
Accoul 

Third Edition. 

iso 
QUEtRERBaag 

lil hac enanenea4 ak ehas Cae ncake 



Cambridge Business Publishers 

Series in Accounting 

Financial Accounting 

¢ Financial Accounting for Undergraduates, 1e by Ferris & Wallace 

¢ Financial Accounting, 3e by Dyckman, Magee, and Pfeiffer 

¢ Financial Accounting for MBAs, 5e by Easton, Wild, Halsey, and McAnally 

¢ Financial Accounting for Executives & MBAs, 2e by Ferris & Wallace 

« Cases in Financial Reporting, 7e by Engel, Hirst, and McAnally 

Managerial Accounting 

¢ Managerial Accounting, 6e by Hartgraves & Morse 

« Cases in Managerial and Cost Accounting, 1e by Allen, Brownlee, 

Haskins, and Lynch 

Combined Financial & Managerial Accounting 

¢ Financial & Managerial Accounting for MBAs, 3e by Easton, Halsey, 

McAnally, Hartgraves, and Morse 

Intermediate Accounting 

¢ Cases in Financial Reporting, 7e by Engel, Hirst, and McAnally 

Cost Accounting 

¢ Cases in Managerial and Cost Accounting, 1e by Allen, Brownlee, 

Haskins, and Lynch 

Financial Statement Analysis & Valuation 

¢ Financial Statement Analysis & Valuation, 3e by Easton, McAnally, 

Sommers, and Zhang 

¢ Cases in Financial Reporting and Analysis, 7e by Engel, Hirst, and 
McAnally 

Advanced Accounting 

¢ Advanced Accounting, 2e by Hamlen, Huefner, and Largay 

¢ Advanced Accounting, 1e by Halsey & Hopkins 





Digitized by the Internet Archive 

in 2022 with funding from 

Kahle/Austin Foundation 

https://archive.org/details/financialmanagerO000east_p4e6 



Third Edition 

Financial & Managerial 
Accounting for MBAs 

PETER D. EASTON 

ROBERT F. HALSEY 

MARY LEA McANALLY 

AL HARTGRAVES 

WAYNE J. MORSE 

[ ) Cambridge 
BUSINESS PUBLISHERS 



To my daughters, Joanne and Stacey 
—PDE 

To my wife Ellie and children, Grace and Christian 
—RFH 

To my husband Brittan and my children Loic, Cindy, Maclean, Quinn and Kay. 

—MLM 

To my wife Aline. 
—AH 

To my family and students. 
—WJM 

Cambridge Business Publishers 

FINANCIAL & MANAGERIAL ACCOUNTING FOR MBAs, Third Edition, by Peter D. Easton, 

Robert F. Halsey, Mary Lea McAnally, Al Hartgraves, and Wayne J. Morse. 

COPYRIGHT © 2013 by Cambridge Business Publishers, LLC. Published by Cambridge 

Business Publishers, LLC. Exclusive rights by Cambridge Business Publishers, LLC for 

manufacture and export. 

ALL RIGHTS RESERVED. No part of this publication may be reproduced, distributed, or stored 

in a database or retrieval system in any form or by any means, without prior written consent of 

Cambridge Business Publishers, LLC, including, but not limited to, in any network or other 

electronic storage or transmission, or broadcast for distance learning. 

Student Edition ISBN 978-1-61853-008-0 

Bookstores & Faculty: to order this book, call 800-619-6473 or email 

customerservice@cambridgepub.com. 

Students: to order this book, please visit the book’s website and order directly online. 

Printed in Canada. 

MOS 76s 4 3 Wil 



PETER D. EASTON is an 
expert in accounting and valuation 

and holds the Notre Dame Alumni 
Chair in Accountancy in the 
Mendoza College of Business. 
Professor Easton’s expertise is 
widely recognized by the 

Easton frequently serves as a 
consultant on accounting and 

valuation issues in federal and state courts. 

Professor Easton holds undergraduate degrees from the 

University of Adelaide and the University of South Australia. 

He holds a graduate degree from the University of New 

England and a PhD in Business Administration (majoring in 

accounting and finance) from the University of California, 
Berkeley. 

Professor Easton’s research on corporate valuation has 

been published in the Journal of Accounting and Economics, 
Journal of Accounting Research, The Accounting Review, 

Contemporary Accounting Research, Review of Accounting 

Studies, and Journal of Business Finance and Accounting. 

Professor Easton has served as an associate editor for 11 

leading accounting journals and he is currently an associate 

editor for the Journal of Accounting Research, Journal 

of Business Finance and Accounting, and Journal of 

Accounting, Auditing, and Finance. He is an editor of the 

Review of Accounting Studies. 

Professor Easton has held appointments at the 

University of Chicago, the University of California at 

Berkeley, Ohio State University, Macquarie University, 

the Australian Graduate School of Management, the 

University of Melbourne, Tilburg University, National 
University of Singapore, Seoul National University, and 
Nyenrode University. He is the recipient of numerous 

awards for excellence in teaching and in research. Professor 

Easton regularly teaches accounting analysis and security 

valuation to MBAs. In addition, Professor Easton has taught 

managerial accounting at the graduate level. 

academic research community and 

by the legal community. Professor 

ROBERT F. HALSEY is 
Professor of Accounting and 
Associate Dean of the 
Undergraduate School at Babson 
College. He received his MBA 
and PhD from the University of 

Wisconsin. Prior to obtaining 

his PhD he worked as the chief 
financial officer (CFO) of a 

privately held retailing and 

manufacturing company and as 

the vice president and manager of the commercial lending 
division of a large bank. 

Professor Halsey teaches courses in financial 
and managerial accounting at both the graduate and 
undergraduate levels, including a popular course in financial 

statement analysis for second year MBA students. He has 

also taught numerous executive education courses for 

large multinational companies through Babson’s school 
of Executive Education as well as for a number of stock 
brokerage firms in the Boston area. He is regarded as an 

innovative teacher and has been recognized for outstanding 
teaching at both the University of Wisconsin and Babson 

College. 
Professor Halsey co-authors Advanced Accounting 

published by Cambridge Business Publishers. Professor 

Halsey’s research interests are in the area of financial 

reporting, including firm valuation, financial statement 

analysis, and disclosure issues. He has publications 

in Advances in Quantitative Analysis of Finance and 

Accounting, The Journal of the American Taxation 

Association, Issues in Accounting Education, The Portable 

MBA in Finance and Accounting, the CPA Journal, AICPA 

Professor/Practitioner Case Development Program, and in 

other accounting and analysis journals. 

Professor Halsey is an active member of the American 

Accounting Association and other accounting, analysis, and 

business organizations. He is widely recognized as an expert 
in the areas of financial reporting, financial analysis, and 
business valuation. 



iv About the Author 

MARY LEA McANALLY 
Philip Lyundahl Professor of 
Accounting and Associate Dean 

for Graduate Programs at the 

Mays Business School. She 
obtained her Ph.D. from Stanford 
University and B. Comm. from the 

University of Alberta. She worked 

as a Chartered Accountant (in 

Canada) and is a Certified Internal 
Auditor. Prior to arriving at Texas 

A&M in 2002, Professor McAnally held positions at 

University of Texas at Austin, Canadian National Railways, 
and Dunwoody and Company. 

Her research interests include accounting and disclosure 

in regulated environments, executive compensation, and 

accounting for risk. She has published articles in the leading 

academic journals including Journal of Accounting and 
Economics, Journal of Accounting Research, The Accounting 

Review, Review of Accounting Studies, and Contemporary 

Accounting Research. Professor McAnally received the Mays 
Business School Research Achievement Award in 2005. She 
is Associate Editor at Accounting Horizons and serves on the 

editorial board of Contemporary Accounting Research and 

is Guest Editor for the MBA-teaching volume of /sswes in 

Accounting Education (2012). She is active in the American 

Accounting Association and its FARS section. 

At Texas A&M, Professor McAnally teaches financial 

reporting, analysis, and valuation in the full-time and 

Executive MBA programs. Through the Mays Center for 

Executive Development, she works with corporate clients 
including Halliburton, AT&T, and Baker Hughes. She has 

also taught at University of Calgary, IMADEC (in Austria) 

and at the Indian School of Business, in Hyderabad. She has 

received numerous faculty-determined and student-initiated 

teaching awards at the MBA and executive levels. Those 

awards include the Beazley Award, the Trammell Foundation 

Award, the MBA Teaching Award (multiple times), the MBA 

Association Distinguished Faculty Award (three times), the 

Award for Outstanding and Memorable Faculty Member, and 

the Distinguished Achievement Award. 

is the AL L. HARTGRAVES is 
Professor of Accounting at the 

Goizueta Business School at 

Emory University in Atlanta, 
Georgia. He is also a frequent 

Guest Professor at Johannes 
Kepler University in Linz, Austria 

and at the Helsinki School of 
Economics and Business 
Administration in Finland. His 

published scholarly and 
professional articles have appeared in The Accounting 

Review, Accounting Horizons, Management Accounting, 
Journal of Accountancy, Journal of Accounting and Public 
Policy and many other journals. Students at Goizueta 
Business School have selected him on six occasions to 
receive the Distinguished Educator Award. In 2002 he 
received Emory University’s highest teaching award, The 

Scholar/Teacher Award, and in 2003 he was recognized as the 

Accounting Educator of the Year by the Georgia Society of 

CPAs. He has been recognized as an Outstanding Faculty 

Member in two editions of The Business Week Guide to the 
Best Business Schools. He is a Certified Public Accountant 
(inactive) and a Certified Management Accountant, having 
received the Certificate of Distinguished Performance on the 
CMA exam. He received his Ph.D. from Georgia State 

University. 

WAYNE J. MORSE, a hiking 
and canoeing enthusiast, is 

Professor of Accounting at the 

Saunders College of Business at 
Rochester Institute of 
Technology. An author or co- 

author of more than fifty 

published papers, monographs, 
and textbooks, he was a founding 

member of the Management 

Accounting section of the 
American Accounting Association. His most notable 

writings are in the areas of learning curves, human resource 
accounting, and quality costs. He was a member of the IMA 

Committee on Research and an AICPA Board of Examiners 

subcommittee, and he has served on the editorial boards of 
Advances in Accounting, Trends in Accounting Education, 
Issues in Accounting Education, and Management 

Accounting Research. A Certified Public Accountant, he 
received his Ph.D. from Michigan State University. Prior to 
joining RIT, he was on the faculty of the University of 

Illinois, Duke University, the University of Tennessee, 

Clarkson University, and the University of Alabama- 
Huntsville. 



elcome to Financial & Managerial Accounting for MBAs. Our main goal in writing this book 

was to satisfy the needs of today’s business manager by creating a contemporary, engaging, 

and user-oriented textbook. This book is the product of extensive market research including 

focus groups, market surveys, class tests, manuscript reviews, and interviews with faculty from across 

the country. We are grateful to the students and faculty who provided us with useful feedback during 

the preparation of this book. 

TARGET AUDIENCE 
Financial & Managerial Accounting for MBAs is intended for use in full-time, part-time, executive, and 

evening MBA programs that include a combined financial and managerial accounting course as part of 

the curriculum, and one in which managerial decision making and analysis are emphasized. This book 

easily accommodates mini-courses lasting several days as well as extended courses lasting a full semester. 

INNOVATIVE APPROACH 
Financial & Managerial Accounting for MBAs is managerially oriented and focuses on the most 

salient aspects of accounting. It teaches MBA students how to read, analyze, and interpret accounting 

data to make informed business decisions. This textbook makes accounting engaging, relevant, and 

contemporary. To that end, it consistently incorporates real company data, both in the body of each 

module and throughout assignment material. 

FLEXIBLE STRUCTURE 
The MBA curricula, instructor preferences, and course lengths vary across colleges. Accordingly and to 

the extent possible, the 24 modules that make up Financial & Managerial Accounting for MBAs were 

designed independently of one another. This modular presentation enables each college and instructor to 

“customize” the book to best fit the needs of their students. Our introduction and discussion of financial 

statements constitute Modules |, 2, and 3. Module 4 presents the analysis of financial statements with 

an emphasis on profitability analysis. Modules 5 through 10 highlight major financial accounting topics 

including assets, liabilities, equity, and off-balance-sheet financing. Module 11 explains forecasting 

financial statements and Module |2 introduces simple valuation models. Module 13 introduces managerial 

accounting and is followed by a discussion of cost behavior and cost estimation in Module 14. Module 15 

explains cost-volume-profit analysis while Module 16 focuses on using relevant costs to make business 

decisions. Job and process costing are covered in a single module, Module 17, followed by activity- 

based costing in Module 18 and the assignment of indirect costs in Module 19. The remaining modules, 

20 through 24, highlight managerial accounting topics ranging from operational budgets and variance 

analysis to segment reporting, product pricing, and capital budgeting. At the end of the book, we include 

several useful resources. Appendix A contains Compound Interest tables. Appendix B details the process 

for preparing and analyzing the Statement of Cash Flow. Appendix C is an illustrative case that applies the 

techniques described in the financial accounting modules (1—12) to an actual company, Kimberly-Clark. 

Appendix D is a chart of accounts used in the book. 

MANAGERIAL EMPHASIS 
As MBA instructors, we recognize that the core MBA accounting course is not directed toward 

accounting majors. Financial & Managerial Accounting for MBAs embraces this reality. This book 

highlights reporting, analysis, interpretation, and decision making. In the financial accounting 

modules, we incorporate the following financial statement effects template when relevant to train 

MBA students in understanding the economic ramifications of transactions and their impact on all key 

financial statements. This analytical tool is a great resource for MBA students in learning accounting 



and applying it to their future courses and careers. Each transaction is identified in the “Transaction” 

column. Then, the dollar amounts (positive or negative) of the financial statement effects are recorded 

in the appropriate balance sheet or income statement columns. The template also reflects the statement 

of cash flow effects (via the cash column) and the statement of stockholders’ equity effects (via the 

contributed capital and earned capital columns). The earned capital account is immediately updated to 

reflect any income or loss arising from each transaction (denoted by the arrow line from net income 

to earned capital). This template is instructive as it reveals the financial impacts of transactions, and it 

Earned 

Capital 
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provides insights into the effects of accounting choices. 

Balance Sheet 

Cash Noncash __Liabil- Contrib. 
Transaction Asset Assets ities Capital 

Dr, Acct. # 

Cr, Acct 

Account 

Account 

In the margin next to the financial statement 

effects template are shown the related 

journal entry and T-account effects. 

Income Statement 

Income 

column. 

The statement of cash flow effects 

are reflected via the Cash Asset 

INNOVATIVE PEDAGOGY 

Focus Companies for Each Module 

The statement of stockholders’ equity 

effects are reflected via the Contributed 

Capital and Earned Capital columns. 

In the financial accounting portion of the book, each module’s content is explained through the accounting 

and reporting activities of real companies. To that end, each module incorporates a “focus company” for 

special emphasis and demonstration. The enhanced instructional value of focus companies comes from 

the way they engage MBA students in real analysis and interpretation. Focus companies were selected 

based on the industries that MBA students typically enter upon graduation. We apply a similar approach 

to the managerial accounting modules, but limited access to internal accounting information prevents us 

from illustrating all managerial accounting topics using real company data. We do, however, incorporate 

real world examples throughout each module. Each managerial accounting module is presented in context 

using real world scenarios from a variety of service, retail, and manufacturing companies. The following 

table lists focus companies by module. 

ta a aR a a ES I ae a a 

MODULE 1 Berkshire Hathaway _ MODULE 19° Wells Fargo 

“MODULE 11 Procter & Gamble nous 20 Toyota 

_MODULE 3 Apple _ | MODULE 12 Johnson & fonncent 

_MODULE 4 Target 

MODULE 5 Pfizer 

MODULE 6 Cisco 

_MODULE 13 Carbon Motors 

MODULE na WalMart MODULE 23 IBM 

MODULE 15 Netflix MODULE 24 Viking Air 

MODULE 9 Aon _ 

MODULE 16 “Nintendo APPEN DIX B Starbucks 

MODULE ue Caterpillar APPENDIX Cc Kimberly- “Clark 

MODULE 18 UPS 
SE EE IG TSE I SISTED SITE NE TN EPI NE eH DE A SR St RE SOLIPRISNNSaNE 

Real Company Data Throughout 

Market research and reviewer feedback tell us that one of instructors’ greatest frustrations with other MBA 
textbooks is their lack of real company data. We have gone to great lengths to incorporate real company 
data throughout each module to reinforce important concepts and engage MBA students. We engage 
nonaccounting MBA students specializing in finance, marketin g, management, real estate, operations 5 

and so forth, with companies and scenarios that are relevant to them. For representative examples, SEE 
PAGES 4-7, 5-5, 6-11. 



Decision Making Orientation 

One primary goal of a MBA accounting course is to teach students the skills needed to apply their accounting 

knowledge to solving real business problems and making informed business decisions. With that goal in 

mind, Managerial Decision boxes in each module encourage students to apply the ma-terial presented to 

solving actual business scenarios. For representative examples, SEE PAGES 5-16, 6-12, 8-23. 

Mid-Module and Module-End Reviews 

Accounting can be challenging—especially for MBA students lacking business experience or previous 

exposure to business courses. To reinforce concepts presented in each module and to ensure student 

comprehension, we include mid-module and module-end reviews that require students to recall and apply 

the accounting techniques and concepts described in each module. For representative examples, SEE 

PAGES 4-14, 5-19, 8-6. 

Excellent, Class-Tested Assignment Materials 

Excellent assignment material is a must-have component of any successful textbook (and class). In keeping 

with the rest of the book, we used real company data extensively. We also ensured that assignments reflect 

our belief that MBA students should be trained in analyzing accounting information to make business 

decisions, as opposed to working on mechanical bookkeeping tasks. Assignments encourage students to 

analyze accounting information, interpret it, and apply the knowledge gained to a business decision. For 

representative examples, SEE PAGES 4-36, 6-45, 9-41. 

THIRD EDITION CHANGES 
Based on classroom use and reviewer feedback, a number of substantive changes have been made in this 

edition to further enhance the MBA students’ experiences: 

Financial Accounting Modules (1-12) 

@ Updated Financial Data: We have updated all Focus Company financial statements and disclo- 

sures to reflect each company’s latest available filings. We have updated all assignments using real 

data to reflect each company’s latest available filings and we have added many new assignments 

that also utilize real financial data and footnotes. 

@ International Financial Reporting Standards (IFRS): We have updated the IFRS Insight boxes 

and IFRS Alert boxes throughout the text to introduce students to the similarities and differences 

between U.S. GAAP and IFRS. We conclude each module with a summary of notable differences 

between IFRS and U.S. GAAP. We also added a new category of assignments, JFRS Applications, 

that require students to apply IFRS. 

= New Focus Companies: We now utilize Target as the focus company of Module 4, AON Corpora- 

tion as the focus company of Module 9, and Delta Airlines as the focus company in Module 10. 

@ Treatment of cash. We treat cash and cash equivalents as a nonoperating asset to reflect its in- 

creased use in a manner similar to short-term marketable securities. This change reflects changes 

in practice. 

@ Accounting Quality. We added a new section on accounting quality in Module 5. It describes mea- 

sures of accounting quality and factors that mitigate accounting quality. We also provide a check 

list of items in financial statements that should be reviewed when analyzing financial statements. 

@ Simplified treatment of income taxes: We simplified the treatment of the income tax rate in Mod- 

ule 4; this carries through the ROE disaggregation analysis and in many other sections of the book. 

= Intercorporate Investments: Consistent with recent changes in accounting standards, we have 

revised Module 7 to emphasize investors’ control of securities and deemphasize the percentage of 

ownership as the determining factor in selecting the method used for financial reporting. 

@ Equity Investments. We expanded our coverage of equity investments with additional examples 

and explanation. 

@ Credit Ratings: We have expanded the section on Credit Ratings in Module 8 to add a discus- 

sion on trends in credit ratings. We have also updated the credit rating statistics to reflect the latest 

publication of Moody’s Financial Metrics. 

Preface vii 
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= Noncontrolling Interest. We added expanded discussion of noncontrolling interest, including ac- 

counting for noncontrolling interest, how its reported in the balance sheet and income statement, 

and the interpretation of related disclosures. 

= Revised Forecasting Module: We have rewritten Module 11 on forecasting financial statements 

to help students understand the forecasting process; the revised module uses an actual analyst re- 

port on Procter & Gamble, together with the analysts’ spreadsheets (from Morgan Stanley) to show 

how forecasting is performed in practice. 

mm New Case Analysis. New Appendix C illustrates a case analysis of the financial reporting, fore- 

casting, and valuation of Kimberly-Clark Corporation. 

mm New Regulations. We highlight pending and proposed accounting standards and their likely ef- 

fects, if passed. These include pending standards on financial statement presentation and leasing. 

This edition also reflects all accounting standards in effect since our last edition, including the new 

business combination and consolidation standard and goodwill impairment testing. 

Managerial Accounting Modules (13-24) 

@ Over 25% of the assignment material is new. 

= Most chapter-opening vignettes are new or revised. New feature companies include: Nintendo, 

Wells Fargo, IBM, and UPS. 

& Most of the Business Insight Boxes are new or revised. 

@ Revised and shortened the section evaluating the illustration of job costing in Module 17. In addi- 

tion, revised and shortened the section on Inventory Costs in Various Organizations. 

@ Revised the section on “Reasons for Budgeting” in Module 21 to include coverage of risk 

management. 

& Added a new section on “Financial and Non-Financial Performance Measures” under Responsibil- 

ity Accounting in Module 22. 

@ Added a new section on “Economic Value Added” in Module 23. 

ONLINE INSTRUCTION AND HOMEWORK 
MANAGEMENT SYSTEM 
This supplement is ideal for distance/online/hybrid instruction, faculty responsible for large sections, and/ 

or courses requiring independent learning. Available for an additional fee, this Web-based instruction and 

homework management system enables students to solve select assignments in each module and receive 

instant feedback. Assignments with a red check mark VV) in the margin next to them are available in the 

online system. For more information, contact your sales representative. 

SUPPLEMENT PACKAGE 

For Instructors 

Solutions Manual: Created by the authors, the Solutions Manual contains complete solutions to all the 
assignments in the text. 

Test Bank: Written by the authors, the test bank includes multiple-choice items, matching questions, 
short essay questions, and problems. 

Computerized Test Bank: This computerized version of the test bank enables you to add and edit 
questions; create up to 99 versions of each test; attach graphic files to questions; import and export ASCII 
files; and select questions based on type or learning objective. Provides password protection for saved 
tests and question databases and is able to run on a network. 

PowerPoint: Created by the authors, the PowerPoint slides outline key elements of each module. 

Website: All instructor materials are accessible via the book’s Website (password protected) along with 
other useful links and information. www.cambridgepub.com 



For Students 

Preface 

Student Solutions Manual: Created by the authors, the student solutions manual contains all solutions to 

the even-numbered assignment materials in the textbook. This is a restricted item that is only available 

to students after their instructor has authorized its purchase. 

Website: Useful links are available to students free of charge on the book’s website. 
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owns numerous businesses that 

pursue diverse activities. The legendary Warren Buffett, the 

“Sage of Omaha,” manages the company. Buffett’s invest- 

ment philosophy is to acquire and hold companies over 

the long run. His acquisition criteria, taken from Berkshire 

Hathaway’s annual report, follow: 

1. Large purchases (and large pretax earnings). 

2. Demonstrated consistent earning power (future pro- 

jections are of no interest to us, nor are ‘turnaround’ 

situations). 

3. Businesses earning good returns on equity while 

employing little or no debt. 

4. Management in place (we can’t supply it). 

5. Simple businesses (if there’s lots of technology, we 

won’t understand it). 

6. An offering price (we don’t want to waste our time or 

that of the seller by talking, even preliminarily, about a 

transaction when price is unknown). 

1-1 

At least three of Buffett’s six criteria relate to financial perfor- 

mance. First, he seeks businesses with large and consistent 

earning power. Buffett is not only looking for consistent 

earnings, but earnings that are measured according to 

accounting policies that closely mirror the underlying eco- 

nomic performance of the business. 

Second, Buffett focuses on “businesses earning good 

returns on equity,” defined as income divided by average 

stockholders’ equity: “Our preference would be to reach our 

goal by directly owning a diversified group of businesses that 

generate cash and consistently earn above-average returns” 

(Berkshire Hathaway annual report). For management to earn 

a good return on equity, it must focus on both income (finan- 

cial performance) and equity (financial condition). 

Third, Buffett values companies based on their ability 

to generate consistent earnings and cash. He focuses on 

intrinsic value, which he defines in each annual report as 

follows: 

Intrinsic value is an all-important concept that offers the only 

logical approach to evaluating the relative attractiveness of 

Getty Images 



Module 

Financial Accounting 

for MBAs 

LEARNING OBJECTIVES 

LO1 

LO2 

LOS 

LO4 

LO5 

Explain and apply the basics of profitability analysis. (p. 1-18) 

Identify and discuss the users and suppliers of financial statement information. (p. 1-5) 

Identify and explain the four financial statements, and define the accounting equation. (p. 1-9) 

Describe business analysis within the context of a competitive environment. (p. 1-20) 

Describe the accounting principles and regulations that frame financial statements. (p. 1-25) 

investments and businesses. Intrinsic value can be defined 

simply: It is the discounted value of the cash that can be taken 

out of a business during its remaining life. 

The discounted value Buffett describes is the present 

(today’s) value of the cash flows the company expects to 

generate in the future. Cash is generated when companies 

are well managed and operate profitably and efficiently. 

Warren Buffett provides some especially useful invest- 

ment guidance in his Chairman’s letter from a prior period’s 

Berkshire Hathaway annual report: 

Three suggestions for investors: First, beware of companies 

displaying weak accounting. If a company still does not 

expense options, or if its pension assumptions are fanciful, 

watch out. When managements take the low road in aspects 

that are visible, it is likely they are following a similar path 

behind the scenes. There is seldom just one cockroach in 

the kitchen. 

Second, unintelligible footnotes usually indicate untrust- 

worthy management. If you can’t understand a footnote or 

other managerial explanation, it’s usually because the CEO 

doesn’t want you to. Enron’s descriptions of certain transac- 

tions still baffle me. 

Finally, be suspicious of companies that trumpet earnings pro- 

jections and growth expectations. Businesses seldom operate 

in a tranquil, no-surprise environment, and earnings simply 

don’t advance smoothly (except, of course, in the offering 

books of investment bankers). 

This book will explain Buffett’s references to stock option 

accounting and pension assumptions as well as a host of 

other accounting issues that affect interpretation and valua- 

tion of companies’ financial performance. We will analyze and 

interpret the footnotes, which Buffett views as crucial to qual- 

ity financial reporting and analysis. Our philosophy is simple: 

we must understand the intricacies and nuances of financial 

reporting to become critical readers and users of financial 

reports for company analysis and valuation. 

Sources: Berkshire Hathaway 10-K Reports, Berkshire Hathaway Annual 

Reports; The Wall Street Journal, January 2012. 
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Financial accounting information serves many purposes. To understand this, imagine that we are a 

specific user of accounting information. For example, imagine we are a stock investor—how might we 

use accounting information to identify a stock to buy? Imagine we are a bond trader—how might we 

use accounting information to assess whether a company is able to repay its debt? Imagine we are a 

manager—how might we use accounting information to decide whether to acquire another company or 

divest a current division? Imagine we are an equity or credit analyst—how might we use accounting to 

assess and communicate an investment appraisal or credit report? 

This book explains the concepts, preparation, and application of financial accounting information 

and, importantly, how decision makers use such information. Accounting information informs many 

decisions beyond the few listed above. In general, managers use financial accounting information to 

make operating, investing, and financing decisions. Investors and analysts use financial accounting 

information to help decide whether to buy or sell stock. Lenders and rating agencies use accounting 

information to help decide on a company’s creditworthiness and lending terms. Regulators use ac- 

counting information to enact social and economic policies and to monitor compliance with laws. Le- 

gal institutions use accounting information to assess fines and reparations in litigation. Other decision 

makers rely on accounting information for purposes ranging from determining demands in labor union 

negotiations to levying damages for environmental abuses. 

This module begins with an overview of the information environment that companies face, and 

it discusses the demand for and supply of financial information. We then review financial statements 

and explain what they convey about a company. Profitability is described next and is used as a focus 

of much of our application of accounting information. We conclude the module with an introduction 

to business analysis, which is an important part of drawing inferences from financial statements. We 

include (in the appendix) a discussion of the regulatory environment that defines current financial re- 

porting for companies. 

The remainder of the book can be broken into four parts—see figure at top of next page. Part | 

consists of Modules |, 2 and 3 and offers an introduction of accounting fundamentals and the business 

environment. Part 2 consists of Module 4, which introduces analysis of financial statements. Although 

an aim of this book is to help us understand the application of financial statements, it is important that 

we understand their preparation. Thus, Part 3, which consists of Modules 5 through 10, describes the 

accounting for assets, liabilities, and equity; Appendix B covers accounting for cash flows. Part 4 con- 

sists of Modules 11 and 12, which explain the forecasting of accounting numbers and the valuation of 

common stock; Appendix C applies many of the analysis tools introduced in this book. 
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REPORTING ON BUSINESS ACTIVITIES 
To effectively manage a company or infer whether it is well managed, we must understand the com- 

pany’s business activities. Financial statements help us understand these business activities. These 

statements report on a company’s performance and financial condition, and reveal executive manage- 

ment’s privileged information and insights. 

Financial statements satisfy the needs of different users. The functioning of the accounting infor- 

mation system involves application of accounting standards to produce financial statements. Effec- 

tively using this information system involves making judgments, assumptions, and estimates based on 

data contained in the financial reports. The greatest value we derive from this information system as us- 

ers of financial reports is the insight we gain into the business activities of the company under analysis. 

To effectively analyze and use accounting information, we must consider the business context in 

which the information is created—see Exhibit 1.1. Without exception, all companies plan business 

activities, finance those activities, invest in those activities, and then engage in operating activities. 

Companies conduct all these activities while confronting business forces, including market constraints 

and competitive pressures. Financial statements provide crucial input for strategic planning. They also 

provide information about the relative success of those plans, which can be used to take corrective ac- 

tion or make new operating, investing, and financing decisions. 

Exhibit 1.1 depicts the business activities for a typical company. The outer (green) ring is the plan- 

ning process that reflects the overarching goals and objectives of the company within which strategic 

decisions are made. Those strategic decisions involve company financing, asset management, and daily 

operations. Apple, Inc., the focus company in Modules 2 and 3, provides the following description of 

its business strategy in its annual report: 

Business Strategy The Company is committed to bringing the best user experience to its cus- 

tomers through its innovative hardware, software, peripherals, services, and Internet offerings. The 

Company’s business strategy leverages its unique ability to design and develop its own operating 

systems, hardware, application software, and services to provide its customers new products and 

solutions with superior ease-of-use, seamless integration, and innovative industrial design. The 

Company believes continual investment in research and development is critical to the development 

and enhancement of innovative products and technologies. In conjunction with its strategy, the 

Company continues to build and host a robust platform for the discovery and delivery of third-party 

digital content and applications through the iTunes Store... The Company is therefore uniquely po- 

sitioned to offer superior and well-integrated digital lifestyle and productivity solutions. 

1-4 
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| EXHIBIT 1.1 Business Activities 

Reports prepared Period of time Reports prepared 

© Identify and 

discuss the users 

and suppliers of 

financial statement 

information. 

A company’s strategic (or business) plan reflects how it plans to achieve its goals and objectives. A 

plan’s success depends on an effective analysis of market demand and supply. Specifically, a company 

must assess demand for its products and services, and assess the supply of its inputs (both labor and 

capital). The plan must also include competitive analyses, opportunity assessments, and consideration 

of business threats. 

Historical financial statements provide insight into the success of a company’s strategic plan, and are 

an important input to the planning process. These statements highlight portions of the strategic plan that 

proved profitable and, thus, warrant additional capital investment. They also reveal areas that are less ef- 

fective, and provide information to help managers develop remedial action. 

Once strategic adjustments are planned and implemented, the resulting financial statements pro- 

vide input into the planning process for the following year; and this process begins again. Understand- 

ing a company’s strategic plan helps focus our analysis of financial statements by placing them in 

proper context. 

FINANCIAL STATEMENTS: DEMAND AND SUPPLY 

Demand for financial statements has existed for centuries as a means to facilitate efficient contract- 

ing and risk-sharing. Decision makers and other stakeholders demand information on a company’s 

past and prospective returns and risks. Supply of financial statements is driven by companies’ 

wish to lower their costs of financing and less obvious costs such as political, contracting, and 

labor. Managers decide how much financial information to supply by weighing the costs of disclosure 

against the benefits of disclosure. Regulatory agencies intervene in this process with various disclosure 

requirements that establish a minimum supply of information. 

Demand for Information 

The following broad classes of users demand financial accounting information: 

@ Managers and employees @ Shareholders and directors 

@ Investment analysts and information @ Customers and strategic partners 

intermediaries ™@ Regulators and tax agencies 

@ Creditors and suppliers ™ Voters and their representatives 
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Managers and Employees 
For their own well-being and future earnings potential, managers and employees demand account- 

ing information on the financial condition, profitability, and prospects of their companies as well as 

comparative financial information on competing companies and business opportunities. This permits 

them to benchmark their company’s performance and condition. Managers and employees also demand 

financial accounting information for use in compensation and bonus contracts that are tied to such 

numbers. The popularity of employee profit sharing and stock ownership plans has further increased 

demand for financial information. Other sources of demand include union contracts that link wage ne- 

gotiations to accounting numbers and pension and benefit plans whose solvency depends on company 

performance. 

Investment Analysts and Information Intermediaries 
Investment analysts and other information intermediaries, such as financial press writers and business 

commentators, are interested in predicting companies’ future performance. Expectations about future 

profitability and the ability to generate cash impact the price of securities and a company’s ability to 

borrow money at favorable terms. Financial reports reflect information about past performance and 

current resources available to companies. These reports also provide information about claims on those 

resources, including claims by suppliers, creditors, lenders, and shareholders. This information allows 

analysts to make informed assessments about future financial performance and condition so they can 

provide stock recommendations or write commentaries. 

Creditors and Suppliers 
Banks and other lenders demand financial accounting information to help determine loan terms, loan 

amounts, interest rates, and required collateral. Loan agreements often include contractual require- 

ments, called covenants, that restrict the borrower’s behavior in some fashion. For example, loan 

covenants might require the loan recipient to maintain minimum levels of working capital, retained 

earnings, interest coverage, and so forth to safeguard lenders. Covenant violations can yield techni- 

cal default, enabling the creditor to demand early payment or other compensation. Suppliers demand 

financial information to establish credit terms and to determine their long-term commitment to supply- 

chain relations. Both creditors and suppliers use financial information to monitor and adjust their con- 

tracts and commitments with a company. 

Shareholders and Directors 
Shareholders and directors demand financial accounting information to assess the profitability and 

risks of companies. Shareholders and others (such as investment analysts, brokers and potential inves- 

tors) search for information useful in their investment decisions. Fundamental analysis uses finan- 

cial information to estimate company value and to form buy-sell stock strategies. Both directors and 

shareholders use accounting information to evaluate managerial performance. Managers similarly use 

such information to request an increase in compensation and managerial power from directors. Outside 

directors are crucial to determining who runs the company, and these directors use accounting informa- 

tion to help make leadership decisions. 

Customers and Strategic Partners 
Customers (both current and potential) demand accounting information to assess a company’s ability to 

provide products or services as agreed and to assess the company’s staying power and reliability. Stra- 

tegic partners wish to estimate the company’s profitability to assess the fairness of returns on mutual 

transactions and strategic alliances. 

Regulators and Tax Agencies 
Regulators (such as the SEC, the Federal Trade Commission, and the Federal Reserve Bank) and tax 

agencies demand accounting information for antitrust assessments, public protection, price setting, 

import-export analyses, and setting tax policies. Timely and reliable information is crucial to effective 
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regulatory policy, and accounting information is often central to social and economic policy. For ex- 

ample, governments often grant monopoly rights to electric and gas companies serving specific areas 

in exchange for regulation over prices charged to consumers. These prices are mainly determined from 

accounting measures. 

Voters and Their Representatives 
Voters and their representatives to national, state, and local governments demand accounting informa- 

tion for policy decisions. The decisions can involve economic, social, taxation, and other initiatives. 

Voters and their representatives also use accounting information to monitor government spending. We 

have all heard of the $1,000 hammer type stories that government watchdog groups uncover while sift- 

ing through accounting data. Contributors to nonprofit organizations also demand accounting informa- 

tion to assess the impact of their donations. 

The accounting standards explained in this book are consistent with generally accepted accounting 

principles (GAAP) primarily developed by the Financial Accounting Standards Board (FASB). A simi- 

lar organization, the International Accounting Standards Board (IASB), develops a global set of In- 

ternational Financial Reporting Standards (IFRS) for preparation of financial statements. To increase 

comparability of financial statements and reduce reporting complexity, the Securities Exchange 

Commission (SEC), the FASB, and the IASB are committed to a process of convergence to one set 

of world accounting standards. As we progress through the book, we will provide IFRS Insight boxes 

like this to identify differences between GAAP and IFRS. 

Supply of information 

In general, the quantity and quality of accounting information that companies supply are determined by 

managers’ assessment of the benefits and costs of disclosure. Managers release information provided 

the benefits of disclosing that information outweigh the costs of doing so. Both regulation and bargain- 

ing power affect disclosure costs and benefits and thus play roles in determining the supply of account- 

ing information. Most areas of the world regulate the minimum levels of accounting disclosures. In 

the U.S., publicly traded firms must file financial accounting information with the Securities Exchange 

Commission (SEC). The two main compulsory SEC filings are: 

@ Form 10-K: the audited annual report that includes the four financial statements, discussed below, 

with explanatory notes and the management’s discussion and analysis (MD&A) of financial results. 

& Form 10-Q: the unaudited quarterly report that includes summary versions of the four financial 

statements and limited additional disclosures. 

Forms 10-K and 10-Q are available electronically from the SEC Website (see Appendix 1A). The mini- 

mum, regulated level of information is not the standard. Both the quantity and quality of information 

differ across companies and over time. We need only look at several annual reports to see considerable 

variance in the amount and type of accounting information supplied. For example, differences abound 

on disclosures for segment operations, product performance reports, and financing activities. Further, 

some stakeholders possess ample bargaining power to obtain accounting information for themselves. 

These typically include private lenders and major suppliers and customers. 

Benefits of Disclosure 
The benefits of supplying accounting information extend to a company’s capital, labor, input, and 
output markets. Companies must compete in these markets. For example, capital markets provide 
debt and equity financing; the better a company’s prospects, the lower is its cost of capital (as re- 
flected in lower interest rates or higher stock prices). The same holds for a company’s recruiting 
efforts in labor markets and its ability to establish superior supplier-customer relations in the input 
and output markets. 
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A company’s performance in these markets depends on success with its business activities and the 

market’s awareness of that success. Companies reap the benefits of disclosure with good news about 

their products, processes, management, and so forth. That is, there are real economic incentives for 

companies to disclose reliable (audited) accounting information enabling them to better compete in 

capital, labor, input, and output markets. 

What inhibits companies from providing false or misleading good news? There are several con- 

straints. An important constraint imposed by stakeholders is that of audit requirements and legal reper- 

cussions associated with inaccurate accounting information. Another relates to reputation effects from 

disclosures as subsequent events either support or refute earlier news. 

Costs of Disclosure 
The costs of supplying accounting information include its preparation and dissemination, competitive 

disadvantages, litigation potential, and political costs. Preparation and dissemination costs can be sub- 

stantial, but companies have often already incurred those costs because managers need similar infor- 

mation for their own business decisions. The potential for information to yield competitive disadvan- 

tages is high. Companies are concerned that disclosures of their activities such as product or segment 

successes, strategic alliances or pursuits, technological or system innovations, and product or process 

quality improvements will harm their competitive advantages. Also, companies are frequently sued 

when disclosures create expectations that are not met. Highly visible companies often face political and 

public pressure, which creates “political costs.” These companies often try to appear as if they do not 

generate excess profits. For example, government defense contractors, large software conglomerates, 

and oil companies are favorite targets of public scrutiny. Disclosure costs are higher for companies 

facing political costs. 

The SEC adopted Regulation FD, or Reg FD for short, to curb the practice of selective disclosure 

by public companies (called issuers by the SEC) to certain shareholders and financial analysts. In the 

past, many companies disclosed important information in meetings and conference calls that excluded 

individual shareholders. The goal of this rule is to even the playing field for all investors. Reg FD reads 

as follows: “Whenever an issuer discloses any material nonpublic information regarding that issuer, the 

issuer shall make public disclosure of that information . . . simultaneously, in the case of an intentional 

disclosure; and . . . promptly, in the case of a non-intentional disclosure.” Reg FD increased the cost 

of voluntary financial disclosure and led some companies to curtail the supply of financial information 

to all users. 

International Accounting Standards and Convergence 

The International Accounting Standards Board (IASB) oversees the development of accounting stan- 

dards for a vast number of countries outside the U.S. More than 100 countries, including those in the 

European Union, require use of International Financial Reporting Standards (IFRS) developed by the 

IASB. For many years, [ASB and the FASB operated as independent standard-setting bodies. In the 

early 2000s, pressure mounted for these two standard-setting organizations to collaborate and create 

one set of internationally acceptable standards. At a joint meeting in 2002, the FASB and the IASB each 

acknowledged their commitment to the development of high-quality, compatible accounting standards 

that could be used for both domestic and cross-border financial reporting. At that meeting, both the 

FASB and IASB pledged to use their best efforts to (a) make their existing financial reporting standards 

fully compatible as soon as practicable and (b) to coordinate their future work programs to ensure that 

once achieved, compatibility is maintained. 

In May 2011, the SEC proposed a transition method to incorporate IFRS into the U.S. reporting 

system. The SEC delineated the perceived benefits and risks of the proposed method but did not lay 

out a definitive timeline for its implementation. Larger companies have begun to issue IFRS-compliant 

financial statements, and foreign private issuers on U.S. stock exchanges are currently permitted to file 

IFRS financial statements without reconciliation to U.S. GAAP as was previously required. 

Are financial statements prepared under IFRS substantially different from those prepared under 

U.S. GAAP? At a broad level, the answer is no. Both are prepared using accrual accounting and utilize 

similar conceptual frameworks. Both require the same set of financial statements: a balance sheet, an 

income statement, a statement of cash flows, a statement of stockholders’ equity, and a set of explanatory 
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financial statements, 

and define the 

accounting 

equation. 

footnotes. That does not mean that no differences exist. However, the differences are typically technical in 

nature, and do not differ on broad principles discussed in this book. Indeed, recent accounting standards 

issued by the FASB and the IASB, such as the accounting for acquisitions of companies, were developed 

jointly and issued simultaneously to minimize differences as the two standard-setting bodies work toward 

harmonization of international standards. 

At the end of each module, we summarize key differences between U.S. GAAP and IFRS. Also, 

there are a variety of sources that provide more detailed and technical analysis of similarities and differ- 

ences between U.S. GAAP and IFRS. The FASB, the IASB, and each of the “Big 4” accounting firms 

also maintain Websites devoted to this issue. Search under IFRS and PwC, KPMG, EY and Deloitte. 

The two standard-setting bodies also provide useful information, see: FASB (www.fasb.org/intl/) and 

IASB (www.iasb.org/Home.htm). 

