medical procedures, such
as open-heart surgery

A service provider might use job costing to track the cost of
a particular assignment. In this example, indirect costs are
assigned to each job based upon the number of direct labor
hours spent on the particular job.
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Service Industry Production Costs 4
An unfortunate misconception exists in some service I\ \
companies, nonprofits, and government agencies that
they do not have production costs. People in these entities believe
that their service costs are inscrutable to analysis. Therefore, they
record their costs only in the most general terms, such as total wages
or hours worked.

It’s true that a service provider cannot inventory services like a
manufacturer inventories finished goods. Still, managers can identify the
costs of providing the service just as in a manufacturing environment.
Managing and tracking the costs associated with value-chain activities
can provide opportunities for improvement. Both job-order and
process costing methods can meet an organization’s needs.

Managers should analyze activities and cost drivers. An activity is any
discrete task that an organization undertakes to make or deliver a
good or service. A cost driver is an activity or event that causes costs
to be incurred. Once managers start to see the cost drivers in an
activity, they can understand how much value that particular activity
brings to the product or service.

Direct labor (400 hours at $30 per hour) $12,000

Direct materials (supplies, travel) 2,200
Indirect costs (400 hours at $10 per hour) 4,000
Total cost of this specific assignment $18,200

If the assignment was to investigate a $1,500 charge, the
effectiveness of this approach is questionable. Other manage-
ment methods might have reached similar results at far less
cost. Direct labor and material costs flow from certain service
activities. Add an overhead factor and it’s possible to determine
profitability or effectiveness by comparing actual cost with
planned cost or perceived benefit.

Process Costing

Since process costing is used for a large volume of similar
products that go through the same continuous processes, many
routine service activities can use this method. Costs are accu-
mulated and assigned to processing divisions prior to assigning
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them to products or services. Often costs are assigned to prod-
ucts by dividing the department’s total costs by the number of
units produced by that department.

Here’s an example. A non-profit organization may have a
specific department to process memberships and renewals.

Direct labor for membership department $600,000
Direct materials for membership department 50,000
Indirect costs allocated to membership department 125,000
Total costs for membership department $775,000
Divided by 65,000 applications processed equals

Unit cost per check processed $11.92

This example suggests that both overhead and labor costs
need some examination.

As Complex as ABC

Activity-based costing, well known as ABC, grew to offset the

distortions in process and job costing systems. ABC is a man-

agement practice that looks at how an entity’s activities use
resources and relate that

'ﬁ"k Activity-based costing use to Its outputs. AB(_:
(ABC) An accounting breaks down an organiza-
method that allows an tion’s processes into dis-

organization to determine the actual crete activities and meas-
costs associated with each product ures each activity’s cost
and service without regard to organi- | and performance effec-
zational structure. tiveness. Related activities

are assigned costs based

on resource use. Then costs are tied to cost objects, such as
products or customers, based on use of activities. Any costs
that cannot be directly traced to activities or outputs are then
assigned to outputs based on a cause-and-effect relationship or
through a SWAG cost assignment adjusted through experience.

ABC is popular with many private organizations and several
federal sector entities. It lets them designate activities as either
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What Is SWAG?
As you may know, SWAG means “scientific wild ass guess.” Smart
And sometimes cost assignments are adjusted for reasons Managing
that are not smart. For example, sometimes upper-level managers
direct that costs be assigned to departments because they want to
make it much harder for lower-level managers to meet performance.
Such directives are not strategic, but punitive. So, there are also other
factors at play here.The smart manager recognizes that this is the real
world and sometimes the people who pull the strings don’t do so with
the best motives.

value-added or non-value-added. Value-added activities are
those activities that cannot be dropped without negatively
affecting the quality of the output. Non-value-added activities
could be excluded without affecting the quality of the output.
Resource costs are assigned to activities. Next, activity costs
are assigned to outputs. The costs that cannot be specifically
traced to activities or outputs are then allocated as overhead to
outputs. This need to justify costs as adding value to a product