Accounting Quality 

In the bear market that followed the bursting of the dot.com bubble in the early 2000s, and amid 

a series of corporate scandals such as Enron, Tyco, and WorldCom, Congress passed the 

Sarbanes-Oxley Act, often referred to as SOX. SOX sought to rectify perceived problems in ac- 

counting, including weak audit committees and deficient internal controls. Increased scrutiny of 

financial reporting and internal controls has had some success. A report by Glass, Lewis and Co., 

a corporate-governance research firm, shows that the number of financial restatements by publicly 

traded companies surged to a record 1,295 in 2005—which is one restatement for each 12 public 

companies, and more than triple the 2002 total, the year SOX passed. The Glass, Lewis and Co. re- 

port concluded that “when so many companies produce inaccurate financial statements, it seriously 

calls into question the quality of information that investors relied upon to make capital-allocation 

decisions” (CFO.Com). Bottom line: we must be critical readers of financial reports. 

FINANCIAL STATEMENTS 
Companies use four financial statements to periodically report on business activities. These statements 

are the: balance sheet, income statement, statement of stockholders’ equity, and statement of cash flows. 

Exhibit 1.2 shows how these statements are linked across time. A balance sheet reports on a company’s 

financial position at a point in time. The income statement, statement of stockholders’ equity, and the 

statement of cash flows report on performance over a period of time. The three statements in the middle 

of Exhibit 1.2 (period-of-time statements) link the balance sheet from the beginning to the end of a 

period. 

EXHIBIT 1.2 Financial Statement Links across Time 
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A one-year, or annual, reporting period is common and is called the accounting, or fiscal, year. Of 

course, firms prepare financial statements more frequently; semiannual, quarterly, and monthly finan- 

cial statements are common. Calendar-year companies have reporting periods beginning on January | 

and ending on December 31. Berkshire Hathaway is a calendar-year company. Some companies 

choose a fiscal year ending on a date other than December 31, such as when sales and inventory are 

low. For example, Best Buy’s fiscal year-end is always near February |, after the busy holiday season. 

Balance Sheet 

A balance sheet reports a company’s financial position at a point in time. The balance sheet reports 

the company’s resources (assets), namely, what the company owns. The balance sheet also reports the 

sources of asset financing. There are two ways a company can finance its assets. It can raise money 

from shareholders; this is owner financing. It can also raise money from banks or other creditors and 

suppliers; this is nonowner financing. This means that both owners and nonowners hold claims on 

company assets. Owner claims on assets are referred to as equity and nonowner claims are referred to 

as liabilities (or debt). Since all financing must be invested in something, we obtain the following basic 

relation: investing equals financing. This equality is called the accounting equation, which follows: 

baie ; Investing — 

The accounting equation works for all companies at all points in time. 

The balance sheet for Berkshire Hathaway is in Exhibit 1.3 (condensed). Refer to this balance 

sheet to verify the following amounts: assets = $372,229 million; liabilities = $209,295 million; and 

equity = $162,934 million. Assets equal liabilities plus equity, which reflects the accounting equation: 

investing equals financing. 

Investing Activities 
Balance sheets are organized like the accounting equation. Investing activities are represented by the 

company’s assets. These assets are financed by a combination of nonowner financing (liabilities) and 

owner financing (equity). 

EXHIBIT 1. 3 Balance Sheet ($ millions) 
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_ BERKSHIRE HATHAWAY 
‘ ‘Balance Sheet’ 

December 31, 2010 

Report amounts at 

a point in time 

Noncash assetsieeay cite sreiae. er rete t ey  elie eather 334, _ 334,002 

HOLAASSCLSeNeene ete Pete een re Pr Eon AE. peleeee 229 

Liabilities and equity 

OCU ESET ee ee ie Mee Financing 
Equity 

Contributed capital (common stock and paid-in capital) .. . 37,541 Nonowner claim 

RetainecicarmingSsh-atep mena ciatn<ckdo ch tela -hemsdonoietehs « 99,194 on resources 

Othenioquityiy-vees meee rene tet a canmaces.2 op een pate 26,199 

TOUSUSCUITV Meo cet ge Re arate wt eA acehias ONO 162,934 Owner claim on 
; ore resources 

TotalliabilitiesvancheCUILViaebmyewe tient cic io ciaer $372,229 

* Financial statement titles often begin with the word consolidated. This means that the 

financial statement includes a parent company and one or more subsidiaries, companies 

that the parent company owns and controls. 

t For Berkshire Hathaway, other equity includes accumulated other comprehensive income 

and noncontrolling interests. 



1-11 Module 1 | Financial Accounting for MBAs 

For simplicity, Berkshire Hathaway’s balance sheet in Exhibit 1.3 categorizes assets into cash and 

noncash assets. Noncash assets consist of several asset categories (Module 2 explains the composition 

of noncash assets). These categories are listed in order of their nearness to cash. For example, compa- 

nies own a category of assets called inventories. These are goods that the company intends to sell to its 

customers. Inventories are converted into cash when they are sold within a short period of time. Hence, 

Relative Proportion of Short-Term and Long-Term Assets 

(9 Short-Term 

Assets 

(© Long-Term 

Assets 

Financing Activities 
Assets must be paid for, and funding is provided by a combination of owner and nonowner financing. 

Owner (or equity) financing includes resources contributed to the company by its owners along with 

Relative Proportion of Liabilities and Equity 

© Equity 
©& Liabilities 

they are classified as short-term assets. Companies also re- 

port a category of assets called property, plant and equip- 

ment. This category includes a company’s office buildings or 

manufacturing facilities. Property, plant and equipment as- 

sets will be held for an extended period of time and are, there- 

fore, generally classified as long-term assets. 

The relative proportion of short-term and long-term as- 

sets is largely determined by a company’s business model. 

This is evident in the graph to the side that depicts the relative 

proportion of short- and long-term assets for several compa- 

nies that we feature in this book. Companies such as Cisco 

and Google require little investment in long-term assets. On 

the other hand, Comeast and Procter & Gamble require 

a large investment in long-term assets. Although managers 

can influence the relative amounts and proportion of assets, 

their flexibility is somewhat limited by the nature of their 

industries. 

any profit retained by the company. Nonowner (creditor or 

debt) financing is borrowed money. We distinguish between 

these two financing sources for a reason: borrowed money 

entails a legal obligation to repay amounts owed, and failure 

to do so can result in severe consequences for the borrower. 

Equity financing entails no such legal obligation for 

repayment. 

The relative proportion of nonowner (liabilities) and 

owner (equity) financing is largely determined by a compa- 

ny’s business model. This is evident in the graph to the side, 

again citing many of the companies we feature as focus com- 

panies in this book. Google is a relatively new company that is 

expanding into new markets. Its business model is, therefore, 

more risky than that of a more established company operat- 

ing in relatively stable markets. Google cannot afford to take 

on additional risk of higher nonowner financing levels. On the 

other hand, Caterpillar’s cash flows are relatively stable. It can 

operate with more nonowner financing. 

Our discussion of investing and financing activities uses many terms and concepts that we explain 
later in the book. Our desire here is to provide a sneak preview into the interplay among financial 
statements, manager behavior, and economics. Some questions that we might have at this early stage 
regarding the balance sheet follow: 

™ Berkshire Hathaway reports $38 227 million of cash on its 2010 balance sheet, which is 10% of to- 
tal assets. Many investment-type companies such as Berkshire Hathaway and high-tech companies 
such as Cisco Systems carry high levels of cash. Why is that? Is there a cost to holding too much 
cash? Is it costly to carry too little cash? 

m ©The relative proportion of short-term and long-term assets is largely dictated by companies’ busi- 
ness models. Why is this the case? Why is the composition of assets on balance sheets for com- 
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panies in the same industry similar? By what degree can a company’s asset composition safely 

deviate from industry norms? 

@ = What are the trade-offs in financing a company by owner versus nonowner financing? If nonowner 

financing is less costly, why don’t we see companies financed entirely with borrowed money? 

@ How do shareholders influence the strategic direction of a company? How can long-term creditors 

influence strategic direction? 

& Most assets and liabilities are reported on the balance sheet at their acquisition price, called histori- 

cal cost. Would reporting assets and liabilities at fair values be more informative? What problems 

might fair-value reporting cause? 

Review the Berkshire Hathaway balance sheet summarized in Exhibit 1.3 and think about these ques- 

tions. We provide answers for each of these questions as we progress through the book. 

Balance sheets prepared under IFRS often classify accounts in reverse order of liquidity (lack of 

nearness to cash), which is the opposite of what U.S. companies do. For example, intangible as- 

sets are typically listed first and cash is listed last among assets. Also, equity is often listed before 

liabilities, where liabilities are again listed in order of decreasing liquidity. These choices reflect con- 

vention and not IFRS requirements. 

income Statement 

An income statement reports on a company’s performance over a period of time and lists amounts for 

revenues (also called sales) and expenses. Revenues less expenses yield the bottom-line net income 

amount. Berkshire Hathaway’s income statement is in Exhibit 1.4. Refer to its income statement to 

verify the following: revenues = $136,185 million; expenses = $123,218 million; and net income = 

$12,967 million. Net income reflects the profit (also called earnings) to owners for that specific period. 

Income Statement Report amounts over 

For Year Ended December 31, 2010 — a period of time 

REVENUES i seencis ance tnaatton inne cate cee weeps eatery aon eehens $136,185 Goods or services 

EXDeNSESE wor entire cet o cue Soarenitoan tera chemi ee teas te 123,218 provided to customers 

NEMInCOMeIOSS)M a Mererener ec eh tee ue crnin tomate $ 12,967 Coaetnounedie 

generate revenues 

Manufacturing and merchandising companies typically include an additional expense account, called 

cost of goods sold (or cost of sales), in the income statement following revenues. It is also common to 

report a subtotal called gross profit (or gross margin), which is revenues less cost of goods sold. The 

company’s remaining expenses are then reported below gross profit. This income statement layout 

follows: 

Income Statement ($ millions) 7 

_ BERKSHIRE HATHAWAY 
EXHIBIT 1.4 

Revenues F 
— Cost of goods sold Cost of materials, labor and overhead 

= Gross profit Revenues less cost of goods sold 
— Expenses 

= Net income (loss) Expenses other than cost of good sold 

Operating Activities 
Operating activities use company resources to produce, promote, and sell its products and services. 

These activities extend from input markets involving suppliers of materials and labor to a company’s 

output markets involving customers of products and services. Input markets generate most expenses 
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Net Income as a Percent of Sales (or costs) such as inventory, salaries, materials, and logis- 

tics. Output markets generate revenues (or sales) to cus- 

tomers. Output markets also generate some expenses such 

as marketing and distributing products and services to cus- 

tomers. Net income arises when revenues exceed expenses. 

A loss occurs when expenses exceed revenues. 

Differences exist in the relative profitability of com- 

panies across industries. Although effective management 

can increase the profitability of a company, business mod- 

els play a large part in determining company profitability. 

These differences are illustrated in the graph (to the side) of 

net income as a percentage of sales for several companies. 

Home Depot operates in a mature industry with little 

ability to differentiate its products from those of its com- 

petitors. Hence, its net income as a percentage of sales is 

low. Southwest Airlines faces a different kind of problem: 

having competitors that are desperate and trying to survive. 

Profitability will not return to the transportation industry until weaker competitors are no longer pro- 

tected by bankruptcy courts. At the other end of the spectrum are Apple, Cisco Systems and Google. 

All three are dominant in their industries with products protected by patent laws. Their profitability 

levels are more akin to that of monopolists. 

As a sneak preview, we might consider the following questions regarding the income statement: 

Assume that a company sells a product to a customer who promises to pay in 30 days. Should the 

seller recognize the sale when it is made or when cash is collected? 

When a company purchases a long-term asset such as a building, its cost is reported on the 

balance sheet as an asset. Should a company, instead, record the cost of that building as an 

expense when it is acquired? If not, how should a company report the cost of that asset over 

the course of its useful life? 

Manufacturers and merchandisers report the cost of a product as an expense when the product sale 

is recorded. How might we measure the costs of a product that is sold by a merchandiser? By a 

manufacturer? 

If an asset, such as a building, increases in value, that increase in value is not reported as income 

until the building is sold, if ever. What concerns arise if we record increases in asset values as part 

of income, when measurement of that increase is based on appraised values? 

Employees commonly earn wages that are yet to be paid at the end of a particular period. Should 

their wages be recognized as an expense in the period that the work is performed, or when the 

wages are paid? 

Companies are not allowed to report profit on transactions relating to their own stock. That is, they 

don’t report income when stock is sold, nor do they report an expense when dividends are paid to 

shareholders. Why is this the case? 

Review the Berkshire Hathaway income statement summarized in Exhibit 1.4 and think about these 

questions. We provide answers for each of these questions as we progress through the book. 

Warren Buffett on Financial Reports 

“When Charlie and | read reports, we have no interest in pictures of personnel, plants or products. 
References to EBITDA [earnings before interest, taxes, depreciation and amortization] make us 
shudder—does management think the tooth fairy pays for capital expenditures? We’re very sSuspi- 
cious of accounting methodology that is vague or unclear, since too often that means management 
wishes to hide something. And we don’t want to read messages that a public relations department 
or consultant has turned out. Instead, we expect a company’s CEO to explain in his or her own 
words what’s happening.” —Berkshire Hathaway annual report 
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Statement of Stockholders’ Equity 

The statement of stockholders’ equity reports on changes in key types of equity over a period of time. 

For each type of equity, the statement reports the beginning balance, a summary of the activity in the 

account during the year, and the ending balance. Berkshire Hathaway’s statement of stockholders’ 

equity is in Exhibit 1.5. During the recent period, its equity changed due to share issuances and income 

reinvestment. Berkshire Hathaway classifies these changes into three categories: 

@ Contributed capital, the stockholders’ net contributions to the company 

M@ Retained earnings, net income over the life of the company minus all dividends ever paid 

@ Other, consists of amounts that we explain later in the book 

EXHIBIT 1.5 Statement of Equity ($ 

Report amounts over a 

period of time 

Beginning period 

amounts 
Be 

December 31, 2009 $27,082 $86,227 $22,476 $135,785 

Stock issuance (repurchase) .... 11,096 11,096 

Net income(loss)..¢s.404 00: = 12,967 527 13,494 Change in balances 
DividendS rere am tie cee 0 0 over a period 

Otheneeerec ae eae (637) 3,196 2,559 

Ending period December 31, 2010........... $37,541 $99,194 $26,199 $162,934 

Se her amounts 

Contributed capital represents the cash the company received from the sale of stock to stockholders 

(also called shareholders), less any funds expended for the repurchase of stock. Retained earnings (also 

called earned capital or reinvested capital) represent the cumulative total amount of income that the 

company has earned and that has been retained in the business and not distributed to shareholders in 

the form of dividends. The change in retained earnings links consecutive balance sheets via the income 

statement: Ending retained earnings = Beginning retained earnings + Net income — Dividends. For 

Berkshire Hathaway, its recent year’s retained earnings increases from $86,227 million to $99,194 mil- 

lion. This increase of $12,967 million is explained by its net income of $12,967 million as Berkshire 

Hathaway paid no dividends in 2010. 

RESEARCH INSIGHT @.i¢5 Earnings important? 

A study asked top finance executives of publicly traded companies to rank the three most important 

measures to report to outsiders. The study reports that: 

“TMore than 50% of] CFOs state that earnings are the most important financial metric to external 

constituents . . . this finding could reflect superior informational content in earnings over the other 

metrics. Alternatively, it could reflect myopic managerial concern about earnings. The emphasis 

on earnings is noteworthy because cash flows continue to be the measure emphasized in the 

academic finance literature.” 

The study also reports that CFOs view year-over-year change in earnings to be of critical importance 

to outsiders. Why is that? The study provides the following insights. 

“CFOs note that the first item in a press release is often a comparison of current quarter earnings 

with four quarters lagged quarterly earnings .. . CFOs also mention that while analysts’ forecasts 

can be guided by management, last year’s quarterly earnings number is a benchmark that is harder, 

if not impossible, to manage after the 10-Q has been filed with the SEC . .. Several executives 

mention that comparison to seasonally lagged earnings numbers provides a measure of earnings 

momentum and growth, and therefore is a useful gauge of corporate performance.” 

Thus, are earnings important? To the majority of finance chiefs surveyed, the answer is a resounding 

yes. (Source: Graham, et al., Journal of Accounting and Economics, 2005) 
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Report amounts over 

a period of time 

Net cash inflow from operating 

Net cash outflow from investing 

Net cash inflow from financing 

Cash amounts per balance sheet 

Statement of Cash Flows 

The statement of cash flows reports the change (either an increase or a decrease) in a company’s cash 

balance over a period of time. The statement reports on cash inflows and outflows from operating, 

investing, and financing activities over a period of time. Berkshire Hathaway’s statement of cash flows 

is in Exhibit 1.6. Its cash balance increased by $7,669 million in the recent period: operating activities 

generated a $17,895 million cash inflow, investing activities reduced cash by $18,277 million, and 

financing activities yielded a cash inflow of $8,051 million. 

| EXHIBIT 1.6 Statement of Cash Flows ($ millions) 

Lo BERKSHIRE HATHAWAY = 
_ Statement of Cash Flows 

oe F r Year Ended December 31, 2010 

Operatingicash [loWSi- ieee iene nce are $17,895 

InvestingicashiflowSm merrier cetera eer tas (18,277) 

FInelMel Me MeCN) WOW cusccnanndanccanooconue 8,051* 

Netiincrease in Gashiate<& nee meriatctaie olemraresste 7,669 

CashwWecemberngsa2 009 Seer ee reer rar 30,558 

(Gacn, Deceimoer Gi, ZOO. .cnccsscccecssocne $38,227 

* Includes $(74) relating to foreign currency exchange rate changes. 

Berkshire Hathaway’s operating cash flow of $17,895 million does not equal its $12,967 million net 

income. Generally, a company’s net cash flow for a period does not equal its net income for the period. 

This is due to timing differences between when revenue and expense items are recognized on the income 

statement and when cash is received and paid. (We discuss this concept further in subsequent modules.) 

Both cash flow and net income numbers are important for business decisions. Each is used in se- 

curity valuation models, and both help users of accounting reports understand and assess a company’s 

past, present, and future business activities. As a sneak preview, we might consider the following ques- 

tions regarding the statement of cash flows: 

= What is the usefulness of the statement of cash flows? Do the balance sheet and income statement 

provide sufficient cash flow information? 

@ What types of information are disclosed in the statement of cash flows and why are they important? 

= = What kinds of activities are reported in each of the operating, investing and financing sections of 

the statement of cash flows? How is this information useful? 

@ Is it important for a company to report net cash inflows (positive amounts) relating to operating 

activities over the longer term? What are the implications if operating cash flows are negative for 
an extended period of time? 

@ = Why is it important to know the composition of a company’s investment activities? What kind of 

information might we look for? Are positive investing cash flows favorable? 

@ Is it important to know the sources of a company’s financing activities? What questions might that 

information help us answer? 

= How might the composition of operating, investing and financing cash flows change over a com- 
pany’s life cycle? 

= Is the bottom line increase in cash flow the key number? Why or why not? 

Review the Berkshire Hathaway statement of cash flows summarized in Exhibit 1.6 and think about 
these questions. We provide answers for each of these questions as we progress through the book. 

Financial Statement Linkages 

The four financial statements are linked within and across periods —consider the following: 
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= The income statement and the balance sheet are linked via retained earnings. For Berkshire Ha- 

thaway, the $12,967 million increase in retained earnings (reported on the balance sheet) equals 

its net income (reported on the income statement) (see Exhibit 1.5). Berkshire Hathaway did not 

pay dividends in 2010. 

B Retained earnings, contributed capital, and other equity balances appear both on the statement of 

stockholders’ equity and the balance sheet. 

& The statement of cash flows is linked to the income statement as net income is a component of 

operating cash flow. The statement of cash flows is also linked to the balance sheet as the change 

in the balance sheet cash account reflects the net cash inflows and outflows for the period. 

Items that impact one financial statement ripple through the others. Linkages among the four financial 

statements are an important feature of the accounting system. 

Information Beyond Financial Statements 

Important financial information about a company is communicated to various decision makers through 

means other than the four financial statements. These include the following: 

@ Management Discussion and Analysis (MD&A) 

™ Independent Auditor Report 

@ Financial statement footnotes 

@ Regulatory filings, including proxy statements and other SEC filings 

We describe and explain the usefulness of these additional information sources throughout the book. 

Choices in Financial Accounting 

Some people mistakenly assume that financial accounting is an exact discipline—that is, companies 

select the one proper accounting method to account for a transaction, and then follow the rules. The 

reality is that GAAP allows companies choices in preparing financial statements. The choice of meth- 

ods often yields financial statements that are markedly different from one another in terms of reported 

income, assets, liabilities, and equity amounts. 

People often are surprised that financial statements comprise numerous estimates. For example, 

companies must estimate the amounts that will eventually be collected from customers, the length of 

time that buildings and equipment will be productive, the value impairments of assets, the future costs 

of warranty claims, and the eventual payouts on pension plans. Following are examples of how some 

managers are alleged to have abused the latitude available in reporting financial results. 

ERS ERIE ie as * ate s Ea Peete a ease Bae aera ae PRC Rae ae PR TERRE pa Sa: aS Seton wena 

Adelphia Founding Rigas family collected $3.1 billion in off-balance-sheet loans backed by 

Communications Adelphia; it overstated results by inflating capital expenses and hiding debt. 

(ADELQ) 

Time Warner As the ad market faltered and AOL’s purchase of Time Warner loomed, AOL 

(TWX) inflated sales by booking revenue for barter deals and ads it sold for third parties. 

These questionable revenues boosted growth rates and sealed the deal. AOL also 

boosted sales via “round-trip” deals with advertisers and suppliers. 

Bristol-Myers Squibb Inflated its 2001 revenue by $1.5 billion by “channel stuffing,” or forcing 

(BMY) wholesalers to accept more inventory than they could sell to get inventory off 

Bristol-Myers’ books. 

Enron Created profits and hid debt totaling over $1 billion by improperly using off- 

the-books partnerships; manipulated the Texas power market; bribed foreign 

governments to win contracts abroad; manipulated California energy market. 

Global Crossing (GLBC) Engaged in network capacity “swaps” with other carriers to inflate revenue; 

shredded documents related to accounting practices. 

continued 
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continued from prior page 

Halliburton (HAL) Improperly booked $100 million in annual construction cost overruns before 

customers agreed to pay for them. 

Qwest Communications Inflated revenue using network capacity “swaps” and improper accounting for 

International (Q) long-term deals. 

Tyco (TYC) Ex-CEO L. Dennis Kozlowski indicted for tax evasion; Kozlowski and former CFO 

Mark H. Swartz, convicted of taking unauthorized loans from the company. 

WorldCom Overstated cash flow by booking $11 billion in operating expenses as capital 

costs; loaned founder Bernard Ebbers $400 million off-the-books. 

Xerox (XRX) Falsified financial results for five years, overreported income by $1.5 billion. 

Accounting standard setters walk a fine line regarding choice in accounting. On one hand, they are 

concerned that choice in preparing financial statements will lead to abuse by those seeking to gain by 

influencing decisions of financial statement users. On the other hand, standard setters are concerned 

that companies are too diverse for a “one size fits all” financial accounting system. 

Enron exemplifies the problems that accompany rigid accounting standards. A set of accounting 

standards relating to special purpose entities (SPEs) provided preparers with guidelines under which 

those entities were or were not to be consolidated. Unfortunately, once the SPE guidelines were set, 

some people worked diligently to structure SPE transactions so as to narrowly avoid the consolidation 

requirements and achieve off-balance-sheet financing. This is just one example of how, with rigid stan- 

dards, companies can adhere to the letter of the rule, but not its intent. In such situations, the financial 

statements are not fairly presented. 

For most of its existence, the FASB has promulgated standards that were quite complicated and re- 

plete with guidelines. This invited abuse of the type embodied by the Enron scandal. In recent years, the 

pendulum has begun to swing away from such rigidity. Now, once financial statements are prepared, 

company management is required to step back from the details and make a judgment on whether the 

statements taken as a whole “fairly present” the financial condition of the company as is asserted in the 

company’s audit report (see below). 

Moreover, since the enactment of the Sarbanes-Oxley Act, the SEC requires the chief executive 

officer (CEO) of the company and its chief financial officer (CFO) to personally sign a statement at- 

testing to the accuracy and completeness of the financial statements. This requirement is an important 

step in restoring confidence in the integrity of financial accounting. The statements signed by both the 

CEO and CFO contain the following declarations: 

Both the CEO and CFO have personally reviewed the annual report. 

There are no untrue statements of a material fact that would make the statements misleading. 

Financial statements fairly present in all material respects the financial condition of the company. 

All material facts are disclosed to the company’s auditors and board of directors. 

No changes to its system of internal controls are made unless properly communicated. 

The Sarbanes-Oxley Act (SOX) also imposed fines and potential jail time for executives. Presumably, 
the prospect of personal losses is designed to make these executives more vigilant in monitoring the 
financial accounting system. More recently, Congress passed The Wall Street Reform and Consumer 

Protection Act of 2010 (or the Dodd-Frank Act). Among the provisions of the act were rules that 
strengthened SOX by augmenting “claw-back” provisions for executives’ ill-gotten gains. 

MANAGERIAL DECISION |, ‘the Product N 
SEG eRN een ARSENE a ee GRE ES 

There is often friction between investors’ need for information and a company’s desire to safeguard 
competitive advantages. Assume that you are a key-product manager at your company. Your depart- 
ment has test-marketed a potentially lucrative new product, which it plans to further finance. You are 
asked for advice on the extent of information to disclose about the new product in the MD&A section 
of the company’s upcoming annual report. What advice do you provide and why? [Answer, p. 1-30] 
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i nS 

MID-MODULE REVIEW 

The following financial information is from Allstate Corporation, a competitor of Berkshire Hathaway’s GEICO 

Insurance, for the year ended December 31, 2010 ($ millions). 

Cash, GHGIIE) WEE Sos es es ee eet ee SG ep 

Cash flows from operations......... 3,689 

REVERUCS exter cc ets: brain cre 31,400 

stockholders#equtty see 19,044 

Cash flows from financing .......... (6,071) 

Total liabiliticStereeree rrr rare 111,830 

EXDGNSCS Mea wet eee ee nee 30,472 

INGINCEINEESAIS .osccnnbaocanonace 130,312 

Cash flows from investing .......... BBs 

NetiInCOM@Omr m2 oer a asetrac <ssens one 928 

Cash, beginning year.............. 612 

Required 
1. Prepare an income statement, balance sheet, and statement of cash flows for Allstate at December 31, 2010. 

2. Compare the balance sheet and income statement of Allstate to those of Berkshire Hathaway in Exhibits 

1.3 and 1.4. What differences do we observe? 

The solution is on page 1-41. 

ANALYSIS OF FINANCIAL STATEMENTS 

This section previews the analysis framework of this book. This framework is used extensively by &©S8 Explain and 

market professionals who analyze financial reports to evaluate company management and value the — apply the basics 

company’s debt and equity securities. Analysis of financial performance is crucial in assessing prior _ of profitability 

strategic decisions and evaluating strategic alternatives. analysis. 

Return on Assets 

Suppose we learn that a company reports a profit of $10 million. Does the $10 million profit indicate 

that the company is performing well? Knowing that a company reports a profit is certainly positive as it 

indicates that customers value its goods or services and that its revenues exceed expenses. However, we 

cannot assess how well it is performing without considering the context. To explain, suppose we learn 

that this company has $500 million in assets. We now assess the $10 million profit as low because rela- 

tive to the size of its asset investment, the company earned a paltry 2% return, computed as $10 million 

divided by $500 million. A 2% return on assets is what a much lower-risk investment in government- 

backed bonds might yield. The important point is that a company’s profitability must be assessed with 

respect to the size of its investment. One common metric 1s the return on assets (ROA)—defined as net 

income for that period divided by the average assets for that period. 

Components of Return on Assets 

We can separate return on assets into two components: profitability and productivity. Profitability re- 

lates profit to sales. This ratio is called the profit margin (PM), and it reflects the net income (profit 

after tax) earned on each sales dollar. Management wants to earn as much profit as possible from sales. 

Productivity relates sales to assets. This component, called asset turnover (AT), reflects sales gen- 

erated by each dollar of assets. Management wants to maximize asset productivity, that is, to achieve 

the highest possible sales level for a given level of assets (or to achieve a given level of sales with the 

smallest level of assets). 
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Exhibit 1.7 depicts the disaggregation of return on assets into these two components. Profitability 

(PM) and productivity (AT) are multiplied to yield the return on assets (ROA). Average assets are com- 

monly defined as (beginning-year assets + ending-year assets)/2. 

EXHIBIT 1.7 Return on Assets Disaggregation 

There are an infinite number of combinations of profit margin and asset turnover that yield the same 

return on assets. To illustrate, Exhibit 1.8 graphs actual combinations of these two components for 

companies that we highlight in this book (each is identified by their ticker symbol). Retailers, like 

Costco (COST), Best Buy (BBY) and TJX Companies (TJX) are characterized by relatively low 

profit margins and a high turnover of their assets. The business models for other companies such as the 

pharmaceuticals [Johnson & Johnson (JNJ) and Pfizer (PFE)] require a larger investment in assets. 

These companies must earn a higher profit margin to yield an acceptable ROA. We might be surprised 

to see technology companies such as Apple in the group with high asset investments. Technology 

companies typically maintain a high level of cash and short-term investments on their balance sheets, 

which allows them to respond quickly to opportunities. The solid line represents those profitability and 

productivity combinations that yield a 10% return on assets. 

EXHIBIT 1.8 Profitability and Productivity across Industries 

4.0 

3.5 

3.0 

2.0 

2.0 

125 

Asset Turnover 1.0 

0.5 

0.0 T lia i Sine - 

0.0% 5.0% 10.0% 15.0% 20.0% 25.0% 

Profit Margin 

Return on Equity 

Another important analysis measure is return on equity (ROE), which is defined as net income divided 
by average stockholders’ equity, where average equity is commonly defined as (beginning-year equity 
+ ending-year equity)/2. In this case, company earnings are compared to the level of stockholder (not 
total) investment. ROE reflects the return to stockholders, which is different from the return for the 
entire company (ROA). 
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MANAGERIAL DECISION 

You are reviewing your company’s financial performance for the first six months of the year and 

are unsatisfied with the results. How can you disaggregate return on assets to identify areas for 

improvement? [Answer, p. 1-31] 

FINANCIAL STATEMENTS AND BUSINESS ANALYSIS 

Analysis and interpretation of financial statements must consider the broader business context in which 

a company operates. This section describes how to systematically consider those broader business 

forces to enhance our analysis and interpretation. This business analysis can sharpen our insights and 

help us better estimate future performance and company value. 

Analyzing the Competitive Environment 

Financial statements are influenced by five important forces that confront the company and determine 

its competitive intensity: (A) industry competition, (B) buyer power, (C) supplier power, (D) product 

substitutes, and (E) threat of entry (for further discussion, see Porter, Competitive Strategy: Techniques 

for Analyzing Industries and Competitors, 1980 and 1998). 

EXHIBIT 1.9 Competitive Forces within the Broader Business Environment 

These five forces are depicted graphically in Exhibit 1.9 and are key determinants of profitability. 

(A) Industry competition Competition and rivalry raise the cost of doing business as companies 

must hire and train competitive workers, advertise products, research and develop products, and 

engage in other related activities. 

Bargaining power of buyers Buyers with strong bargaining power can extract price concessions 

and demand a higher level of service and delayed payment terms; this force reduces both profits 

from sales and the operating cash flows to sellers. 

© Bargaining power of suppliers Suppliers with strong bargaining power can demand higher 

prices and earlier payments, yielding adverse effects on profits and cash flows to buyers. 

..O« Describe 

business analysis 

within the context 

of a competitive 

environment. 



1-21 Module 1 | Financial Accounting for MBAs 

(D) Threat of substitution As the number of product substitutes increases, sellers have less power 

to raise prices and/or pass on costs to buyers; accordingly, threat of substitution places downward 

pressure on profits of sellers. 

@) Threat of entry New market entrants increase competition; to mitigate that threat, companies ex- 

pend monies on activities such as new technologies, promotion, and human development to erect 

barriers to entry and to create economies of scale. 

The broader business environment affects the level of profitability that a company can expect to 

achieve. Global economic forces and the quality and cost of labor affect the macroeconomy in which 

the company operates. Government regulation, borrowing agreements exacted by creditors, and inter- 

nal governance procedures also affect the range of operating activities in which a company can engage. 

In addition, strategic plans are influenced by the oversight of equity markets, and investors are loathe 

to allow companies the freedom to manage for the longer term. Each of these external forces affects a 

company’s strategic planning and expected level of profitability. 

The relative strength of companies within their industries, and vis-a-vis suppliers and customers, 

is an important determinant of both their profitability and the structure of their balance sheets. As com- 

petition intensifies, profitability likely declines, and the amount of assets companies need to carry on 

their balance sheet likely increases in an effort to generate more profit. Such changes are revealed in 

the income statement and the balance sheet. 

Applying Competitive Analysis 
We apply the competitive analysis framework to help interpret the financial results of McLane Com- 

pany. McLane is a subsidiary of Berkshire Hathaway and was acquired several years ago as explained 

in the following note to the Berkshire Hathaway annual report: 

On May 23, 2003, Berkshire acquired McLane Company, Inc., (“McLane”) a distributor of grocery 

and food products to retailers, convenience stores and restaurants. Results of McLane’s busi- 

ness operations are included in Berkshire’s consolidated results beginning on that date. McLane’s 

revenues in 2005 totaled $24.1 billion compared to $23.4 billion in 2004 and approximately $22.0 

billion for the full year of 2003. Sales of grocery products increased about 5% in 2005 and were 

partially offset by lower sales to foodservice customers. McLane’s business is marked by high sales 

volume and very low profit margins. Pretax earnings in 2005 of $217 million declined $11 million 

versus 2004. The gross margin percentage was relatively unchanged between years. However, 

the resulting increased gross profit was more than offset by higher payroll, fuel and insurance ex- 

penses. Approximately 33% of McLane’s annual revenues currently derive from sales to Wal-Mart. 

Loss or curtailment of purchasing by Wal-Mart could have a material adverse impact on revenues 

and pre-tax earnings of McLane. 

McLane is a wholesaler of food products; it purchases food products in finished and semifinished form 

from agricultural and food-related businesses and resells them to grocery and convenience food stores. 

The extensive distribution network required in this business entails considerable investment. Our busi- 

ness analysis of McLane’s financial results includes the following observations: 

@ Industry competitors McLane has many competitors with food products that are difficult to 
differentiate. 

m@ Bargaining power of buyers The note above reveals that 33% of McLane’s sales are to Wal- 
Mart, which has considerable buying power that limits seller profits; also, the food industry is 
characterized by high turnover and low profit margins, which implies that cost control is key 
to success. 

& Bargaining power of suppliers McLane is large ($24 billion in annual sales), which implies 
its suppliers are unlikely to exert forces to increase its cost of sales. 

® Threat of substitution Grocery items are usually not well differentiated; this means the threat 
of substitution is high, which inhibits its ability to raise selling prices. 
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& Threat of entry High investment costs, such as warehousing and logistics, are a barrier to 

entry in McLane’s business; this means the threat of entry is relatively low. 

Our analysis reveals that McLane is a high-volume, low-margin company. Its ability to control costs 

is crucial to its financial performance, including its ability to fully utilize its assets. Evaluation of 

McLane’s financial statements should focus on that dimension. 

Analyzing the Broader Business Environment 

Quality analysis depends on an effective business analysis. Before we analyze a single accounting 

number, we must ask questions about a company’s business environment such as the following: 

@ Lifecycle At what stage in its life is this company? Is it a start-up, experiencing growing pains? 

Is it strong and mature, reaping the benefits of competitive advantages? Is it nearing the end of 

its life, trying to milk what it can from stagnant product lines? 

& = Outputs What products does it sell? Are its products new, established, or dated? Do its products 

have substitutes? How complicated are its products to produce? 

@ Buyers Whoare its buyers? Are buyers in good financial condition? Do buyers have substantial 

purchasing power? Can the seller dictate sales terms to buyers? 

™ Inputs Who are its suppliers? Are there many supply sources? Does the company depend on a 

few supply sources with potential for high input costs? 

& Competition In what kind of markets does it operate? Are markets open? Is the market 

competitive? Does the company have competitive advantages? Can it protect itself from 

new entrants? At what cost? How must it compete to survive? 

@ Financing Must it seek financing from public markets? Is it going public? Is it seeking to use 

its stock to acquire another company? Is it in danger of defaulting on debt covenants? Are there 

incentives to tell an overly optimistic story to attract lower-cost financing or to avoid default 

on debt? 

B Labor Whoare its managers? What are their backgrounds? Can they be trusted? Are they com- 

petent? What is the state of employee relations? Is labor unionized? 

Governance How effective is its corporate governance? Does it have a strong and independent 

board of directors? Does a strong audit committee of the board exist, and is it populated with 

outsiders? Does management have a large portion of its wealth tied to the company’s stock? 

@ Risk Is it subject to lawsuits from competitors or shareholders? Is it under investigation by 

regulators? Has it changed auditors? If so, why? Are its auditors independent? Does it face 

environmental and/or political risks? 

We must assess the broader business context in which a company operates as we read and interpret 

its financial statements. A review of financial statements, which reflect business activities, cannot be 

undertaken in a vacuum. It is contextual and can only be effectively undertaken within the framework 

of a thorough understanding of the broader forces that impact company performance. We should view 

the above questions as a sneak preview of the types we will ask and answer throughout this book when 

we read and interpret financial statements. 

GLOBAL ACCOUNTING 
As we discussed earlier, the U.S. is among only a few economically developed countries (such as India, 

Singapore, and Russia) that do not use IFRS (a list is at www.iasplus.com/country/useias.htm). While 

laws and enforcement mechanisms vary across countries, the demand and supply of accounting infor- 

mation are governed by global economic forces. Thus, it is not surprising that IFRS and U.S. GAAP 

both prescribe the same set of financial statements. While account titles and note details differ, the 

underlying principles are the same. That is, U.S. GAAP and IFRS both capture, aggregate, summarize, 

and report economic activities on an accrual basis. 
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Given the global economy and liquid transnational capital markets, it is critical that we be con- 

versant with both U.S. GAAP and IFRS. For this purpose, the final section of each module includes 

a summary of notable differences between these two systems of accounting for topics covered in that 

module. Also, each module has assignments that examine IFRS companies and their financial state- 

ments. By using a wide array of financial information, we will speak the language of accounting in at 

least two dialects. 

MODULE-END REVIEW 

Following are selected data from Progressive Corporation’s 2010 10-K. 
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Required 
a. Compute Progressive’s return on assets. Disaggregate the ROA into its profitability and productivity 

components. 

b. Compute Progressive’s return on equity (ROE). 

The solution is on page 1-42. 
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9. Download an Excel file of the financial statement data by 10. Click on “View Excel Document” to view or download as a 

clicking on “Interactive Data.” spreadsheet. 
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APPENDIX 1B: Accounting Principles and Governance 

Financial Accounting Environment 

“OS Describe Information in financial statements is crucial to valuing a company’s debt and equity securities. Financial state- 

the accounting ment information can affect the price the market is willing to pay for the company’s equity securities and interest 

principles and rates attached to its debt securities. 
The importance of financial statements means that their reliability is paramount. This includes the crucial role 

of ethics. To the extent that financial performance and condition are accurately communicated to business decision 

makers, debt and equity securities are more accurately priced. When securities are mis-priced, resources can be 

inefficiently allocated both within and across economies. Accurate, reliable financial statements are also important 

for the effective functioning of many other markets such as labor, input, and output markets. 

To illustrate, recall the consequences of a breakdown in the integrity of the financial accounting system at 

Enron. Once it became clear that Enron had not faithfully and accurately reported its financial condition and per- 

formance, the market became unwilling to purchase Enron’s securities. The value of its debt and equity securities 

dropped precipitously and the company was unable to obtain cash needed for operating activities. Within months 

of the disclosure of its financial accounting irregularities, Enron, with revenues of over $100 billion and total 

company value of over $60 billion, the fifth largest U.S. company, was bankrupt! 

Further historical evidence of the importance of financial accounting is provided by the Great Depression of 

the 20th century. This depression was caused, in part, by the failure of companies to faithfully report their financial 

condition and performance. 

regulations that 

frame financial 

statements. 

Oversight of Financial Accounting 
The stock market crash of 1929 and the ensuing Great Depression led Congress to pass the 1933 Securities Act. 

This act had two main objectives: (1) to require disclosure of financial and other information about securities 

. being offered for public sale; and (2) to prohibit deceit, 

| SEC | misrepresentations, and other fraud in the sale of securi- 
ee 1 a ties. This act also required that companies register all se- 

| curities proposed for public sale and disclose information 

4 about the securities being offered, including information 
about company financial condition and performance. This 

act became and remains a foundation for contemporary 

financial reporting. 

Congress also passed the 1934 Securities Exchange 

Act, which created the Securities and Exchange Com- 
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The SEC has ultimate authority over U.S. financial reporting, including setting accounting standards for 

preparing financial statements. Since 1939, however, the SEC has looked primarily to the private sector to set ac- 

counting standards. One such private sector organization is the American Institute of Certified Public Accountants 

(AICPA), whose two committees, the Committee on Accounting Procedure (1939-59) and the Accounting Prin- 

ciples Board (1959-73), authored the initial body of accounting standards. 

Currently, the Financial Accounting Standards Board (FASB) sets U.S. financial accounting standards. The 

FASB is an independent body overseen by a foundation, whose members include public accounting firms, investment 

managers, academics, and corporate managers. The FASB has published over 150 accounting standards governing 

the preparation of financial reports. This is in addition to over 40 standards that were written by predecessor organi- 

zations to the FASB, numerous bulletins and interpretations, Emerging Issues Task Force (EITF) statements, AICPA 

statements of position (SOP), and direct SEC guidance, along with speeches made by high-ranking SEC personnel, 

all of which form the body of accounting standards governing financial statements. Collectively, these pronounce- 

ments, rules and guidance create what is called Generally Accepted Accounting Principles (GAAP). 

The standard-setting process is arduous, often lasting up to a decade and involving extensive comment by the 

public, public officials, accountants, academics, investors, analysts, and corporate preparers of financial reports. 

The reason for this involved process is that amendments to existing standards or the creation of new standards 

affect the reported financial performance and condition of companies. Consequently, given the widespread impact 

of financial accounting, there are considerable economic consequences as a result of accounting changes. To influ- 

ence the standard-setting process, special interest groups often lobby members of Congress to pressure the SEC 

and, ultimately, the FASB, on issues about which constituents feel strongly. 

Audits and Corporate Governance 

Even though key executives must personally attest to the completeness and accuracy of company financial state- 

ments, markets demand further assurances from outside parties to achieve the level of confidence necessary to 

warrant investment, credit, and other business decisions. To that end, companies engage external auditors to pro- 

vide an opinion about financial statements. Further, companies implement a system of checks and balances that 

monitor managers’ actions, which ts called corporate governance. 

Audit Report 
Financial statements for each publicly traded company must be audited by an independent audit firm. There are 

a number of large auditing firms that are authorized by the SEC to provide auditing services for companies that 

issue securities to the public: PricewaterhouseCoopers, KPMG, Ernst & Young, Deloitte, RSM McGladrey, 

Grant Thornton, and BDO Seidman, to name a few. These firms provide opinions about financial statements for 

the large majority of publicly traded U.S. companies. A company’s Board of Directors hires the auditors to review 

and express an opinion on its financial statements. The audit opinion expressed by Deloitte & Touche, LLP, on the 

financial statements of Berkshire Hathaway is reproduced in Exhibit 1.10. 

The basic “clean” audit report is consistent across companies and includes these assertions: 

@ Financial statements are management’s responsibility. Auditor responsibility is to express an opinion on those 

statements. 

B Auditing involves a sampling of transactions, not investigation of each transaction. 

@ Audit opinion provides reasonable assurance that the statements are free of material misstatements, not a 

guarantee. 

@ Auditors review accounting policies used by management and the estimates used in preparing the statements. 

@ Financial statements present fairly, in all material respects a company’s financial condition, in conformity 

with GAAP. 

If the auditor cannot make all of these assertions, the auditor cannot issue a clean opinion. Instead, the auditor is- 

sues a “qualified” opinion and states the reasons a clean opinion cannot be issued. Financial report readers should 

scrutinize with care both the qualified audit opinion and the financial statements themselves. 

The audit opinion is not based on a test of each transaction. Instead, auditors usually develop statistical samples 

to make inferences about the larger set of transactions. The audit report is not a guarantee that no misstatements exist. 

Auditors only provide reasonable assurance that the statements are free of material misstatements. Their use of the 

word “reasonable” is deliberate, as they do not want to be held to an absolute standard should problems be subse- 

quently uncovered. The word material is used in the sense that an item must be of sufficient magnitude to change 

the perceptions or decisions of the financial statement user (such as a decision to purchase stock or extend credit). 

The requirement of auditor independence is the cornerstone of effective auditing and is subject to debate 

because the company pays the auditor’s fees. Regulators have questioned the perceived lack of independence of 

1-26 
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EXHIBIT 1.10 Audit Report for Berkshire Hathaway 

To the Board of Directors and Shareholders of Berkshire Hathaway Inc. 

We have audited the accompanying consolidated balance sheets of Berkshire Hathaway Inc. and c 

subsidiaries (the “Company”) as of December 31, 2010 and 2009, and the related consolidated statements 

of earnings, cash flows and changes in shareholders’ equity and comprehensive income for each of the 

three years in the period ended December 31, 2010. We also have audited the Company’s internal control 

over financial reporting as of December 31, 2010, based on criteria established in Internal Control— : 

Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. — 

The Company’s management is responsible for these financial statements, for maintaining effective 

internal control over financial reporting, and for its assessment of the effectiveness of internal control over 

financial reporting, included in the accompanying Management’s Report on Internal Control over Financial 

Reporting. Our responsibility is to express an opinion on these financial statements and an opinion on the 

Company’s internal control over financial reporting based on our audits. 

We conducted our audits in accordance with the standards of the Public Company Accounting 

Oversight Board (United States). Those standards require that we plan and perform the audit to obtain 

reasonable assurance about whether the financial statements are free of material misstatement and 

whether effective internal control over financial reporting was maintained in all material respects. Our audits — 

of the financial statements included examining, on a test basis, evidence supporting the amounts and 

disclosures in the financial statements, assessing the accounting principles used and significant estimates 

made by management, and evaluating the overall financial statement presentation. Our audit of internal 

control over financial reporting included obtaining an understanding of internal control over financial 

reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and 

operating effectiveness of internal control based on the assessed risk. Our audits also included performing 

such other procedures as we considered necessary in the circumstances. We believe that our audits 

provide a reasonable basis for our opinions. 

A company’s internal control over financial reporting is a process designed by, or under the 

supervision of, the company’s principal executive and principal financial officers, or persons performing 

similar functions, and effected by the company’s board of directors, management, and other personnel 

to provide reasonable assurance regarding the reliability of financial reporting and the preparation of 

financial statements for external purposes in accordance with generally accepted accounting principles. A 

company’s internal control over financial reporting includes those policies and procedures that (1) pertain 

to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions 

and dispositions of the assets of the company; (2) provide reasonable assurance that transactions 

are recorded as necessary to permit preparation of financial statements in accordance with generally 

accepted accounting principles, and that receipts and expenditures of the company are being made only in 

accordance with authorizations of management and directors of the company; and (3) provide reasonable 

assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the 

company’s assets that could have a material effect on the financial statements. 

Because of the inherent limitations of internal control over financial reporting, including the possibility 

of collusion or improper management override of controls, material misstatements due to error or fraud 

may not be prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness — 

of the internal control over financial reporting to future periods are subject to the risk that the controls may 

become inadequate because of changes in conditions, or that the degree of compliance with the policies 
or procedures may deteriorate. 

In our opinion, the consolidated financial statements referred to above present fairly, in all material 

respects, the financial position of Berkshire Hathaway Inc. and subsidiaries as of December 31, 2010 

and 2009, and the results of their operations and their cash flows for each of the three years in the period 

ended December 31, 2010, in conformity with accounting principles generally accepted in the United 

States of America. Also, in our opinion, the Company maintained, in all material respects, effective internal 

control over financial reporting as of December 31, 2010, based on the criteria established in Internal 
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway 
Commission. 

DELOITTE & TOUCHE LLP 

Omaha, Nebraska 

February 25, 2011 
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auditing firms and the degree to which declining independence compromises the ability of auditing firms to chal- 

lenge a client’s dubious accounting. 

The Sarbanes-Oxley Act contained several provisions designed to encourage auditor independence: 

1. It established the Public Company Accounting Oversight Board (PCAOB) to oversee the development of 

audit standards and to monitor the effectiveness of auditors, 

2. It prohibits auditors from offering certain types of consulting services, and requires audit partners to rotate 

clients every five years, and 

3. It requires audit committees to consist of independent members. 

Audit Committee 
Law requires each publicly traded company to have a board of directors, where stockholders elect each director. 

This board represents the company owners and oversees management. The board also hires the company’s execu- 

tive management and regularly reviews company operations. 

The board of directors usually establishes several subcommittees to focus on particular governance tasks such 

as compensation, strategic plans, and financial management. Governance committees are commonplace. One of 

these, the audit committee, oversees the financial accounting system. Exhibit 1.11 illustrates a typical organization 

of a company’s governance structure. 

EXHIBIT 1.11. Business Activities 

oversees 

aay is 

nypaysauditfees 

The audit committee must consist solely of outside directors, and cannot include the CEO. As part of its oversight 

of the financial accounting system, the audit committee focuses on internal controls, which are the policies and 

procedures used to protect assets, ensure reliable accounting, promote efficient operations, and urge adherence to 

company policies. 

Regulatory and Legal Environment 

The regulatory and legal environment provides further assurance that financial statements are complete and 

accurate. 

SEC Enforcement Actions 
Companies whose securities are issued to the public must file reports with the SEC (see www.sec.gov). One of 

these reports is the 10-K, which includes the annual financial statements (quarterly statements are filed on report 

10-Q). The 10-K report provides more information than the company’s glossy annual report, which is partly a 

marketing document (although the basic financial statements are identical). We prefer to use the 10-K because of 

its additional information. 
The SEC critically reviews all of the financial reports that companies submit. If irregularities are found, the 

SEC has the authority to bring enforcement actions against companies that it feels are misrepresenting their finan- 

cial condition (remember the phrase in the audit opinion that requires companies to “present fairly, in all material 

respects, the financial position of . . .”). One such action was brought against Dell Inc. and its executives in 2011. 

Following are excerpts from the SEC’s complaint: 
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The Securities and Exchange Commission today charged Dell Inc. with failing to disclose material 

information to investors and using fraudulent accounting to make it falsely appear that the company 

was consistently meeting Wall Street earnings targets and reducing its operating expenses. 

The SEC alleges that Dell did not disclose to investors large exclusivity payments the company 

received from Intel Corporation not to use central processing units (CPUs) manufactured by Intel’s 

main rival. It was these payments rather than the company’s management and operations that al- 

lowed Dell to meet its earnings targets. After Intel cut these payments, Dell again misled investors 

by not disclosing the true reason behind the company’s decreased profitability... 

The SEC’s complaint, filed in federal district court in Washington, D.C., alleges that Dell Inc., 

Michael Dell, Rollins, and Schneider misrepresented the basis for the company’s ability to consis- 

tently meet or exceed consensus analyst EPS estimates from fiscal year 2002 through fiscal year 

2006. Without the Intel payments, Dell would have missed the EPS consensus in every quarter 

during this period... 

The SEC’s complaint further alleges that Dell’s most senior former accounting personnel, in- 

cluding Schneider, Dunning, and Jackson engaged in improper accounting by maintaining a series 

of “cookie jar” reserves that it used to cover shortfalls in operating results from FY 2002 to FY 2005. 

Dell’s fraudulent accounting made it appear that it was consistently meeting Wall Street earnings 

targets and reducing its operating expenses through the company’s management and operations. 

According to the SEC’s complaint, Intel made exclusivity payments to Dell in order for Dell 

not to use CPUs manufactured by its rivai—Advance Micro Devices, Inc. (AMD). These exclusivity 

payments grew from 10 percent of Dell’s operating income in FY 2003 to 38 percent in FY 2006, 

and peaked at 76 percent in the first quarter of FY 2007. The SEC alleges that Dell Inc., Michael 

Dell, Rollins, and Schneider failed to disclose the basis for the company’s sharp drop in its operat- 

ing results in its second quarter of fiscal 2007 as Intel cut its payments after Dell announced its 

intention to begin using AMD CPUs. In dollar terms, the reduction in Intel exclusivity payments 

was equivalent to 75 percent of the decline in Dell’s operating income. Michael Dell, Rollins, and 

Schneider had been warned in the past that Intel would cut its funding if Dell added AMD as a ven- 

dor. Nevertheless, in Dell’s second quarter FY 2007 earnings call, they told investors that the sharp 

drop in the company’s operating results was attributable to Dell pricing too aggressively in the face 

of slowing demand and to component costs declining less than expected. 

The SEC’s complaint further alleges that the reserve manipulations allowed Dell to materi- 

ally misstate its earnings and its operating expenses as a percentage of revenue—an important 

financial metric that the Company itself highlighted—for over three years. The manipulations also 

enabled Dell to misstate materially the trend and amount of operating income of its EMEA segment, 

an important business unit that Dell also highlighted, from the third quarter of FY 2003 through the 

first quarter of FY 2005. 

While not admitting to wrongdoing, Dell agreed to pay a penalty of $100 million to settle the SEC’s charges. 

The SEC’s oversight and powers of prosecution are an important check to help insure that companies’ reports to 

investors “present fairly, in all material respects” their financial condition. 

Warren Buffett on Audit Committees 

“Audit committees can’t audit. Only a company’s outside auditor can determine whether the earnings that a 

management purports to have made are suspect. Reforms that ignore this reality and that instead focus on the 

structure and charter of the audit committee will accomplish little. As we’ve discussed, far too many manag- 

ers have fudged their company’s numbers in recent years, using both accounting and operational techniques 

that are typically legal but that nevertheless materially mislead investors. Frequently, auditors knew about these 

deceptions. Too often, however, they remained silent. The key job of the audit committee is simply to get the 

auditors to divulge what they know. To do this job, the committee must make sure that the auditors worry more 
about misleading its members than about offending management. In recent years auditors have not felt that way. 
They have instead generally viewed the CEO, rather than the shareholders or directors, as their client. That has 
been a natural result of day-to-day working relationships and also of the auditors’ understanding that, no matter 
what the board says, the CEO and CFO pay their fees and determine whether they are retained for both auditing 
and other work. The rules that have been recently instituted won’t materially change this reality. What will break 
this cozy relationship is audit committees unequivocally putting auditors on the spot, making them understand 
they will become liable for major monetary penalties if they don’t come forth with what they know or suspect.” 

—Warren Buffett, Berkshire Hathaway annual report 
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Courts 
Courts provide remedies to individuals and companies that suffer damages as a result of material misstatements 

in financial statements. Typical court actions involve shareholders who sue the company and its auditors, alleging 

that the company disclosed, and the auditors attested to, false and misleading financial statements. Shareholder 

lawsuits are chronically in the news, although the number of such suits has declined in recent years. Stanford Law 

School’s Securities Class Action Clearinghouse commented that “Two factors are likely responsible for the de- 

cline. First, lawsuits arising from the dramatic boom and bust of U.S. equities in the late 1990s and early 2000s are 

now largely behind us. Second, improved corporate governance in the wake of the Enron and WorldCom frauds 

likely reduced the actual incidence of fraud.” Nevertheless, courts continue to wield considerable power. For ex- 

ample, the SEC and the New York District Attorney successfully brought suit against Adelphia Communications 

Corporation and its owners on behalf of the U.S. Government and numerous investors, creditors, employees and 

others affiliated with the company. The press release announcing the settlement read, in part: 

Washington, D.C., April 25, 2005—The Securities and Exchange Commission today announced 

that it and the United States Attorney’s Office for the Southern District of New York (USAO) reached 

an agreement to settle a civil enforcement action and resolve criminal charges against Adelphia 

Communications Corporation, its founder John J. Rigas, and his three sons, Timothy J. Rigas, Mi- 

chael J. Rigas and James P. Rigas, in one of the most extensive financial frauds ever to take place 

at a public company. 

In its complaint, the Commission charged that Adelphia, at the direction of the individual de- 

fendants: (1) fraudulently excluded billions of dollars in liabilities from its consolidated financial 

statements by hiding them on the books of off-balance sheet affiliates; (2) falsified operating statis- 

tics and inflated earnings to meet Wall Street estimates; and (3) concealed rampant self-dealing by 

the Rigas family, including the undisclosed use of corporate funds for purchases of Adelphia stock 

and luxury condominiums. 

Mark K. Schonfeld, Director of the SEC’s Northeast Regional Office, said, “This settlement 

agreement presents a strong, coordinated approach by the SEC and the U.S. Attorney’s Office 

to resolving one of the most complicated and egregious financial frauds committed at a public 

company. The settlement provides an expedient and effective way to provide victims of Adelphia’s 

fraud with a substantial recovery while at the same time enabling Adelphia to emerge from Chapter 

11 bankruptcy.” 

The settlement terms of this action, and related criminal actions against the Rigas family, resulted in the following: 

H Rigas family members forfeited in excess of $1.5 billion in assets derived from the fraud; the funds were used, 

in part, to establish a fund for the fraud victims. 

®@ Rigas family members were barred from acting as officers or directors of a public company. 

B John Rigas, the 80-year-old founder of Adelphia Communications, was sentenced to 15 years in prison; he 

applied for a Presidential pardon in January 2009 but was denied. 

H Timothy Rigas, the ex-finance chief, was sentenced to 20 years and is currently serving time at a federal cor- 

rectional complex in North Carolina. 

As a manager, you must.balance two conflicting objectives—namely, mandatory disclosure requirements and 

your company’s need to protect its competitive advantages. You must comply with all minimum required disclo- 

sure rules. The extent to which you offer additional disclosures depends on the sensitivity of the information; that 

is, how beneficial it is to your existing and potential competitors. Another consideration is how the information 

disclosed will impact your existing and potential investors. Disclosures such as this can be beneficial in that they 

inform investors and others about your company’s successful investments. Still, there are many stakeholders 

impacted by your disclosure decision and each must be given due consideration. 
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Procter & Gamble (PG) 

Enron 

Q1-2. 

Q1-3. 

Q1-4. 

Q1-5. 

Q1-6. 

Q1-7. 

Q1-8. 

Q1-9. 

Q1-10.4 

Q1-11.8 

Q1-12.8 

Q1-13.8 

Q1-14.8 

Q1-15. 

QI-16. 

QI-17. 

MANAGERIAL DECISION | \(. 

Financial performance is often measured by return on assets, which can be disaggregated into the profit mar- 

gin (profit after tax/sales) and the asset turnover (sales/average assets). This disaggregation might lead you to 

review factors affecting profitability (gross margins and expense control) and to assess how effectively your 

company is utilizing its assets (the turnover rates). Finding ways to increase profitability for a given level of in- 

vestment or to reduce the amount of invested capital while not adversely impacting profitability contributes to 

improved financial performance. 

Superscript 4 denotes assignments based on Appendix 1A (1B). 

DISCUSSION QUESTIONS 

QI-1. A firm’s planning activities motivate and shape three types of business activities. List the three 

activities. Describe how financial statements can provide useful information for each activity. How 

can subsequent financial statements be used to evaluate the success of each of the activities? 

The accounting equation (Assets = Liabilities + Equity) is a fundamental business concept. Explain 

what this equation reveals about a company’s sources and uses of funds and the claims on company 

resources. 

Companies prepare four primary financial statements. What are those financial statements and what 

information is typically conveyed in each? 

Does a balance sheet report on a period of time or at a point in time? Explain the information 

conveyed in the balance sheet. 

Does an income statement report on a period of time or at a point in time? Explain the information 

conveyed in the income statement. 

Does a statement of cash flows report on a period of time or at a point in time? Explain the 

information and activities conveyed in the statement of cash flows. 

Explain how a company’s four primary financial statements are linked. 

Financial statements are used by several interested stakeholders. List three or more potential external 

users of financial statements. Explain how each constituent on your list might use financial statement 

information in their decision making process. 

What ethical issues might managers face in dealing with confidential information? 

Access the 2011 10-K for Procter & Gamble at the SEC’s database of financial reports (www.sec 

gov). Who is P&G’s auditor? What specific language does the auditor use in expressing its opinion 

and what responsibilities does it assume? 

Business decision makers external to the company increasingly demand more financial information 

from companies. Discuss the reasons why companies have traditionally opposed the efforts of 

regulatory agencies like the SEC to require more disclosure. 

What are generally accepted accounting principles and what organizations presently establish them? 

Corporate governance has received considerable attention since the collapse of Enron and other 

accounting-related scandals. What is meant by corporate governance? What are the primary means 

by which sound corporate governance is achieved? 

What is the primary function of the auditor? In your own words, describe what an audit opinion 

says. 

Describe a decision that requires financial statement information, other than a stock investment 

decision. How is financial statement information useful in making this decision? 

Users of financial statement information are vitally concerned with the company’s strategic direction. 

Despite their understanding of this need for information, companies are reluctant to supply it. Why? 
In particular, what costs are companies concerned about? 

One of Warren Buffett’s acquisition criteria is to invest in businesses “earning good return on 
equity.” The return on equity (ROE) formula uses both net income and stockholders’ equity. 
Why is it important to relate net income to stockholders’ equity? Why isn’t it sufficient to merely 
concentrate on companies with the highest net income? 
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One of Warren Buffett’s acquisition criteria is to invest in businesses “earning good return on equity, 

while employing little or no debt.” Why is Buffett concerned about debt? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M1-19. 

M1-20. 

M1-21. 

M1-22.4 

M1-23.4 

M1-24. 

M1-25. 

M1-26.8 

Relating Financing and Investing Activities (02) 

In a recent year, the total assets of Dell Inc. equal $38,599 million and its equity is $7,766 million. What 

is the amount of its liabilities? Does Dell receive more financing from its owners or nonowners? What 

percentage of financing is provided by Dell’s owners? 

Relating Financing and Investing Activities (1.2) 

In a recent year, the total assets of Best Buy equal $17,849 million and its liabilities equal $10,557 

million. What is the amount of Best Buy’s equity? Does Best Buy receive more financing from its 

Owners or nonowners? What percentage of financing is provided by its owners? 

Applying the Accounting Equation and Computing Financing Proportions (02) 

Use the accounting equation to compute the missing financial amounts (a), (b), and (c). Which of these 

companies is more owner-financed? Which of these companies is more nonowner-financed? Discuss 

why the proportion of owner financing might differ across these three businesses. 

&! 1S iabil ; ie: 4 

Hewlett-Packand a eterno ne eile earns $124,503 $83,722 + §$ (a) 

General Mills cee ee corer ee rete 18674. = $ ~ (Oo) + $ 6612 
TarQe test che tree Ped aerated Leer $ (Cc) = $28,218. (| $15:487 

Identifying Key Numbers from Financial Statements (1.02) 

Access the October 3, 2010, 10-K for Starbucks Corporation at the SEC’s database for financial 

reports (www.sec.gov). What did Starbucks report for total assets, liabilities, and equity at October 3, 

2010? Confirm that the accounting equation holds. What percent of Starbucks’ assets is financed by 

nonowners? 

Verifying Linkages Between Financial Statements (92) 

Access the 2010 10-K for DuPont at the SEC’s database of financial reports (www.sec.gov). Using 

its December 31, 2010, consolidated statement of stockholders’ equity, prepare a table to reconcile the 

opening and ending balances of its retained (reinvested) earnings for 2010 by showing the activity in the 

account during the year. 

Identifying Financial Statement Line Items and Accounts (02) 

Several line items and account titles are listed below. For each, indicate in which of the following 

financial statement(s) we would likely find the item or account: income statement (IS), balance sheet 

(BS), statement of stockholders’ equity (SE), or statement of cash flows (SCF). 

a. Cash asset d. Contributed capital g. Cash inflow for stock issued 

b. Expenses e. Cash outflow for capital expenditures fh. Cash outflow for dividends 

c. Noncash assets f. Retained earnings i. Net income 

Identifying Ethical Issues and Accounting Choices (95) 

Assume that you are a technology services provider and you must decide on whether to record revenue 

from the installation of computer software for one of your clients. Your contract calls for acceptance of 

the software by the client within six months of installation. According to the contract, you will be paid 

only when the client “accepts” the installation. Although you have not yet received your client’s formal 

acceptance, you are confident that it is forthcoming. Failure to record these revenues will cause your 

company to miss Wall Street’s earnings estimates. What stakeholders will be affected by your decision 

and how might they be affected? 

Understanding Internal Controls and Their Importance (05) 

The Sarbanes-Oxley Act legislation requires companies to report on the effectiveness of their internal 

controls. The SEC administers the Sarbanes-Oxley Act, and defines internal controls as follows: 

Dell Inc. (DELL) 

Best Buy (BBY) 

@ 

Hewlett-Packard (HPQ) 

General Mills (GIS) 

Target (TGT) 

Starbucks (SBUX) 

E. I. DuPont de 

Nemours (DD) 

@ 
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Target (TGT) 

@ 
Intel (INTC) 

JetBlue (JBLU) 

Colgate-Palmolive (CL) 

Colgate-Palmolive (CL) 

Nordstrom, Inc. (JWN) 

“A process designed by, or under the supervision of, the registrant’s principal executive and 

principal financial officers . . . to provide reasonable assurance regarding the reliability of financial 

reporting and the preparation of financial statements for external purposes in accordance with 

generally accepted accounting principles.” 

Why would Congress believe that internal controls are such an important area to monitor and report on? 

EXERCISES 

E1-27. 

E1-28. 

E1-29. 

E1-30. 

E1-31. 

E1-32. 

Composition of Accounts on the Balance Sheet (9%) 

Answer the following questions about the Target balance sheet. 

a. Accounts Receivable comprises a large proportion of its total assets. Why would a retailer such as 

Target report accounts receivable on its balance sheet? 

b. Briefly describe the types of assets that Target is likely to include in its inventory. 

c. What kinds of assets would Target likely include in its Property, Plant and Equipment? 

d. Target reports about two-thirds of its total assets as long-term. Given Target’s business model, why 

do we see it report a relatively high proportion of long-term assets? 

Applying the Accounting Equation and Assessing Financial Statement Linkages (9) 

Answer the following questions. (Hint: Apply the accounting equation.) 

a. Intel had assets equal to $63,186 million and liabilities equal to $13,756 million for a recent year- 

end. What was Intel’s total equity at year-end? Why would we expect a company like Intel to report 

a relatively high proportion of equity vis-a-vis liabilities? 

b. At the beginning of a recent year, JetBlue’s assets were $6,549 million and its equity was $1,546 

million. During the year, assets increased $44 million and liabilities decreased $(64) million. What 

was JetBlue’s equity at the end of the year? 

c. What balance sheet account provides the link between the balance sheet and the income statement? 

Briefly describe how this linkage works. 

Specifying Financial Information Users and Uses §.0*) 

Financial statements have a wide audience of interested stakeholders. Identify two or more financial 

statement users that are external to the company. For each user on your list, specify two questions that 

could be addressed with financial statement information. 

Applying Financial Statement Relations to Compute Dividends (02) 

Colgate-Palmolive reports the following dollar balances in its retained earnings account. 

($ millions) 2010 2009 

Retained canning Satvcwsuqetex omy eae pias ak eee eee $14,329 $13,157 

During 2010, Colgate-Palmolive reported net income of $2,203 million. What amount of dividends, if 

any, did Colgate-Palmolive pay to its shareholders in 2010? What percent of its net income did Colgate- 

Palmolive pay out as dividends in 2010? 

Computing and Interpreting Financial Statement Ratios (95) 

Following are selected ratios of Colgate-Palmolive for 2010 and 2009. 

Return on Assets (ROA) Component 2010 2009 

Protitabilityl(Netincome/Sales)mrescsn niente cies 14% 15% 

Productivity (Sales/Average net assets)................. 1.4 les) 

a. Was the company profitable in 2010? What evidence do you have of this? 

b. Is the change in productivity (asset turnover) a positive development? Explain. 

c, Compute the company’s return on assets (ROA) for 2010 (show computations). 

Computing Return on Assets and Applying the Accounting Equation (09) 

Nordstrom, Inc., reports net income of $613 million for its fiscal year ended January 2011. At the 
beginning of that fiscal year, Nordstrom had $6,579 million in total assets. By fiscal year-end 2011, 
total assets had grown to $7,462 million. What is Nordstrom’s return on assets (ROA)? 
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Assessing the Role of Financial Statements in Society (07) 

Financial statement information plays an important role in modern society and business. 

a. Identify two or more external stakeholders that are interested in a company’s financial statements 

and what their particular interests are. 

b. What are generally accepted accounting principles? What organizations have primary 

responsibility for the formulation of GAAP? 

c. What role does financial statement information play in the allocation of society’s financial 
resources? 

d. What are three aspects of the accounting environment that can create ethical pressure on 

management? 

Computing Return on Equity (1.02) 

Starbucks reports net income for 2010 of $945.6 million. Its stockholders’ equity is $3,056.9 million Starbucks (SBUX) 

and $3,682.3 million for 2009 and 2010, respectively. 

a. Compute its return on equity for 2010. 

b. Starbucks repurchased over $285 million of its common stock in 2010. How did this repurchase 

affect Starbucks’ ROE? 

c. Why do you think a company like Starbucks repurchases its own stock? 

PROBLEMS 

P1-35. 

P1-36. 

Computing Return on Equity and Return on Assets (1.03) 

The following table contains financial statement information for Wal-Mart Stores, Inc. 
Wal-Mart Stores, Inc. 

(WMT) 

PAO WN ot bit hts Co Oe ane EE ee ER $180,663 $16,389 $421,849 $68,542 

PAD UC). aha doccis G-Nthey ebiaen et Ceo 170,407 14,370 408,085 70,468 

2009 2a hosted) Huei ee eeisies Aes E 163,429 13,381 404,254 65,285 

Required 

a. Compute the return on equity (ROE) for 2010 and 2011. What trend, if any, is evident? How does 

Wal-Mart’s ROE compare with the approximately 20% median ROE for companies in the Dow 

Jones Industrial average for 2011? 

b. Compute the return on assets (ROA) for 2010 and 2011. What trends, if any, are evident? How 

does Wal-Mart’s ROA compare with the approximate 6.7% median ROA for companies in the Dow 

Jones Industrial average for 2011? 

c. What factors might allow a company like Wal-Mart to reap above-average returns? 

Formulating Financial Statements from Raw Data (02) /) 

Following is selected financial information from Genera! Mills, Inc., for its fiscal year ended May 29, 
G I Mills, Inc. (GIS 

2011 ($ millions). eneral Mills, Inc. (GIS) 

[REN Gletok o Aire Dinan eer on Te aon RAPE Meer noite Denraaiee $14,880.2 

GashioMmeOPenalinGiaCliVi ties maemer were te ester err et eens et. 1,526.8 

CASHADSGIMMNGLY Caen welsh teeeaske ttctntace sialcte etclcls tetetahetmehtet os 673.2 

Stockholders#equitVaeamict-c. che uci aaelcrateue See tact ce ee ie 6,612.2 

NOMCASIASSCES Rae t tae cot Pl crs nhs eee Lyre eee ares 18,054.9 

Casi irom financingactivites” ttc t cua ese = saves ee es (865.3) 

Goskoigoods:Soldaderertercts widen eee Vest as pee eon 8,926.7 

Total expenses (other than cost of goods sold).............. AN SUNS) 

Gashrending Veatmerertcat ete Rll tgs athe esate 619.6 

otal abilitiGSMemre erent brs a ccreee crac n motret a sce ae 12,062.3 

Gea niin MESES 6 2 ob oo Gob eie sp adoso anenes (715.1) 

* Cash from financing activities includes the effects of foreign exchange rate fluctuations. 
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Required 

a. Prepare the income statement, the balance sheet, and the statement of cash flows for General Mills 

for the fiscal year ended May 2011. 

b. Do the negative amounts for cash from investing activities and cash from financing activities 

concern us? Explain. 

c. Using the statements prepared for part a, compute the following ratios (for this part only, use the 

year-end balance instead of the average for assets and stockholders’ equity): 

i. Profit margin 

ii. Asset turnover 

iii. Return on assets 

iv. Return on equity 

P1-37. Formulating Financial Statements from Raw Data (02) 

Abercrombie & Fitch Following is selected financial information from Abercrombie & Fitch for its fiscal year ended January 

Sahl 29,2011 ($ millions). 

NGricashtassetsia rs eis tee eae YN Sere eee ee $2,122 

Total expenses (other than cost of goods sold).............. 2,062 

Ge8n iionn NWESMING) COUMUESS coo coon scene seen cnouenees (93) 

Casheending year wens cies eit ty comcast staat tetas: cece cect i watts 826 

REVENUGI IR Tishue Nera ete ware neni Pec aeeeatre-eeeseaeenene ae 3,469 

TOtaliiabilitiGs:s 4 sei each Peters sarees ote ee ee tee Oo age 1057, 

(GAS ikon OOS VENIING) EVCUINES os no coon Guonon node nn acne = 392 

CAS OM iMEMNClne] ASUMMMES so ocensasoncegonanndonaeues (143) 

COStOMGOOdS'SOld ee an teerrte steer een kos araee Che eee eeeea ere arene 1257 

Gashabeginning yeaheeema cs ates mee cee te ene ears 670 

SLOCKHOIGEFSSSQUITY ee nare-ncrcies se seiisany e cistchry crc ea eet a ener 1,891 

* Cash from financing activities includes the effects of foreign exchange rate fluctuations. 

Required 

a. Prepare the income statement, the balance sheet, and the statement of cash flows for Abercrombie 

& Fitch for the fiscal year ended January 2011. 

b. Do the negative amounts for cash from investing activities and cash from financing activities 

concern us? Explain. 

c. Using the statements prepared for part a, compute the following ratios (for this part only, use the 

year-end balance instead of the average for assets and stockholders’ equity): 

i. Profit margin 

il. Asset turnover 

Return on assets 

Return on equity so: < oo. 

/) P1-38. Formulating Financial Statements from Raw Data (02) 

Following is selected financial information from Cisco Systems, Inc., for the year ended July 31, 2010 
Cisco Systems, Inc. 3 

(CSCO) ($ millions). 

Cash; encing \ealteewetkee-acerct acura won won oe ee eee $ 4,581 

(CASI iikolnnl CJOETEWiNMe) EUNIMMNES oo aon cow acwnnnedanougons Oe 

SAlGSi sadist NaS ties, aeaee case sac deity ee NY eet Wo Sr ee ace 40,040 

Stockholders vequity Geers ae sen oicuers tcc esreare eae ae eee 44,285 

Cost of: gGoodsisoldittas. “arate: wate once sec tersae rele ace eee tee 14,397 

CEE icon iiMElNeliMe) UMHS: yoo cueccpnsnwewsoanenaacnc 621 

Total ia bilities etter ce chert. « ca chon eres eecu ter otets, een a 36,845 

Total expenses (other than cost of goods sold).............. 17,876 

NONGAShIASSOTS sortie nc coievicr cleahe «frei st een ee aia: in 76,549 

CasimuseciiniiviestiiG acti ittCS at tsi ttt tt = =i (11,931) 

Nleimleelelan Mrmr sneer intense a5 Aino 4.0 A or aetio no acu cone 7,767 

Cashjibeginiming VOala. sms Aeuterc-ceia nieces ote eee eaene epee ae Swale 

Required 

a. Prepare the income statement, the balance sheet, and the statement of cash flows for Cisco Systems 
for the fiscal year ended July 31, 2010. 
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b. Does the negative amount for cash from investing activities concern us? Explain. 

c. Using the statements prepared for part a, compute the following ratios (for this part only, use the 

year-end balance instead of the average for assets and stockholders’ equity): 

i. Profit margin 

ii. Asset turnover 

iii. Return on assets 

iv. Return on equity 

Formulating a Statement of Stockholders’ Equity from Raw Data (02) 

Crocker Corporation began calendar-year 2011 with stockholders’ equity of $100,000, consisting of 

contributed capital of $70,000 and retained earnings of $30,000. During 2011, it issued additional stock 

for total cash proceeds of $30,000. It also reported $50,000 of net income, and paid $25,000 as a cash 

dividend to shareholders. 

Required 

Prepare the 2011 statement of stockholders’ equity for Crocker Corporation. 

Formulating a Statement of Stockholders’ Equity from Raw Data (1.02) 

Gap, Inc., reports the following selected information at January 30, 2010 ($ millions). 

CKorninounieel @zyelwall; det SOL AON: ncnnodsonheehoseeceeous $2,990 

WiGESUn SiGe Sei SO, OO) Gato saacnkonsdnnonaacoendd » (9,069) 

RetanecreanninGSa lamas 0920: O kia inti nara 10,815 

Accumulated other comprehensive income, Jan. 30, 2010..... ites) 

During fiscal year 2011, Gap reported the following: 

le Salerotystockeepeieemere. sean $ 4 

2 PunchaseioiustoCkwerme ar aes 1,797 

Bo INGE MNES’; 6 sob 050500000066 1,204 

Ae Gasiicdividend Sareea eee yy) 

5. Other comprehensive income..... 30 

Required 

Use this information to prepare the statement of stockholders’ equity for Gap, Inc., for 2011. 

Computing, Analyzing, and Interpreting Return on Equity and Return on Assets (93) 

Following are summary financial statement data for Kimberly-Clark for 2008 through 2010. 

ATION (KMI fist 

‘Similions) Co 2008 
SAIOS coke seca teers eR ao eee Fe tcra, a cnr tishs $19,746 $19,115 $19,415 

INGHINCOMEGS meres cencret nce Sree teed Sirs cas. need eta es 1,843 1,884 1,690 

OLATASSCLS rere cme ee eT aie hc oN orien sath oh 19,864 19,209 18,089 

EGUITV ersute aenesetats forsiti acusetene sragetones mame tarnc enact 6,202 5,690 4,261 

Required 

a. Compute the return on assets and return on equity for 2009 and 2010 (use average assets and 

average equity), together with the components of ROA (profit margin and asset turnover). What 

trends do we observe? Which component appears to be driving the change in ROA over this time 

period? 

b. KMB repurchased a large amount of its common shares in recent years at a cost of over $4.7 

billion. How did this repurchase affect its return on equity? 

Computing, Analyzing, and Interpreting Return on Equity and Return on Assets (0%) 

Following are summary financial statement data for Nordstrom, Inc., for 2009 through 2011. 

(millions) oe eo 2010 2009 

$9,700 $8,627 $8,573 

613 441 401 
7,462 6,579 5,661 

2,021 1 Oe: 1,210 

@ 
Gap, Inc. 

(GPS) 

Kimberly-Clark (KMB) 

Nordstrom, Inc. 

(JWN) 
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Nokia (NOK) 

@ 
Abercrombie & Fitch 

(ANF) 

TJX Companies (TJX) 

McDonald’s 

Corporation (MCD) 

3M Company (MMM) 

P1-43. 

P1-44. 

P1-45. 

P1-46. 
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Required 

Compute return on assets and return on equity for each year 2010 and 2011 (use average assets and 

average equity), together with the components of ROA (profit margin and asset turnover). What trends, 

if any, do we observe? Which component, if any, appears to be driving the change in ROA over this time 

period? 

Computing, Analyzing, and Interpreting Return on Equity (o>) 

Nokia manufactures, markets, and sells phones and other electronics. Total stockholders’ equity for Nokia 

is €16,231 in 2010 and €14,749 in 2009. In 2010, Nokia reported net income of €1,850 on sales of €42,446. 

Required 

a. What is Nokia’s return on equity for 2010? 

b. What are total expenses for Nokia in 2010? 

c. Nokia used cash to repurchase a large amount of its common stock during the period 2006 through 

2008. What motivations might Nokia have for repurchasing its common stock? 

Comparing Abercrombie & Fitch and TJX Companies (°°) 

Following are selected financial statement data from Abercrombie & Fitch (ANF—upscale clothing 

retailer) and TJX Companies (TJX — value-priced clothing retailer including TJ Maxx)— both dated the 

end of January 2011 or 2010. 

: millions) oe: a: | Total Asse : Net Income Sales © 

2010 TJX Companies Inc........... 

2011 TJX Companies Inc........... $1,343 $21,942 

2010 Abercombie & Fitch.......... 2,822 

2011 Abercombie & Fitch.......... 2,948 150 3,469 

Required 

a. Compute the return on assets for both companies for the year ended January 2011. 

b. Disaggregate the ROAs for both companies into the profit margin and asset turnover. 

c. What differences are observed? Evaluate these differences in light of the two companies’ business 

models. Which company has better financial performance? 

Computing and Interpreting Return on Assets and Its Components (2>) 

MecDonald’s Corporation (MCD) reported the following balance sheet and income statement data for 

2008 through 2010. 

(Smillions) — “TotalAssets NetIncome —_Sales 
2008 ire. ce rena On Meakin Bork $28,461.5 
PASO) ee Rane angst, EE 30,224.9 $4,551.0 $22,744.7 
PANNE. eAaracgh hn 2 |. cranes Melt Cale 31,975.2 4,946.3 24,074.6 

Required 

a. What is MCD’s return on assets for 2009 and 2010? Disaggregate MCD’s ROA into its net profit 

margin and its asset turnover. 

b. What factor is mainly responsible for the change in MCD’s ROA over this period? 

Disaggregating Return on Assets over Multiple Periods (1.02) 

Following are selected financial statement data from 3M Company for 2007 through 2010. 

($ millions) Total Assets —_ Net Income Sales 

2007 Baas Rede ehaete ac ieee gee 24,694 4,096 24,462 
2OOB ss ARM Re terra «suse ueriey nena aeee ae 25,793 3,460 25,269 
PAOLO |S Wr aRte caceetetesaemlieae ita Oba ene oe ee oA One 27,250 3,193 23,123 
ZO AO Be tegenrtnincr i tons eae oe Eee 30,156 4,085 26,662 

Required 

a. Compute 3M Company’s return on assets for 2008 through 2010. Disaggregate 3M’s ROA into the 
profit margin and asset turnover for 2008 through 2010. What trends do we observe? 

b. Which ROA component appears to be driving the trend observed in part a? Explain. 
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P1-47.4 Reading and Interpreting Audit Opinions (1.05) 

P1-48. 

Apple Inc.’s 2010 financial statements include the following audit report from Ernst & Young LLP. 

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

The Board of Directors and Shareholders of Apple Inc. 

We have audited the accompanying consolidated balance sheets of Apple Inc. as of September 

25, 2010 and September 26, 2009, and the related consolidated statements of operations, 

shareholders’ equity and cash flows for the years then ended. These financial statements are 

the responsibility of the Company’s management. Our responsibility is to express an opinion on 

these financial statements based on our audits. 

We conducted our audits in accordance with the standards of the Public Company Accounting 

Oversight Board (United States). Those standards require that we plan and perform the audit 

to obtain reasonable assurance about whether the financial statements are free of material 

misstatement. An audit includes examining, on a test basis, evidence supporting the amounts 

and disclosures in the financial statements. An audit also includes assessing the accounting 

principles used and significant estimates made by management, as well as evaluating the 

overall financial statement presentation. We believe that our audits provide a reasonable basis 

for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material respects, 

the consolidated financial position of Apple Inc. at September 25, 2010 and September 26, 

2009, and the consolidated results of its operations and its cash flows for the years then ended, 

in conformity with U.S. generally accepted accounting principles. 

We also have audited, in accordance with the standards of the Public Company Accounting 

Oversight Board (United States), Apple Inc.’s internal control over financial reporting as of 

September 25, 2010, based on criteria established in Internal Control—Integrated Framework 

issued by the Committee of Sponsoring Organizations of the Treadway Commission and our 

report dated October 27, 2010 expressed an unqualified opinion thereon. 

/s/ Ernst & Young LLP 

San Jose, California 

October 27, 2010 

Required 

a. 

b. 

d. 

To whom is the report addressed? Why? 

In your own words, briefly describe the audit process. What steps do auditors take to determine 

whether a company’s financial statements are free from material misstatement? 

. What is the nature of Ernst & Young’s opinion? What do you believe the word fairly means? Is 

Ernst & Young providing a guarantee to Apple’s financial statement users? 

What other opinion is Ernst & Young rendering? Why is this opinion important? 

Reading and Interpreting CEO Certifications (95) 

Following is the CEO Certification required by the Sarbanes-Oxley Act and signed by Apple CEO Steve 

Jobs. Apple’s Chief Financial Officer signed a similar form. 

CERTIFICATIONS 

|, Steven P. Jobs, certify that: 

1. | have reviewed this annual report on Form 10-K of Apple, Inc.; 

2. Based on my knowledge, this report does not contain any untrue statement of a material 

fact or omit to state a material fact necessary to make the statements made, in light of the 

circumstances under which such statements were made, not misleading with respect to 

the period covered by this report; 

3. Based on my knowledge, the financial statements, and other financial information 

included in this report, fairly present in all material respects the financial condition, results 

of operations and cash flows of the registrant as of, and for, the periods presented in this 

report; 

continued 

@ 
Apple Inc. (AAPL) 

Apple Inc. (AAPL) 
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continued from prior page 

4. The registrant’s other certifying officer(s) and | are responsible for establishing and 

maintaining disclosure controls and procedures (as defined in Exchange Act Rules |3a-l5(e) 

and 15d-|5(e)) and internal control over financial reporting (as defined in Exchange Act 

Rules 13a-15(f) and 15d-15(f) for the registrant) and have: 

(a) Designed such disclosure controls and procedures, or caused such disclosure 

controls and procedures to be designed under our supervision, to ensure that material 

information relating to the registrant, including its consolidated subsidiaries, is made 

known to us by others within those entities, particularly during the period in which this 

report is being prepared; 

Designed such internal control over financial reporting, or caused such internal control 

over financial reporting to be designed under our supervision, to provide reasonable 

assurance regarding the reliability of financial reporting and the preparation of financial 

statements for external purposes in accordance with generally accepted accounting 

principles; 

Evaluated the effectiveness of the registrant’s disclosure controls and procedures 

and presented in this report our conclusions about the effectiveness of the disclosure 

controls and procedures, as of the end of the period covered by this report based on 

such evaluation; and 

Disclosed in this report any change in the registrant’s internal control over financial 

reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s 

fourth fiscal quarter in the case of an annual report) that has materially affected, or 

is reasonably likely to materially affect, the registrant’s internal control over financial 

reporting; and 

Ss 

So 

2 

5. The registrant’s other certifying officer(s) and | have disclosed, based on our most recent 

evaluation of internal control over financial reporting, to the registrant’s auditors and the 

audit committee of the registrant’s board of directors (or persons performing the equivalent 

functions): 

(a) All significant deficiencies and material weaknesses in the design or operation of 

internal control over financial reporting which are reasonably likely to adversely affect 

the registrant’s ability to record, process, summarize, and report financial information; 

and 

(b) Any fraud, whether or not material, that involves management or other employees who 

have a significant role in the registrant’s internal control over financial reporting. 