Iyl
N 17

Not the Overhead ég%‘iv(:

Non-factory costs are accounted for as period costs. The _.7;9‘
firm’s product costs do not include these fixed and variable -]
costs, as they are not part of the inventory or part of the cost of
goods sold. These costs are period expenses. No asset value carries
over to a future period. Period costs include the following:
* advertising
* commissions
* sales salaries and wages
¢ all other selling costs
* administrative salaries and wages
¢ all other administrative costs
* interest costs
* income taxes

Both process and job-order costing lock fixed costs into inventory.
As we’ve learned, this lowers cost of goods sold and increases income
on the income statement while increasing the inventory asset on the
balance sheet. Do not compound this distortion like some dot-com
companies did. Keep period costs separate.
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ABC in Action
The water section of the county utilities department sends
monthly bills to county residents, through the finance office.
To determine the section’s cost per bill (unit), we work with the fol-
lowing figures:

Monthly water bills $200,000
Direct labor $50,000
Direct materials $70,000

The water section bases its indirect expenses on its share of the
total utility bills. Assume that the finance office of the utilities depart-
ment processes 600,000 bills each month and that total indirect
expenses are $300,000 monthly. Therefore, the water section adds
overhead costs of $100,000. The water section’s total monthly cost of
$220,000 to process 200,000 bills results in a unit cost of $1.10 per
bill.

At first, this looks much like process costing. In traditional govern-
ment accounting, costs accumulate to object class categories such as
salaries and benefits, office supplies, travel, and equipment. With ABC,
costs are calculated by activity or process, such as conducting biennial
user fee reviews, writing interdepartmental policy guidelines, and, in
this case, sending bills.

or service forces many administrative functions to reorient their
thinking and performance.

ABC attracts converts because of its many benefits. Managers
can improve product costing, because all costs are reviewed reg-
ularly to ensure proper linking to cost objectives. ABC helps
managers and employees better understand how activities con-
nect to one another and to outputs. Managers can see the full
cost of performing and non-performing activities and outputs and
then analyze value-added and non-value-added activities.

Better cost information leads to more meaningful perform-
ance measures and tools to gauge actual performance. ABC
requires a cross-functional look at resource use, so that cost
management can blend into other opportunities for business
process improvement and reengineering. The closer cost scruti-
ny can give external parties more reliable cost information
through improved financial statements.
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g
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. ABE

. . .Prlmar.y VS. _Secondary é\%ﬂm’,
Primary activities contribute directly to the central pur- &8
pose of the department or the organization. Secondary &

activities support the primary activities. For example, assembling fin-
ished products would be a primary activity, while materials handling
would be a secondary activity. Administrative functions are secondary
activities. It’s important to keep in mind that the distinction between
primary and secondary is not between direct costs and indirect costs,
but between production/service delivery and support.

Implementing ABC

To be effective, ABC has to be set up properly. Otherwise, the
result is a mishmash of confused and contradictory procedures.
Implementation is a multi-step process that has to start at the
beginning and proceed through to the end. The support of sen-
ior management is critical, since stopping in mid-process could
cause problems.

To start, first identify the cost activities. Focus on defining
processes and activities. This task may not be simple. But, like
writing good specifications, if this is complete and operationally
sensible, downstream steps are much easier. This is the start of
determining if an activity adds value or not.

Next, determine the
cost of the resources used -
for each activity. Some ) Th'r_’k Broany )
allocation may be neces- In identifying and assigning M‘Silﬁqi?grltng

. th costs to an activity, you may
sa‘ry using the resqurce find using a broader, less specific defi-
drivers—Ilabor, capital,

nition of activities will help kick-start
materials, and energy. the process. For example, could a
Allocate secondary activity | pleasant and knowledgeable recep-
costs to primary activities tionist who greets callers add value to
as needed. client acquisition? Wal-Mart greeters
Then, combine primary | Suggest that management there thinks
so. Recognizing the warp and woof of
cost connections challenges you to
reach a better understanding of your
underlying business processes.

activities with similar driv-
ers/behaviors into cost
pools based on process,
activity level, or consump-
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Pattern Recognition
Establishing an ABC system is an outside-the-box exercise.
Identifying and assigning costs to an activity like acquiring new
clients can cover a broad range of departments within a company. The
goal, remember; is to assign costs to the target activity from wherever
sources. Some activities are more closely associated with these
objects, such as the business development department, for example.
These are the primary activities.

You may want to combine several activities when assigning costs to
products. Combining simplifies the system and usually makes little dif-
ference in the final cost of objects. The goal is to combine only activi-
ties that will result in little difference in final cost, both currently and
over time. This means that the activities have consumption ratios in
similar proportions by products, both now and in the future.

There is one caveat. Consumption ratios tell us mathematically
whether it will make a difference to combine activities based on a sam-
pling of allocations at a point in time.The usage pattern may change
over time.We need to look at factors that will assure us that these
patterns will hold stable or revisit our assumptions on a regular basis.

tion ratio. Identify a cost driver for the primary activities. Collect
information about cost driver usage for cost objects. Take that
data and calculate the budgeted cost per unit of the cost driver
for each activity. Now, you can allocate costs to cost objects.

Cost objects in ABC can include product lines, individual
products, customers, or distribution channels. As with other cost
accounting techniques, include any activity you want to man-
age. Each technique just deals differently with identification,
processing, and impact.

To complete the process, add together all of the costs for
activities in a pool. Select a single cost driver for the pool. The
best choice is the one that is simplest to measure but returns
consistent results. Calculate a cost rate by dividing the cost by
the cost driver use. Recognize that cost drivers can take several
forms:

¢ transaction drivers—How often does the activity occur?
¢ duration drivers—How long does the activity last?
¢ intensity drivers—How complex is the activity?
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Ke

Cost hierarchy A means of organizing costs into costs T"—"IZI

pools according to the types of cost drivers (cost allocation

bases) or degrees of difficulty in determining cause-and-

effect relationships. For example, a hierarchy for production might be

as follows:

* output unit level: costs that are applied to each individual unit

* batch level: costs that are applied to groups of production units

* product level: costs that cannot be identified with specific products
but are associated with a product family

* facility level: costs that sustain production but cannot be traced to
specific products

In looking to assign costs, you should remember the cost
hierarchy. Costs come in a hierarchy of levels. If you're looking
to find the cost of a product line, direct costs will include the fol-
lowing levels: unit, batch, product, and product line. If it’s a dis-
tribution channel you want to slice and dice, direct costs include
the unit, the batch, the customer, and the distribution channel. If
it’s only a batch cost you seek, direct costs include the unit and
the batch. While the hierarchical structure depends on the
nature of the individual business, taking it into account will keep
your investigations from straying too far afield.

In many situations, an entity adopts a hybrid of two or more
of the costing methodologies mentioned above. For example,
ABC may be used to assign direct costs and process costing
can be used to assign indirect costs.

How to Use ABC Information

The greater clarity that comes from properly implemented ABC
helps in several areas. Here’s a Top 10 List of the decisions
where ABC information can make significant contributions:

* Modifying product mix and pricing.

Restructuring product pricing and price points.
Identifying substitute products.

Eliminating products and resulting excess capacity.
Improving product design and development.
Redesigning products.
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¢ Improving production processes.

¢ Improving customer relationships.
Changing operating policies and strategy.
¢ Improving supplier relationships.

ABC will also chop a pound of coleslaw in less than a
minute and mow your lawn while you watch television.

Should You Use ABC?

If you want to be a cost commando, ABC offers tempting tar-
gets if the organization has large indirect, non-unit-based costs
that have grown over time. Another indicator is a large variety
in products, customers, or processes. If your organization fits
this pattern, you will learn that, without ABC, there’s no sun-
shine. Without ABC:

® Product costs are not fully understood.

* You don’t have good cost behavior/cost driver informa-
tion.

® Some costs are not even tied to products.