Date: October 27, 2010 

By: _/s/ STEVEN P. Joss 
Steven P. Jobs 

Chief Executive Officer 

Required 

a. Summarize the assertions that Steve Jobs made in this certification. 

b. Why did Congress feel it important that CEOs and CFOs sign such certifications? 

c. What potential liability do you believe the CEO and CFO are assuming by signing such 

certifications? 

P1-49. Assessing Corporate Governance and Its Effects (05) 
General Electric (GE) Review the corporate governance section of General Electric’s Website (find and click on: “Our 

Company”; then, find and click on: “Governance”. 

Required 

a. In your words, briefly describe GE’s governance structure. 

b. What is the main purpose of its governance structure? 

IFRS APPLICATIONS 

11-50. Applying the Accounting Equation and Computing Financing Proportions (1.02) 
The following table contains fiscal 2009 information for three companies that use IFRS. Apply the 
accounting equation to compute the missing financial amounts (a), (b), and (c). Which of these companies 
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is more owner-financed? Which of these companies is more nonowner-financed? Discuss why the 

proportion of owner financing might differ across these three companies. 

OMV Group (France). 2.53... .0.0.6..505. € 11 380 

Enresson)(Sweden)ae. amines. enone aelee SEK 269,809 (b) SEK 141,027 

BAE Systems} (UK)sare ae discs eecieie a oe (c) £20,680 £4,727 

11-51. Computing Return on Equity and Return on Assets (02) 

The following table contains financial statement information for AstraZeneca, which is a global 

biopharmaceutical company focused on discovery, development, manufacturing and commercialization 

of medicines and is headquartered in London, UK. 

Sale ju 
$29,559 $14,915 

2008 Reco eee 46,950 4,224 31,601 16,060 

ZOOS et: 54,920 7,490 32,804 20,821 

Required 

a. Compute the return on equity (ROE) for 2008 and 2009. What trend, if any, is evident? How does 

AstraZeneca’s ROE compare with the approximately 17% median ROE for companies in the Dow 

Jones Industrial average for 2009? 

b. Compute the return on assets (ROA) for 2008 and 2009. What trends, if any, are evident? How does 

AstraZeneca’s ROA compare with the approximate 6.5% median ROA for companies in the Dow 

Jones Industrial average for 2009? 

c. What factors might allow a company like AstraZeneca to reap above-average returns? 

11-52. Computing and Interpreting Return on Assets and Its Components (03) 

Tesco PLC, which is one of the world’s largest retailers and is headquartered in Cheshunt, U.K., reported 

the following balance sheet and income statement data for 2007 through 2009. 

(E million ee ‘ let Incom : Sale 
PAB OW fain ct can cae £42,641 

COOGT eree a ent ats 30,164 2,130 47,298 

PADIOWS) 2) eS Pea er a eee 46,053 2,166 54,327 

Required 

a. What is Tesco’s return on assets for 2008 and 2009? 

b. Disaggregate Tesco’s ROA metrics from part a into profit margin and asset turnover. 

c. What factor is mainly responsible for the change in Tesco’s ROA over this period? 

MANAGEMENT APPLICATIONS 

MA1-53. Strategic Financing (10>) 

You and your management team are working to develop the strategic direction of your company 

for the next three years. One issue you are discussing is how to finance the projected increases in 

operating assets. Your options are to rely more heavily on operating creditors, borrow the funds, or to 

sell additional stock in your company. Discuss the pros and cons of each source of financing. 

MA1-54. Statement Analysis (1.0%) 

You are evaluating your company’s recent operating performance and are trying to decide on the 

relative weights you should put on the income statement, the balance sheet, and the statement of cash 

flows. Discuss the information each of these statements provides and its role in evaluating operating 

performance. 

OMV Group 

Ericsson 

BAE Systems 

AstraZeneca 

Tesco PLC 

1-40 
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MA1-55. 

MA1-56. 

MA1-57.8 

Analyst Relations (1.02) 

Your investor relations department reports to you that stockholders and financial analysts evaluate 

the quality of a company’s financial reports based on their “transparency,” namely the clarity and 

completeness of the company’s financial disclosures. Discuss the trade-offs of providing more or less 

transparent financial reports. 

Ethics and Governance: Management Communications (-°5) 

The Business Insight box on page I-13 quotes Warren Buffett on the use of accounting jargon. Many 

companies publicly describe their performance using terms such as “EBITDA” or “earnings purged 

of various expenses” because they believe these terms more effectively reflect their companies’ 

performance than GAAP-defined terms such as net income. What ethical issues might arise from the 

use of such terms and what challenges does their use present for the governance of the company by 

shareholders and directors? 

Ethics and Governance: Auditor Independence (05) 

The SEC has been concerned with the “independence” of external auditing firms. It is especially 

concerned about how large non-audit (such as consulting) fees might impact how aggressively auditing 

firms pursue accounting issues they uncover in their audits. Congress recently passed legislation that 

prohibits accounting firms from providing both consulting and auditing services to the same client. 

How might consulting fees affect auditor independence? What other conflicts of interest might exist 

for auditors? How do these conflicts impact the governance process? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

ils ALLSTATE CORPORATION 
Income Statement 
For Year Ended December 31, 2010 — 

REVEMUCS src atcr a fee ae ca a ee ae eee te Ee ee aa ne ae $31,400 

EXPEMSOSIR Meucispetste eae ee a sven Gara Auacy celta aia AM eR ee a 30,472 

NGtIMCONNG a, stecasasaaas cass cater ues, art ocaeaee eters kas Er Ct ee ae $ 928 

ALLSTATE CORPORATION 

Balance Sheet 

December 31, 2010 

Gaslircan voice seater $ KI oveiilelolliizGecae esse sence $111,830 

Noncash assets ..... 130,312 Stockholders’ equity ........ 19,044 

TotallasSelS a aei ten $130,874 Total liabilities and equity... .. $130,874 

ALLSTATE CORPORATION 

Statement of Cash Flows 

For Year Ended December 31, 2010 

CAEN OME HOMO MABWCMNS.s «fo dewto dedn one coche edeede cease oe $3,689 
Cashwlows TOM IVeStitG ieee entre tt ne 2,332 
CED WOWSIKOMMINMENGING) vcs odo bon Gaon one Qucooabeewsanacaanes (6,071) 

Netinereasel(Gecrease)liniCaS |] pitti i t= as (50) 
CLEP cel MMe Micki cele cueeme care oth ome sono nel ook ewe eee 612 

Cashsending: Vara. tna Wiens ace ie eee eee eae. ee pera ae cae $ 562 
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2. Berkshire Hathaway is a larger company; its total assets are $372,229 million compared to Allstate’s assets of 

$130,874 million. The income statements of the two companies are markedly different. Berkshire Hathaway 

reports more than four times as much revenue ($136,185 million compared to $31,400 million). The differ- 

ence in net income is also large; Berkshire Hathaway earned $12,967 million whereas Allstate reported net 

income of only $928 million. 

Module-End Review 

Solution 
a. ROA = Net income/Average assets = $1,068/$20,600 = 5.2%. The profitability component is Net 

income/Sales = $1,068/$14,963 = 7.1%, and the productivity component is Sales/Average assets = 

$14 ,963/$20,600 = 0.73. Notice that 7.1% X 0.73 = 5.2%. Thus, the two components, when multiplied 

yield ROA. 

b. ROE = Net income/Average stockholders’ equity = $1,068/$5,899 = 18.1%. 



In 1985, the board of directors of Apple along with the 

new CEO John Sculley, dismissed Steve Jobs, Apple’s 

co-founder. Fast forward 12 years—Apple is struggling to 

survive. After a series of crippling financial losses, the com- 

pany’s stock price is at an all-time low. In a complete about- 

face, the board asks Steve Jobs to return as interim CEO to 

begin a critical restructuring of the company’s product line. 

True to form, Jobs shows up at his first meeting with Apple 

senior executives wearing shorts, sneakers, and a few days’ 

beard growth. Sitting in a swivel chair and spinning slowly, 

Jobs begins quizzing the executives. “OK, tell me what’s 

wrong with this place,” asks Jobs. Mumbled replies and 

embarrassed looks ensue. Jobs cuts them short and jumps 

up: “It’s the products! So what’s wrong with the products?” 

Again, more weak answers and again Jobs cut them off. “The 

products SUCK!” he roars. “There’s no sex in them anymore!” 

Jobs was right—Apple was mired in a sea of problems, 

many stemming from a weak product line. The company’s 

decision to design proprietary software that was often 

incompatible with Windows had relegated Apple to a niche 

player in the highly competitive, low-margin PC business. 

Years before, Microsoft had replicated the Mac operating 

system and licensed the software to PC manufacturers such 

as Dell. Apple’s cumulative profit from 2001-2003 was an 

anemic $109 million and its prospects were dim. 

That was then; this is now. Apple’s iPod and iTunes 

sales quickly soared and comprised nearly 50% of Apple’s 

revenues. However, today those products account for only 

20% of its revenues. iPhone sales now top $25 billion annu- 

ally, which is over one-third of total revenues. The effects of 

iPad sales will further reduce that percentage. 

Apple’s shares (ticker: AAPL) traded around $400 in 

2011, a staggering 100 times the $4 they fetched fourteen 

years earlier when Jobs rejoined the team. Indeed, Apple’s 

stock has more than doubled in price in the past two years, 

as the following price chart illustrates. The total stock mar- 

ket value of Apple stock (called the market capitalization or 

market cap) exceeded $373 billion in 2011. 

ae Apple Stock Price |_ 

$100 
S = SS a $50 
2008 2009 2010 2011 

5 
2007 

This module defines and explains the components of 

each financial statement: the balance sheet, the income 

statement, the statement of cash flows, and the statement 

of stockholders’ equity. Let’s begin with a sneak preview of 

Apple’s financial statements. 

Apple’s balance sheet is very liquid as many of its assets 

can be readily converted to cash. Indeed, Apple holds over 

two-thirds of its assets in cash and marketable securities. 

Liquidity is important for companies like Apple that must 

react quickly to opportunities and changing market condi- 

tions. Like other technology companies, much of Apple’s 

Getty Images 



Introducing Financial 

statements and 

Module 

Transaction Analysis 

LEARNING OBJECTIVES 

!.©*% Describe information conveyed by the financial statements. (p. 2-3) 

.2 Explain and illustrate linkages among the four financial statements. (p. 2-19) 

OS Illustrate use of the financial statement effects template to summarize accounting transactions. (p. 2-21) 

production is subcontracted. Consequently, Apple’s property, 

plant and equipment make up only 6% of its assets. 

On the financing side of its balance sheet, almost two- 

thirds of Apple’s resources come from owner financing: from 

common stock sold to shareholders and from past profits 

that have been reinvested in the business. Technology 

companies such as Apple, which have uncertain product 

life-cycles and highly volatile cash flows, strive to avoid 

high debt levels that might cause financial problems in a 

business downturn. Apple’s nonowner financing consists 

of low-cost credit from suppliers (accounts payable) and 

unpaid overhead expenses (accrued liabilities). 

Consider Apple’s income statement: driven by the pop- 

ularity and high profit margins of iPods and iPhones, Apple 

recently reported over $18.3 billion of operating income. 

This is impressive given that Apple spends three cents of 

every sales dollar on research and development and runs 

expensive advertising campaigns. 

Yet, companies cannot live by profits alone. It is cash 

that pays bills. Profits and cash flow reflect two different 

concepts, each providing a different perspective on com- 

pany performance. Apple generated over $18.5 billion of 

cash flow from operating activities, and invested most of 

this cash flow in marketable securities. We review Apple’s 

cash flows in this module. 

Apple pays no dividends and its newly issued common 

stock relates primarily to executive stock options. These 

capital transactions are reported in the statement of stock- 

holders’ equity. 

While it is important to understand what is reported in 

each of the four financial statements, it is also important to 

know what is not reported. To illustrate, Fortune reported 

that “Jobs cut a deal with the Big Five record companies... 

to sell songs on iTunes, but they were afraid of Internet 

piracy. So Jobs promised to wrap their songs in Apple’s 

FairPlay—the only copy-protection software that is iPod- 

compatible. Other digital music services such as Yahoo 

Music Unlimited and Napster reached similar deals with 

the big record labels. But Apple refused to license FairPlay 

to them. So those companies turned to Microsoft for copy 

protection. That means none of the songs sold by those 

services can be played on the wildly popular iPod. Instead, 

users of the services had to rely on inferior devices made 

by companies like Samsung and SanDisk that supported 

Microsoft’s Windows Media format.” 

Apple’s copy-protection software described above cre- 

ates a barrier to competition that allows iPod to earn above- 

average profits. This represents a valuable resource to 

Apple, but it is not reported as an asset on Apple’s balance 

sheet. Consider another example. Apple’s software engi- 

neers write code and create software that will generate prof- 

its for Apple in the future. While this represents a valuable 

resource to Apple, it is not reported on the balance sheet 

because Apple expenses the software engineers’ salaries 

when the code is written. Finally, Steve Jobs himself was a 

valuable unrecorded asset for Apple. We discuss these and 

other issues relating to asset recognition and measurement 

in this module. 

Sources: Apple 2010 10-K; Apple 2010 Annual Report; BusinessWeek, 2006; 

Fortune, 2006 and 2012. 

2-2 
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MODULE 
ORGANIZATION Introducing Financial Statements and Transaction Analysis 

Financial - Articulation of Financial es Transaction 

Statements Statements Analysis 

@ Balance Sheet - B Retained Earnings Reconciliation m Recording Transactions 

Income Statement @ Financial Statement Linkages : B Accounting Adjustments 

m Statement of Stockholders’ Equity — _ & Constructing Financial Statements 

B Statement of Cash Flows 

This module explains further the details of financial statements and how those statements articulate 

(relate to each other). Transaction analysis and accounting adjustments conclude the module. 

BALANCE SHEET 

© Describe The balance sheet is divided into three sections: assets, liabilities, and stockholders’ equity. It provides 

information information about the resources available to management and the claims against those resources by 

conveyed by creditors and shareholders. The balance sheet reports the assets, liabilities and equity at a point in time. 

the financial Balance sheet accounts are called “permanent accounts” in that they carry over from period to period; 

statements. that is, the ending balance from one period becomes the beginning balance for the next. 

Balance Sheet and the Flow of Costs 

Companies incur costs to acquire resources that will be used in operations. Every cost creates either an im- 

mediate or a future economic benefit. Determining when the company will realize the benefit from a cost 

is paramount. When a cost creates an immediate benefit, such as gasoline used in delivery vehicles, the 

company records the cost in the income statement as an expense. When a cost creates a future economic 

benefit, such as inventory to be resold or equipment to be later used for manufacturing, the company 

records the cost on the balance sheet as an asset. Indeed, the definition of an asset is “a future economic 

benefit.” An asset remains on the company’s balance sheet until it is used up. When an asset is used up, 

the company realizes the economic benefit from the asset; that is, there is no future economic benefit left 

so there is no asset left. Then, the asset’s cost is transferred from the balance sheet to the income statement 

where it is labeled an expense. This is why purchased assets are sometimes referred to as future expenses. 

Companies expense certain costs, such as advertising, as they are incurred because even though 

the costs will likely bring future economic benefits, the related asset cannot be reliably measured. Ex- 

hibit 2.1 illustrates how costs flow from the balance sheet to the income statement. 

EXHIBIT 2.1 Flow of Costs 

Balance Sheet Income 

| capitalized | Statement 

Liabilities Revenues 

’ Assets 

Costs not __ Equity used up 

capitalized | 
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All costs are either held on the balance sheet or are transferred to the income statement. When costs 

are recorded on the balance sheet (referred to as capitalized), assets are reported and expenses are 

deferred to a later period. Once the company receives benefits from the assets, the related costs are 

transferred from the balance sheet to the income statement. At that point, assets are reduced and 

expenses are recorded in the current period. Tracking the flow of costs from the balance sheet to the 

income statement is an important part of accounting. GAAP allows companies some flexibility in 

transferring costs. As such, there is potential for abuse, especially when managers confront pressures 

to achieve income targets. 

Corporate scandals involving WorldCom and Enron regrettably illustrate improper cost transfers 

designed to achieve higher profit levels. Neither company transferred costs from the balance sheet to 

the income statement as quickly as they should have. This had the effect of overstating assets on the 

balance sheet and net income on the income statement. In subsequent litigation, the SEC and the Justice 

Department contended that these companies intentionally overstated net income to boost stock prices. 

A number of senior executives from both Enron and WorldCom were sentenced to lengthy jail terms as 

a result of their criminal actions. 

What does GAAP advise about the transfer of costs? Asset costs should transfer to the income state- 

ment when the asset no longer has any future economic benefit (which is when it no longer meets the defi- 

nition of an asset). For example, when inventories are purchased or manufactured, their cost is recorded 

on the balance sheet as an asset called inventories. When inventories are sold, they no longer have an 

economic benefit to the company and their cost is transferred to the income statement in an expense called 

cost of goods sold. Cost of goods sold represents the cost of inventories sold during that period. This ex- 

pense is recognized in the same period as the revenue generated from the sale. As another example, con- 

sider equipment costs. When a company acquires equipment, the cost of the equipment is recorded on the 

balance sheet in an asset called equipment (often included in the general category of property, plant, and 

equipment, or PPE). When equipment is used in operations, a portion of the acquisition cost is transferred 

to the income statement to match against the sales the equipment helped generate. To illustrate, if an asset 

costs $100,000, and 10% of it is used up this period in operating activities, then $10,000 of the asset’s cost 

is transferred from the balance sheet to the income statement. This process is called depreciation and the 

expense related to this transfer of costs is called depreciation expense. 

Assets 

Companies acquire assets to yield a return for their shareholders. Assets are expected to produce eco- 

nomic benefits in the form of revenues, either directly, such as with inventory, or indirectly, such as 

with a manufacturing plant that produces inventories for sale. To create shareholder value, assets must 

yield income that is in excess of the cost of the funds used to acquire the assets. 

The asset section of the Apple balance sheet is shown in Exhibit 2.2. Apple reports $75,183 million 

of total assets as of September 25, 2010, its year-end. Amounts reported on the balance sheet are at a point 

in time—that is, the close of business on the day of the report. An asset must possess two characteristics 

to be reported on the balance sheet: 

1. It must be owned (or controlled) by the company. 

2. It must confer expected future economic benefits that result from a past transaction or event. 

The first requirement, owning or controlling an asset, implies that a company has legal title to the asset, 

such as the title to property, or has the unrestricted right to use the asset, such as a lease on the property. The 

second requirement implies that a company expects to realize a benefit from the asset. Benefits can be cash 

inflows from the sale of an asset or from sales of products produced by the asset. Benefits also can refer 

to the receipt of other assets such as an account receivable from a credit sale. Or, benefits can arise from 

future services the company will receive, such as prepaying for a year-long insurance policy. This require- 

ment also implies that we cannot record an asset such as a brand name without a transaction to acquire it. 

Current Assets 
The balance sheet lists assets in order of decreasing liquidity, which refers to the ease of converting 

noncash assets into cash. The most liquid assets are called current assets and they are listed first. A 
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| EXHIBIT 2.2 Asset Section of Apple’s Balance Sheet ($ millions) 

APPLE INC. 

Assets 

Current assets 

(CEM ElCMeZENGCUINEIGING acoucencccoomonsst hon odMagncsecanegoon $11,261 

Assets used up or Short-tenmilinvVeStMments;s.c1 ene ensneue eae a ele acted olietsiiel es epetee nearer nao 14,359 
Current ; 5.510 

converted to cash Accountsireceivable inet isyccunsiota cuccsleleni ie Gieoene forteliet ce netiefists ieee ena j 

within one year Assets inventories dc seach oe sah ele Pale amet he See eee eam ae 1,051 

Other currentassSetSiwacccee seen ete seas che el Pageants seeleeet aes ans __ 9,497 

MOLALICUNFENEASSSESY chee nc Peses ara lore te ke coemes eevee Rae monet aca Me neat ace eae 41,678 

EL ore oe 4 L T Long-term assets 

egies i” are mye: Soe Propentyaiplantiandiequipment, metyayamrisncies citations itt i staneiet statics 4,768 

hibeeatie  a nal soem (BOther OMG AUCMMNEESOS: oo cntocoosgnotcauowsootonbamoganues0aKe 28,/37* 
one year posal ae 

TOLAASSOUS cc ired sic fire evan as ved ude wh rte careers Sara are eee $75,183 

*Includes $25,391 million of long-term marketable securities 

company expects to convert its current assets into cash or use those assets in operations within the com- 

ing fiscal year.'! Typical examples of current assets follow: 

Cash—currency, bank deposits, and investments with an original maturity of 90 days or less 

(called cash equivalents); 

Short-term investments— marketable securities and other investments that the company expects 

to dispose of in the short run; 

Accounts receivable, net— amounts due to the company from customers arising from the sale of 

products and services on credit (“net” refers to the subtraction of uncollectible accounts); 

Inventories— goods purchased or produced for sale to customers; 

Prepaid expenses— costs paid in advance for rent, insurance, advertising and other services. 

Apple reports current assets of $41,678 million in 2010, which is 55% of its total assets. The amount of 

current assets is an important measure of liquidity, which relates to a company’s ability to make short- 

term payments. Companies require a degree of liquidity to operate effectively, as they must be able to 

respond to changing market conditions and take advantage of opportunities. However, current assets 

are expensive to hold (they must be stored, insured, monitored, financed, and so forth)—and they typi- 

cally generate relatively low returns. As a result, companies seek to maintain only just enough current 

assets to cover liquidity needs, but not so much to unnecessarily reduce income. 

Long-Term Assets 
The second section of the balance sheet reports long-term (noncurrent) assets. Long-term assets include 

the following: 

Property, plant and equipment (PPE), net—land, factory buildings, warehouses, office 

buildings, machinery, motor vehicles, office equipment and other items used in operating 

activities (“net” refers to subtraction of accumulated depreciation, the portion of the assets’ 

cost that has been expensed); 

Long-term investments— investments that the company does not intend to sell in the near 

future; 

Intangible and other assets— assets without physical substance, including patents, trademarks, 

franchise rights, goodwill and other costs the company incurred that provide future benefits. 

' Technically, current assets include those assets expected to be converted into cash within the upcoming fiscal year or the com- 
pany’s operating cycle (the cash-to-cash cycle), whichever is longer. Fortune Brands (manufacturer of Jim Beam Whiskey) 
provides an example of a current asset with a cash conversion cycle of longer than one year. Its inventory footnote reports: “In 
accordance with generally recognized trade practices, bulk whiskey inventories are classified as current assets, although the 
majority of such inventories, due to the duration of aging processes, ordinarily will not be sold within one year.” 
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Long-term assets are not expected to be converted into cash for some time and are, therefore, listed 

after current assets. 

Measuring Assets 
Most assets are reported at their original acquisition costs, or historical costs, and not at their current 

market values. The concept of historical costs is not without controversy. The controversy arises be- 

cause of the trade-off between the relevance of current market values for many business decisions and 

the reliability of historical cost measures. 

To illustrate, imagine we are financial analysts and want to determine the value of a company. The 

company’s value equals the value of its assets less the value of its liabilities. Current market values of 

company assets (and liabilities) are more informative and relevant to our analysis than are historical costs. 

But how can we determine market values? For some assets, like marketable securities, values are readily 

obtained from online quotes or from The Wall Street Journal. For other assets like property, plant, and 

equipment, their market values are far more subjective and difficult to estimate. It would be easier for 

us, as analysts, if companies reported credible market values on their balance sheet. However, allowing 

companies to report estimates of asset market values would introduce potential bias into financial report- 

ing. Consequently, companies continue to report historical costs because the loss in reliability from using 

subjective market values on the balance sheet is considered to be greater than the loss in relevance from 

using historical costs. 

It is important to realize that balance sheets only include items that can be reliably measured. If a 

company cannot assign a monetary amount to an asset with relative certainty, it does not recognize an 

asset on the balance sheet. This means that there are, typically, considerable “assets” that are not reflected 

on a balance sheet. For example, the well-known apple image is absent from Apple’s balance sheet. This 

image is called an “unrecognized intangible asset.” Both requirements for an asset are met: Apple owns 

the brand and it expects to realize future benefits from the logo. The problem is reliably measuring the 

expected future benefits to be derived from the image. Intangible assets such as the Coke bottle silhouette, 

the iPod brandname, and the Nike swoosh also are not on their respective balance sheets. Companies only 

report intangible assets on the balance sheet when the assets are purchased. Any internally created intan- 

gible assets are not reported on a balance sheet. A sizable amount of resources is, therefore, potentially 

omitted from companies’ balance sheets. 

Excluded intangible assets often relate to knowledge-based (intellectual) assets, such as a strong 

management team, a well-designed supply chain, or superior technology. Although these intangible 

assets confer a competitive advantage to the company, and yield above-normal income (and clear eco- 

nomic benefits to those companies), they cannot be reliably measured. This is one reason why compa- 

nies in knowledge-based industries are so difficult to analyze and value. 

Presumably, however, companies’ market values reflect these excluded intangible assets. This can 

yield a large difference between the market value and the book (reported) value of a company’s equity. 

This is illustrated in the following ratios of market value to book value (averages from 2011): Apple is 5.4 

and Target is 2.3. These market-to-book values (ratios) are greater for companies with large knowledge- 

based assets that are not reported on the balance sheet, but are reflected in company market value (such 

as with Apple). Companies such as ‘Target have fewer of these assets. Hence, their balance sheets usually 

reflect a greater portion of company value. 

Liabilities and Equity 

Liabilities and stockholders’ equity represent the sources of capital the company uses to finance the 

acquisition of assets. In general, liabilities represent a company’s future economic sacrifices. Liabilities 

are borrowed funds such as accounts payable and obligations to lenders. They can be interest-bearing 

or non-interest-bearing. 

Equity represents capital that has been invested by the shareholders, either directly via the pur- 

chase of stock, or indirectly in the form of retained earnings that reflect earnings that are reinvested in 

the business and not paid out as dividends. 

The liabilities and stockholders’ equity sections of the Apple balance sheet are reproduced in Ex- 

hibit 2.3. Apple reports $27,392 million of total liabilities and $47,791 million of stockholders’ equity 

as of its 2010 year-end. 
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‘EXHIBIT 2.3 Liabilities and Equity Sections of Apple’s Balance Sheet ($ millions) 

Current liabilities 

INOCOUMAICEWAS » oosgcunehavar sabe suntowenoces $12,015 

/NereldurstoW lol dee ea teen oetou nes oooh Goch J.05 8,707 

Liabilities 
TOA Ue TiNINEIOMIMIES: onccneacanceeuneaucnancaung 20,722 

Moyne wettan NAMES 2 nonce coco cence tate ban mead 6,670 

TOtal liailitioS ewe es ot ees acces ache che owcleae cates 27,392 

Liabilities 

requiring pay- 

ment within 

one year 

Liabilities not 

requiring pay- 

ment within 
Stockholders’ equity 

Common stock, no par value; 1.8 bil. shares authorized; 

Stockholders; 915,970,050 shares issued and outstanding........ 10,668 one year 

Equity RMN] CEMMIMGS ooo: cs eorcasaceeredsanesoncner 37,169 

@themstockholeers ecuilty sem eiiewer were renee ay renee (46) 

WOE SOC MOCIES Sey aso ncnantevcdeeonecccden 47,791 

Total liabilities and stockholders’ equity ............. $75,183 

Why would Apple obtain capital from both borrowed funds and shareholders? Why not just one 

or the other? The answer lies in their relative costs and the contractual agreements that Apple has 

with each. 

Creditors have the first claim on the assets of the company. As a result, their position is not as risky 

and, accordingly, their expected return on investment is less than that required by shareholders. Also, 

interest is tax deductible whereas dividends are not. This makes debt a less expensive source of capital 

than equity. So, then, why should a company not finance itself entirely with borrowed funds? The rea- 

son is that borrowed funds entail contractual obligations to repay the principal and interest on the debt. 

If a company cannot make these payments when they come due, creditors can force the company into 

bankruptcy and potentially put the company out of business. Shareholders, in contrast, cannot require 

repurchase of their stock, or even the payment of dividends. Thus, companies take on a level of debt 

that they can comfortably repay at reasonable interest costs. The remaining balance required to fund 

business activities is financed with more costly equity capital. 

Current Liabilities 
The balance sheet lists liabilities in order of maturity. Obligations that must be settled within one year 

are called current liabilities. Examples of common current liabilities follow: 

Accounts payable— amounts owed to suppliers for goods and services purchased on credit. 

Accrued liabilities—obligations for expenses that have been incurred but not yet paid; examples 

are accrued wages payable (wages earned by employees but not yet paid), accrued interest 

payable (interest that is owing but has not been paid), and accrued income taxes (taxes due). 

Unearned revenues — obligations created when the company accepts payment in advance for 

goods or services it will deliver in the future; also called advances from customers, customer 

deposits, or deferred revenues. 

Short-term notes payable— short-term debt payable to banks or other creditors. 

Current maturities of long-term debt— principal portion of long-term debt that is due to be 
paid within one year. 

Apple reports current liabilities of $20,722 million on its 2010 balance sheet. 
Accounts payable arise when one company purchases goods or services from another company. 

Typically, sellers offer credit terms when selling to other companies, rather than expecting cash on 
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delivery. The seller records an account receivable and the buyer records an account payable. Apple re- 

ports accounts payable of $12,015 million as of the balance sheet date. Accounts payable are relatively 

uncomplicated liabilities. A transaction occurs (inventory purchase), a bill is sent, and the amount owed 

is reported on the balance sheet as a liability. 

Apple’s accrued liabilities total $8,707 million. Accrued liabilities refer to incomplete transac- 

tions. For example, employees work and earn wages, but usually are not paid until later, such as 

several days after the period-end. Wages must be reported as expense in the period that employees 

earn them because those wages payable are obligations of the company and a liability (wages pay- 

able) must be set up on the balance sheet. This is an accrual. Other common accruals include the 

recording of liabilities such as rent and utilities payable, taxes payable, and interest payable on bor- 

rowings. All of these accruals involve recognition of expense in the income statement and a liability 

on the balance sheet. 

Net working capital, or simply working capital, reflects the difference between current assets and 

current liabilities and is defined as follows: 

Net working capital = Current assets — Current liabilities 

We usually prefer to see more current assets than current liabilities to ensure that companies are liquid. 

That is, companies should have sufficient funds to pay their short-term debts as they mature. The net 

working capital required to conduct business depends on the company’s operating (or cash) cycle, which 

is the time between paying cash for goods or employee services and receiving cash from customers — 

see Exhibit 2.4. 

Companies, for example, use cash to purchase or manufacture inventories held for resale. Inven- 

tories are usually purchased on credit from suppliers (accounts payable). This financing is called trade 

credit. Inventories are sold, either for cash or on credit (accounts receivable). When receivables are 

ultimately collected, a portion of the cash received is used to repay accounts payable and the remainder 

goes to the cash account for the next operating cycle. 

Inventories 

Accounts 
Payable Accounts 

Receivable 
SS 

Cash 
[Start and end] 

When cash is invested in inventory, the inventory can remain with the company for 30 to 90 days or 

more. Once inventory is sold, the resulting accounts receivable can remain with the company for an- 

other 30 to 90 days. Assets such as inventories and accounts receivable are costly to hold and, conse- 

quently, companies strive to reduce operating cycles with various initiatives that aim to: 
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@ Decrease accounts receivable by better collection procedures 

@ Reduce inventory levels by improved production systems and management 

@ Increase trade credit to minimize the cash invested in inventories 

Analysts often use the “cash conversion cycle” to evaluate company liquidity. The cash conversion 

cycle is the number of days the company has its cash tied up in receivables and inventories, less the 

number of days of trade credit provided by company suppliers. 

Noncurrent Liabilities 
Noncurrent liabilities are obligations due after one year. Examples of noncurrent liabilities follow: 

Long-term debt—amounts borrowed from creditors that are scheduled to be repaid more 

than one year in the future; any portion of long-term debt that is due within one year is 

reclassified as a current liability called current maturities of long-term debt. Long-term debt 

includes bonds, mortgages, and other long-term loans. 

Other long-term liabilities— various obligations, such as pension liabilities and long-term tax 

liabilities, that will be settled a year or more into the future. 

Apple reports $6,670 million of noncurrent liabilities. As is typical of high-tech companies, Apple has 

no long-term debt. Instead, all of its noncurrent liabilities relate to deferred revenue and deferred taxes. 

Deferred (unearned) revenue arises when a company receives cash in advance of providing a good or 

service. 

Stockholders’ Equity 
Stockholders’ equity reflects financing provided from company owners. Equity is often referred to as 

residual interest. That is, stockholders have a claim on any assets in excess of what is needed to meet 

company obligations to creditors. The following are examples of items typically included in equity: 

Common stock— par value received from the original sale of common stock to investors. 

Preferred stock— value received from the original sale of preferred stock to investors; preferred 

stock has fewer ownership rights compared to common stock. Contributed 

Capital Additional paid-in capital— amounts received from the original sale of stock to investors in 

excess of the par value of common stock. 

Treasury stock— amount the company paid to reacquire its common stock from shareholders. 

Retained earnings—accumulated net income (profit) that has not been distributed to 

stockholders as dividends. 

Capital Accumulated other comprehensive income or loss— accumulated changes in equity that are 

not reported in the income statement. 

The equity section of a balance sheet consists of two basic components: contributed capital and earned 

capital. Contributed capital is the net funding that a company received from issuing and reacquiring its 

equity shares; that is, the funds received from issuing shares less any funds paid to repurchase such shares. 

Apple reports $47,791 million in total stockholders’ equity. Its contributed capital is $10,668 million. 

Apple’s common stock is “no par” (see Exhibit 2.3). This means that Apple records all of its contrib- 

uted capital in the common stock account and records no additional paid-in capital. Apple’s stockholders 

(via its board of directors) have authorized it to issue up to 1.8 billion shares of common stock. To date, it 

has sold (issued) 915,970,050 shares for total proceeds of $10,668 million, or $11.65 per share, on aver- 

age. Apple has repurchased no shares of stock to date. 

Earned capital is the cumulative net income (loss) that has been retained by the company (not 

paid out to shareholders as dividends). Apple’s earned capital (titled Retained Earnings) totals $37,169 

million as of its 2010 year-end. Its other equity accounts total $(46) million. 

Retained Earnings 
There is an important relation for retained earnings that reconciles its beginning balance and its ending 
balance as follows: 
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Beginning retained earnings 

+ Net income (or — net loss) 

— Dividends 

= Ending retained earnings 

This is a useful relation to remember. Apple’s retained earnings increases (or decreases) each year by 

the amount of its reported net income (loss). If Apple paid dividends, it would decrease retained earn- 

ings, but Apple currently pays no dividends. (There are other items that can impact retained earnings 

that we discuss in later modules.) After we explain the income statement, we will revisit this relation 

and show how retained earnings link the balance sheet and income statement. 

‘How Much Debt Is Reasonable? _ 
Apple reports total assets of $75,183 million, liabilities of $27,392 million, and stockholders’ equity 

of $47,791 million. This reveals that it finances 36% of its assets with borrowed funds and 64% with 

shareholder investment. This is a lower percentage of nonowner financing than other companies 

such as Target and Procter & Gamble (P&G). Companies must monitor their financing sources and 

amounts. Too much borrowing is risky as borrowed amounts must be repaid with interest. The level 

of debt that a company can effectively manage depends on the stability and reliability of its operat- 

ing cash flows. Companies such as P&G and Target can manage relatively high debt levels because 

their cash flows are relatively stable. Apple operates in an industry that changes rapidly. It cannot 

afford to take on too much borrowing risk. 

:  Liabilitiesto ==——sEquityto 
($ millions) — _ Assets Liabilities | Assetsratio Equity —_ Assets ratio : 

AD pled iniGer wnt csra ce cheh > cise SS 7s) aleke} $27,392 36.4% $47,791 63.6% 

Cisco Systems, Inc........... 81,130 36,845 45.4% 44,285 54.6% 

GapeainCatins tic os om sce 7,065 2,985 42.3% 4,080 Oiele/o 

Procter & Gamble Co. ........ 128,172 66,733 52.1% 61,439 47.9% 

Target Corporation........... 43,705 28,218 64.6% 15,487 35.4% 

Book Value vs Market Value Stockholders’ equity is the “value” of the company determined by 

GAAP and is commonly referred to as the company’s book value. This value is different from a com- 

pany’s market value (market capitalization or market cap), which is computed by multiplying the 

number of outstanding common shares by the per share market value. We can compute Apple’s market 

cap by multiplying its outstanding shares at September 25, 2010, (915,970,050 shares) by its stock 

price on that date ($292.32), which equals $267.8 billion. This is considerably larger than its book 

value of equity on that date of $47,791 million. Book value and market value can differ for several 

reasons, mostly related to the recognition of transactions and events in financial statements such as the 

following: 

@ GAAP generally reports assets and liabilities at historical costs, whereas the market attempts to 

estimate fair market values. 

@ GAAP excludes resources that cannot be reliably measured (due to the absence of a past transac- 

tion or event) such as talented management, employee morale, recent innovations and successful 

marketing, whereas the market attempts to value these. 

& GAAP does not consider market differences in which companies operate, such as competitive 

conditions and expected changes, whereas the market attempts to factor in these differences in 

determining value. 

&@ GAAP does not usually report expected future performance, whereas the market attempts to pre- 

dict and value future performance. 

Presently for U.S. companies, book value is, on average, about two-thirds of market value. This means that 

the market has drawn on information in addition to that provided in the balance sheet and income state- 

ment in valuing equity shares. A major part of this information is in financial statement notes, but not all. 
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It is important to understand that, eventually, all factors determining company market value are reflected 

in financial statements and book value. Assets are eventually sold and liabilities are settled. Moreover, 

talented management, employee morale, technological innovations, and successful marketing are eventu- 

ally recognized in reported profit. The difference between book value and market value is one of timing. 

Apple’s Market and Book Values | 

Apple’s market value has historically exceeded its book value of equity (see graph below). Much of 

Apple’s market value derives from intangible assets, such as brand equity, that are not fully reflected 

on its balance sheet, and from favorable expectations of future financial performance (particularly in 

recent years). Apple has incurred many costs, such as R&D, advertising, and promotion, that will prob- 

ably yield future economic benefits. However, Apple expensed these costs (did not capitalize them as 

assets) because their future bene- Apple’s Market and Book Value 

fits were uncertain and therefore 

could not be reliably measured. $300 7 
Companies capitalize intangible @ Market Value 

assets only when those assets are Vi 

purchased, and not when they are $200 

internally developed. Conse- 

quently, Apple’s balance sheet and 

the balance sheets of many knowl- $100 Soe 

edge-based companies are, argu- 

ably, less informative about com- $0 

pany value. 

$ per share 

2006 2007 2008 2009 2010 

INCOME STATEMENT 
The income statement reports revenues earned during a period, the expenses incurred to produce those 

revenues, and the resulting net income or loss. The general structure of the income statement follows: 

Revenues 

= Cost of goods sold 

Gross profit 

os Operating expenses 

Operating profit 

= Nonoperating expenses (+ Nonoperating revenues) 

= Tax expense 

Income from continuing operations 

+/— Nonrecurring items, net of tax 

= Net income 

Apple’s income statement from its 2010 10-K is shown in Exhibit 2.5. Apple reports net income of 
$14,013 million on sales of $65,225 million. This means that about $0.21 of each dollar of sales is brought 
down to the bottom line, computed as $14,013 million divided by $65,225 million. Apple’s net income 
margin is higher than that of the average publicly-traded company, which reports about $0.06 in profit 
for each sales dollar. The remaining $0.79 of each sales dollar for Apple (computed as $1 minus $0.21) is 
consumed by costs incurred to generate sales. These costs include production costs (cost of sales), wages, 
advertising, research and development, equipment costs (such as depreciation), and taxes. 

To analyze an income statement we must understand some terminology. Revenues (Sales) are 
increases in net assets (assets less liabilities) as a result of ordinary operating activities. Expenses are 
decreases in net assets used to generate revenues, including costs of sales, operating costs like wages 
and advertising (usually titled selling, general, and administrative expenses or SG&A), and nonoper- 
ating costs like interest on debt. The difference between revenues and expenses is net income when 
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revenues exceed expenses, or net loss when expenses exceed revenues. The terms income, profit, and 
earnings are used interchangeably (as are revenues and sales). 

sdbrndth Avie wake 5 skeen: arc ycas asin Saya Meee aleve ahs $65,225 

Wes set eae Ponsa hail uci kobe coc: Cac Kaen blouses 39,541 

Ej (oleisylnitelkellNts mete oc eM Oe vad Cao et ae Okie secon. 25,684 

Operating expenses 

nSSeele nl elnel CEWElOMMENs can onasoavonnmaacannnooeuade 1,782 

Selling, general, and administrative.................... Sal 

JlotalloperatingiexpenSeSmemrm eerie tls teieete ieee tate te 7,299 

OperatinGinr Otte eater ret ete tt ae een ee na 18,385 

_ Other revenue and expense 

lnterestancothe mine OnnCm hc Uses ame iar ener eran 155 

Income before provision for income taxes............... 18,540 

PAKCNAT OY MOP MCOMNENMENGS 0 0g n0crsS oounosaucgascngae 4,527 

NeINCOMGD ce: ana S Tet eteeetesshee ivea et Res at ol tee es $14,013 

Operating expenses are the usual and customary costs that a company incurs to support its operat- [alert The FASB 

ing activities. Those include cost of goods sold, selling expenses, depreciation expense, and research | has released a 

and development expense. Not all of these expenses require a cash outlay; for example, depreciation _| preliminary draft 

expense is a noncash expense, as are many liabilities such as wages payable, that recognize the expense __| Of 2 proposal to 

in advance of cash payment. Nonoperating expenses relate to the company’s financing and investing eS 

activities, and include interest expense, interest or dividend income, and gains and losses from the sale 
cial statements 

to, among other 
of securities. Business decision makers and analysts usually segregate operating and nonoperating ac- _| things, better dis- 

tivities as they offer different insights into company performance and condition. tinguish operating 
and nonoperating 

: activities. MANAGERIAL DECISION ))@7\c-3 uli es An — oo ivities 

You are analyzing the performance of a company that hired a new CEO during the current year. The 

Current year’s income statement includes an expense labeled “asset write-offs.” Write-offs repre- 

sent the accelerated transfer of costs from the balance sheet to the income statement. Are you 

concerned about the legitimacy of these expenses? Why or why not? [Answer, p. 2-32] 

Recognition of Revenues and Expenses 

An important consideration in preparing the income statement is when to recognize revenues and ex- 

penses. For many revenues and expenses, the decision is easy. When a customer purchases groceries, 

pays with a check, and walks out of the store with the groceries, we know that the sale is made and 

revenue should be recognized. Or, when companies receive and pay an electric bill with a check, they 

have clearly incurred an expense that should be recognized. 