® Product costs are not accurate.

¢ | ow-volume products are assigned too little cost; high-
volume products are assigned too much cost.

* High-complexity products are assigned too little cost; low-
complexity products are assigned too much cost.

ﬁ Because of the time

farM\ Activity-based manage- | and skill ABC requires, it's
ment (ABM) A discipline | inappropriate for smaller
that focuses on managing enterprises. There are also

activities to maximize the profit from corollaries or extensions

each activity and improve the value
received by the customer. ABM seeks of ABC thét are worth f‘ur-
to optimize value-added activities and ther examination. One is

minimize or eliminate non-value-added | activity-based manage-

activities. ABM includes cost-driver ment (ABM). The key dif-
analysis, activity analysis, and perform- | ference between ABC and
ance measurement and uses ABC as ABM is that ABM focuses

its major source of information. on reengineering and
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activity selection while ABC focuses on strategic selection of
products, customers, and/or distribution channels.

Standard Costing

The most traditional cost system in widespread use is standard
costing. Standard costing charges all production costs to cost
objects benchmarked to predetermined costs and quantities.
These standard costs go

into budget templates at Standard costing A sys- [ Tart
the start of a year and are | .o in which cost compo-

then compared with actual | nents are predetermined

costs during the year. The using standard costs, assuming normal
difference between planned | operations, instead of using actual
results and actual out- costs. The standard costs are then

comes is either a favorable | c¢ompared with actual costs and vari-
ances are explained in terms of either

price or quantity.

Ky

or unfavorable variance.
Variances drive the feed-

back loop used in control-

ling the production processes. Managers then work to conform
the process to the standard costing model. It's important to
review these standards periodically to keep them up-to-date.

Since compensation and performance standards can
depend on controlling variances, standard costing can be a sim-
ple but powerful motivating tool. Because its main feature rec-
ognizes variations from established norms, it works well with the
concept of management by exception.

Standard costing can be used alone or in conjunction with
job-order, process, activity-based costing, or other systems. The
purpose of standard costing is to have a standard cost per prod-
uct, which can be viewed as a goal with which actual costs can
be compared. Its primary use is to measure the favorable and
unfavorable variances between actual and standard costs.
Standard costing can be used for such components as direct
materials, direct labor, and indirect costs. Standard costing sep-
arates factory inputs, materials, labor, and overhead into two
component standards, factory prices and factory quantities.
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Setting Standards

Standards come from three main sources: experience, theoreti-
cal constructs, and practical references.

Experience gives the most realistic standard. Based on what
was done in the past, it assumes those circumstances will trans-
late well into the future. Unfortunately, this can lead to a rather
cavalier budgeting exercise along the lines of “Take what we did
last year, add or subtract 10%, and call it done.”

Theoretical constructs are less satisfactory. The ideal stan-
dard usually cannot be met. It leads to unfavorable variances as
it assumes minimum prices for all costs and optimal usage of
all resources at 100% manufacturing capacity.

Practical standards, while often set as an intentional chal-
lenge to line management, can usually be reached. These stan-
dards should consider at least four things:

¢ Prices for materials are not always going to be the lowest.
e Labor is not 100% efficient.

* Normal spoilage will occur.

¢ Operations do not run at 100% capacity over time.

Most businesses presently use practical standards.

You should know that a new manufacturing environment is
developing that stresses reaching ideal standards. This empha-
sis comes because there’s too much slack and waste built into
practical standards. Management efforts like Total Quality
Management (TQM) look to cut this waste. Positive results have
convinced some that businesses should now move toward ideal
standards. Still, “stress” seems to be the operative word there
and the jury is still out on how widely its use will spread.

The unit price standard sets the price at which direct materi-
als should be purchased. Each material needs its own standard.
It should be contingent on the sales forecast. Suppliers need to
have an estimate of the total quantity to determine the amount
of any discount. Also, the company needs to give suppliers the
quality and delivery standards before a standard price per unit
can be set.
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Direct labor price standards usually come straight from a
union contract or other negotiations between management and
personnel. Any known pay rate increases during the year must
figure into the computation. Direct labor efficiency standards
can come from union contract work rules or predetermined per-
formance standards for the amount of hours that should go into
the production of one finished unit. Any hiring contemplated
should consider the learning curve effects: learning curve ineffi-
ciency is most noticeable in complex processes that require
dexterity, as opposed to processes that are fully automated.

Setting factory overhead standards usually involves input
from many departments. Standard costing establishes a single
cost per unit, which is applied despite fluctuations in activity.
Because of the amount of information, time, and interdepart-
mental coordination involved, companies that use standard
costing often establish a separate department for this task.

Once the standards are in place, management can budget
for costs and production. After comparing the budgeted stan-
dards with actual performance, management then adjusts oper-
ations to track the budget more closely. Also, as noted earlier,
management should review the standards periodically to keep
them current.

Analyzing Variances

Variance analysis looks at the difference between actual and
standard costs. It can measure performance, correct inefficien-
cies, and deal with any accountability functions.

Variances can be favorable or unfavorable. Favorable vari-
ance happens when the actual amount is less than the standard
amount. Favorable variances are credits; they reduce produc-
tion costs. Unfavorable variance occurs when the actual amount
is greater than the standard amount. Unfavorable variances are
debits; they increase production costs.

Variances come in three main flavors:

® price
¢ efficiency
® volume
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4 A Favorable and
I \ I \ Unfavorable
Don’t be misled by the
terms “favorable” and unfavorable.” A
favorable variance does not necessari-
ly mean good, nor does an unfavor-
able variance mean bad. Management
should analyze all variances to deter-
mine the cause. This analysis would
include determining if the standard is
correct. In reviewing standards, as
always, compare costs and benefits.

Factors that can cause
price variance include
changes in market
prices/rates, differences
between standard and
actual input quality (i.e.,
higher-quality inputs cost
more per unit than lower-
quality inputs), changes in
delivery channels for
materials input, changes
in the mix of worker skill

levels, outdated standard prices/rates, and random variation in

prices/rates.

Efficiency variances can come from more or less efficient
usage of materials, greater or lesser worker productivity, direct
material quality, difficulty of working with materials, worker pro-
ductivity and efficiency, less skilled workers, lower wage rates,
lower worker productivity and efficiency, inappropriate stan-
dards (e.g., ideal standards or outdated standards), and random
variation in materials usage and/or worker productivity.

Output variances can accompany any of the causes of price
and efficiency variances. In addition, output can be affected
when one unit’s outputs become another unit’s inputs.

Standard Costing Critique

To many managers, standard costing seems out of step with the
philosophy of cost management systems and activity-based
management. They feel that standard costing puts too much
focus on direct labor cost and efficiency, particularly as labor
costs tend to become fixed rather than variable. In turn, auto-
mated manufacturing processes tend to be more consistent in

meeting production specifications.

Individual variances are lumped together in broad cate-
gories. Specific product lines and production batches can be
overlooked or managers find variances too late to be useful.
Flexible budget systems can also be slow. Shorter product life
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cycles mean that standards are relevant only for a short time
and the cost to update standards can grow out of proportion
with the benefits. Standard costing’s tight focus on cost mini-
mization ignores other significant concerns, like improving
product quality or customer service.

Many traditional companies are experimenting with phasing
out aspects of standard costing in favor of other cost accounting
techniques. Many features can fit comfortably with techniques
covered in this chapter and the next. In those companies, stan-
dard costing will probably remain as the primary budget-
planning tool.

Static and Flexible Budgeting

Budgeting sets clear financial goals for the organization.
Budgeting also provides a basis for judging the financial per-
formance of the organization. The types of budgets used by
businesses vary somewhat according to the nature of their
operations. Here are common types of budgets:

* budgets for sales, purchases, operating expenses, and
cost of goods sold

¢ budgets for cash and capital expenditures

¢ budgets for production, materials, labor, overhead, and
cost of goods manufactured

Businesses usually budget for their fiscal year. The static
budget often goes no further than this. However, a

Budget Skills Ranked High

In a study of employers, the Institute of Management
Accountants found that employers think knowledge of the
budgeting process is the most important accounting skill for new
hires. Managers spend much of their time preparing, defending, manag-
ing, or supervising budget activities. If you haven’t gotten into budgets
already, you might as well start now.