However, should Apple recognize revenue when it sells iPods to a retailer that does not have to pay 

Apple for 60 days? Should Apple recognize an expense for employees who work this week but will not 

be paid until the first of next month? The answer to both of these questions is yes. 

Two fundamental principles guide recognition of revenues and expenses: 

Revenue Recognition Principle— recognize revenues when earned. 

Expense Recognition (Matching) Principle —recognize expenses when incurred. 

These two principles are the foundation of accrual accounting, which is the accounting system used to pre- 

pare all GAAP-based financial statements. The general approach is this: first, recognize revenues in the time 
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Tax expense applies to 

period they are earned; then, record all expenses incurred to generate those revenues during that same time 

period (this is called matching expenses to revenues). Net income is then correctly reported for that period. 

Recognizing revenues when earned does not necessarily imply the receipt of cash. Revenue is earned 

when the company has done everything that it is supposed to do. This means that a sale of goods on credit 

would qualify for recognition as long as the revenues are earned. Likewise, companies recognize an 

expense when it is incurred, even if no cash is paid. For example, companies recognize as expenses the 

wages earned by employees, even though they will not be paid until the next pay period. The company 

records an expense but pays no cash; instead, it records an accrued liability for the wages payable. 

Accrual accounting requires estimates and assumptions. Examples include estimating how much 

revenue has been earned on a long-term contract, the amount of accounts receivable that will not be 

collected, the degree to which equipment has been “used up,” the cleanup costs that a company must 

eventually pay for environmental liabilities, and numerous other estimates. All of these estimates and 

assumptions affect both reported net income and the balance sheet. Judgments affect all financial state- 

ments. This is an important by-product of accrual accounting. We discuss these estimates and assump- 

tions, and their effects on financial statements, throughout the book. 

MANAGERIAL DECISION 

You are the operations manager on a new consumer product that was launched this period with 

very successful sales. The Chief Financial Officer (CFO) asks you to prepare an estimate of warranty 

costs to charge against those sales. Why does the CFO desire a warranty cost estimate? What 

hurdles must you address in arriving at such an estimate? [Answer, p. 2-32] 

Reporting of Transitory items 

To this point, we have only considered income from continuing operations and its components. A more 

complete income statement format is in Exhibit 2.6. The most noticeable difference involves two ad- 

ditional components of net income located at the bottom of the statement. These two components are 

specifically segregated from the “income from continuing operations” and are defined as follows: 

1. Discontinued operations Gains or losses (and net income or loss) from business segments that 

are being sold or have been sold in the current period. 

2. Extraordinary items Gains or losses from events that are both unusual and infrequent and are, 

therefore, excluded from income from continuing operations. 

EXHIBIT 2.6 General Income Statement Format 

Sales 

— Cost of goods sold 

Gross profit 

— Operating expenses 

— Nonoperating expenses (+ Nonoperating revenues) 

income from continuing — Tax expense 

operations 

Transitory items are those 

not expected to recur 

Income from continuing operations 

Discontinued operations, net of tax 

Extraordinary items, net of tax cc“ FO 

Net income 

These two components are segregated because they represent transitory items, which reflect transactions 
or events that are unlikely to recur. Many readers of financial statements are interested in future company 
performance. They analyze current-year financial statements to gain clues to better predict future perfor- 
mance. (Stock prices, for example, are based on a company’s expected profits and cash flows.) 

Transitory items, by definition, are unlikely to arise in future periods. Although transitory items 
can help us analyze past performance, they are largely irrelevant to predicting future performance. This 
means that investors and other users tend to focus on income from continuing operations because that 
is the level of profitability that is likely to persist (continue) into the future. Likewise, the financial 
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press tends to focus on income from continuing operations when it discloses corporate earnings (often 

described as earnings before one-time charges). 

U.S. GAAP and IFRS require a similar set of financial statements with similar formats. Both stan- 

dards require current and long-term classifications for assets and liabilities, and both recognize 

revenues when earned and expenses when incurred. Although differences between U.S. GAAP and 

IFRS do exist at the “detailed level,” there are at least three broader differences worth mention: 

m GAAP makes no formal prescription for the balance sheet and the income statement; how- 

ever, the SEC does prescribe the types of accounts and number of years that should be 

disclosed per Reg. S-X. This listing of required accounts is more detailed: Reg. S-X requires 

three years of comparative income statements whereas IFRS requires only two. 

@ GAAP requires the reporting of extraordinary items as a separate category of the income 

statement if they are unusual and infrequent; IFRS has no extraordinary item category. 

@ For items that are either unusual or infrequent, but not both, GAAP requires separate presen- 

tation in the income statement as a component of earnings from continuing operations; IFRS 

also requires disclosure of these items, but allows for such disclosure in footnotes to financial 

statements as an alternative to the income statement. 

STATEMENT OF STOCKHOLDERS’ EQUITY 
The statement of stockholders’ equity reconciles the beginning and ending balances of stockholders’ 

equity accounts. The statement of stockholders’ equity for Apple is shown in Exhibit 2.7. 

EXHIBIT 2.7 Apple’s Statement of Stockholders’ Equity 

Statement. 

Common ~ Retained —_ Stockholders’ 

$ millions) Stock Eamings = Equity, it 
Balance at September 26, 2009...... $ 8,210 $23,353 $77 $31,640 

Common:stock issued.............. 2,458 2,458 

NGRINCOMEBraucxctan = cine ol nero oten ae 14,013 14,013 

DIVIGENGS i cm neta eter env slic coke cunts 0) 0 

Elites «oh oak eee ee (197) (123) (320) 

Balance at September 25, 2010...... $10,668 $37,169 $(46) $47,791 

Apple’s first equity component is common stock. The balance in common stock at the beginning of the 

year is $8,210 million. During 2010, Apple issued $2,458 million worth of common stock to employ- 

ees who exercised stock options. At the end of 2010, the common stock account reports a balance of 

$10,668 million. 
Apple’s second stockholders’ equity component is retained earnings. It totals $23,353 million at 

the start of fiscal 2010. During the year, it increased by $14,013 million from net income. Apple’s re- 

tained earnings do not decrease for dividends because Apple pays no dividends; it also reports $(197) 

million of miscellaneous adjustments. The balance of retained earnings at year-end is $37,169 million. 

In sum, total stockholders’ equity begins the year at $31,640 million (including $77 million relat- 

ing to miscellaneous accounts that increase total stockholders’ equity) and ends fiscal 2010 with a bal- 

ance of $47,791 million (including $(46) million relating to miscellaneous accounts that decrease total 

stockholders’ equity) for a net increase of $16,151 million. 
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RESEARCH INSIGHT | Market-to-Book Ratio. . 

The market-to-book ratio, also called price-to-book, ere to acompany’s aarker value edivided by its 

book (equity) value—it is also computed as stock price per share divided by book value per share. Re- 

search shows that the market-to-book ratio exhibits considerable variability overtime. Specifically, over 

the past few decades, the median (50th percentile) market-to-book ratio was less than 1.0 during the 

mid-1970s, over 2.0 during the mid-1990s, and often between 1.0 and 2.0 during the 1960s and 1980s. 

STATEMENT OF CASH FLOWS 
The balance sheet and income statement are prepared using accrual accounting, in which revenues are 

recognized when earned and expenses when incurred. This means that companies can report income 

even though no cash is received. Cash shortages—due to unexpected cash outlays or when customers 

refuse to or cannot pay—can create economic hardships for companies and even cause their demise. 

To assess cash flows, we must assess a company’s cash management. Obligations to employees, 

creditors, and others are usually settled with cash. [liquid companies (those lacking cash) are at risk of 

failure. Given the importance of cash management, companies must report a statement of cash flows in 

addition to the balance sheet, income statement, and statement of equity. 

The income statement provides information about the economic viability of the company’s prod- 

ucts and services. It tells us whether the company can sell its products and services at prices that cover 

its costs and provide a reasonable return to lenders and stockholders. On the other hand, the statement 

of cash flows provides information about the company’s ability to generate cash from those same trans- 

actions. It tells us from what sources the company has generated its cash (so we can evaluate whether 

those sources are persistent or transitory) and what it has done with the cash it generated. 

Statement Format and Data Sources 

The statement of cash flows is formatted to report cash inflows and cash outflows by the three primary 

business activities: 

B Cash flows from operating activities Cash flows from the company’s transactions and events that 

relate to its operations. 

B Cash flows from investing activities Cash flows from acquisitions and divestitures of investments 

and long-term assets. 

@ Cash flows from financing activities Cash flows from issuances of and payments toward borrow- 

ings and equity. 

The combined cash flows from these three sections yield the net change in cash for the period. The 

three sections of the statement of cash flows relate to the income statement and to different parts of the 

balance sheet. These relations are highlighted in the table below: 

= ee Information from 

Cash flow section income statement Information from balance sheet 

Net cash flows from Revenues Current operating assets Current operating liabilities | 

operating activities.... — Expenses ‘Long-term operating and all — Long-term operating and all 
eeeNatncame nonoperating assets nonoperating liabilities 

Equity 

Net cash flows from Revenues Current operating assets Current operating liabilities y 

investing activities .... —__ Expenses _Long-term operating and all Long-term operating and all 
Mat noone nonoperating assets nonoperating liabilities 

Equity 

Net cash flows from Revenues Current operating assets Current operating liabilities. ay 
financing activities... . —__ Expenses ‘ Long-term oe and all | Long-term operating and all - 

Netinconia nonoperating assets nonoperating liabilities 

Equity 

Specifically, the three sections draw generally on the following information: 
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@ Net cash flows from operating activities relate to the income statement and to the current asset 
and current liabilities sections of the balance sheet. 

@ Net cash flows from investing activities relate to the long-term assets section of the balance sheet. 

@ Net cash flows from financing activities relate to the long-term liabilities and stockholders’ eq- 
uity sections of the balance sheet. 

These relations do not hold exactly, but they provide us a useful way to visualize the construction of 

the statement of cash flows. 

In analyzing the statement of cash flows, we should not necessarily conclude that the company 

is better off if cash increases and worse off if cash decreases. It is not the change in cash that is most 

important, but the reasons behind the change. For example, what are the sources of cash inflows? Are 

these sources transitory? Are these sources mainly from operating activities? To what uses have cash 

inflows been put? Such questions and answers are key to properly using the statement of cash flows. 

Exhibit 2.8 shows Apple’s statement of cash flows. Apple reported $18,595 million in net cash in- 

flows from operating activities in 2010. This is substantially greater than its net income of $14,013 mil- 

lion. The operating activities section of the statement of cash flows reconciles the difference between 

net income and operating cash flow. The difference is due to the add-back of depreciation, a noncash 

expense in the income statement, and other noncash expenses, together with year-over-year changes in 

operating assets and liabilities. 

EXHIBIT 2.8 Apple’s Statement of Cash Flows ($ millions) 

Operating activities 

INGEINCO RG pate saci eect oi enor ree tee Gna or eels GiestUNESLORE RT Atacama St ang Sur aie tated Ar 14,013 

Adjustments to reconcile net income to cash generated by operating activities: 

Pepreciationzamortizationvanci accretions ee eeenermatesrere ramet eeiets tt ase nene ene en ers onary eats. 1,027 

Stock-basedicompensation.exPenSe ines sale eres toten mie pearance Mehta nenenech stots snp hea 879 

DetermechincomertaxcexDenSe-.-csme senate beeicieaee epee meiner eect choice ssl Pa iri cust cne ante 1,440 

FossionGisposition of property; plant and equipmentunrsscn ttt cio cei cerns 24 

Changes in operating assets and liabilities: 

Increase injaccountsireceiVable.. ci. .on2. depecoto an ye nats a ices coe che becretn acy amrasnen grated are (2,142) 

INCLEASS-IMIMVENMLONOS ce che ere eves 1o erel aecmre ies lool wie’ siisias ar puai@ sta s bevauera cust aoa tu asednccrenn ener oat tas (596) 
Increase intvendonnon-trade:receivablesi se cia et saree hee cae noid ee atenieenenate eee (2,718) 

Increasetinvothencurrentiassetsrizie ch Wace shania d SoeAGe Giabus totus cot nhs cmt aeteyoee © octane (1,514) 

INGREASE TIM OLNSIsASSOLS orc: evstsrenserdens Nt eaaadisuch Cur euregte ehemetmete seeks nciGye casts eitve ass once spemererets (120) 

Increaselinjaccounts) Dayablermc.. at otemts ache ce uerorscest stoverre Ghekera nicer nstniclorta sis acter ene 6,307 

Inerease | MGSfemeCireVEMUG sex. drecccns ouec eke saree tenstenc Mokeuerspetew fel aa shene ty atic eocksiel el <ceters caterers Weare 

Increase: miothenliabllitieS: cc maaescacnoeeeteoentoma tyacatae tic teetiee sche cre mctlote mie Oren tretee etree ets 778 

Gashideneratedi byxoperatinGractiVitleSarmsr cus meuenereesdtsl chet sveh ales stout ata iete vs tiayeteteia ay sueneie i 18,595 

Investing activities 

Rulrehasesroimarketable SeCUritlOS arc memati acca te alicepe cen ate trier ay sorter aieseora) eel enaaremmenmeeaactfcvie ie nae (57,793) 

Proceeds from maturities of marketable securities 0 ..5...0. 005. see ee ss ncn ewe nda ce me 24,930 

Proceedsithom sales.o timalketabDlesSCCUILOS megsench pana tarelaciecere mies corset) ols eres) aieheucrsnens lence: 21,788 

PUP eSeS Of Ouneir ola AiC Aime MMe MSsas om to oon ge etd ana conan boecaobibadsbgoaas (18) 

Payments made in connection with business acquisitions, net of cash acquired............. (638) 

Payments for acquisition of property, plant and equipment. .......... 50... eee eee eee eee (2,005) 

PEWS Gy ACCP KiOlN Chi TMENCISOERIENS » chcaccdoocobooeotnouoavobononoomosodnud (116) 

OT petra cet AEN etree aac ec cde roe mace het gr Resour amt alee gloLcapt dicen sor cwen ah. hd fay auch eb. 541 51 Bic, 8s hx oot cosas (2) 

CashwUSeciinenVEStinGraCtivitloSarack tee rara mai seen sees etch oyeravelrel eae ilar el ele eta s) nei sie ces ceeket ease (13,854) 

Financing activities 
ProceccsiromiusstiancconcommOmstOck@emnie mien eereer nner retire raiaele rc o'enccc sti ohexspa a) ercyore 912 

Excessitax Denetitsmtomistock-based:COmpenSalloMmcc seismic see cles cies bes wie cin sl eleltere 751 

Taxes paid related to net share settlement of equity awards.......--..-.--e esse eee ee eee (406) 

Caan Generic low iinzineline)/ GOMES. «oo soctencccccomo ons em Dodd nm oMeWoshsaonor eZ 

Inerease/(decrease) iim Cash) amd Gash CQUIVAlS IES tar arte tet ter eee eye eledete lee) le ouelslene setel- le 5,998 

Gas ane) G26la Gewivelloms, lveteilaialine| OH WMO WEEN oon acceaconpones oocn0 29 ounvonden gna: 5,263 

Geel dinel Gas GoiVeleMis, Gitel Gi WN WEEN 5 oss agooomeao ene ose ogo so doncen ney goon ace $11,261 
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Apple reports a net cash outflow of $13,854 million for investing activities, mainly for investments 

in marketable securities. Apple also generated $1,257 million from financing activities, mainly cash re- 

ceived when employees exercised their options to purchase common stock. 

Overall, Apple’s cash flow picture is strong. It is generating cash from operating activities and the 

sale of stock to employees, and is investing excess cash in marketable securities to ensure future liquidity. 

Cash Flow Computations 

It is sometimes difficult to understand why certain accounts are added to and subtracted from net in- 

come to yield net cash flows from operating activities. It often takes more than one pass through this 

section to grasp how this part of the cash flow statement is constructed. 

A key to understanding these computations is to remember that under accrual accounting, revenues 

are recognized when earned and expenses when incurred. This recognition policy does not necessarily co- 

incide with the receipt or payment of cash. The top line (net income) of the operating section of the state- 

ment of cash flows represents net (accrual) income under GAAP. The bottom line (net cash flows from 

operating activities) is the cash profit the company would have reported had it constructed its income 

statement on a cash basis rather than an accrual basis. Computing net cash flows from operating activi- 

ties begins with GAAP profit and adjusts it to compute cash profit using the following general approach: 

Add (+) or Subtract (-) 
oo from Net Income 

NetinCOme st eigenen ised acer tena ier tr $ # 

Add: depreciation expense ............. + 

Adjust for changes in current assets 

Subtract increases in current assets .... - 

Add decreases in current assets ....... ~ 

Adjust for changes in current liabilities 

Add increases in current liabilities ...... 

Subtract decreases in current liabilities . . 

+ 

Cash from operating activities........... $ # 

Typically, net income is first adjusted for noncash expenses such as depreciation, and is then 

adjusted for changes during the year in current assets and current liabilities to yield cash flow from 

operating activities, or cash profit. The depreciation adjustment merely zeros out (undoes the effect of) 

depreciation expense, a noncash expense, which is deducted in computing net income. The following 

table provides brief explanations of adjustments for receivables, inventories, and payables and accru- 

als, which are frequent sources of adjustments in this section: 

_ Change in Which requires this adjustment 

account to net income to yield cash 

balance... Means that... profit... oy ; a) 

inGreaee Sales and net income increase, but cash Deduct increase in receivables 

; is not yet received from net income 
Receivables 

D More cash is received than is reported in Add decrease in receivables to 
ecrease ; : 

sales and net income net income 

increnee Cash is paid for inventories that are not = Deduct increase in inventories 

yet reflected in cost of goods sold from net income 
Inventories 

Neaaaes Cost of goods sold includes inventory Add decrease in inventories to 
costs that were paid for in a prior period net income 

arenes More goods and services are acquired Add increase in payables and 
on credit, delaying cash payment accruals to net income 

Payables and 
accruals More cash is paid than is reflected F 

Decrease in cost of goods sold or operating Deduct gectcase i payables 
expenses and accruals from net income 
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Insights into Apple’s Statement of Cash Flows : 
The following provides insights into the computation of some amounts in the operating section of Apple’s statement of 

cash flows in Exhibit 28 Be aulllions): 

SEAN ee ST UlUsaN NN peeatE a ( ss f cc mputation Sa Sealy Aya ale ie Suanenchante de uae 

Depreciation, When buildings and equipment are yelaauileas their cost is recorded on mre balance sheet as assets. Subse- 

amortization, and quently, as the assets are used up to generate revenues, a portion of their cost is transferred from the balance 

accretion $1,027 sheet to the income statement as an expense, called depreciation. Depreciation expense does not involve the 

payment of cash (that occurs when the asset is purchased). If we want to compute cash profit, we must add 

back depreciation expense to zero it out from income. The $1,027 in the second line of the statement of cash 

flows merely zeros out (undoes) the depreciation expense that was subtracted when Apple computed GAAP 

net income. Likewise, the next line (Stock- based compensation expense of $879) uses the same concept. 

Increase in When a company sells goods on credit, it records revenue because it is earned, even though cash is not yet 

accounts received. When Apple sold $2,142 of goods on credit, its revenues and net income increased by that amount, 

receivable, $(2,142) but no cash was received. Apple’s cash profit is, thus, $2,142 less than net income. The $2,142 is subtracted 

from net income in computing net cash inflows from operations. 

Increase in When Apple purchases inventories, the purchase cost is reported ¢ on its balance sheet a as a 3 current asset. 

inventories, $(596) When inventories are sold, their cost is removed from the balance sheet and transferred to the income 

statement as an expense called cost of goods sold. If some inventories acquired are not yet sold, their cost 

is not yet reported in cost of goods sold and net income. The subtraction of $596 relates to the increase 

in inventories; it reflects the fact that cost of goods sold does not include all of the cash that was spent on 

inventories. That is, $596 cash was spent that is not yet reflected in cost of goods sold. Thus, the $596 is 

deducted from net income to compute cash profit for the period. 

Increase in Apple purchases much of its inventories on credit. The $6,307 increase in 1 accounts payable reflects inventories 

accounts payable, that have been purchased, but have not yet been paid for in cash. The add-back of this $6,307 to net income 

$6,307 reflects the fact that cash profit is $6,307 higher because $6,307 of accounts payable are not yet paid. 

It is also helpful to use the following decision guide, involving changes in assets, liabilities, and equity, 

to understand increases and decreases in cash flows. 

oe Cash flow increases from Cash flow decreases from _ 

INSSGIS Heaters 8 nites se: knetaitie Account decreases Account increases 

Liabilities and equity....... Account increases Account decreases 

The table above applies to all sections of the statement of cash flows. To determine if a change in each 

asset and liability account creates a cash inflow or outflow, examine the change and apply the decision 

rules from the table. For example, in the investing section, cash decreases when PPE assets increase. In 

the financing section, borrowing from a bank increases cash. Module 3 and Appendix B near the end 

of the book describe the preparation of the statement of cash flows in detail. 

Sometimes the cash flow effect of an item reported in the statement of cash flows does not agree 

with the difference in the balance sheet accounts that we observe. This can be due to several factors. 

One common factor is when a company uses its own stock to acquire another entity. There is no cash 

effect from a stock acquisition and, hence, it is not reported in the statement of cash flows. Yet, the 

company does increase its assets and liabilities when it adds the acquired company’s assets and liabili- 

ties to its balance sheet. 

Knowledge of how companies record cash inflows and outflows helps us better understand the 

statement of cash flows. Determining how changes in asset and liability accounts affect cash provides 

an analytic tool and offers greater insight into managing a business. For instance, reducing the levels 

of receivables and inventories increases cash. Similarly, increasing the levels of accounts payable and 

accrued liabilities increases cash. Managing cash balances by managing other accounts is called work- 

ing capital management, which is important for all companies. 

ee 

MID-MODULE REVIEW 1 

Following are account balances ($ millions) for Dell Inc. Using these data, prepare Dell’s income statement and 

statement of cash flows for the fiscal year ended January 28, 2011. Prepare its balance sheet dated January 28, 2011. 
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“os Explain 

and illustrate 

linkages among 

the four financial 

statements. 

Cash and cash equivalents, ending year.......... $13:913 WP Inventories=te. cee ee esta itre near $ 1,301 

Net cash provided by financing activities.......... 474] Accounts payablotsneras -1:1sts oils eter nae 11,293 

MolasHteielslels ao coded ooo Sc AAO condo odto ta 5,146 Other stockholders’ equity.............-.. (28,775) 

Property, plant and equipment, net.............. 1,953 Long-term investments..............--.-.- 704 

OtherMnoncurrentasSetSenmmetes- minors nner aces 6.921 OthercuirentaSSolsiresecrsrer= nie peienenenenatenene 3,219 

Accrued and other current liabilities.............. 7,839) RetainediearninGSicrrrr startet: ete r=) tarts 24,744 

@therinoncunrentliabilitioSie aerate nteienensnle ter 6204) Accounts recelVable cere eie ie niece terse 10,136 

Short-termiinVestinentSinacerstas aretriennsciatarct = nies 452 Selling, general and administrative expenses. . 7,302 

MECMMENA GOAN: oonkons weebls Abts cab oO woe 715 Research and development expenses ....... 661 

Net cash provided by operating activities ......... 8969" Gost Of REVENUES sare nore erie crete etseatcletst earner 50,098 

Paid-injcapitalier f25,nrs- octane ors ore Steeca et cerns 11,797. Net cash used in investing activities......... (1,165) 

Cash and cash equivalents, beginning year........ lO; 6S Sma INterestiexDelnSe tren-tera citer tete oie telres ttt iaraliras 83 

Revenues. 5. Site seatetin. ticieches eran eh deus team ncearteen: 61,494 

SUMMA IEMAMO ON ccs coo.a.c0 sO dono. o domaco og oon 6 851 

The solution is on page 2-45. 

ARTICULATION OF FINANCIAL STATEMENTS 
The four financial statements are linked with each other and linked across time. This linkage is called 

articulation. This section demonstrates the articulation of financial statements using Apple. 

Retained Earnings Reconciliation 

The balance sheet and income statement are linked via retained earnings. Recall that retained earnings 

is updated each period as follows: 

Beginning retained earnings 

Net income (loss) 

— Dividends 

= Ending retained earnings 

\+ 

Retained earnings reflect cumulative income that has not yet been distributed to shareholders. Exhibit 

2.9 shows Apple’s retained earnings reconciliation for 2010. 

EXHIBIT 2.9 Apple’s Retained Earnings Reconciliation 

oo APPLE INC. . 
Retained Earnings Reconciliation ($ millions) 
For Year Ended September 25, 2010 

Retained earnings, September 26, 2009................... $23,353 

Adde. . Net. iInCOne:. tears Jere fetta een ne ne 0 Sree 14,013 

Less! 97. DIVICEMOSs wera peventee IN eaciarncesiiaine sie tus tecnica pee 0 

OtheradjUstmentS Ae merc ee renee ee (197) 

Retained earnings, September 25, 2010................... $37,169 

This reconciliation of retained earnings links the balance sheet and income statement. 
In the absence of transactions with stockholders—such as stock issuances and repurchases, and 

dividend payments—the change in stockholders’ equity equals income or loss for the period. The in- 
come statement, thus, measures the change in company value as measured by GAAP. This is not neces- 
sarily company value as measured by the marker. Of course, all value-relevant items eventually find 
their way into the income statement. So, from a long-term perspective, the income statement does 
measure change in company value. This is why stock prices react to reported income and to analysts’ 
expectations about future income. 
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Financial Statement Linkages 

Articulation of the four financial statements is shown in Exhibit 2.10. Apple begins fiscal 2010 with 

assets of $47,501 million, consisting of cash for $5,263 million and noncash assets for $42,238 mil- 

lion. These investments are financed with $15,861 million from nonowners and $31,640 million from 

shareholders. The owner financing consists of contributed capital of $8,210 million, retained earnings 

of $23,353 million, and other stockholders’ equity of $77 million. 

Exhibit 2.10 shows balance sheets at the beginning and end of Apple’s fiscal year on the left and 

right columns, respectively. The middle column reflects operating activities for 2010. The statement 

of cash flows explains how operating, investing, and financing activities increase the cash balance by 

$5,998 million from $5,263 million at the beginning of the year to $11,261 million at year-end. The 

ending balance in cash is reported in the year-end balance sheet on the right. 

Apple’s $14,013 million net income reported on the income statement is also carried over to the 

statement of shareholders’ equity. The net income explains nearly all of the change in retained earnings 

reported in the statement of shareholders’ equity because Apple paid no dividends in that year (other 

adjustments reduce retained earnings by $197 million). 

EXHIBIT 2.10 Articulation of Apple Financial Statements ($ millions) 

lance 
September 26, 2009 - ce Operating cash flows... $18,595 

Assets Investing cash flows... . (13,854) 

Cash Seen $ 5,263 Financing cash flows .. . peve 

Noncash assets ........ 42,238 | Net change in cash.... . 5,998 

jlotalasseisoe eee. $47,501 Cash balance, 
SS Sep. 26, 2009....... 5,263 

Liabilities and equity Cash balance, Liabilities and equity 
Total liabilities.......... $15,861 SE, 25, ZVI <6 2000: $11,264 Total liabilities......... $27,392 
Equity Equity 

Contributed capil wees 8,210 Income Statemen Contributed capital... 10,668 
Retained earnings. ... . 23,353 For Year Ended September 2 Retained earnings. . . . 37,169 

Other se soca “a POWSHUES + << eon- cox Other stockholders’ 

ce yea SEO ice EXpensesiames aaeen STEELY Sc att ey oe 
Liabilities and equity... .. $47,501 er one $14,013 lee eiceite.. ee 

Statement of Shareholders’ Equity _ 
For Year Ended September 25, 2010 

Contributed capital, 

Sepe26),2 009 ee $ 8,210 

Stock issuance’ ....... 2,458 

Contributed capital, 

SepeZ5-2 OllOmuvenen $10,668 

Retained earnings, 

Sep! 26,2009). jaan. $23)008 

N@t INCOMe:. 0. sos acs 14,013 

Less: dividends ....... 0 

Less: other 

adjustments ........ (197) 

Retained earnings, 

Sep2 5020 Oboe $37,169 

Other stockholders’ equity, 

Sepn2 62000 aerae See, 

Other changes 

AVS, Seda eae oe (123) 

Other stockholders’ equity 

Seo. 25, ZOO: so noo $ (46) 

i Fit 
During the year 

Beginning of year g Y End of year 
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MID-MODULE REVIEW 2 

Refer to information in Mid-Module Review 1; assume that Dell reports the following balances for the prior year 

balance sheet and current year income statement. Prepare the articulation of Dell’s financial statements from fiscal 

years 2010 to 2011 following the format of Exhibit 2.10. 

Income Statement, For Year Ended Janu i 

REVENUCS 224.0% ane deters esters eile 

EXD@nSeS terete cq leueet see 

Net earnings ferten <a emai. ratte 

HOlalFASSCTS Mr cnet ater reece $33,652 

Liabilities and Equity 
lotal abilities se ere acre eee $28,011 

Equity 

Contnbutedicapitallereestcrser erat: 11,472 

Retained canningSas si eer PP WO) 
Other stockholders’ equity....... (27,941) 

Liabilities and equity............ $33,652 

The solution is on page 2-46. 

o> Illustrate 

use of the 

financial statement 

effects template 

to summarize 

TRANSACTION ANALYSIS AND ACCOUNTING 
This section introduces our financial statement effects template, which we use throughout the book to 

reflect the effects of transactions on financial statements. A more detailed explanation is in Module 3, 

but that module is not required to understand and apply the template. 

Apple reports total assets of $75,183 million, total liabilities of $27,392 million, and equity of 

$47,791 million. The accounting equation for Apple follows ($ million): 

accounting 

transactions. 

We often draw on this relation to assess the effects of transactions and events, different accounting 

methods, and choices that managers make in preparing financial statements. For example, we are inter- 

ested in knowing the effects of an asset acquisition or sale on the balance sheet, income statement, and 

cash flow statement. Or, we might want to understand how the failure to recognize a liability would 

understate liabilities and overstate profits and equity. To perform these sorts of analyses, we employ the 

following financial statement effects template: 

Balance Sheet 7 Income Statement 

Cash Noncash ___Liabil- Contrib. Earned Rev- Expen- _ ~ Net 
Transaction Asset Assets ities Capital Capital [ enues ses —_ Income 

Debit Ht \ 

Credit # \ 

— = ] > = 
( eens Ra a | 

Bae a ae: = doce, x pies ds a 

The template captures the transaction and its financial statement effects on the four financial state- 
ments: balance sheet, income statement, statement of stockholders’ equity, and statement of cash flows. 
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For the balance sheet, we differentiate between cash and noncash assets so as to identify the cash ef- 
fects of transactions. Likewise, equity is separated into the contributed and earned capital components. 
Finally, income statement effects are separated into revenues, expenses, and net income (the updating 

of retained earnings is denoted with an arrow line running from net income to earned capital). This 

template provides a convenient means to represent relatively complex financial accounting transactions 

and events in a simple, concise manner for both analysis and interpretation. 

In addition to using the template to show the dollar effects of a transaction on the four financial 

statements, we also include each transaction’s journal entry and T-account representation in the mar- 

gin. We explain journal entries and T-accounts in Module 3; these are part of the bookkeeping aspects 

of accounting. The margin entries can be ignored without any loss of insight gained from the template. 

(Journal entries and T-accounts use acronyms for account titles; a list of acronyms is in Appendix C 

near the end of the book.) 

The process leading up to preparing financial statements involves two steps: (1) recording trans- 

actions during the accounting period, and (2) adjusting accounting records to reflect events that have 

occurred but are not yet evidenced by an external transaction. We provide a brief introduction to these 

two steps, followed by a comprehensive example that includes preparation of financial statements (a 

more detailed illustration of this process is in Module 3). 

Analyzing and Recording Transactions 

All transactions affecting a company are recorded in its accounting records. For example, assume that 

a company paid $100 cash wages to employees. This is reflected in the following financial statement 

effects template. 

Balance Sheet Income Statement 

Cash Noncash a Liabil- Contrib. Earned Expen- i Net 

Transaction Asset Assets ities Capital Capital ses. Income 

Pay $100 ~100 ~100 +100 ~100 
cash for Cash = Retained = Wages = 

wages Earnings Expense 

Cash assets are reduced by $100, and wages expense of $100 is reflected in the income statement, 

which reduces income and retained earnings by that amount. All transactions incurred by the company 

during the accounting period are recorded similarly. We show several further examples in our compre- 

hensive illustration later in this section. 

Adjusting Accounts 

We must understand accounting adjustments (commonly called accruals) to fully analyze and interpret 

financial statements. In the transaction above, we record wages expense that has been earned by (and paid 

to) employees during the period. What if the employees were not paid for wages earned at period-end? 

Should the expense still be recorded? The answer is yes. All expenses incurred to generate, directly or 

indirectly, the revenues reported in the period must be recorded. This is the case even if those expenses are 

still unpaid at period-end. Failure to recognize wages expense would overstate net income for the period 

because wages have been earned and should be reported as expense in this period. Also, failure to record 

those wages at period-end would understate liabilities. Thus, neither the income statement nor the balance 

sheet would be accurate. Adjustments are, therefore, necessary to accurately portray financial condition 

and performance of a company. 
There are four types of adjustments, which are illustrated in the following graphic. The two adjust- 

ments on the left relate to the receipt or payment of cash before revenue or expense is recognized. The 

two on the right relate to the receipt or payment of cash after revenue or expense is recognized. 

WE 4100 

Cash 100 

WE 

100 ] 
Cash 

100 
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PPRNT 3,000 

Cash 3,000 

PPRNT 

3,000 

Cash 

3,000 

RNTE 1,000 

PPRNT 1,000 

RNTE 

1,000 

PPRNT 

1,000 
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Cash is paid or received 

before expenses or 

| revenues are recognized | 

Cash is paid or received 

after expenses or 

| revenues are recognized | 

One of two types of accounts arise when cash is received or paid before recognition of revenue or expense. 

Prepaid expenses Prepaid expenses reflect advance cash payments that will ultimately become 

expenses; an example is the payment of radio advertising that will not be aired until 

sometime in the future. 

Unearned revenues Unearned revenues reflect cash received from customers before any services 

or goods are provided; an example is cash received from patrons for tickets to an upcoming 

concert. 

To illustrate the adjustment required with prepaid expenses, assume that Apple pays $3,000 cash at the be- 

ginning of this year to rent office space, and that this allows Apple to use the space for the current year and 

two additional years. When paid, the prepaid rent is an asset for Apple (it now controls the space, which 

is expected to provide future benefits for its business). At the end of the first year, one-third of the Prepaid 

Rent asset is used up. Apple, therefore, removes that portion from its balance sheet and recognizes it as 

an expense in the income statement. The beginning-year payment and year-end expensing of the rental 

asset are recorded as follows: 

Balance Sheet Income Statement 

Cash Noncash Liabil- Contrib. Earned Net 

Transaction Asset Assets ities Capital Capital a ses Income 

a. Beginning- ) 
year $3,000 7 
cash pay- eee +3,000 Red / 

ment in oa he 7 f yn = 
advance of \ 
3-year rent \ 

b. Recogni- } 
tion of 1-year —1,000 —1,000 # +1,000 —1,000 

rent expense Erepald =e Retained == \ =e a 
of $1,000 Rent Earnings j Expense 

To illustrate unearned revenues, assume that Apple receives $5,000 cash in advance of providing ser- 
vices to a client. That amount is initially recorded as a liability for services owed the client. Later, when 
Apple provides the services, it can recognize that revenue since it is now earned. The receipt of cash 
and subsequent recognition of revenue are recorded as follows: 

Balance Sheet Income Statement 

Cash Noncash Liabil- Contrib. Earned Net 
Transaction Asset Assets ities Capital Capital Income 

a. Receive \ 
$5,000 cash = + 5,000 +5,000 / 
in advance Cash =  Unearned 7 _ = 
for future Revenue \ 
services 

continued 
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vices revenue 
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Cash 

Asset 

Noncash _ 

Assets 

Balance Sheet 

Liabil- 

ities 

—5,000 
Unearned 

Revenue 
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Contrib. 

Capital 

Earned 

Capital 

+5,000 
Retained 

Earnings 

Income Statement 

enues 

+5,000 

ses 

Revenue — 

Net 

Income 

+5,000 

One of two types of accounts arise when cash is received or paid after recognition of revenue or 

expense. 

Accrued expenses Accrued expenses are expenses incurred and recognized on the income 

statement, even though they are not yet paid in cash; an example is wages owed to 

employees who performed work but who have not yet been paid. 

Accrued revenues Accrued revenues are revenues earned and recognized on the income 

statement, even though cash is not yet received; examples include accounts receivable and 

revenue earned under a long-term contract. 

To illustrate accrued expenses, assume that $100 of wages earned by Apple employees this period is 

paid the following period. The period-end adjustment, and subsequent payment the following period, 

are both reflected in the following template. 

Balance Sheet Income Statement 

Cash Noncash ___§Liabil- Contrib. Earned Expen- a Net 

Transaction Asset Assets ities Capital Capital enues ses Income 

Period 1: 
Accrue $100 +100 —100 +100 —100 
Wages ex- — Wages Retained — Wages = 

pense and Payable Earnings Expense 

liability 

Period 2: Pay 
—100 =100 

$100 cash Cash — Wages — — 
for wages Payable 

Wages expense is recorded in period |’s income statement because it is incurred by the company and 

earned by employees in that period. Also, a liability is recorded in period | reflecting the company’s 

obligation to make payment to employees. In period 2, the wages are paid, which means that both cash 

and the liability are reduced. 

To illustrate the accrual of revenues, assume that Apple is performing work under a long-term 

contract that allows it to bill the customer periodically as work is performed. At the end of the current 

period, it determines that it has earned $100,000 per contract. The accrual of this revenue and its sub- 

sequent collection are recorded as follows ($ 000s): 

Balance Sheet 

Cash Noncash ___Liabil- Contrib. Earned Rev- Expen- _ ~ Net 

Transaction Asset Assets __ ities Capital Capital enues ses Income 

: rual 
ie ee +100 +100 +100 +100 
= Accounts == Retained Revenue — —| 

of earned Receivable Earnings 

revenue 

b. Collection +4100 —100 

of account Cash Accounts == = — 

receivable Receivable 
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Companies make these sort of adjustments to more accurately and completely report their financial 

performance and condition. Each of these adjustments is made by company managers and accountants 

based on the review of financial statements and information suggesting that adjustments are necessary 

to properly reflect financial condition and performance. 

Constructing Financial Statements 

We can prepare each of the four financial statements directly from our financial statement effects tem- 

plate. The balance sheet and income statement accounts, and their respective balances, can be read off 

the bottom row that totals the transactions and adjustments recorded during the period. The statement 

of cash flows and statement of stockholders’ equity are represented by the cash column and the contrib- 

uted and earned capital columns, respectively. 

iliustration: Recording Transactions, Adjusting Accounts, 

and Preparing Statements 
This section provides a comprehensive illustration that uses the financial statement effects template with 

a number of transactions related to Apple’s 2010 financial statements shown earlier. These summary 

transactions are described in the far left column of the following template. Each column is summed to 

arrive at the balance sheet and income statement totals that tie to Apple’s statements. Detailed explana- 

tions for each transaction are provided after the template. Then, we use the information in the template 

to construct Apple’s financial statements. 

Balance Sheet Income Statement 

Cash Noncash _ Liabil- | Contrib. | Earned Net 
Transaction Asset Assets ities Capital Capital Income 

Bal., Sept. 26, ; 
2009 a 5,263 42,238 = 15,861 8,210 23,430 \ — = 

1. Sell com- aa : van i j i 

mon stock for Bees aoe 
as| = ommon | = = 

$2,458 
Stock 1 

2. Purchase = 
$2,005 of 

PPE, financed PRGA as henge 
by $2,005 , ne = Long-Term | — = 

Debt 
of long-term ‘ q 

C298 eS \ 
3. Purchase 7 
$40,137 of +40,137 AOL EW/ / 

Retire on Inventories == Accounts _— = 

account Pilar 

4. Sell inven- 
tories costing + 65,225 +65,225 ee +65,225 +65,225 

Accounts == Retained | Sales = — 

ee oe Receivable Earnings rT 
; on 

fe... ee ee ae: 

TBA —39,541 30,5410 3 +39,541 39,541 
Inventory = Retained | OOS Ohm = 

Earnings "q Goods Sold 

5. Collect \ cp 
$63,083 of re- +63,083 —63,083 } 

Ad | Cash Accounts = y = = 
Sa ee Receivable i 
pay , 

of accounts a 
payable and ~—31,542 —31,542 \ 

other liabilities Cash = Accounts / = = 
Payable 

continued 
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Balance Sheet Income Statement 

tage ae Cash | Noncash _ Liabil- Contrib. Earned Rev- Expen- __ Net 
Transaction Asset Assets: ities Capital Capital enues ses _ Income 

6. Pay operat- \ 
ing expenses ‘ 
and taxes ~ 9,868 —9,868 +9,868 —9,868 
(excluding de- Cash = Retained ( — Operating = 

ae Earnings \ Expenses 
preciation) of \ 
$9,868 | 

7. Accrue | 
expenses of +931 —931 j +931 —931 
$931 = = Accrued Retained ‘ — Operating = 

Liabilities Earnings / Expenses 

“8.Purchase PAPER ie AARNE tate MET Telit -— © Ditch Ly nee 
Rares —18,288 +18,288 . 
Beco tOr Cash Marketable == : = — 

Securities J 

($18,288 : 
9. Record de- , 
Boo stone: =1,027 21,027 +1,027 Oe 

APS lie Retained \ — Depreciation = 
$1,027 ° \ 

Earnings \ Expense 

10.Record Deron oe Tei Vaatag es GE hin aacea io tH me aqan cea 6 
receiptofnet +1455 +155 GL +155 
investment Cash = Retained ; — Investment = 
income of Earnings j Income 

OR ee ) 
11. Record —320 —320 ] 

decrease in Other aa Accumulated y en ade: 

Other Assets /ASSGtS ie Other Comp. = 

and AOCI Income \ 
pat ae Se, nae samara A Pat of Sooke Leo L eee eee Bet dD eae Bah 1 eee ee aes Stee SP ere lense! Se : 

x25, | pees 11,261 + 63,922 = 27,392 + 10,668 + 37,123 | 65,225 — 51,212 = 14,013 
Z 

* Apple reports investment income as an “addback” to other expenses. 

Transaction Explanation Apple begins fiscal year 2010 with $47,501 million in total assets, con- 

sisting of $5,263 million of cash and $42,238 million of noncash assets. It also reports $15,861 million 

of liabilities and $31,640 million of stockholders’ equity ($8,210 million of contributed capital and 

$23,430 million of earned capital, which includes other equity for this exhibit). During the year, eleven 

summary transactions occur that are described below. 

1. Owner Financing. Companies raise funds from two sources: investing from shareholders and 

borrowing from creditors. Transaction | reflects issuance of common stock for $2,458 million. 

Cash is increased by that amount, as is contributed capital. Stock issuance (as well as its repur- 

chase and any dividends paid to shareholders) does not impact income. Companies cannot record 

profit by trading in their own stock. 