Budgets drive most activities in organizations of all types—new and
established, big and small, private and public, government and nonprofit.
Whatever their situations, managers need to know budgeting.

M%Wigitng
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year’s budget is often broken down into quarterly or monthly
segments. This practice makes it possible for management to
monitor progress during the year and take corrective action if
there are any variances or problems in meeting goals. For an
even finer screen of results, managers add a flexible budget
capability.

Flexible budgeting is a way to adjust the variance back to

standard. Actual prices and actual production rarely match the
standard. Flexible budgeting shows what the revenues and
expenses that should have been at the actual activity level.
Once the standard prices are set, a flexible budget can adjust
for any actual output.

Manager’'s Checklist for Chapter 7

J

J

U U U o

In any cost accounting system, determining overhead is
the major effort.

Overhead is the first place to look for cost savings. There
will be savings elsewhere, but overhead has the greatest
potential—and the most organizational resistance.

Job costing systems fit production runs of products that
are heterogeneous, produced in batches, at a high cost per
unit, using sequential individualized steps requiring higher
labor skills.

Process costing fits production of products that are homo-
geneous, mass-produced, at a low cost per unit, in one
highly automated, continuous production run.

Both job and process costing techniques can apply to
services and to nonprofit and government organizations.

Do not include non-factory overhead costs in factory over-
head.

Activity-based costing (ABC) can be a challenge to imple-
ment properly.

ABC results in better understanding and control of costs.
Dramatic results are possible.
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Understanding budgeting techniques is a fundamental
management skill.

Standard costing techniques let managers set budget tar-
gets and then manage from variances from the standard.
Flexible budgets can refine standard costing analysis.
Critiques of standard costing point to an inappropriate
emphasis on direct labor costs and efficiency. In addition,
cost minimization can ignore important quality issues.



Other Management
Accounting
Systems

ln the Accounting Best Practices Survey of 2003, developed
jointly by Ernst & Young and the Institute of Management
Accountants, 98% of more than 2,000 senior-level financial
executives who participated said their companies do not have
accurate cost information. The major distortions come from
areas such as overhead allocations and shared services. The
executives also wanted more accurate cost information to guide
strategic decision-making activities.

They Want It, but They Don't Want It—Yet They
Still Need It

One survey goal was to learn what drives management to adopt
new accounting tools and initiatives. Not surprisingly, the survey
found that decision makers and line managers identify cost
management as a key input to decision-making and accurate
cost information as the top priority. Information to help in cost-
reduction decisions ranked second. Almost 40% of the respon-
dents said that the inaccurate cost information had a “signifi-
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cant” impact on the outcome of their decisions. What was sur-
prising was that 80% placed a medium to low priority on imple-
menting new cost management tools and systems. Spread-
sheets and traditional job and process costing still remain the
preferred management accounting tools. The survey found that
72% of the respondents used homegrown solutions.

This dichotomy between a strong need for more accurate
and comprehensive cost data and a reluctance to implement
new tools and systems exists because the cost accounting sys-
tem lies at the heart of any organization. It probably started in
the early days of the company as a glorified checkbook.
Management was too preoccupied with more pressing concerns
of production and sales to take time out and install a compre-
hensive management accounting system. As the company
grew, undocumented tweaks kept coming to how costs were
recorded. Layers of methods and procedures grew along with
sales. At some point, the company went to an automated sys-
tem that meets some needs. Unmet needs wind up being solved
through non-integrated procedures. Complicate things by
adding that only one or two people might know the formulas
that went into the spreadsheet.

Changing such a cost accounting system can require radical
and costly alterations to the organization, both psychological