2. Purchase PPE financed by debt. Apple acquires $2,005 million of property, plant and equip- 

ment (PPE), and it finances this acquisition with a $2,005 million loan. Noncash assets increase 

by the $2,005 million of PPE, and liabilities increase by $2,005 million of long-term debt. PPE is 

initially reported on the balance sheet at the cost Apple paid to acquire it. When plant and equip- 

ment are used, a portion of the purchase cost is transferred from the balance sheet to the income 

statement as an expense called depreciation. Accounting for depreciation is shown in Transaction 

9. The borrowing of money does not yield income, and repaying the principal amount borrowed is 

not an expense. Paying interest on liabilities, however, is an expense. 

3. Purchase inventories on credit. Companies commonly acquire inventories from suppliers on 

credit (also called on account). The phrase “on credit” means that the purchase has not yet been 

paid for. A purchaser is typically allowed 30 days or more during which to make payment. When 

acquired in this manner, noncash assets (inventories) increase by the $40,137 million cost of the 

acquired inventory, and a liability (accounts payable) increases to reflect the amount owed to the 

supplier. Although inventories (iPods and iPhones, for example) normally carry a retail selling 

price that is higher than cost, this eventual profit is not recognized until inventories are sold. 

MS 18,288 

Cash 18,288 

MS 

18,288 

Cash 

18,288 

DE 1,027 

155 



2-27 Module 2 | Introducing Financial Statements and Transaction Analysis 

4. Sell inventories on credit. Apple subsequently sells inventories that cost $39,541 million for a 

retail selling price of $65,225 million on credit. The phrase “on credit” means that Apple has not 

yet received cash for the selling price; cash receipt is expected in the future. The sale of inventories 

is recorded in two parts: the revenue part and the expense part. First, the sale is recorded by an 

increase in both revenues and noncash assets (accounts receivable). Revenues increase net income 

which, in turn, increases earned capital (via retained earnings). Second, the cost of inventories sold 

is removed from the balance sheet (Apple no longer owns those assets), and is transferred to the 

income statement as an expense, called cost of goods sold, which decreases both net income and 

earned capital by $39,541 (again, via retained earnings). 

5. Collect receivables and settle payables. Apple receives $63,083 million cash from the collec- 

tion of its accounts receivable, thus reducing noncash assets (accounts receivable) by that amount. 

Apple uses these proceeds to pay off $31,542 of its liabilities (accounts payable and other liabili- 

ties). Collecting accounts receivable does not yield revenue; instead, revenue is recognized when 

earned (see Transaction 4). Thus, recognizing revenue when earned does not necessarily yield an 

immediate cash increase. 

6. Pay cash for expenses. Apple pays $9,868 million cash for expenses. This payment increases 

expenses, and reduces net income (and earned capital). Expenses are recognized when incurred, 

regardless of when they are paid. Expenses are both incurred and paid in this transaction. Transac- 

tion 7 is a case where expenses are recognized before being paid. 

7. Accrue expenses. Accrued expenses relate to expenses that are incurred but not yet paid. For 

example, employees often work near the end of a period but are not paid until the next period. The 

company must record wages expense even though employees have not yet been paid in cash. The 

rationale is that expenses must be recorded in the period incurred to report the correct income for 

the period. In this transaction, Apple accrues $931 million of expenses, which reduces net income 

(and earned capital). Apple simultaneously records a $931 million increase in liabilities for its 

obligation to make future payment. This transaction is an accounting adjustment, or accrual. 

8. Purchase noncash assets. Apple uses $18,288 million of its excess cash to purchase marketable 

securities as an investment. Thus, noncash assets increase. This is a common use of excess cash, 

especially for high-tech companies that desire added liquidity to take advantage of opportunities 

in a rapidly changing industry. 

9. Record depreciation. Transaction 9 is another accounting adjustment. In this case, Apple rec- 

ognizes that a portion of its plant and equipment is “used up” while generating revenues. Thus, it 

records a portion of the PPE cost as an expense during the period. In this case, $1,027 million of 

PPE cost is removed from the balance sheet and transferred to the income statement as deprecia- 

tion expense. Net income (and earned capital) are reduced by $1,027 million. 

10. Record investment income. Apple recognizes $155 of investment income in transaction 10. 

Profit increases by this same amount, resulting in an increase in retained earnings. 

Miscellaneous. The final transaction is a miscellaneous adjustment to noncash assets and an 

earned capital account called accumulated other comprehensive income, which is distinct from 

retained earnings. We discuss this account in Module 9. 

11 . 

We can use the column totals from the financial statement effects template to prepare Apple’s financial 
statements (in condensed form). We derive Apple’s 2010 balance sheet and income statement from the 
template as follows ($ millions). 

Sis 

Gashtassettvee entents onre eee: $11,261 Revenues... Pee SOD225 
NoncashtaSSetSiysennaieaee 63,922 EXpenses Seite. Aen. S) PAW 

Totaliassets: Seems areas $75,183 Netkincomesaary sme ere $14,013 

BlabilitioSser-re siete ee peek $27,392 

Contributed capital.......... 10,668 

Earnecicapitaligerm estar 37,123 

Total liabilities and equity..... $75,183 



Module 2 | Introducing Financial Statements and Transaction Analysis 2-28 

We can summarize Apple’s cash transactions from the cash column of the template. The cash column 
of the financial effects template reveals that cash increases by $5,998 million during the year from 

$5,263 million to $11,561 million; see the following statement. Items that contribute to this net increase 
are identified by the cash entries in that column (the subtotals for operating, investing, and financing 
sections are slightly different from actual results because of simplifying assumptions we make for our 

transactions example). 

| APPLE INC. a 

_ For Yea Ended Septembe 25, 201 

peraingienen tious (Loans eee sca ¢ 165) sell peaetee oe wh 
IMVESTMGECASHOWS Sm ate REL eN eta, She Rees a eee ey eee een 

FinancingrcaShitlowSteenw) ae eeemnee eeenete erento cate terre eee 

NEiCh ang ehiniCashissme cs remerte aemint eer nic Myahint aha acer tan cn eee 

Casiiibalance;Sep42632009- 8 aan.c © tae ah careers eee) ocdenwces ae 

Cashibalance#Sepz25.42 Oil Oe sep ee enh meeeemte otter: eee Signe 

Apple’s statement of stockholders’ equity summarizes the transactions relating to its equity accounts. 

This statement follows and is organized into its contributed capital and earned capital categories of 

equity. 

APPLE INC 

— oo oe Total . inilions) 2 

$23,430 $31,640 Balance, Sanicmber 26, 2009 

IssuanCeOnCOmmOnlStOCkeersst eta eee ae 2,458 

INGRINGOMICrmn cae. tira cacscnecourarmeree koe 14,013 14,013 

Miscellaneoussmmriee ei ieie rae ti oes (320) (320) 

Balance, September 25, 2010 ............ $10,668 $37,123 $47,791 

Apple’s financial statements are abbreviated versions of those reproduced earlier in the module. We de- 

scribe the preparation of financial statements and other accounting details at greater length in Module 3. 

Controlling vs Noncontrolling Interest 

Financial statements are prepared on a consolidated basis. To consolidate a balance sheet, a 

company includes all the assets and liabilities of subsidiaries under its control. When a company 

controls a subsidiary, it directs all (100%) of the subsidiary's operations. But control does not 

mean 100% ownership; control can occur when a company owns the majority of a subsidiary's 

voting stock. For example, Verizon owns 55% of the voting stock of Verizon Wireless, a sepa- 

rate legal entity. This 55% gives Verizon voting control and Verizon is said to have a controlling 

interest in Verizon Wireless. The remaining 45% is owned by Vodafone, a UK telecom; Vodafone 

has a noncontrolling interest in Verizon Wireless. Now imagine if Verizon wanted to repaint the 

trucks in the Verizon Wireless fleet. Verizon would not paint only 55% of the trucks; it “controls” 

100% of Verizon Wireless' trucks by virtue of its controlling interest, and it would paint all trucks. 

Consolidated financial statements reflect this notion of control. Verizon's balance sheet includes 

100% of Verizon Wireless assets and liabilities. Because it owns only a 55% interest in Verizon 

Wireless assets and liabilities, Verizon reports the other 45% in equity as noncontrolling interest. 

The same logic applies to the income statement; that is, 100% of subsidiaries' revenues and ex- 

penses are included, and then the noncontrolling interest portion of net income is separated from 

net income at the bottom. 
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GLOBAL ACCOUNTING 

Both GAAP and IFRS use accrual accounting to prepare financial statements. Although there 

are vastly more similarities than differences, we highlight below a few of the more notable 

differences for financial statements. 

Balance Sheet The most visible difference is that the typical IFRS-based balance sheet is presented in 

reverse order of liquidity. The least liquid asset, usually goodwill, is listed first and the most liquid asset, 

cash, is last. The same inverse liquidity order applies to liabilities. There are also several detailed presen- 

tation and measurement differences that we explain in other modules. As one example, for GAAP-based 

balance sheets, bank overdrafts are often netted against cash balances. IFRS does not permit this netting 

on the balance sheet. However, the IFRS statement of cash flows does net the cash balance with any bank 

overdrafts and, thus, the cash balance on the statement of cash flows might not match the cash amount on 

the balance sheet. 

Income Statement The most visible difference is that GAAP requires three years’ data on the income 

statement whereas IFRS requires only two. Another difference is that GAAP income statements classify 

expenses by function and must separately report expenses applicable to revenues (cost of goods sold), 

whereas IFRS permits expense classification by function (cost of sales, selling and administrative, etc.) 

or by type (raw materials, labor, depreciation, etc.). This means, for example, that under IFRS, there is no 

requirement to report a cost of sales figure. Another difference is that no item can be classified as extraor- 

dinary under IFRS. Still another is that for items either unusual or infrequent, but not both, GAAP requires 

separate presentation in the income statement as a component of earnings from continuing operations. 

IFRS also requires disclosure of these items, but permits disclosure in notes to financial statements. 

Statement of Cash Flows One of the more apparent differences between GAAP and IFRS is that a 

GAAP-based statement of cash flows classifies interest expense, interest revenue, and dividend revenue 

as operating cash flows, and dividends paid as financing cash flows. IFRS allows firms to choose from 

between the following two options: 

1. Classify interest expense, dividends paid, interest revenue, and dividend revenue as operating cash 

flows, or 

2. Classify interest expense and dividends paid as financing cash flows, and interest revenue and divi- 

dend revenue as investing cash flows. 

MODULE-END REVIEW 

At December 31, 2010, assume that the condensed balance sheet of Gateway shows the following. 

Gash eeecen eee $ 80,000 Kiabilitics} 2s shea ae $200,000 

NoncashrasSets. arenes 270,000 Contributed capital......... 50,000 

Earnedicapltaliesess eter tn ar 100,000 

LotaliaSSCtStaee teen ieee ees $350,000 Total liabilities and equity... . $350,000 

Assume the following summary transactions occur during 2011. 

Purchase inventory of $80,000 on credit. 

Pay employees $10,000 cash for wages earned this year. 

Sell inventory costing $40,000 for $70,000 on credit. 

Collect $15,000 cash from the accounts receivable in transaction 3. 

Pay $35,000 cash toward the accounts payable in transaction 1. 

Purchase advertising for $25,000 cash that will air next year. 

Employees earn $5,000 in wages that will not be paid until next year. 

Record $3,000 depreciation on its equipment. 
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Required 
a. Record transactions | through 8 using the financial statement effects template. 
b. Prepare the income statement and balance sheet for 2011. 

c. Show linkage(s) between the income statement and the balance sheet. 

The solution to the review problem is on page 2-46. 

APPENDIX 2A: Additional Information Sources 

The four financial statements are only a part of the information available to financial statement users. Additional 

information, from a variety of sources, provides useful insight into company operating activities and future pros- 

pects. This section highlights additional information sources. 

Form 10-K 

Companies with publicly traded securities must file a detailed annual report and discussion of their business activi- 

ties in their Form 10-K with the SEC (quarterly reports are filed on Form 10-Q). Many of the disclosures in the 

10-K are mandated by law and include the following general categories: Item 1, Business; Item 1A. Risk Factors; 

Item 2, Properties; Item 3, Legal Proceedings; Item 4, Submission of Matters to a Vote of Security Holders; Item 5, 

Market for Registrant's Common Equity and Related Stockholder Matters; Item 6, Selected Financial Data; Item 

7, Management’s Discussion and Analysis of Financial Condition and Results of Operations; Item 7A, Quantita- 

tive and Qualitative Disclosures About Market Risk; Item 8, Financial Statements and Supplementary Data; Item 

9, Changes in and Disagreements With Accountants on Accounting and Financial Disclosure; Item 9A, Controls 

and Procedures. 

Description of the Business (Item 1) 
Companies must provide a general description of their business, including their principal products and services, 

the source and availability of required raw materials, all patents, trademarks, licenses, and important related agree- 

ments, seasonality of the business, any dependence upon a single customer, competitive conditions, including 

particular markets in which the company competes, the product offerings in those markets, and the status of its 

competitive environment. Companies must also provide a description of their overall strategy. Apple’s partial 

disclosure follows: 

The Company is committed to bringing the best user experience to its customers through its innovative 

hardware, software, peripherals, services, and Internet offerings. The Company’s business strategy lever- 

ages its unique ability to design and develop its own operating systems, hardware, application software, 

and services to provide its customers new products and solutions with superior ease-of-use, seamless 

integration, and innovative industrial design. The Company believes continual investment in research and 

development is critical to the development and enhancement of innovative products and technologies. In 

conjunction with its strategy, the Company continues to build and host a robust platform for the discovery 

and delivery of third-party digital content and applications through the iTunes Store. . . . Additionally, the 

Company’s strategy includes expanding its distribution to effectively reach more customers and provide 

them with a high-quality sales and post-sales support experience. The Company is therefore uniquely 

positioned to offer superior and well-integrated digital lifestyle and productivity solutions. 

Management’s Discussion and Analysis of Financial 
Condition and Results of Operations (Item 7) 
The management discussion and analysis (MD&A) section of the 10-K contains valuable insight into the compa- 

ny’s results of operations. In addition to an executive overview of company status and its recent operating results, 

the MD&A section includes information relating to its critical accounting policies and estimates used in prepar- 

ing its financial statements, a detailed discussion of its sales activity, year-over-year comparisons of operating 

activities, analysis of gross margin, operating expenses, taxes, and off-balance-sheet and contractual obligations, 

assessment of factors that affect future results and financial condition. Item 7A reports quantitative and qualitative 

disclosures about market risk. For example, Apple makes the following disclosure relating to its Mac operating 

system and its iPods, iPhones, iPads and other products. 
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The Company is currently the only maker of hardware using the Mac OS. The Mac OS has a minority mar- 

ket share in the personal computer market, which is dominated by makers of computers using compet- 

ing operating systems, most notably Windows. The Company’s financial condition and operating results 

substantially depend on its ability to continually develop improvements to the Mac platform to maintain 

perceived design and functional advantages. Use of unauthorized copies of the Mac OS on other com- 

panies’ hardware products may result in decreased demand for the Company’s hardware products, and 

materially adversely affect its financial condition and operating results. 

Form 8-K 

Another useful report that is required by the SEC and is publicly available is the Form 8-K. This form must be filed 

within four business days of any of the following events: 

Entry into or termination of a material definitive agreement (including petition for bankruptcy) 

Exit from a line of business or impairment of assets 

Change in the company’s certified public accounting firm 

Change in control of the company 

Departure of the company’s executive officers 

Changes in the company’s articles of incorporation or bylaws 

Outsiders typically use Form 8-K to monitor for material adverse changes in the company. 

Analyst Reports 

Sell-side analysts provide their clients with objective analyses of company operating activities. Frequently, these re- 

ports include a discussion of the competitive environment for each of the company’s principal product lines, strengths 

and weaknesses of the company, and an investment recommendation, including financial analysis and a stock price 

target. For example, J.P. organ provides the following in its July 2011 report to clients on Apple: 

North America Equity Research 

J.PMorgan Rahn 
AMILYSY 

Overweight fills 
AAPL, AAPL US Apple Inc. 

: : A : Price: $376.85 
This Party is Just Getting Started; Upside Parade ae een 

. . eg rice lar . . 

Likely to Continue; Lifting Dec-12 PT to $525 eat ott 

With Overweight-rated Apple’s stock, it is time for the value-like multiples to be rerated higher. . 

We expect the stock to move higher in the near to mid term, Consistent with our preview, Apple 
; : : Price Perform 

reported a outstanding June quarter, and there appears no end to the upside parade. We believe the pase al 

results likely restore the wow factor to the stock. In our view, the return of the wow factor, easing i . 

supply constraints, and pending new product cycles should jettison the fear that had been dogging 340 . 

valuation the last couple of months. We are raising our Dec-12 price target to $525, versus $450 en . 

previously. 

® Aridiculously big June quarter beat. Apple reported major upside to Street consensus. Apple bi 

reported revenue/EPS of $28.6bn/$7.79, versus consensus of $25.0bn/$5.87, GM and OM were 220 

up more than 200 bps QoQ. As previewed, revenue upside from iPad and iPhone, combined STO et 10 Jaret APS suet 

with better component pricing and improved supply of iPads, drove a solid beat on the unit Yo _im 3m ul 
: ; A : ; : : Abs [ 134% 16. 12.6% 52.29 

metrics. APAC growth of 247% was major upside driver, and we expect this trend to continue. fe a : 

Whoa Nellie, those are big numbers. June quarter unit shipments of 20.3M iPhones and 9.25M 

iPads beat our significantly above-consensus estimates of 19.6M and 8.7M. With iPhone, we 

think that carrier, geographic, enterprise, and dual mode GSM/CDMA expansion opportunities 

offer plenty of headroom for ongoing growth. As for the iPad, we expect the burst in units 

to ease investor concerns that competition or supply constraints would be a drag on growth. 

Mac results were in-line, but this performance should be put in perspective given the weak PC 

market (Mac units outgrow the broader PC market by a factor of five). 

Credit Services 

Several firms including Standard & Poor’s (StandardAndPoors.com), Moody’s Inyestors Service (Moodys. 
com), and Fitch Ratings (FitchRatings.com) provide credit analysis that assists potential lenders, investors, em- 
ployees, and other users in evaluating a company’s creditworthiness and future financial viability. Credit analysis 
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is a specialized field of analysis, quite different from the equity analysis illustrated here. These firms issue credit 

ratings on publicly issued bonds as well as on firms’ commercial paper. 

Data Services 

A number of companies supply financial statement data in easy-to-download spreadsheet formats. Thomson 

Reuters Corporation (ThomsonReuters.com) provides a wealth of information to its database subscribers, in- 

cluding the widely quoted First Call summary of analysts’ earnings forecasts. Standard & Poor’s provides finan- 

cial data for all publicly traded companies in its Compustat database. This database reports a plethora of individual 

data items for all publicly traded companies or for any specified subset of companies. These data are useful for 

performing statistical analysis and making comparisons across companies or within industries. Finally, Capital 

1Q (www CapitallQ.com), a division of Standard & Poors, provides “as presented” financial data that conform to 

published financial statements as well as additional statistical data and analysis. 

them in future periods. Evidence suggests that such behavior occurs when a new management team takes con- 

trol. The reasoning is that the new management can blame poor current period performance on prior manage- 

ment and, at the same time, rid the balance sheet (and the new management team) of costs that would normally 

be expensed in future periods. 

MANAGERIAL DECISION 

The CFO desires a warranty cost estimate that corresponds to the sales generated from the new product. To ar- 

rive at such an estimate, you must estimate the expected number and types of deficiencies in your product and 

the costs to repair each deficiency per the warranty provisions. This is often a difficult task for product engineers 

because it forces them to focus on product failures and associated costs. 

Superscript “denotes assignments based on Appendix 2A. 

DISCUSSION QUESTIONS 

Q2-1. The balance sheet consists of assets, liabilities, and equity. Define each category and provide two 

examples of accounts reported within each category. 

Q2-2. Explain how we account for a cost that creates an immediate benefit versus a cost that creates a 

future benefit. 

Q2-3. GAAP is based on the concept of accrual accounting. Define and describe accrual accounting. 

Q2-4. Analysts attempt to identify transitory items in an income statement. Define transitory items. What is 

the purpose of identifying transitory items? 

Q2-5. What is the statement of stockholders’ equity? What useful information does it contain? 

Q2-6. What is the statement of cash flows? What useful information does it contain? 

Q2-7. Define and explain the concept of financial statement articulation. What insight comes from 

understanding articulation? 

Q2-8. Describe the flow of costs for the purchase of a machine. At what point do such costs become 

expenses? Why is it necessary to record the expenses related to the machine in the same period as 

the revenues it produces? 

Q2-9. — What are the two essential characteristics of an asset? 

Q2-10. What does the concept of liquidity refer to? Explain. 

Q2-11. What does the term current denote when referring to assets? 

Q2-12. Assets are recorded at historical costs even though current market values might, arguably, be more 

relevant to financial statement readers. Describe the reasoning behind historical cost usage. 

Q2-13. Identify three intangible assets that are likely to be excluded from the balance sheet because they 

cannot be reliably measured. 

Q2-14. Identify three intangible assets that are recorded on the balance sheet. 

Q2-15. What are accrued liabilities? Provide an example. 
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Q2-16. 

Q2-17. 

Q2-18. 

Define net working capital. Explain how increasing the amount of trade credit can reduce the net 

working capital for a company. 

What is the difference between company book value and market value? Explain why these two 

amounts differ. 

The financial statement effects template includes an arrow line running from net income to earned 

capital. What does this arrow line denote? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M2-19. 

M2-20. 

M2-21. 

M2-22. 

(/) M2-23. 

Johnson & Johnson 

(JNJ) 

M2-24. 

Identifying and Classifying Financial Statement Items (9+) 

For each of the following items, indicate whether they would be reported in the balance sheet (B) or 

income statement (I). 

a. Net income d. Accumulated depreciation g. Interest expense 

b. Retained earnings e. Wages expense h. Interest payable 

c. Depreciation expense f. Wages payable i. Sales 

Identifying and Classifying Financial Statement Items (971) 

For each of the following items, indicate whether they would be reported in the balance sheet (B) or 

income statement (I). 

a. Machinery e. Common stock i. Taxes expense 

b. Supplies expense f. Factory buildings j. Cost of goods sold 

c. Inventories g. Receivables k. Long-term debt 

d. Sales h. ‘Taxes payable !. ‘Treasury stock 

Computing and Comparing Income and Cash Flow Measures (1.07) 

Penno Corporation recorded service revenues of $100,000 in 2012, of which $70,000 were on credit and 

$30,000 were for cash. Moreover, of the $70,000 credit sales for 2012, Penno collected $20,000 cash 

on those receivables before year-end 2012. The company also paid $25,000 cash for 2012 wages. Its 

employees also earned another $15,000 in wages for 2012, which were not yet paid at year-end 2012. (a) 

Compute the company’s net income for 2012. (b) How much net cash inflow or outflow did the company 

generate in 2012? Explain why Penno’s net income and net cash flow differ. 

Assigning Accounts to Sections of the Balance Sheet (07) 

Identify each of the following accounts as a component of assets (A), liabilities (L), or equity (E). 

a. Cash and cash equivalents Je e. Long-term debt Axatee: 

b. Wages payable eeeeers f. Retained earnings at aaceey 

c. Common stock = g. Additional paid-in capital eee 

d. Equipment ——s h. ‘Taxes payable ee 

Determining Missing Information Using the Accounting Equation (_©*) 

Use your knowledge of accounting relations to complete the following table for Boatsman Company. 

a < 2011 2012 

Beginning retained earnings. .... $89,089 $ 2 

ING MANGO (OSS) oo on oc oa co ee if 48,192 

DiVidendSiwee etn. -ce eee oe 0 15,060 

Ending retained earnings....... 69,634 ? 

Reconciling Retained Earnings (07) 

Following is financial information from Johnson & Johnson for the year ended January 2, 2011. 
Prepare the retained earnings reconciliation for Johnson & Johnson for the year ended January 2, 2011 
($ millions). 

Retained earnings, Jan. 3, 2010...... SAO DINKINS. ce ac coos vcanouennaa- $5,804 

NewtcelanlitetSe cement copongeoannrs 13,334 Retained earnings, Jan. 2, 2011 

Other retained earnings changes..... (63) 
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M2-26. 
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Analyzing Transactions to Compute Net Income (0+) 

Wasley Corp., a start-up company, provided services that were acceptable to its customers and billed 

those customers for $350,000 in 2011. However, Wasley collected only $280,000 cash in 2011, and the 

remaining $70,000 was collected in 2012. Wasley employees earned $200,000 in 2011 wages that were 

not paid until the first week of 2012. How much net income does Wasley report for 2011? For 2012 

(assuming no additional transactions)? 

Analyzing Transactions Using the Financial Statement Effects Template (_=) 

Report the effects for each of the following transactions using the financial statement effects template. 

. Issue stock for $1,000 cash. 

. Purchase inventory for $500 cash. 

Sell inventory in transaction b for $2,000 on credit. 

Receive $2,000 cash toward transaction c receivable. Rose 

EXERCISES 

E2-27. 

E2-28. 

E2-29. 

Constructing Financial Statements from Account Data (97) V/) 

Barth Company reports the following year-end account balances at December 31, 2011. Prepare the 

2011 income statement and the balance sheet as of December 31, 2011. 

Accounts payable............. S) NEWCO UAWENCINY cs ccaccasaenocenase $ 36,000 

Accounts receivable........... SO'COOME Landis ne eee ere ere iers 80,000 

Bonds payable, long-term...... 200000 Ree Good Willbeanmeaetr arte teens te 8,000 

BuilcingSimome «s2 Josue siento. loi, O00 Rs RetainediearningSiaee: eee 60,000 

Gasilnereter rote cronies artes neste 48/000! “Sales'revenue.:=.+.:.-..-.+.- 400,000 

CommonistOCkeser ener 150,000 Supplies inventory...-.......- 3,000 

Cosvoigoodsiscldsn- sre caee 180,000 Supplies expense............. 6,000 

EQUIDIMEGNt yg, susan = crertnaiin. Ge 70,000 Wages expense.............. 40,000 

Constructing Financial Statements from Transaction Data (97) 

Baiman Corporation commences operations at the beginning of January. It provides its services on credit 

and bills its customers $30,000 for January sales. Its employees also earn January wages of $12,000 that 

are not paid until the first of February. Complete the following statements for the month-end of January. 

2 — 

- — 
_ as on aRSROR SA! Me 

Wages payable........... $ 

Retained earnings ........ 

Total liabilities and equity... $ 

Analyzing and Reporting Financial Statement Effects of Transactions (9%) 

M_E. Carter launched a professional services firm on March |. The firm will prepare financial statements 

at each month-end. In March (its first month), Carter executed the following transactions. Prepare an 

income statement for Carter Company for the month of March. 

a. Carter (owner) invested in the company, $100,000 cash and $20,000 in property and equipment. 

The company issued common stock to Carter. 

b. The company paid $3,200 cash for rent of office furnishings and facilities for March. 

c. The company performed services for clients and immediately received $4,000 cash earned. 

d. The company performed services for clients and sent a bill for $14,000 with payment due within 60 

days. 

e. The company compensated an office employee with $4,800 cash as salary for March. 

f. The company received $10,000 cash as partial payment on the amount owed from clients in 

transaction d. 

g. The company paid $935 cash in dividends to Carter (owner). 
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E2-30. Analyzing Transactions Using the Financial Statement Effects Template (0%) 

Enter the effects of each of the transactions a through g from Exercise 2-29 using the financial statement 

effects template shown in the module. 

VV) E2-31. Identifying and Classifying Balance Sheet and Income Statement Accounts (.9%) 

Following are selected accounts for Staples, Inc. 
Staples, Inc. (SPLS) 

a. Indicate whether each account appears on the balance sheet (B) or income statement (I). 

b. Using the following data, compute total assets and total expenses. 

c. Compute net profit margin (net income/sales) and total liabilities-to-equity ratio (total liabilities/ 

stockholders’ equity). 

(Smillions) _ Amount Classification | 
Sales? Atal ste Poe ee eee $24,545 

Accumulated depreciation................. 3,566 

Depreciation expense...............-+.055 498 

Retained Cannings -imct--eiek relate n te nensnels 6,492 

Netdncome sin 2se-a5 ieee aero eect ners cee 889 

Property, plant & equipment, net............ 2,148 

Selling, general & administrative expense ..... 4,913 

Accounts receivablemc. cence eis aces seer 1,954 

Totaliliabilitiesteneeeegae ences merece see 6,960 

Stockholders sequityss- cme ewe eee eee 6,951 

E2-32. Identifying and Classifying Balance Sheet and Income Statement Accounts (_°7) 

Target Corporation Following are selected accounts for Target Corporation. 
(TGT) 

a. Indicate whether each account appears on the balance sheet (B) or income statement (1). 

b. Using the following data, compute total assets and total expenses. 

c. Compute net profit margin (net income/sales) and total liabilities-to-equity ratio (total liabilities/ 

stockholders’ equity). 

Gmilions) === = SS Amount: ~—s Classification 

slotal reveRUCS RAM er aM eCEes cathe sre REEMA ae $67,390 

Accumulated depreciation................. ees 

DepreciationjexpenSeser mine acieieenerererare 2,084 

Retainedicakinin GS seminal te aetna 12,698 

N@UINCOMG Serpette fey Moos 2 ctyai he ems 2,920 

Property, plant & equipment, net............ 25,493 

Selling, general & administrative expense... .. 13,469 

GCrediticardireceivablesanpiemai eta reeaeee 6,153 

otalliabiliticSeewaeeteete te co) c.unec enemas 28,218 

SLOCKHOIGErSMeCCUIt Veena ce ame eens 15,487 

VV) E2-33. Comparing Income Statements and Balance Sheets of Competitors (01) 

Reena rien Following are selected income statement and balance sheet data from two retailers: Abercrombie & 

(ANF) Fitch (clothing retailer in the high-end market) and TJX Companies (clothing retailer in the value- 

TJX Companies (TJX) priced market). 

Income Statement ($ millions) = = ANF TJX 

Sales55.. Hae FR Ee See $3,469 $21,942 

Gostol Goodsisoldi aati e257 16,040 

GYOSS/DrOlitey Wate ere ee DPN 5,902 

otaliexpenSeS irene ee ieee 2,062 4,559 

Nebincome Siac erate eee $ 150 $ 1,343 



E2-34. 

E2-35. 

a. Express each income statement amount as a percentage of sales. Comment on any differences 

observed between these two companies, especially as they relate to their respective business 

models. 

b. Express each balance sheet amount as a percentage of total assets. Comment on any differences 

observed between these two companies, especially as they relate to their respective business 

models. 

c. Which company has a higher proportion of stockholders’ equity (and a lower proportion of debt)? 
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$5,100 

2,872 

$7,972 

$3,133 

1,739 

4,872 

3,100 

$7,972 

What do the ratios tell us about relative riskiness of the two companies? 

Comparing Income Statements and Balance Sheets of Competitors 

Following are selected income statement and balance sheet data from two computer competitors: Apple 

and Dell. 

GlOSS DNOTit ae ee pea 25,684 

lotalicxpenSeSmm ni erect te: 11,671 

Neftincome:y ier inna sae eee $14,013 

Balance Sheet ($ millions) _ Apple - 

CuirenttaSsetsS vas eerie e ce $41,678 

Long-term assets............. 33,505 

lotalaSSets eras. wep wack cua oe $75,183 

Clirren liabilities aan ene ener $20,722 

Long-term liabilities ........... 6,670 

Otaliliapilitics mremsmeserere seers reer 27,392 

Stockholders’ equity .......... 47,791 

Total liabilities and equity....... $75,183 

of Apple’s business do we believe is driving its profitability?) 

our evaluation of the relative riskiness of these two companies? 

Comparing Income Statements and Balance Sheets of Competitors 

Following are selected income statement and balance sheet data for two communications companies: 

Comcast and Verizon. 

{(LO1) 

$61,494 

50,098 

11,396 

8,761 

$ 2,635 

Dell 
$29,021 

9,578 

$38,599 

$19,483 

11,350 

30,833 

7,766 

$38,599 

a. Express each income statement amount as a percentage of sales. Comment on any differences 

observed between the two companies, especially as they relate to their respective business models. 

(Hint: Apple’s gross profit as a percentage of sales is considerably higher than Dell’s. What aspect 

. Express each balance sheet amount as a percentage of total assets. Comment on any differences 

observed between the two companies. Apple has chosen to structure itself with a higher proportion 

of equity (and a lower proportion of debt) than Dell. How does this capital structure decision affect 

(LO) 

Apple (AAPL) 

Dell (DELL) 

Comcast (CMCSA) 

Verizon (VZ) 
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TJX Companies (TJX) 

Apple Inc. (AAPL) 

@ 
3M Company (MMM) 

E2-36. 

E2-37. 

a. 

b. 

Sse ete $37,937 $106,565 
@peratingicOstswe crete 29,957 91,920 

Operating) Orolite rarer ae 7,980 14,645 

Nonoperating expenses........ 4,345 4,428 

NGCHMNOORME noc sles neadaoe ace $ 3,635 $ 10,217 

CUirentascctSmeei ie ere $ 8,886 $ 22,348 

Long-term assets: 24.2 45--- ~ 109,648 197,657 

TotaltassetsSea-wian een aan $118,534 $220,005 

Current liabilities............. $ 8,234 $ 30,597 

Long-term liabilities .......... 657238 102,496 

otaliliabiliticSe meatier eine 73,957 133,093 

Stockholders’ equity*......... 44,577 86,912 

Total liabilities and equity...... $118,534 $220,005 

“Includes noncontrolling interest 

Express each income statement amount as a percentage of sales. Comment on any differences 

observed between the two companies. 

Express each balance sheet amount as a percentage of total assets. Comment on any differences 

observed between the two companies, especially as they relate to their respective business models. 

. Both Verizon and Comcast have chosen a capital structure with a higher proportion of liabilities 

than equity. How does this capital structure decision affect our evaluation of the riskiness of these 

two companies? Take into consideration the large level of capital expenditures that each must make 

to remain competitive. 

Comparing Financial Information Across Industries (07) 

Use the data and computations required in parts a and b of exercises E2-33 and E2-34 to compare TJX 

Companies and Apple Inc. 

a. 

b. 

Compare gross profit and net income as a percentage of sales for these two companies. How might 

differences in their respective business models explain the differences observed? 

Compare sales versus total assets. What do observed differences indicate about the relative capital 

intensity of these two industries? 

Which company has the higher percentage of total liabilities to stockholders’ equity? What do these 

ratios imply about the relative riskiness of these two companies? 

. Compare the ratio of net income to stockholders’ equity for these two companies. Which business 

model appears to yield higher returns on shareholder investment? Using answers to parts a through 

c above, identify the factors that appear to drive the ratio of net income to stockholders’ equity. 

Analyzing Transactions Using the Financial Statement Effects Template (1.09) 

Record the effect of each of the following transactions for Hora Company using the financial statement 

effects template. 

TH 8 AOS 

. Wages of $500 are earned by employees but not yet paid. 

. $2,000 of inventory is purchased on credit. 

Inventory purchased in transaction b is sold for $3,000 on credit. 

. Collected $3,000 cash from transaction c. 

Equipment is acquired for $5,000 cash. 

Recorded $1,000 depreciation expense on equipment from transaction e. 

Paid $10,000 cash toward a note payable that came due. 

Paid $2,000 cash for interest on borrowings. 

PROBLEMS 

P2-38. Constructing and Analyzing Balance Sheet Amounts from Incomplete Data {1.0 4) 

Selected balance sheet amounts for 31 Company, a manufacturer of consumer and business products, 
for three recent years follow. 
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QOS 45 oe $ 9,598 $ 09 $25,(938 8S th $9,550 $15,489 $10,304 

2000 Rane O95 eee 6455 2 4,897 9,051 fe 13,302 

AMO 2 17,944 30,156 6,089 8,050 14,139 ? 

* Includes noncontrolling interest 

Required 

a. Compute the missing balance sheet amounts for each of the three years shown. 

b. What types of accounts would we expect to be included in current assets? In long-term assets? 

P2-39. Analyzing Transactions Using the Financial Statement Effects Template (02) 

Sefcik Company began operations on the first of October. Following are the transactions for its first 

month of business. 

1. S. Sefcik launched Sefcik Company and invested $50,000 into the business in exchange for 

common stock. The company also borrowed $100,000 from a local bank. 

2. Sefcik Co. purchased equipment for $95,000 cash and purchased inventory of $40,000 on credit 

(the company still owes its suppliers for the inventory at month-end). 

Sefcik Co. sold inventory costing $30,000 for $50,000 cash. 

Sefcik Co. paid $10,000 cash for wages owed employees for October work. 

. Sefcik Co. paid interest on the bank loan of $1,000 cash. 

Sefcik Co. recorded $500 of depreciation expense related to its equipment. 

Sefcik Co. paid a dividend of $2,000 cash. NAUNRY 

Required 

a. Record the effects of each transaction using the financial statement effects template. 

b. Prepare the income statement and balance sheet at the end of October. 

P2-40. Analyzing Transactions Using the Financial Statement Effects Template = (1.0) VV) 

Following are selected transactions of Mogg Company. Record the effects of each using the financial 

statement effects template. 

1. Shareholders contribute $10,000 cash to the business in exchange for common stock. 

. Employees earn $500 in wages that have not been paid at period-end. 

. Inventory of $3,000 is purchased on credit. 

The inventory purchased in transaction 3 is sold for $4,500 on credit. 

The company collected the $4,500 owed to it per transaction 4. 

Equipment is purchased for $5,000 cash. 

. Depreciation of $1,000 is recorded on the equipment from transaction 6. 

. The Supplies account had a $3,800 balance at the beginning of this period; a physical count at 

period-end shows that $800 of supplies are still available. No supplies were purchased during this 

period. 

9. The company paid $10,000 cash toward the principal on a note payable; also, $500 cash is paid to 

cover this note’s interest expense for the period. 

10. The company received $8,000 cash in advance for services to be delivered next period. 

P2-41. Comparing Operating Characteristics Across Industries (07) vy) 

Following are selected income statement and balance sheet data for companies in different industries. 

Cost of CE See agen 

ee Goods Gross Net® = Stock 
ois Sales Sold Profit income Assets Liabilities | - 

Target Corp. ....... $67,390 $45,725 $21,665 $2,920 $43,705 $28,218 $15,487 Target (TGT) 

Nike; InG.se es 20,862 11,354 9,508 2,133 14,998 Silas) 9,843 Nike (NKE) 

Harley-Davidson.... 4,859 2,749 2,110 147 9,431 7,224 2,207 Harley-Davidson (HOG) 

Cisco Systems ..... 40,040 14,397 Reeves} 1 Asif 81,130 36,845 44,285 Cisco Systems (CSCO) 

Required 

a. Compute the following ratios for each company. 

1. Gross profit/Sales 

2. Net income/Sales 

3. Net income/Stockholders’ equity 

4. Liabilities/Stockholders’ equity 
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P2-42. 

Macy’s (M) 

Home Depot (HD) 

Staples (SPLS) 

Target (TGT) 

Wal-Mart (WMT) 

P2-43. 

Wal-Mart (WMT) 

b. Comment on any differences among the companies’ gross profit to sales ratios and net income as 

a percentage of sales. Do differences in the companies’ business models explain the differences 

observed? 

c. Which company reports the highest ratio of net income to equity? Suggest one or more reasons for 

this result. 

d. Which company has financed itself with the highest percentage of liabilities to equity? Suggest one 

or more reasons why this company can take on such debt levels. 

Comparing Cash Flows Across Retailers (01) 

Following are selected accounts from the income statement and the statement of cash flows for several 

retailers. 

millions Sales _ Income— Opera. ee fF 

Macy’s\..< 0 niente ee ero SMO thin Ss ab 8 CEs ) 
Home Depot, Inc.......... 67,997 3,338 4,585 (1,012) 

Staples; INGs ag. eee caaors 24,545 882 1,446 (472) 

Target Corps = aeons oven ti 67,390 2,920 e/a (1,744) 

Wal-Mart Stores .......... 421,849 16,389 23,643 (12,193) 

Required 

a. Compute the ratio of net income to sales for each company. Rank the companies on the basis of this 

ratio. Do their respective business models give insight into these differences? 

b. Compute net cash flows from operating activities as a percentage of sales. Rank the companies on 

the basis of this ratio. Does this ranking coincide with the ratio rankings from part a? Suggest one 

or more reasons for any differences you observe. 

c. Compute net cash flows from investing activities as a percentage of sales. Rank the companies on 

the basis of this ratio. Does this ranking coincide with the ratio rankings from part a? Suggest one 

or more reasons for any differences you observe. 

d. All of these companies report negative cash flows from financing activities. What does it mean for a 

company to have net cash outflow from financing? 

Interpreting the Statement of Cash Flows (07) 

Following is the statement of cash flows for Wal-Mart Stores, Inc. 

oe For Year Ended teven 31, 2011 6 millions) 

Cash ows from operating Boies 

INGHIRCO Me WEA. AUR) SENN SSE EE Beas Os Acer see EPs ORIEN COR $ 16,993 

Incomextromidiscontinuedioperatlomssane tO fitaxcererrenten terest teen tenes ner (1,034) 

[MEME TO COMMUNE COTAWOTS coor uorcnrseccdeomsne cous ygepnepnpunus se 19,959 

Adjustments to reconcile income from continuing operations 

to net cash provided by operating activities: 

Depreciation:and’amortizationS = .50 sae et eae ee ee eee ee 7,641 

Deferred Income taxeS ism. stieaks cutee: cea) Ca na uC Rn RO eee eee 651 

Othereperating activities ween r.s nc ie cke cued drcisieee sande rien ecient tee ne 1,087 

Changes in certain assets and liabilities, net of effects of acquisitions: 

Increaseiniaccounts:receivalole weer semretere re ieee ete (733) 

INCASE: IN, INVENTOMOS Se eismeie aie suse cares men cele susie ieee ne ae (3,086) 

CRMC CUMS SENENE a cuocon couse on amdne cae dohaonobsueoanouooke ZOO 
Decreaselinracchtiod||tabilitiesarncemeretarecs ty revererctneie cere eee ae (433) 

Neieashi provided) bViODeralln Olav CS ier iti: 23,643 

Cash flows from investing activities 

PENA MS) Kol Sof oresnny Elavel Cle NOMEIM so vc on oo oe nnnogsnanoconcdenapeavannn (12,699) 
Proceeds from disposal of property and equipment ................0c0ceceeeeee 489 
Investments and business acquisitions, net of cash acquired..................0-. (202) 
Otheninvestingractivities. ©... ..:c . . Seat nee een ee beeen nn 219 

Net cash used in investing activities of continuing operations ...................... (12,193) 

continued 



Module 2 | Introducing Financial Statements and Transaction Analysis 2-40 

Cash flows from financing activities 

Net changean short-term Domowings ain as tg rehes Stud Aancoueh arth ge te a4 oh 503 

POCEE!S iC MMSSUEIMCS® OH LO MENENAN CIS! 5 occ coo ce ouunoonenenrseconaveracnr 11,396 

aymentotlong-tenm.cdebtrerepaeens beer tre tice tr or eat Meyers cr fork eee c epckne (4,080) 

Dividends paid senate: seer ere w ACO we PP REN iy wet sie i Ae) te Re eae Ra (4,437) 

BUrChAaSSlOh COMPANY; StOCK acm wnste eyes eeevrd Airs oe em er ee Sy ie ee (14,776) 

PENMAN Chi CTO NESS COMMONS oc boc0 pebdvigdecesoownnsscgnrehopeneanons (363) 

OUNSEINANCINGLACtIVitias A are Ts ros meen a Hie A Pater een renal thy ter See ey less Tot aE pet a a (271) 

NE CERN USAel IM MEMC TCE ACIMMES 6cunaocoosouncsoneb en se cases edeheaden enon (12,028) 

FSH OH OG MGTENS GNEMNEGS CCAM ce ccccvcoodoocnenuacueoemenononsoroowe 66 

Nei (decrease)jincreaseiin cash. cs scence e.ni ence eee anne Sots | peaeo spi ae (512) 

Sas hialVDeGinMiNgiol Vea esse teense ere tad saaear Poser oe arses eat aes ewe tat) SECA N 7,907 

Cashwarkendiotycataan care tec tcrees cer tc ar ference nite er ttre te Meni. rant easerd CU En peg Sreret: $ 7,395 

Required 

a. Why does Wal-Mart add back depreciation to compute net cash flows from operating activities? 

b. Explain why the increase in receivables and inventories is reported as a cash outflow. Why do 

accounts payable provide a source of cash? Explain why the decrease in accrued liabilities is 

reported as a cash outflow. 

c. Wal-Mart reports that it invested $12,699 million in property and equipment. Is this an appropriate 

type of expenditure for Wal-Mart to make? What relation should expenditures for PPE assets have 

with depreciation expense? 

d. Wal-Mart indicates that it paid $14,776 million to repurchase its common stock in fiscal 2011 and, 

in addition, paid dividends of $4,437 million. Thus, Wal-Mart paid $19,213 million of cash to its 

shareholders during the year. How do we evaluate that use of cash relative to other possible uses for 

Wal-Mart’s cash? 

e. Provide an overall assessment of Wal-Mart’s cash flows for 2011. In the analysis, consider the 

sources and uses of cash. 

P2-44. Interpreting the Statement of Cash Flows (07%) 

Following is the statement of cash flows for Verizon. Verizon (VZ) 

Cash Flows from Operating Activities 

NGHINCOMIPG Erie Fieeia ot ntti eh ae PRONG RAR Ib eaten oc, kn ete On ahora $10,217 

Adjustments to reconcile net income to net cash provided by operating activities: 

DepreciationiandiamortizationjexpemSC ary --iie eerie) eel abides ee aa eile a 16,405 

Employee retirement: DenetitS:y iyeussi cube sei a stay aye evn cosy esas ae thaee pinist ois ches 3,988 

Defernnecuncome taxes mercapturic eiets cicee, costes ire vera crererstceterane ty aemerent ceria 3235 

Provision fOmunColectibleaccoUuntSarmmtercmramimcime cre crocices ete eiiece ci Micra ene aerate 1,246 

Equity in earnings of unconsolidated businesses, net of dividends received ........ 2 

Changes in current assets and liabilities, net of effects 

from acquisition or disposition of businesses: 

ACCOUNTSINECElVablomitemrartit weaken te ceaeberar.catesreenomraiey cralatc baa aioe ebatttrats onctel charged (859) 

InVEMtOnl CSE Mere orercterd aere oe cee etarte cat sitll i tacaerave kien ala tanane aye rabOhe eas ch abl ofa 299 

@themassets eee aeree ees Set ayes eanar are eG See Rima tee CAME 2 Leet (313) 

Accountswpayablerandl accrued lab ilitieSiysceanwamite elevate bole pela i stolen) bieteleleihene aie WAOTAS) 

Other tamer Ceeteeee eases, ose oteus eS wren c+ Siielecs bv ee Distal oh Aeermien ero ont (1,930) 

Nei Geen fortantteleoilowy © SELIG) GIMME) = ac nn bocoobenena se pbeoedabnonoussEEoS 33,363 

Cash Flows from Investing Activities 

Capital expenditures (including capitalized software) ............. Fahy h dnlscr eevee (16,458) 

Acquisitions of licenses, investments and businesses, net of cash acquired.......... (1,438) 

Proceeds fro miGiSPOSittOMSheme-meerednritteh treeetiene t-te sl-feueinctt) ee eneiebete | is eiedone eave ave 2,594 

NEE GENIC In GORE Win IMMERSES. casos anoneneeeodunoanvegdendoconouencas (3) 

Qe NES Salts oe edie b GB Obule Sc ta ueran 2 0 Gio tie a SRO Ire ecu eee Ise orene e 251 

INTE GEIS m WECM TESLA IMMIES ols ob cin go one Go ee Son enone 505 oD Molino (15,054) 

continued 
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P2-45. 

/) P2-46. 

continued from prior page 

Cash Flows from Financing Activities 

Repayments of long-term borrowings and capital lease obligations................. $ (8,136) 

Increase (decrease) in short-term obligations, excluding current maturities........... (1,097) 

Dividends Daldis san suceterea aa a amie a caciten eee teteltcten otct ove (anette eee nomen eee (5,412) 

Proceeds fromacCeESsiliMerSPin=O fiers ate ware e nent et ete tet stan ts terete tartetete tenet ate) ettetan Mette 3,083 

C@yig\>) Ruel =i Genera ea area in ear nc rare ree tae ne tala ice ell a aa am oio euuca ao (2,088) 

NeticashivisedhinimamcimoraCtivitl os seems ten atest isteie terete ister asaetet .jet-iet et i-t-i- iinet ie (13,650) 

Increase (decrease) in cash and cash equivalents. ... 1.2.2... 6. eee e ee eee eee eee 4,659 

Gash and cash equivalents, beginning Of year... 1... tee nee ee ee ee ole 2,009 

Cashrandicashiequivalentss endl Ofiycatiierrsrtiststist tte telene us ste le tane eletetete telete ter t-tet- tee tainns $ 6,668 

Required 

a. Why does Verizon add back depreciation to compute net cash flows from operating activities? 

What does the size of the depreciation add-back indicate about the relative capital intensity of this 

industry? 

b. Verizon reports that it invested $16,458 million in property and equipment. These expenditures 

are necessitated by market pressures as the company faces stiff competition from other 

communications companies, such as Comcast. Where in the 10-K might we find additional 

information about these capital expenditures to ascertain whether Verizon is addressing the 

company’s most pressing needs? What relation might we expect between the size of these capital 

expenditures and the amount of depreciation expense reported? 

c. Verizon’s statement of cash flows indicates that the company paid $8,136 million in debt payments. 

What problem does Verizon’s high debt load pose for its ability to maintain the level of capital 

expenditures necessary to remain competitive in its industry? 

d. During the year, Verizon paid dividends of $5,412 million but did not repay a sizeable portion of its 

debt. How do dividend payments differ from debt payments? Why would Verizon continue to pay 

dividends in light of cash demands for needed capital expenditures and debt repayments? 

e. Provide an overall assessment of Verizon’s cash flows for 2010. In the analysis, consider the 

sources and uses of cash. 

Analyzing Transactions Using the Financial Statement Effects Template o> 

On March 1,S. Penman (owner) launched AniFoods, Inc.,an organic foods retailing company. Following 

are the transactions for its first month of business. 

1. S. Penman (owner) contributed $100,000 cash to the company in return for common stock. Penman 

also lent the company $55,000. This $55,000 note is due one year hence. 

2. The company purchased equipment in the amount of $50,000, paying $10,000 cash and signing a 

note payable to the equipment manufacturer for the remaining balance. 

. The company purchased inventory for $80,000 cash in March. 

4, The company had March sales of $100,000 of which $60,000 was for cash and $40,000 on credit. 

Total cost of goods sold for its March sales was $70,000. 

5. The company purchased future advertising time from a local radio station for $10,000 cash. 

6. During March, $7,500 worth of radio spots purchased in transaction 5 are aired. The remaining 

spots will be aired in April. 

7. Employee wages earned and paid during March total $15,000 cash. 

8. Prior to disclosing the financial statements, the company recognized that employees had earned an 

additional $1,000 in wages that will be paid in the next period. 

9. The company recorded $2,000 of depreciation for March relating to its equipment. 

1S) 

Required 

a. Record the effect of each transaction using the financial statement effects template. 

b. Prepare a March income statement and a balance sheet as of the end of March for AniFoods, Inc. 

Analyzing Transactions Using the Financial Statement Effects Template (09) 

Hanlon Advertising Company began the current month with the following balance sheet. 

Cashicehaterenccctcmcir: mao traces COMO) (LHS, won cone cresewacvevc $ 70,000 
NONCASHIASSCIS eee aee nan ene 135,000 Re Contrilottedicapitale sense 110,000 

Earnecicapitallges sna 35,000 

Total aSSets. 4 ie ata note eerie $215,000 Total liabilities and equity........ $215,000 
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P2-48. 

IFRS APPLICATIONS 

12-49. 
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Following are summary transactions that occurred during the current month. 

. The company purchased supplies for $5,000 cash; none were used this month. 

. Services of $2,500 were performed this month on credit. 

. Services were performed for $10,000 cash this month. 

. The company purchased advertising for $8,000 cash; the ads will run next month. 

. The company received $1,200 cash as partial payment on accounts receivable from transaction 2. 

. The company paid $3,400 cash toward the accounts payable balance reported at the beginning of 

the month. 

NN BWN 

7. Paid $3,100 cash toward this month’s wages expenses. 

8. The company declared and paid dividends of $500 cash. 

Required 

a. Record the effects of each transaction using the financial statement effects template. 

b. Prepare the income statement for this month and the balance sheet as of month-end. 

Reconciling and Computing Operating Cash Flows from Net Income (1.07) V/) 

Petroni Company reports the following selected results for its current calendar year. 

NGEINCOMG sae rene etre $130,000 

Depreciation expense.......... 25,000 

Accounts receivable increase. .. . 10,000 

Accounts payable increase ..... 6,000 

Prepaid expenses decrease..... 3,000 

Wages payable decrease....... 4,000 

Required 

a. Prepare the operating section only of Petroni Company’s statement of cash flows for the year. 

b. Does the positive sign on depreciation expense indicate that the company is generating cash by 

recording depreciation? Explain. 

c. Explain why the increase in accounts receivable is a use of cash in the statement of cash flows. 

d. Explain why the decrease in prepaid expense is a source of cash in the statement of cash flows. 

Analyzing Transactions Using the Financial Statement Effects Template (03) 

Werner Realty Company began the month with the following balance sheet. 

Gashitiet: tected ee ete $ec0 00 0me Wiabilitiessames setae = arene $ 90,000 

NoneasiiaSSetSaa merase ae 225,000) Gontnbutedicapitalse sae 45,000 

Earnedicapitaltees sss cena ens sen 120,000 

pOtalLASSeLSacs cur etre reaaire ee ciate aus $255,000 ‘Total liabilities and equity........ $255,000 

Following are summary transactions that occurred during the current month. 

. The company purchased $6,000 of supplies on credit. 

. The company received $8,000 cash from a new customer for services to be performed next month. 

. The company paid $6,000 cash to cover office rent for two months (the current month and the 

next). 

. The company billed clients for $25,000 of work performed. 

. The company paid employees $6,000 cash for work performed. 

. The company collected $25,000 cash from accounts receivable in transaction 4. 

. The company recorded $3,000 depreciation on its equipment. 

. At month-end, $2,000 of supplies purchased in transaction | are still available; no supplies were 

available when the month began. 

On WON) 

ona 

Required 

a. Record the effects of each transaction using the financial statement effects template. 

b. Prepare the income statement for this month and the balance sheet as of month-end. 

Comparing Income Statements and Balance Sheets of Competitors (9+) 

Following are selected income statement and balance sheet data from two European grocery chain 

companies: Tesco PLC (UK) and Ahold (The Netherlands). 

2-42 
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pape ry 0, 

(in £millions) _ 

£60,931 

55,871 

GrOSS: Profits ete foe Rae aods ae bebate cro ithe meena mated teee 5,060 

ilotal: expenSes sian sere yee Sanees cise oenenebaers 2,405 

Net incomes. .crne cits cEoe ieee en 2 Poles 

Le Tesco — a Ahold 
February 26,2011. = January 2, 2011 

(in £millions) — (in €millions) 

£11,438 € 5,194 

35,768 9,531 

£47,206 €14,725 

Cunréentliabiliticsy Seer merce eyiesin iste seein tee SNe € 4,092 

Long-termiliabilitieS 2ypemter-tsopeeeci orem 12,852 4,723 

Totalliabilitigs Sei, eneeno euerace trertrnk mete 30,583 8,815 

Stockholdersequityarmmmrrtsice err ieeior sien nea 16,623 5,910 

TotaliiabilitiesanGieGuity irae iets ies eee eee £47,206 €14,725 

Required 

a. Prepare a common-sized income statement. To do this, express each income statement amount as a 

percent of sales. Comment on any differences observed between the two companies. Ahold’s gross 

profit percentage of sales is considerably higher than Tesco’s. What might explain this difference? 

b. Prepare a common-sized balance sheet. To do this, express each balance sheet amount as a percent 

of total assets. Comment on any differences observed between the two companies. 

c. Ahold has chosen to structure itself with a higher proportion of equity (and a lower proportion of 

debt) than Tesco. How does this capital structure decision affect your assessment of the relative 

riskiness of these two companies? 

12-50. Interpreting the Statement of Cash Flows (07%) 

Following is the statement of cash flows for AstraZeneca, a multinational pharmaceutical 

conglomerate, headquartered in London, UK. The company uses IFRS for its financials and provides a 

conversion to U.S. $ as a convenience to investors. 

ASTRAZENECA 
_ Consolidated Statement of Cash Flows 

For Year Ended December 31, 2009 ($ millions) 

Cash flows from operating activities 

Profit DeTOre: Tax cine crencecarcie re aa eee hy ass s to) uci eae cata ar ee ec aeeie e ee $10,807 

Financesincome ‘anc! OxXDeOnSe wevere cue npenckes acc nuce cs oh cee cn ee Rae Caen Seg uence 736 

Depreciation ramomiZationranicliim alt le ic emicnrn cnn ina ea ce ee 2,087 

MORSE Melos Elie! OHNE TECSWEINOS g..05 oo ce ued wen aoe e endow ncewadeoebeccws (256) 

Decrease:in inVentorieSm amma a. cromincs wanes cl cc Sener A tern ricerca te ee 6 

Increase in trade and other payables and provisions....................+-+e::s- 1,579 

Othemnon=CashiMmMOVennemts tears cesses te seeker 700-7 o Unease (200) 

Cashigeneratediiromso PeraliOms mrrrarrermian sentria anne ne 14,759 
Interestipaidisiay Ris nus Pyeoteeb aie) Sylk dain Rane aie Soaks th bre eile eet ear ee ae (639) 
HEV. @ 0/-1[S Pree nok er Raa CR ae EA coma Aiton o Unsininttn oak die’ (2,381) 

NeieashiiniOwnilomlOperaling act VillCSei anti =i. 11,739 

continued 
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Cash flows from investing activities 

Movement in short term investments and fixed deposits ...............-00ee00ee $ (1,371) 

LAURE MESES Chi O1KOJOVS TAN, (SIVAN Inte] Lo UIfSiaM=EMMIE: won oananenencucmoccocndnososocounac (962) 

OSE! Oi MSE, (DEI ElGl SOMONE onc nccnovansonadanconncaoneacuneacr 138 

urchaseior.intamgibleiaSSets canes eerste ere ee NRG Sic os sue soe aie nee oan ae (624) 

Disposalkotgintangibleassetsrese easyer aanem armani maar rrr be etry bbe bnere meant iat 269 

Rurchasciot nOM-Cuinent AaSSeu IhVeStmentSam tema aaee ie orien rena neieiennene aero nonsiate (31) 

DS OOSEl Chi NCM-CUMENESSEMINESIMENMIS «o565 00 ann ou a6 ed omedoumnacaaauour 3 

interestreceiveds nce rene seit Tac tele es ots. «Ree MPaED GMa ad aed aan ges 113 

Payments made by subsidiaries to non-controlling interests ..................0.. (11) 

INET Gals) CULT THOM MME MAG) CUMIN nooo ona one onounacusnnoconsascSavgose (2,476) 

Net cash inflow/(outflow) before financing activities ................0.0.0.00 eee 9,263 

Cash flows from financing activities 

RrocecdsirommlSSslicrotishareycap tall eimeem terse aera emr tei tee stent sete mar ree nmr men nnnN Regen EE 135 

Repayment OnloanS a. acun meeaenrs etree eat erence em ceria ante geccgeh oc tena (650) 

BIVIGGNdS!Dalclttn: wc otters SNR caniae vcs Tce Ong ee te Se (2,977) 

Movements short term OmowinGSwesrsscmrierie ci ceimtek + ain crea een ate eee ae (137) 

Net cash (outflow)/inflow from financing activities........................... (3,629) 

Net increase/(decrease) in cash and cash equivalents in the period............ $ 5,634 

Cash and cash equivalents at beginning of the period ..................00000 eee 4,123 

Exchangelrate eiCCisuammnnts om. me tance arene ious hme, cre etter tenet rae Ray Mees REP tA 

Cash and cash equivalents at the end of the period.......................... $ 9,828 

Required 

a. Why does AstraZeneca add back depreciation to compute net cash flows from operating activities? 

b. Explain why the increase in trade and other receivables is reported as a cash outflow and the 

decrease in inventories is reported as a cash inflow. Explain why trade and other payables and 

provisions are shown as a source of cash. 

c. AstraZeneca reports that it invested $962 million in property and equipment. Is this an appropriate 

type of expenditure for AstraZeneca to make? What relation should expenditures for PPE assets 

have with depreciation expense? 

d. AstraZeneca indicates that it paid dividends of $2,977 million. How do we evaluate that use of cash 

relative to other possible uses for AstraZeneca’s cash? 

e. Provide an overall assessment of AstraZeneca’s cash flows for 2009. In the analysis, consider the 

sources and uses of cash. 

MANAGEMENT APPLICATIONS 

MA2-51. 

MA2-32. 

Understanding the Company Operating Cycle and Management Strategy (L071) 

Consider the operating cycle as depicted in Exhibit 2.4, to answer the following questions. 

a. 

b. 

Ca 

Why might a company want to reduce its cash conversion cycle? (Hint: Consider the financial 

statement implications of reducing the cash conversion cycle.) 

How might a company reduce its cash conversion cycle? 

Examine and discuss the potential impacts on customers and suppliers of taking the actions 

identified in part b. 

Ethics and Governance: Understanding Revenue Recognition and Expense Recording (L071) 

Revenue should be recognized when it is earned and expense when incurred. Given some lack of 

specificity in these terms, companies have some latitude when applying GAAP to determine the timing 

and amount of revenues and expenses. A few companies use this latitude to manage reported earnings. 

Some have argued that it is not necessarily bad for companies to manage earnings in that, by doing 

so, management (1) can better provide investors and creditors with reported earnings that are closer to 

“core” earnings (that is, management purges earnings of components deemed irrelevant or distracting 

so that share prices better reflect company performance); and (2) can present the company in the 

best light, which benefits both shareholders and employees—a Machiavellian argument that “the end 

justifies the means.” 
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a. Is it good that GAAP is written as broadly as it is? Explain. What are the pros and cons of 

defining accounting terms more strictly? ; 

b. Assess (both pro and con) the Machiavellian argument above that defends managing earnings. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Solution 

Barats 

ets\iy- al0l ketenes entwrres tome maar cre ror denicicicl teacea are, rrocrera ns MUICIaCo 0 $61,494 

COStOPIeVenUC tema cee ne te meee reas aoa me nee _ 50,098 

GroSS) Marginipeeeers terror ote elie eres ena es eens nee er 11,396 

Operating expenses 

Selling, general, and administrative expenses............... 7,302 

Research and development expenses..............----0-- 661 

jotal/operating expenSeSiee ae sears cree lace calen ee cients __ 7,963 

Operating income:....«. cc. Se eeoe etre ae eer reer 3,433 

InterestiexpenSe ss sto. < cas ste etn con cece ele erect Chee acne a tea meee 8G 

Income! beforeincome:taxeSimwmenreciie cere oterie eae ieee 3,350 

Income: taxexPONnSe Heue-eenensnvee erence aos atin veav eters. oti clan sreuaheustenetene 715 

NGHINCONNIC Ree treet oltre wala ieee eae eee ee ocean ee eae $ 2,635 

ee 5 

Net cash provided by operating activities ............. $ 3,969 

Net cash used in investing activities ................. (1,165) 

Net cash provided by financing activities.............. 474 

Net increase in cash and cash equivalents ............ 3,278 

Cash and cash equivalents, beginning of year ......... 10,635 

Cash and cash equivalents, ending of year............ $13,913 

So nes eM s ane ay 

Assets Liabilities quity 

Current assets Current liabilities 

Cash and cash equivalents ........ $13,913 SUMO AEMCI ON, ain aio. on ooaaa mere $ 851 

Short-term investments ........... 452 ACCOUNTS payable mamta is erate 115293 

Accounts receivable.............. 10,136 Accrued and other current liabilities. . . 7,339 

INVENTONMES acrereEn cent man re 1,301 Apter aS 

Other current assets.............. 3,219 eeceamianain ts ; ; ae 

lotaiicUnmentaSSCtS marmeie eeieneesen 29,021 Other noncurrent liabilities............ 6,204 

Property, plant, and equipment, net... . 1 ;COGmmOtalllialoi ltl OS intents ee ae 30,833 

Long-term investments ............. 704 Stockholders’ equity 

Other noncurrent assets............. 6,921 Pald-invCapitaliarsmrcc cis peer nore 11,797 

MEVENASCHERMNIOS ochooesedocdbooue 24,744 

Other stockholders’ equity............ (28,775) 

Total stockholders’ equity ............ 7,766 

Jotaliassets Bicer.aiegi ep ee isa $38,599 Total liabilities and stockholders’ equity . $38,599 
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Mid-Module Review 2 

Solution 

Operating cash flows... 

Investing cash flows.... 

Financing cash flows ... 

Cashiawacmrceat ae $10,635 Net change in cash... . . 

Noncash assets ........ 23,017 ps Cash balance, 

TOtalraSSetSe yar tayioye erenses $33,652 Jan. 29, 2010........ 

——— Cash balance, 

Liabilities and equity JEM, FS, QONT oo oc snes 
Total liabilities.......... $28,011 

Equity 

Contributed capital... . 11,472 

Retained earnings. .... 22,110 zi 
ReVenUES cate as cate ores 

es Seeley EXPENSES westraeue erences 
OQUILY Arere-asy sesetenscs chet (27,941) 

Liabilities and equity... .. $33,652 Net ear INGS sasnt a7 24f 

Contributed capital, 

Jana29> 2010%see earl 

Stock issuance ......}. 

Contributed capital, 

Jana2es 2 Odilemerer |: 

Retained earnings, 

Less: other 

adjustments ........ 

Retained earnings, 

ans 2072 Oil leer 

Other stockholders’ equity, 

Jane Zon 20 One. ae. 

Other changes 

IN CQUITY 25% chececesve-a: 

Other stockholders’ equity 

TINE Ash OHI, conto oor 

Beginning of year 

Module-End Review 

During the year 

$ 3,969 

(1,165) 

474 

$11,472 

325 

$(27,941) 

Assets 

Cashzncya-viee oer $13,913 

Noncash assets ....... 24,686 

lotaliassetsSaeee sree $38,599 

Liabilities and equity 

Total liabilities......... $30,833 

Equity 

Contributed capital. . . Wl PAS 

Retained earnings... . 24,744 

Other stockholders’ 

equity Sereda cerns se (28,775) 

Liabilities and equity.... $38,599 

End of year 

Solution 

a. 

Balance Sheet ye Income Statement 

Cash Noncash ___Liabil- Contrib. Earned Net 

Transaction Asset Assets _ities Capital Capital enues ses Income 

Beginning =. 89.000 ~—« + 270,000 = +200,000  +50,000 +100,000 | a = 
balance eae . 

1. Purchase ( 
peri +80,000 +80,000 

yy Inventory = Accounts { = = 
$80,000 on Bayenis \ 
credit 

continued 
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Balance Sheet Income Statement 
oe Cash a Noncash __ Liabil- Contrib. , Earned ie Net o 
Transaction Asset Assets ities © Capital Capital _ enues ses Income 

2. Pay em- | 

ployees . 
$10,000 cash ~ 109,000 —10,000 +10,000 —10,000 

E ash = Retained ( — Wages —_— 

for a Earnings \ Expense 

earned this 
year \ 

8}. Sell it inven- +70,000 +70,000 4 +70,000 +70,000 
tory costing Accounts Retained Sales 

$40 000 for Receivable et Earnings j = _ 

$70,000 Ba or 10/100)0 ioe —40,000 | +40,000 ~ —40,000 
Bs Inventory Retained \ Cost of 

credit Earning 4 Goods Sold 

4. Collect ,) 

$15,000 / 
Cachition meo-000) = 15,000 ‘i 
th t Cash Accounts = £ = — 

C eocoun = Receivable \ 

receivable in A 

transaction 3 \ 

5. Pay 
$35,000 

cash toward ~ 39,000 —35,000 | 

the accounts 9 “*"" aS | a = 
payable in Nae | 

transaction 1 ] 

6. Purchase q 

advertising —25,000  +25,000 ( 
for $25,000 Cash Prepaid = \ — = 

cash that will Advertising \ 

air next year \ 

7. Employees / 
earn $5,000 ) 
in wages +5,000 —5,000 +5,000 —5,000 
that will not = Wages Retained — Wages = 

be paid until Biol Earnings Expense 

next year » 

8. Record ] 

$3,000 de- —3,000 -3,000 # +3,000 —3,000 
preciation on nae = Retained — Depreciation = 

its equipment ee Ecce cere quip \ 

Ending \ 
balance +25,000 +387,000 =+250,000  +50,000 +112,000 4 +70,000 — +58,000 = +12,000 

(, 

_ GATEWAY | 

ee Statement 
For Year Ended December 31, 2011 

FReveniiee HOSE 550 hee ens $70,000 
EXPCNS@S Biya: <<skepusicke ttn ae 58,000 

NetinCOme santana tee. en eee $12,000 
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sas 

GAS EMRE fan eate heise ele ake GS) ZeHOe), METS: sccmmean eda nod meommbnn ds $250,000 

Noncashiassetsi ens nonin esis ar So 000m Contiibutedicapital een tt 50,000 

Earned capital (retained earnings) .... 112,000 

WOtal ASSCtStere we we ewes cosas Chevahe ome $412,000 Total liabilities and equity........... $412,000 

The linkage between the income statement and the balance sheet is retained earnings. Each period, the 

retained earnings account is updated for net income less dividends paid. For this period, that updating 

follows. 

Retained earnings, Dec. 31,2010 ..... $100,000 

PNeleb INGUIMCOMME: 6.600 ov0ede0codo008 12,000 

Eess: DividendSmr que soa chan anne (0) 
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iPod shuffle 

2GB 
$49 

launched the iPod in late 2001, arguably 

the most important product in the company’s history. A 

basic hard-drive-based player, the iPod was not a new con- 

cept. Yet, Apple created a durable, slim, and sexy package, 

paired it with ear buds, and made the iPod a fashion state- 

ment as well as a great music player. 

Marrying the hardware with the intuitive Apple-like 

software for navigation, the company had a winning combi- 

nation. By the end of 2001, nearly 125,000 iPods had flown 

off the shelves. By 2010, Apple was selling over 50 million 

iPods per year and listeners had downloaded over 1 billion 

songs from iTunes—see graphic on opposite page. 

Apple announced the introduction of the iPhone in 2007 

and, later, the iPad in 2010. By the end of 2010, Apple was 

selling 40 million iPhones per year, and its sales exceeded 

$65 billion. Further, the income effect from selling iPads 

was just beginning and accounted for only 7.6% of Apple’s 

revenues. 

Since the introduction of the iPod, Apple’s sales have 

increased by 1200% and its operating income, which was a 

3-1 

iPod nano 

8GB_ 16GB 
$129 $149 

$344 million operating loss in 2001, has grown to over $18 

billion by 2011. In 2011, Apple’s market capitalization was 

over $360 billion, 60% greater than Microsoft and second 

only to Exxon among U.S. companies. 

To bring each iPod, iPhone and iPad to market, Apple 

must purchase component parts, manufacture them, hire 

sales personnel, pay advertisers, and distribute finished 

products. Each of these activities involves a transaction 

that Apple’s accounting records must capture. The resulting 

financial statements tell the story of Apple’s manufacturing 

and sales process in financial language. 

This module explains how the accounting system 

captures business transactions, creates financial records, 

and aggregates the individual records to produce financial 

reports that we read and interpret in company 10-Ks. The 

resulting financial statements tell the story of Apple’s busi- 

ness activities. 

Sources: Apple 2010 10-K; Fortune, January 2007 and 2012. 

Getty Images 
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Analyze and record transactions using the financial statement effects template. (p. 3-4) 

Prepare and explain accounting adjustments and their financial statement effects. (p. 3-8) 

Explain and construct the trial balance. (p. 3-12) 
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MODULE 
ORGANIZATION Accounting Adjustments and 

Constructing Financial Statements 

Accounting for i Accounting . Financial Statement 

Transactions : Adjustments is Preparation 

Financial Statement B Income Statement 

Effects Template 

Capital Investment 

Prepaid Expenses » 

Unearned Revenues m@ Balance Sheet 

Accrued Expenses m Statement of 

Accrued Revenues Stockholders’ Equity 
Revenues and Expenses Trial Balance m Statement of Cash Flows 

Capital Distribution : a @ Closing Process 

eee RAs ice i cy Sa 

Asset Acquisition 

a 

Financial statements report on the financial performance of a business using the language of account- 

ing. To prepare these statements, companies translate day-to-day transactions into accounting records 

(called journals), and then record (post) them to individual accounts. At the end of an accounting 

period, each of these accounts is totaled, and the resulting balances are used to prepare financial state- 

ments. After the financial statements are prepared, the temporary (income statement) accounts are 

“zeroed out” so that the next period can begin anew—akin to clearing a scoreboard for the next game. 

Permanent (balance sheet) accounts continue to reflect financial position and carry over from period to 

period—akin to keeping track of wins and losses even when a particular scoreboard is cleared. 

The accounting cycle is illustrated in Exhibit 3.1. Transactions are first recorded in the accounting 

records. Each of these transactions is, generally, the result of an external transaction, such as record- 

ing a sale to a customer or the payment of wages to employees. Once all of the transactions have been 

recorded during the accounting period, the company adjusts the accounting records to recognize a 

number of events that have occurred, but which have not yet been recorded. These might include the 

recognition of wage expense and the related wages payable for those employees who have earned 

wages, but have not yet been paid, or the recognition of depreciation expense for buildings and equip- 

ment. These adjustments are made at the end of the accounting period to properly adjust the accounting 

records before the financial statements are prepared. Once all adjustments are made, financial state- 

ments are prepared. 

EXHIBIT 3.1 Accounting Cycle 

The purpose of Module 3 is to explain further details of the accounting cycle. Our illustration includes 
journalizing transactions, posting entries to accounts, adjusting those accounts, preparing unadjusted 
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and adjusted trial balances, constructing financial statements, and closing out temporary accounts be- 

fore beginning the next accounting period. We also show how to construct the statement of cash flows 

under both the direct and indirect methods. Some topics from Module 2 are repeated here for complete- 

ness (the template, accounting adjustments, and basic financial statement preparation, for example). 

This module provides a more detailed introduction to the accounting recordkeeping process. However, 

understanding topics in the other modules does not require knowledge of the details in this module. 

Understanding the financial statement preparation process requires an understanding of the lan- 

guage used to record business transactions in accounting records. The recording and statement prep- 

aration processes are readily understood once we learn that language (of financial effects) and its 

mechanics (entries and posting). Even if we never journalize a transaction or prepare a financial state- 

ment, understanding the accounting process aids us in analyzing and interpreting accounting reports. 

Understanding the accounting language also facilitates our communication with business professionals 

within a company and with members of the business community outside of a company. 

ACCOUNTING FOR TRANSACTIONS 
This section explains how we account for and assess business transactions. We describe the financial © Analyze and 

statement effects template that we use throughout the book. We then illustrate its application to four record transactions 

main categories of business transactions. using the financial 

; statement effects 

Financial Statement Effects Template template. 

Transaction analysis refers to the process of identifying, analyzing, and recording the financial statement 

effects of transactions. For this purpose, we use the following financial statement effects template. 

Balance Sheet Income Statement a 

Rev- __ Expen- ~ Net 
enues ses Income 

Cash Noncash _ Liabil- | Contrib. | Earned 
Transaction Asset Assets ities Capital Capital : 

Dr. Acct # 

i Cr. Acct 

) Account 

a é — # 
Account 

Each transaction is identified in the “Transaction” column. Then, the dollar amounts (positive or nega- 

tive) of the financial statement effects are recorded in the appropriate balance sheet or income state- 

ment columns. The template also reflects the statement of cash flow effects (via the cash column) and 

the statement of stockholders’ equity effects (via the contributed capital and earned capital columns). 

The retained earnings account, one of the accounts in earned capital, is immediately updated to reflect 

any income or loss arising from each transaction (denoted by the arrow line from net income to earned 

capital). This template is instructive as it reveals the financial impacts of transactions, and it provides 

insights into the effects of accounting choices. 

T-Accounts and Journal Entries 
The related journal entry and T-account effects are displayed in the margin next to the financial state- 

ment effects template. The T-Accounts, named for their likeness to a large ‘T’, are used to reflect 

increases and decreases to individual accounts. When a transaction occurs, it is recorded (journalized); 

once recorded, the specific accounts affected are updated in the accounting books (general ledger) of 

the company, and the affected accounts are increased or decreased. This process of continuously updat- 

ing individual account balances is referred to as posting transactions to accounts. A T-account provides 

a simple illustration of the financial effects of each transaction. 

Specifically, one side of the T-account is used for increases and the other for decreases. A con- 

venient way to remember which side records increases is to recall the accounting equation: Assets = 

Liabilities + Equity. Assets are on the left side of the equation. So, the left side of an asset T-account 

records increases in the asset and the right side records decreases. Liabilities and equity are on the 
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300 

right side of the accounting equation. So, the right side of a liability and an equity T-account records 

increases and the left side records decreases. This relation is represented graphically as follows: 

Increases | Decreases Decreases | Increases Decreases | Increases 

Journal entries also capture the effects of transactions. Journal entries reflect increases and de- 

creases to accounts using the language of debits and credits. Debits and credits simply refer to the left 

or right side of a T-account, respectively. We can superimpose the descriptors of debit and credit on a 

T-account as follows. 

a 

Debit Credit 

(Left side) | (Right side) 

The left side of the T-account is the “debit” side and the right side is the “credit” side. This holds for 

all T-accounts. Thus, to record an increase in an asset, we enter an amount on the left or debit side of 

the T-account—that is, we debit the account. Decreases in assets are recorded with an entry on the op- 

posite (credit) side. To record an increase in a liability or equity account, we enter an amount on the 

right or credit side of the T-account—we credit the account. Decreases in liability or equity accounts 

are recorded on the left (debit) side. 

In the margin of our financial statement effects template, we show the journal entry first, followed 

by the related T-accounts. In accounting jargon, this sequence relates to journalizing the entry and post- 

ing it to the affected accounts. The T-accounts represent the financial impact of each transaction on the 

respective asset, liability or equity accounts. 

Transaction Analysis 

This section uses Apple Inc. to illustrate the accounting for selected business transactions. The as- 

sumed time frame will be one fiscal quarter, as all public companies are required to prepare financial 

statements at least quarterly. We select transactions to illustrate four fundamental types of business 

activities: (1) financing the company, (2) asset acquisition, (3) revenue and expense recognition, and 

(4) dividend distribution. Next, we record accounting adjustments, prepare the financial statements, 

and close the books. 

Capital Investment 
Assume that Apple investors contribute $300 cash to the company in exchange for common stock. Ap- 

ple’s cash and common stock both increase. Recall that common stock is a component of contributed 

capital. The following financial statement effects template reflects this transaction. If cash financing 

was obtained from a bank instead of shareholders, the only change would be to increase liabilities by 

$300, not contributed capital. 

Balance Sheet Income Statement 

Cash Noncash = Liabil- Contrib. Earned / Rev- Expen- Net 

Transaction Asset Assets ities Capital Capital a enues ses Income 

Issue stock +300 +300 

for $300 Cash = Common y = = 
cash Stock 

Journal Entry and T-Account 

Although we will not repeatedly refer to journal entries and T-accounts, we will describe them for this 
first transaction. Specifically, the $300 debit equals the $300 credit in the journal entry: assets ($300 
cash) = liabilities ($0) + equity ($300 common stock). This balance in transactions is the basis of 
double-entry accounting. For simplicity, we use acronyms (such as CS for common stock) in journal 
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entries and T-accounts. (A listing of accounts and acronyms is located in Appendix C near the end of 
the book.) The journal entry for this transaction is 

300 
Ste ae ers uae neem heen ee EON ae RR ona 300 

Convention dictates that debits are listed first, followed by credits—the latter are indented.! The total 

debit(s) must always equal the total credit(s) for each transaction. The T-account representation for this 

transaction follows: 

300 

Cash is an asset; thus, a cash increase is recorded on the left or debit side of the T-account. Common 

stock is an equity account; thus, a common stock increase is recorded on the right or credit side. 

Asset Acquisition 
Assume that Apple purchases $2,000 worth of iPods from its supplier (we keep this illustration simple 

by ignoring Apple’s manufacturing activities). When one company buys from another, it is normal to 

give a period of time in which to pay the obligation due, usually 30 to 60 days, or more. This purchase 

“on credit” (also called on account) means that Apple owes its supplier $2,000 for the purchase. Apple 

records the cost of the purchased iPods as an asset called inventories, which are goods held for resale. 

This acquisition of iPods on credit is recorded as follows. 

Balance Sheet Income Statement 

Earned | 

3-6 

Cash Noncash _ Liabil- |. Contrib. Expen- Net 
Transaction Asset _ Assets ities Capital Capital enues ses Income 

3 INV 2,000 

Purchase AP 2,000 

iPods for ees setae ) a 
nventory = ccounts iy — = a> 060i aia 

$2,000 on Payable / SES 

pide | =e ae 

Revenue and Expense Recognition 
Assume that Apple sells iPods that cost $600 to a retailer for $700 on credit. The sale on credit means 

that the customer has not yet paid and Apple has a $700 account receivable. Can Apple record the $700 

sale as revenue even though it has not collected any cash? The answer is yes. This decision reflects an 

important concept in accounting, called the revenue recognition principle. The revenue recognition 

principle prescribes that a company can recognize revenues provided that two conditions are met: 

1. Revenues are earned, and 

2. Revenues are realized or realizable. 

Earned means that the company has done whatever it is required to do. In this case, it means that Apple 

has delivered the iPods to its retail customer. Realized or realizable means that the seller has either 

received cash or will receive cash at some point in the future. That is, Apple can recognize revenue if 

it expects to collect the $700 account receivable in the future. 

Recording the $700 sale is only half the transaction. Apple must also record the decrease in iPod 

inventory of $600. When a company purchases inventory, it records the cost on the balance sheet as an 

asset. When inventory is sold, the “asset” is used up and its cost must be transferred from the balance 

sheet to the income statement as an expense. In particular, the expense associated with inventory is 

| There can be more than one debit and one credit for a transaction. To illustrate, assume that Apple raises $300 cash, with $200 

from investors and $100 borrowed from a bank. The resulting journal entry is: 

CS (common stock) 

NP (note payable) 
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AR 700 

Sales 700 

AR 

700 
Sales 

700 
COGS 600 

INV 600 

COGS 

600 
INV 

600 

DIV 50 

DIV 

50 
Cash 

50 

called cost of goods sold. Thus, the second part of Apple’s revenue transaction is to remove the cost of 

the iPods from the balance sheet and recognize the cost of goods sold (an expense) in its income state- 

ment. This will record the cost of the inventory associated with this revenue. 

Expenses are recorded as they are incurred. Once revenues are recognized (using the revenue 

recognition principle), we then record all related expenses incurred to generate those revenues in the 

same period that we recognize the revenue. This yields the proper measure of income for the period and 

is an application of accrual accounting. 

The $700 sale of Apple iPods that cost $600 is recorded as follows. 

Income Statement Balance Sheet 

Cash Noncash __Liabil- Contrib. Earned p Rev- _ Expen- ___ Net 

Transaction Asset Assets _ities Capital Capital enues ses Income 

Sell $700 of +700 +700 \ +700 
iPods on Accounts = Retained 7, Sales — = +700 

credit Receivable Earnings ( 

. ~ -e- -- - - a 

Record $600 —600 -600 | +600 
cost of iPod Inventory == Retained } — Costof == —600 
sale Earnings i Goods Sold 

The first part of this sales transaction records the $700 sale and the $700 increase in accounts receiv- 

able. Revenues are earned and therefore recognized even though no cash was received. The sale is re- 

flected in the account receivable that will later be converted to cash. The increase in revenues increases 

income, which increases retained earnings.” 

The second part of this sale transaction transfers the $600 in inventory on the balance sheet to the 

income statement as the cost of iPods sold. This entry increases expenses, and decreases both income and 

retained earnings. The transaction also reduces assets because Apple no longer owns the inventory; it is 

“used up.” 

Capital Distributions 
Assume that Apple decides to pay $50 to its shareholders in the form of a cash dividend. Dividends are 

treated as a return of shareholders’ investment. All transactions between the company and its share- 

holders are considered financing transactions. This includes payment of dividends, the issuance of 

stock, and any subsequent stock repurchase. Financing transactions affect only the balance sheet; they 

do not affect the income statement. Dividends are distributions of income. They represent the portion 

of income that the company chooses to distribute to shareholders—the portion that will no longer 

be retained. Thus, dividends reduce retained earnings. It is important to distinguish dividends from 

expenses — dividends are NOT an expense, they do not reduce net income. They are a distribution of 

net income; they reduce retained earnings. Apple’s $50 dividend payment is reflected in the following 

template. (Companies typically record dividends in a separate dividends account and then later, in the 

closing process, this account is transferred to retained earnings. The template depicts dividends as a 

reduction of earned capital; more precisely, it is a reduction of retained earnings, which is part of earned 

capital. Alternatively, one could record dividends as an immediate reduction to retained earnings; the 
end result of both approaches is identical.) 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned on oa Net 
Transaction Asset Assets ities Capital Capital _ enues ses Income 

Pay $50 cash —50 fale = ) 
for dividends Cash ad Dividends a a = 

; 5 ‘ P : . : : ; * The retained earnings account is not automatically updated in most accounting software programs as our financial effects tem- 
plate illustrates. Instead, accountants transfer income to retained earnings using a journal entry as part of the closing process. We 
briefly explain the closing process near the end of this module and more fully in Appendix 3A. 
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ne en ee nn Ss ee ee 

MID-MODULE REVIEW 1 

Assume that Symantec Corporation experienced the following six transactions relating to a capital investment, 

the purchase and sale of inventory, the collection of an account receivable, and the payment of an account payable. 

1. Shareholders contribute $3,000 cash to Symantec in exchange for its common shares. 

Symantec purchases $1,000 of inventory on credit. 

Symantec sells $300 of inventory for $500 on credit. 

Symantec collects $300 cash owed by customers. 

Symantec pays $400 cash toward its accounts payable to suppliers. 

Symantec pays $20 cash for dividends to its stockholders. SA aa ger 

Required 
Record each transaction in the financial statement effects template. Include journal entries for each account in the 

margin and post those entries to T-accounts. 

The solution is on page 3-35. 

ACCOUNTING ADJUSTMENTS (ACCRUALS) 
Recognizing revenue when earned (even if not received in cash), and recording expenses when in- ‘©2 Prepare and 

curred (even if not paid in cash), are cornerstones of accrual accounting, which is required under explain accounting 

GAAP? Understanding accounting adjustments, commonly called accruals, is crucial to effectively adjustments and 

analyzing and interpreting financial statements. In this module’s Apple illustration, we recorded inven- __ their financial 

tory as a purchase even though no cash was paid, and we recognized the sale as revenue even though no _ statement effects. 

cash was received. Both of these transactions reflect accrual accounting. Some accounting adjustments 

affect the balance sheet alone (as with purchasing inventory on account). Other adjustments affect the 

balance sheet and the income statement (as with selling inventory on account). Accounting adjustments 

can affect asset, liability or equity accounts, and can either increase or decrease net income. 

Companies make adjustments to more accurately report their financial performance and condition. 

For example, employees might not have been paid for wages earned at the end of an accounting period. 

Failure to recognize this labor cost would understate the company’s total liabilities (because wages 

payable would be too low), and would overstate net income for the period (because wages expense 

would be too low). Thus, neither the balance sheet nor the income statement would be accurate. 

Accounting adjustments yield a more accurate presentation of the economic results of a company 

for a period. Despite their generally beneficial effects, adjustments can be misused. Managers can use 

adjustments to bias reported income, rendering it higher or lower than it really is. Adjustments, if mis- 

used, can adversely affect business and investment decisions. Many recent accounting scandals have 

resulted from improper use of adjustments. Although outsiders cannot directly observe companies’ spe- 

cific accounting entries, their impact can be detected as changes in balance sheet and income statement 

accounts. Those changes provide signals for financial statement analysis. Consequently, understanding 

the accrual process will help us know what to look for as we analyze companies’ financial reports. 

Exhibit 3.2 identifies four general types of accounting adjustments, which are briefly described below. 

Prepaid expenses Prepaid expenses reflect advance cash payments that will ultimately become ex- 

penses. An example is the payment for radio advertising that will not be aired until sometime in the future. 

Unearned revenues Unearned revenues reflect cash received from customers before any services 

or goods are provided. An example is cash received from patrons for tickets to an upcoming concert. 

Accrued expenses Accrued expenses are expenses incurred and recognized on the income state- 

ment, even though they are not yet paid in cash. An example is wages owed to employees who per- 

formed work but who have not yet been paid. 

3 Cash accounting recognizes revenues when cash is received and expenses when cash is paid. This is not acceptable account- 

ing under GAAP. However, small businesses that do not prepare financial reports for public investors and creditors sometimes 

use cash accounting. 
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Accrued revenues Accrued revenues are revenues earned and recognized on the income statement, 

even though cash is not yet received. Examples include sales on credit and revenue earned under a 

long-term contract. 

EXHIBIT 3.2 Four Types of Accounting Adjustments 

Cash is paid or received Cash is paid or received 

# before expenses or after expenses or 

revenues are recognized | revenues are recognized 

The remainder of this section illustrates how Apple’s financial statements would reflect each of 

these four types of adjustments. 

Prepaid Expenses (Assets) 

Assume that Apple pays $200 to purchase time on MTY for future iPod ads. Apple’s cash account 

decreases by $200. Should the $200 advertising cost be recorded as an expense when Apple pays 

MTV, when MTV airs the ads, or at some other point? Under accrual accounting, Apple must record 

an expense when it is incurred. That means Apple should expense the cost of the ads when MTV airs 

them. When Apple pays for the advertisement, it records an asset; Apple “owns” TV time that will 

presumably provide future benefits when the ads air. In the interim, the cost of the ads is an asset on 

the balance sheet. Apple’s financial statement effects template follows for this transaction. There is a 

decrease in cash and an increase in the advertising asset, titled prepaid advertising, when the ad time is 

paid for. At period-end, $50 of advertisements had aired. At that point, Apple must record an account- 

ing adjustment to reduce the prepaid advertising account by $50 and transfer the cost to the income 

statement as advertising expense. 

Balance Sheet . Income Statement 
Sse RE rena Ul eee aed Ad CS Seabees teas iNeed ON 

Cash Noncash __Liabil- Contrib. “ Earned E Rev-. . Expen=.2) | Net 

Transaction Asset Assets ities Capital Capital | enues ses ~ Income 
PPBA 200 

Gash 200 Pay $200 \ 

PPDA cash in ad- —200 +200 ) 

200 Cash Prepaid — / =a = 

Cash Ve) for ad Advertising ( 
200 time \ 

AE 50 ; \ ee eae 

PPDA 50 \ oe Record $50. —50 =50 +50 
——a SC COS! OH Ge! llr Prepaid = Retained ) — Advertising == —50 

PPDA time Advertising Earnings } Expense 

Unearned Revenues (Liabilities) 

Assume that Apple receives $400 cash from a customer as advance payment on a multi-unit iPod sale 
to be delivered next month. Apple must record cash received on its balance sheet, but cannot recognize 
revenue from the order until earned, which is generally when iPods are delivered to the customer. Un- 
til then, Apple must recognize a liability called unearned or deferred revenue that represents Apple’s 
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obligation to fulfill the order at some future point. The financial statement effects template for this 

transaction follows. 

7 Transaction 

Receive 

$400 cash in 

advance for 

iPod sale 

Cash ~Noncash _ 
Asset Assets _ 

+400 
Cash 

Balance Sheet 

Liabil- Contrib. 

ities | ‘Capital 

+400 
=  Unearned 

Revenue 

Earned 

Capital 

/ / 
\ \ 

Net 

Income 

Assume that Apple delivers the iPods a month later (but still within the fiscal quarter). Apple must rec- 

ognize the $400 as revenue at delivery because it is now earned. Thus, net income increases by $400. 

The second part of this transaction is to record the cost of the iPods sold. Assuming the cost is $150, 

Apple reduces iPod inventory by $150 and records cost of goods sold by the same amount. These ef- 

fects are reflected in the following template. 

Balance Sheet Income Statement 

Cash _ Noncash __Liabil- Contrib. Earned Net 
Transaction Asset Assets ities Capital Capital . Income 

Deliver $400 \ : —400 +400 
of iPods paid =  Unearned Retained 7 pie = +400 
in advance Revenues Earnings c mee 

\ 

Record $150 —~150 = 150 \ +150 
cost of $400 Inventory = Retained ) — Costof == —150 
iPod sale Earnings z. Goods Sold 

Accrued Expenses (Liabilities) 

Assume that Apple’s sales staff earns $100 of sales commissions this period that will not be paid until next 

period. The sales staff earned the wages as they made the sales. However, because Apple pays its employees 

twice a month, the related cash payment will not occur until the next pay period. Should Apple record the 

wages earned by its employees as an expense even though payment has not yet been made? The answer is 

yes. The expense recognition principle requires Apple to recognize wages expense when it is incurred, even 

if not paid in cash. It must record wages expense incurred as a liability (wages payable). In the next period, 

when Apple pays the wages, it reduces both cash and wages payable. Net income is not affected by the cash 

payment; instead, net income decreased in the previous period when Apple accrued the wage expense. 

Balance Sheet L Income Statement 

Cash Noncash ___Liabil- Contrib. Earned fp Rev- Expen- _ — Net 
Transaction Asset Assets _ities Capital Capital _ enues ses Income 

\ 

Current pe- 4400 —100 \ +100 
Hed incur = Wages Retained / — Wages == —100 

$4 00 of wages Payable Earnings ; Expense 

not yet paid \ 
aes if 

Next period: | 
Pay $100 cash —100 na ae = - 
for accrued Cash = / oF 

wages 
Payable 

As another example of accrued expenses, assume that Apple rents office space and that it owes $25 

in rent at period-end. Apple has incurred rent expense in the current period and that expense must be 

recorded this period. Failing to make this adjustment would mean that Apple’s liabilities (rent payable) 

3-10 

Cash 400 

UR 400 

Cash 

400 
UR 

400 

150 



RNTE 25 

RNTP 

RNTE 

25 
RNTP 

Module 3 | Accounting Adjustments and Constructing Financial Statements 

25 

400 

would be understated and its income would be overstated. The entry to record the accrual of rent ex- 

pense for office space follows. 

Income Statement Balance Sheet 

Net 
Bh 

jo Rev- __ Expen- Cash Noncash ___Liabil- Contrib. Earned aes 

Transaction Asset Assets _ities Capital Capital | enues ses Income 2 = 

Incur $25 of ALBIR — ys \ 495 

rent not yet Rein Retained 7 — ite  =2 
paid Payable Earnings ( Expense 

el re Te Cares he " EEE = — 

Accrued Revenues (Assets) 

Assume that Apple delivers iPods to a customer in Boston who will pay next quarter. The sales price 

for those units is $500 and the cost is $400. Apple has completed its revenue earning process with this 

sale and must accrue revenue from the Boston customer even though Apple received no cash. Like all 

sales transactions, Apple must record two parts, the sales revenue and the cost of sales. The financial 

effects template for this two-part transaction follows. 

Balance Sheet E Income Statement 

Cash , Noncash _ Liabil- | Contrib. , Earned i 7 Net 
Transaction Asset Assets ities Capital Capital \ - enues ses Income 

Sell $500 +500 +500 ; +500 
of iPods on Accounts == Retained / Sales — = +500 
credit Receivable Earnings Z 

Record $400 —400 —400 \ +400 
cost of $500 Inventory = Retained \ — Costof == —400 
iPod sale Earnings ; Goods Sold 

Summary of Accounting Adjustments 
Adjustments are an important part of the accounting process and are crucial to accurate and informa- 

tive financial accounting. It is through the accruals process that managers communicate information 

about future cash flows. For example, from accrual information, we know that Apple paid for a 

resource (inventories) that it has not yet sold. We know that suppliers have money owed to them (ac- 

counts payable) but Apple won’t pay them until a future period. We know that revenues have been 

earned but cash is not yet received (accounts receivable). Those accruals tell us about Apple’s past 

performance and, perhaps more importantly, about Apple’s future cash flows. When used properly, 

accruals convey information about the past and the future that is useful in our evaluation of company 
financial performance and condition. Thus, we can use accrual information to more precisely value 
companies’ equity and debt securities. 

Not all managers are honest; some misuse accounting accruals to improperly recognize revenues 
and expenses. Abuses include accruing revenue before it is earned; and accruing expenses in the 
wrong period or in the wrong amount. These actions are fraudulent as they deliberately overstate or 
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understate revenues and expenses and, thus, reported net income is incorrect. Safeguards against this 

type of managerial behavior include corporate governance systems (internal controls, accounting 

policies and procedures, routine scrutiny of accounting reports, and audit committees) and external 

checks and balances (independent auditors, regulatory bodies, and the court system). Collectively, 

these safeguards aim to protect interests of companies’ internal and external stakeholders. When 

managers abuse accounting systems, tough and swift sanctions remind others that corporate malfea- 

sance is unacceptable. Videos of police officers leading corporate executives to jail in handcuffs (the 

infamous “perp walk”) send that message. 

RESEARCH INSIGHT | 

Researchers use accounting accruals to study the effects of earnings management on financial 

accounting. Earnings management is broadly defined as the use of accounting discretion to dis- 

tort reported earnings. Managers have incentives to manage earnings in many situations. For 

example, managers have tendencies to accelerate revenue recognition to increase stock prices 

prior to equity offerings. In contrast, other research shows that managers decelerate revenue 

recognition to depress stock prices prior to a management buyout (where management repur- 

chases common stock and takes the company “private”). Research also shows that managers 

use discretion when reporting special items to either meet or beat analysts’ forecasts of earnings 

and/or to avoid reporting a loss. Not all earnings management occurs for opportunistic reasons. 

Research shows that managers use accruals to communicate private information about future 

profitability to outsiders. For example, management might signal future profitability through use 

of income-decreasing accruals to show investors that it can afford to apply conservative account- 

ing. This “signaling” through accruals is found to precede stock splits and dividend increases. In 

sum, we must look at reported earnings in conjunction with other earnings quality signals (such 

as levels of disclosure, degree of corporate governance, and industry performance) to interpret 

information in accruals. 

Trial Balance Preparation and Use 

After Apple records all of its transactions, it must prepare financial statements so it can assess its finan- 

cial performance and condition for the quarter. The following template shows a summary of Apple’s 

transactions thus far. 

The first step in preparing financial statements is to prepare a trial balance, which is a listing of 

all accounts and their balances at a point in time. Its purpose is to prove the mathematical equality of 

debits and credits, provide a useful tool to uncover any accounting errors, and help prepare the financial 

statements. To prepare a trial balance we compile a listing of accounts and their balances, we determine 

whether that balance is a debit or credit, and then we check to ensure that the total of all debit balances 

equals the total of all credit balances. (If those totals do not agree, then an accounting error has occurred 

that must be identified and corrected.) The accounting adjustments at period-end, discussed earlier in this 

module, are set in dark green font. 

O32 Explain and 

construct the trial 

balance. 
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Balance Sheet : be Income Statement — 

Cash Noncash __Liabil- Contrib. Earned Rev-— = _ Expen- Net 

Transaction Asset Assets ities Capital Capital enues 8 ses Income 

Cash 300 

cs 300 Issue stock +300 +300 
== for $300 Cash — Common J = = 

cs cash Stock 

300 pe tet Se wate m2 ae i Se P pe ee Eero EO CE Oe 

INV 2,000 \ 
Purchase 

at INV oS $2 000 of +2,000 +2,000 

ac ne ‘ Inventory = Accounts = — 

nue iPods on Payable 
——| am eleellt 
Ae = Coe tbc oun tae Nee ee ae ee RES tec Gy dence eee cee eer 

ee 700 Sell $700 +700 +700 +700 
=a of iPods on Accounts = Retained Sales — = +700 

Sales credit Receivable Earnings 

coGS 600 oe ae pes ie ar hd We re oF oo a nan na ann nnn nn a a nn nn enn nnn nnn nn an = IRB = = = enn nn nn nnn nnn 

Deas. Bee eeOe ~600 ~600 +600 
an cost of $700 Inventory = Retained — Costof == —600 

INV iPod sale Earnings Goods Sold 

600 : 
DIV 50 

Cash 50 Pa 
DIV y va —50 —50 

Seu BCoSCs = = = 
50 “Ach Cash oni Dividends | = 
Cash dividends | 

50. sein oe es, sere): ister gs Preity a ec) ec eR CT Se 

PPDA 200 
Cash 209 Pay $200 4200 

PPDA cash in —200 aa — = 
ae advance for Cash Re eee 7 a 

i eel whine 
AE 50 paar SoBe ek 2 oe eR Pan ol hb eas Sele as bie RPS ee des FEZ as Sect A ee Re 

ae °° Record $50 5x0) 50) +50 
Sy cost of ad air Prepaid — Retained — Advertising = —50 

PPDA time Advertising Earnings Expense 

50 Beceaeeee saws Ze 

Cash 400 : 
as AooRe Cele ee 

Cash $400 cash in bat al : 2 a) 
200 T advance for =i = 

icon aodisale 
UR 400m | = Bae a 

Sales 400 Deliver 

UR $400 of —400 +400 +400 
400 : LAER =  Unearned Retained / Sales — = +400 

Sales iPods paid in Revenue Earnings } 
400 advance / 

COGS 150 a - ete Fe YR AT  e POee a ? SS ee 

iM aaiee 198 Record $1 50 —150 2150 +150 

ag bs HOSE Oneabe Inventory = Retained —ljCost atthe pie 150 
INV iPod sale Earnings Goods Sold 

150 
WE 100 

WE ne 100 Incur $100 +4100 —100 +100 

sn of wages not = Wages Retained = “Wages = —100 
WP. yet paid Payable Earnings Expense 

100 
RNTE 25 | 

RNTP 25 Incur $25 of 495 —95 A +95 
BITE rent not yet = ~—s— Rent Retained =, _ Rent ss -—25 
ae paid Payable Earnings | Expense 

25 - | 
AR 500 

Sales 500 Sell $500 +500 +500 | +500 
a of iPods on Accounts == Retained ] Qase = +500 

Soh sae credit Receivable Earnings ) 

eel 500 : ee... : aah are 
cee 400 oe Bacorc | 

coas $400 cost ie: —400 ( +400 

ae ia conn: oer or 
ig (Woe! Selle ; 

Total 450 +2200) = 226 i  c00 anes bi 1,600 — 1,325 = 275 
Entries for transactions involving accounting adjustments are set in dark green font. 



Module 3 |! Accounting Adjustments and Constructing Financial Statements 

The trial balance for Apple, which we assume to be as of December 31, 2012, follows. 

LAVEMLORVat tame eee eeee RT Wp c, rot ere ta cectacntach al eaten ctce Seca the 850 

RrepaidiadVvertisinGameamimany  mtain seer aiaciceracttens tarciseaey. 150 

Accountsipayablesewrm vies y steattn amines erin eae ate $2,000 

AA Ya [etsy oy= Wfclel(ehs. cc ss stern Bilae werent an er oat opment Rese Reon sa RAN ain Poa 100 

ont Pavabloimune sc ars een Gas cede ee AACR: cE ae leer 25 

WiGarneGduievenucs appre seer acces nee rha nce ata sae 0 

Gomimon:stockipy ye ro ek ae. CRE REAR. in Sckodie dunes 300 

DIVIGON CS parse generat a vetontinererere crs bine aaseo arn eee ackaun a ee 50 

SAlOS Se cwae pep tate couahine cep oes an Ovens h diowertns 8 remeber tng imrep ete ota 1,600 

COSHOmgoods;Soldie. ae pe tewsy eet rieced aR ie Por setae nays oneness 1,150 

VV AGOSTIOX DCMS Cmeeariea et cia wet cshe rete tie erie eee ra 100 

ACVErtISINGreXPENSE naecnaes crore ne seas erento oes ceahstonn «tae 50 

RentsexPense seein weer ceteas itn. arene mete heretic coerce ceem Zo) 

FTOtASi meres eee dah rey dee ene hn Leh ST oy a Bee ott $4,025 $4,025 

The trial balance amounts consist of the ending balance for each of the accounts. For the Apple il- 

lustration, we total all transactions for each account listed in the template. To illustrate, cash has an 

ending balance of $450 ($300 — $50 — $200 + $400). Also, because cash is an asset (which is on 

the left-hand side of the balance sheet), it normally has a debit balance (which is on the left-hand side 

of the T-accounts). We can confirm the ending cash debit balance by totalling each of the cash T-ac- 

count entries. Liabilities and equity accounts normally have credit balances (because they are on the 

right-hand side of the balance sheet), and we can confirm these ending credit balances by referring to 

individual account balances in the template. (See that Apple’s trial balance includes all of the income 

statement accounts as well as the dividend account, but it does not include the retained earnings ac- 

count from the financial statement effects template. This is because the template updates retained 

earnings immediately for each transaction. If we did include both the income statement accounts 

and retained earnings, we would double count all income statement transactions. Most companies’ 

accounting systems do not update retained earnings immediately, which means the retained earnings 

balance [on the trial balance] is the beginning balance, which for our Apple example is zero.) 

The trial balance shows total debits equal $4,025, which equals total credits. Accordingly, we 

know that all of the template transactions balance. We do not know, however, that all required journal 

entries have been properly included, or if Apple recorded entries that it should not have. 

Precisely speaking, the trial balance above is an adjusted trial balance, prepared after all ac- 

counting adjustments have been recorded. In practice, we will also encounter an unadjusted trial 

balance, which is a trial balance prepared before the accounting adjustments are recorded. For the 

Apple example here, we show the following spreadsheet that contains the unadjusted and adjusted 

trial balances, along with middle columns containing the accounting adjustments. Remember that 

financial statements are prepared from the adjusted trial balance. 

3-14 
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i.O4 Construct 

financial 

statements from 

the trial balance. 

IFVENtOry Sakot once Ran se eis Aue aren ere ue tne mele 1,250 $ 400 850 

Prepaid advertising terriers terror meester haters 200 50 150 

NECOUIMSIOENEIN Gn oa doocrcccuscqudectonore: $2,000 $2,000 

Wages payables sane vit ameersa tat ce gensia satel seit 0 100 100 

Rent: payable wcwcccaees tent yam ero eucy-usmenere ces eset 0 25 25 

UNeanNEGIEVEMUCS He pence sietenmycnel ste raureusetemen- ay 0 0 

COMMON StOCKeawr sa tuesc ci testes ce eames neta 300 300 

DIVIDERS maw ie ceo nce A rons mv cate sete meno 50 50 
Sales Gg se eles, votes eo nyere Ste oeheomnts Rear a Mesucec CEs 1,100 500 1,600 

COStWOlQOOdS’SOlGs tees aetna eesent as 750 400 1,150 

WAGES :EXDEMSC ance ce coerecn semper cos cee ates seana 0 100 100 

AGVertiSING'exXOCMSC cries eee ceventt errs ester 0 50 50 

Rentiexpenses een astaveine oer ieee ery ere eras 0 25 2S, 

Ot AllS meee a eect ge ves attra snisnteat cee et ee aici ge $3,400 $3,400 Gre  SilOrs $4,025 $4,025 

MID-MODULE REVIEW 2 

Refer to the transactions in Mid-Module Review |. Assume that Symantec Corporation has the following two 

additional transactions (a and b) and four accounting adjustments (1 through 4). 

a. Symantec pays $100 cash for current and future periods’ rent of VoIP software. 

b. Symantec receives $500 cash in advance from a client for consulting services. 

1. As of period-end, Symantec had incurred rent expense of $30; $70 of the prepayment remains for future 

periods. 

2. As of period-end, Symantec had earned $80 of the $500 paid in advance for consulting services. 

3. Symantec employees earn $40 in wages that will not be paid until the next period. 

4. Symantec provides $150 of services revenue but has not yet billed the client. 

Required 
Record each of the two accounting transactions and four adjustments using the financial statement effects template. 

Also record the journal entry for each in the margin and post each entry to T-accounts. Prepare a trial balance spread- 

sheet that contains columns for the unadjusted and adjusted trial balances and for the accounting adjustments. The 

unadjusted trial balance should reflect those transactions for Symantec from Mid-Module Review 1 and the two 

transactions a and b above. 

The solution is on page 3-36. 

FINANCIAL STATEMENT PREPARATION 

Financial statement preparation involves working with the accounts in the adjusted trial balance to 

properly report them in financial statements. There is an order to financial statement preparation. First, 

a company prepares its income statement using the income statement accounts. It then uses the net 

income number and dividend information to update the retained earnings account. Second, it prepares 
the balance sheet using the updated retained earnings account along with the remaining balance sheet 

accounts from the trial balance. Third, it prepares the statement of stockholders’ equity. Fourth, it pre- 
pares the statement of cash flows using information from the cash account (and other sources). 

Income Statement 

Apple’s income statement follows. Apple’s trial balance reveals four income statement accounts. Those 
income statement accounts are called temporary accounts because they begin each accounting period 
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with a zero balance. Apple’s income statement also includes a line for gross profit because that subtotal 

is important to evaluate manufacturers’ performance and profitability. Income for this quarterly period 

is $275 (we ignore taxes in this illustration). 

CHOSS ONOIs 5 scan oooooe 

Wages expense ........ 

Advertising expense..... 

Rent expense.......... 

Net incomes arenie: teenie 

2 GAPPLE. 25 
4 IncomeStatement = 

Pal OU Slides Deveber stag 

Retained Earnings Computation 
Apple updates its retained earnings balance at period-end using income from the income statement and 

the dividend information from its trial balance. (For simplicity, we assume retained earnings is zero at 

the beginning of this period). This computation follows. 

7 APPLE 
_ Retained Earnings Computation _ 
For Quarter Ended December 31, 2012 _ 

Retained earnings, beginning of period......... 3 @ 

Add: Netiincomes(loss): few on craven ere PAs) 

Deduche DividendSar nm cunuus me ma aciiheee a angep 50 

Retained earnings, end of period.............. $225 

Balance Sheet 

Once Apple computes the ending balance in retained earnings, it can prepare its balance sheet, which 

follows. Balance sheet accounts are called permanent accounts because their respective balances carry 

over from one period to the next. For example, the cash balance at the end of the current accounting 

period (ended December 31, 2012) is $450, which will be the balance at the beginning of the next ac- 

counting period (beginning January 1, 2013). 

APPLE 

Balance Sheet 
December 31, 2012 

Assets 

Gash apm TM ackee sea ae ata resareenee Sein neat ae $ 450 

AccountsireceiVablesna adacanh madera errs « 1,200 

INVSNItOnyaeemenenan hareteuen pena cueltiefentt ect ec) auch «penne 850 

RrepaiciadvertiSinG arm amnccnsrcuatrer-ieesiacesrete acters 150 

HOLAASSOLS eee ee aye Moet e eee hata: onal $2,650 

Liabilities and Stockholders’ Equity 

Liabilities 

ACCOUNTS DA VADIC urs: miter mutilate creas = $2,000 

Wades! DaVablOntenpenenderratagac a © ailencrs i rsieiue to. 100 

Rentipayable tant ernvan seta tous sep efits 5:25 <p oes 25 

ew NEMS, bon oe oc wes SE gents Ge aoe 2,125 

Stockholders’ equity 

GOMIMONISTOC Amer acusite ce eee sence cetera aacety 300 

RetainedseanhingSeeerme cts stil. ccc es 225 

Wortell SOC NNCICIES eUlY sescnnoseennauone 525 

Total liabilities and stockholders’ equity....... $2,650 

3-16 
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Statement of Stockholders’ Equity 

Apple uses the information pertaining to its contributed capital and earned capital categories to prepare 

the statement of stockholders’ equity, as follows. 

Beginning balance ............. $ 0 $ 0 $ 0 

Sie ISSUENMCG onan ccarened aac 300 300 

Netincomer(OSS)/eeaentemst ier nn: 275 275 

DIVIGENdS Santrraret on ant momen (50) (50) 

Ending balance............-.-. $300 $225 $525 

Statement of Cash Flows 

The statement of cash flows summarizes the cash-based transactions for the period and reports the sources 

and uses of cash. Each cash transaction represents an operating, investing, or financing activity. 

Direct Method Presentation 
To prepare the statement, Apple uses the Cash column of the financial statement effects template, 

see above. The following cash flow statement for Apple is based on the direct method for reporting 

operating cash flows. During the current period, Apple’s cash increased by $450. Its increase in cash 

consists of a $200 net cash inflow from operating activities plus a $250 net cash inflow from financing 

activities. There were no investing activities during this period. 

Statement of Cash caus (Direct Method) _ 
For Quarter Ended December 31, 2012 

Onerng activities 

Receipts from sales contracts .............. $400 

PWNS TOF GONE) oc ee ao Aor vee (200) 

Net cash flows from operating activities ...... 200 

Investing activities 

Net cash flows from investing activities....... 0 

Financing activities 

ISSUEINCS Oi COMMA SHOES ace vcs cscs ncvane 300 

Ravinentoncashicivic CG Saitan lili aas (50) 

Net cash flows from financing activities....... 250 

ING CNC IMCBAM cancoonoacusonoaououne 450 

CeIn, loeLe [ATA] CH OVNMOC) os one deoenounene 6) 

(Geen. CHChGy WUC wl wc acta cote wan wanoegec $450 

In practice, preparing a statement of cash flows is more complicated. Companies can have millions of 

transactions in the cash account and the task of classifying each transaction as operating, investing or 

financing would be costly and time-consuming. Instead, companies prepare the statement of cash flows 

using the current income statement and the balance sheets for the current and prior periods. The basic 
approach is to adjust net income to arrive at net cash flows from operating activities (the so-called indi- 
rect method) and then review changes in balance sheet accounts (by comparing the opening and ending 
balances) to arrive at net cash flows from investing and financing activities. 
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Indirect Method Presentation 
There are two methods to display net cash flows from operating activities: the direct method and the 

indirect method. Both methods report the same net operating cash flow, the only difference is in pre- 

sentation. Companies can choose which method to follow. Apple’s simplified statement of cash flows 

above, is an example of the direct method. However, the indirect method is, by far, the most widely 

used method in practice today (over 98% of public companies use it). The indirect method computes 

operating cash flows indirectly by adjusting net income using the following format. 

Adjustments for 

noncash revenues, 

expenses, gains 

and losses 

NEtINCOMG tener rea isc p eee petra i een ee rate ere 

Addudepreciation:expenSeuamen mime an seit rsren stl: 

Adjust for changes in current operating assets......... 

Subtract increases in current operating assets ....... 

Add decreases in current operating assets .......... 

Adjust for changes in current operating liabilities ....... 

Add increases in current operating liabilities ......... 

Subtract decreases in current operating liabilities ..... 

Adjustments 

for changes in 

noncash current 

operating assets 

and current operat- Net cash flow from operating activities ............... 

ing liabilities 

Net income is first adjusted for noncash expenses such as depreciation and amortization, and is then 

adjusted for changes during the year in current operating assets and current operating liabilities to 

yield cash flow from operating activities, or cash profit. The depreciation adjustment merely zeros out 

(undoes the effect of) depreciation expense, a noncash expense, which is deducted in computing net 

income. The following table provides brief explanations of adjustments for receivables, inventories, 

and payables and accruals. 

S Changein oo Which requires this adjustment 
account ~ a 2 ee to neti income to yield cash — 
balance... Means that . ee 5 _ profit. . = S = 

Sales and net income increase, on Deduct increase in receivables from 

increase cash is not yet received net income 
Receivables ; ; ; , ; 

More cash is received than is reported Add decrease in receivables to net 

Decrease in sales and net income income 

sinh Cash is paid for inventories that ai are e not. Deduct increase in inventories from 

Increase yet reflected in cost of goods sold net income 
Inventories : ; rahe : 

Cost of goods sold includes inventory Add decrease in inventories to net 

Decrease costs that were paid for in a prior period income 

os. th More goods and services are acquired Add increase in payables and 
ncrease Payables on credit, delaying cash payment accruals to net income 

and More cash is paid than that reflected Deduct decrease in payables and 

accruals Decrease in cost of goods sold or operating accruals from net income 

expenses 

It is also helpful to use the following decision guide, involving changes in assets, liabilities, and equity, 

to understand increases and decreases in cash flows. 

Cash flow increases from Cash flow decreases from 

ANSSCISS A een eet ee ret tetas Account decreases Account increases 

Liabilities and/equitya.->.:..-.--. Account increases Account decreases 

3-18 
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Using this decision guide, we can determine the cash flow effects of the income statement and balance 

sheet information and categorize them into the following table for our Apple illustration. 

‘FinancialElement = =~=~— Change’ —«SourceorUse = Cash FlowEffect Classification on S 

Current assets 

Accounts receivable........ + $1,200 Use $(1 ,200) Operating 

INnVENtOnyieeee sapeeel- ciel ener + 850 Use (850) Operating 

Prepaid advertising......... + 150 Use (150) Operating 

Noncurrent assets 

Lil ed mheivey conn sete OMRE ORONO Ne 0 0 Investing 

Accumulated depreciation ... Neither 0* Operating 

Current liabilities 

Accounts payable.......... + 2,000 Source 2,000 Operating 

Wages payable............ + 100 Source 100 Operating 

Rent payable.............. + 25 Source 25 Operating 

Long-term liabilities .......... 0 0 Financing 

Stockholders’ equity 

Comimonistockeuwneetna rn: + 300 Source 300 Financing 

Retained earnings 

INEWINGCINS oaacacaneceac + 275 Source PHS) Operating 

DividendSmsancueatearesur + 50 Use (50) Financing 

Total (net cash flow).......... $ 450 

*Depreciation expense for the period, if present, is added to net income in computing cash flows from operating activities. 

Increases in the three current operating assets reflect a use of cash, and are subtracted in the operat- 

ing section of the statement of cash flows. Increases in noncurrent PPE assets also reflect a use of 

cash, which are classified as an investing activity. An increase in accumulated depreciation reflects the 

recording of depreciation expense in the income statement, which is a noncash expense that must be 

zeroed out (with an addition to net income) to yield cash profit. Increases in the three current operating 

liabilities reflect sources of cash, and are recorded as positive amounts in the statement of cash flows. 

Soe APPLE 

__ Statement of Cash Flows (Indirect Method) 

_ For Quarter Ended December 31, 2012 

Operating activities 

NGtINCOMCs para ac miertae: Genera auc ecg Roe ee S 276s 

Depreciation and other noncash expenses ..... 0 

Increase in accounts receivable.............. (1,200) 

Ae SENIMIOMENMUOMISES 5 ae coe noodconescenduc (850) 

Increase in prepaid advertising............... (150) 

Increase in accounts payable................ 2,000 

Increase in wages payable.................. 100 

INncreaserinitent| Payal Slmvare sista enn rena 25 

Net cash flows from operating activities ......... 200 

Investing activities 

Net cash flows from investing activities.......... 0) 

Financing activities 

KSSUFETNCS) Oh) OVAMIANONM SUCIK oc co aocaGasoae: 300 

PENAL: Cif alin GIMICIENNES - ance noeeceneasens- (50) 

Net cash flows from financing activities.......... 250 

INUNCI ELMO MIMER SM ago onus taomoseopamauaes 450 

CashmOeginning on PEkOG meni rae eee 0 

Cash# endiotipenioditrs. 1c a once ee eee $ 450 
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Issuance of common stock is a source of cash, and the payment of dividends to shareholders is a use 

of cash. Both of these are reflected in the financing section of the statement of cash flows. The financ- 

ing section also reflects any increases or decreases in borrowings as sources or uses, respectively. The 

increase in retained earnings, resulting from net income, is a source of cash, but it is reported as an oper- 

ating activity. (Components of the change in retained earnings, net income less dividends, are reflected 

in the statement of cash flows and, consequently, the change in retained earnings is already recognized.) 

The sum of these elements yields a net increase in cash of $450. This is the same result we obtained 

earlier using the direct method. To reiterate, the indirect method represents a different presentation of 

the operating section only of the statement of cash flows. The investing and financing sections are 

identical under the direct and indirect approaches. Reporting these elements by operating, investing 

and financing activities yields the familiar form of the statement of cash flows previously shown. 

Closing Process 

The closing process refers to “zeroing out” the temporary accounts by transferring their ending balances to 

retained earnings. Recall, income statement accounts— revenues and expenses—and the dividend account 

are temporary accounts because their balances are zero at the end of each accounting period; balance sheet 

accounts carry over from period to period and are called permanent accounts. The closing process is typi- 

cally carried out via a series of journal entries that successively zero out each revenue and expense account, 

and the dividend account, transferring those balances to retained earnings. The result is that all income 

statement accounts and the dividend account begin the next period with zero balances. The balance sheet 

accounts do not need to be similarly adjusted because their balances carry over from period to period. Recall 

the scoreboard analogy. 

Our financial statement effects template makes the closing process unnecessary because the tem- 

plate updates retained earnings with each revenue and expense entry. The arrow that runs from net 

income to retained earnings (part of earned capital) highlights the continual updating. To illustrate, 

recall the following entries that reflect Apple’s initial sale of iPods on credit. 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned i Expen- _ ~ Net 
Transaction Asset Assets _ities Capital Capital ; enues ses Income 

Sell $700 +700 +700 \ +700 
of iPods on Accounts = Retained / Sales — = +700 
credit Receivable Earnings é 

Record $600 —600 -600 | +600 
cost of $700 Inventory = Retained | — Costof == —é600 
iPod sale Earnings / Goods Sold 
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OS Describe the 

closing process. 

Sales of $700 increase net income by $700, which the template immediately transfers to retained earn- 

ings. Likewise, cost of goods sold reduces net income by $600, and this reduction is immediately 

carried to retained earnings. Consequently, the financial statement effects template always reports an 

updated retained earnings, making the closing process unnecessary. 

It is important to distinguish our financial statement effects template from companies’ accounting 

systems. The financial statement effects template and T-accounts are pedagogical tools that represent trans- 

actions’ effects on the four financial statements. The template is highly stylized but its simplicity is instruc- 

tive. In practice, managers use journal entries to record transactions and adjustments. The template captures 

these in summarized fashion. However, in practice, income statement transactions are not automatically 

transferred to retained earnings and retained earnings is not continuously updated. All companies perform 

the closing process— someone or some program must transfer the temporary account balances to retained 

earnings. Thus, it is important to understand the closing process and why companies “close” the books each 

period. We describe the mechanical details of the closing process in Appendix 3A. 

The entire accounting process, from analysis of basic transactions to financial statement prepa- 

ration to the closing process, is called the accounting cycle. As we discuss at the outset of this 

module and portray graphically in Exhibit 3.1, there are four basic processes in the accounting cycle. 

600 
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First, companies analyze transactions and prepare (and post) entries. Second, companies prepare 

(and post) accounting adjustments. Third, financial statements are prepared from an adjusted trial 

balance. Fourth, companies perform the closing process. The analysis and posting of transactions is 

done regularly during each accounting period. However, the preparation of accounting adjustments 

and financial statements is only done at the end of an accounting period. At this point, we have ex- 

plained and illustrated all aspects of the accounting cycle. 

MANAGERIAL DECISION | 

Assume that you learn of the leakage of hazardous waste from your company’s factory. It is esti- 

mated that cleanup could cost $10 million. Part 1: What effect will recording this cost have on your 

company’s balance sheet and its income statement? Part 2: Accounting rules require you to record 

this cost if it is both probable and can be reliably estimated. Although the cleanup is relatively cer- 

tain, the cost is a guess at this point. Consequently, you have some discretion whether to record it. 

Discuss the parties that are likely affected by your decision on whether or not to record the liability 

and related expense, and the ethical issues involved. [Answer 3-23] 

GLOBAL ACCOUNTING 
The way that accounting data are gathered and recorded does not differ across accounting standards. 

Thus, the accounting cycle in Exhibit 3.1 applies in countries using IFRS in the same manner as in the 

US. The difference is that companies create information systems that conform to the specific account- 

ing rules in that country. For example, the rules for recording research and development (R&D) costs 

are different in the U.S. vis-a-vis Germany. Thus, the U.S. and the German company would each tailor 

their accounting systems to properly record R&D costs so that each company’s financial statements 

comply with their respective countries’ accounting standards. The accounting cycle of each company 

still involves transactions and adjustments and a closing process. The result is that identical R&D ex- 

penditures are classified differently and the resulting financial statements diverge. 

Large multinational companies often have subsidiaries in different countries. If a U.S. company 

has a foreign subsidiary, the foreign laws often require a domestic set of financial statements for tax, 

regulatory, banking, or other purposes. For example, Apple’s 2011 10-K reports that it has two for- 

eign subsidiaries, Apple Sales International and Apple Operations International, both incorporated in 

Ireland where IFRS is used. Both subsidiaries must prepare IFRS financial statements to file with the 

Irish Revenue Commission (the Irish equivalent of the IRS). During the closing process of the ac- 

counting cycle, Apple Inc. (the U.S. parent) must consolidate the two Irish subsidiaries, which means 

that all assets and liabilities of the two Irish subsidiaries are included on Apple Inc.’s balance sheet. 

Similarly, all of the revenues and expenses of the two Irish subsidiaries are included on Apple Inc.’s 

income statement. It would not be appropriate for a simple summing of accounts because of differ- 

ences between IFRS and U.S. GAAP. Instead, Apple Inc. must convert IFRS financial statements to 

U.S. GAAP equivalent (as well as convert euros to U.S. dollars). To accomplish this, Apple Inc. might 

keep two sets of accounting records for subsidiaries, one set in GAAP and the other in IFRS. This is 

not as complicated as it might seem. Companies like Apple use sophisticated computer accounting 

systems and enterprise resource planning (ERP) systems that are capable of supporting multiple sets 
of accounting standards. 

MODULE-END REVIEW 

Refer to the transactions in Mid-Module Reviews | and 2. From those transactions, assume that Symantec Cor- 
poration prepares the following adjusted trial balance. Also assume its transactions are for the quarter ended 
December 31, 2012. 
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Cashirrbaetel asst cent apa siete $3,280 

Accounts receivable............ 350 

MAMETC TR tein etter iidioediatamichamss 700 

Rrepalcirentaeemrnt eames tare 70 

INGCOWIONS (OEWEISNEY, «ono one boanos $ 600 
Wages payable waenerme. 4... ene 40 

Unearned revenues ............ 420 

COMO GOO: so cnoonaubemnus 3,000 

DIVIGGNdSea seas Cemeic enee on 20 

Sales eee Mery seers ees 730 

COSHONGOOdS SO] Cane ane 300 

Wages expense .............5- 40 

RentwexpenSeaa tame seers 30 

OtalS ce trts ieee cme ae ant oes $4,790 $4,790 

Required 
Prepare Symantec’s income statement (including a separate retained earnings computation), statement of stockhold- 

ers’ equity, balance sheet, and statement of cash flows. 

The solution is on page 3-37. 

APPENDIX 3A: Closing Process Using Journal Entries 

The idea of the closing process is to zero out all temporary accounts—all the income statement accounts and any 

dividend account. The balance in each temporary account is transferred to retained earnings leaving the temporary 

accounts with zero balances. That way, the temporary accounts are ready to capture transaction data for the next 

period. The closing process brings the retained earnings account up to date so that it accurately reflects the cur- 

rent period’s income statement activity and dividends so that the balance sheet can be prepared. To illustrate, let’s 

return to Apple’s income statement. 

GROSS DiOll teenyaee tee exc auerseiieas eae cc oh Gre ua hae 450 

WaGeS'OXPONSO nn sridebsetanage cere ok ioce ce sy taauec as 100 

Advertising: expenS@sinn..- soem ote. ae. terathe. 50 

BGriOXD CD SO iia ratecaan carer w tay kg adcay ony on aceon 25 

NEE INCOME pra tetera cree tere nr ner ema ale eet Sw275 

The closing process transfers the ending balances for each of these income statement accounts, to retained earn- 

ings. The dividend account is a temporary account and therefore, it also must be closed to retained earnings. The 

journal entries, and the related T-accounts, follow for this three-step process. 

1. Close all revenue accounts. 

3-22 



3-23 Module 3 | Accounting Adjustments and Constructing Financial Statements 

2. Close all expense accounts. 

50 50 

Apple must close one revenue account, four expense accounts, and a dividend account to retained earnings 

at the end of the period. The first closing entry transfers the $1,600 balance in the sales account to retained 

earnings. The closing entry debits sales for $1,600 (because the sales account has a $1,600 credit balance at 

period-end) and credits retained earnings. The second closing entry closes cost of goods sold ($1,150), wages 

expense ($100), advertising expense ($50), and rent expense ($25). The entry credits each of the expense ac- 

counts because their ending balances are debit balances. Third, the $50 dividend account balance is transferred 

to retained earnings. All the temporary accounts are now closed. 

Retained earnings, which began the period with a zero balance, now reports a balance of $225, which 

equals net income for the period less the dividends paid to shareholders. This is the balance Apple reports in 

the stockholders’ equity section of its balance sheet. Further, all of the income statement accounts (sales, cost 

of goods sold, wages expense, advertising expense, and rent expense) and the dividend account now show zero 

balances to begin the next period. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION [| 

Part 1: Liabilities will increase by $10 million for the estimated amount of the cleanup, and an expense in that amount 

will be recognized in the income statement, thus reducing both income and retained earnings (equity) by $10 mil- 

lion. Part 2: Stakeholders affected by recognition decisions of this type are often much broader than first realized. 

Management is directly involved in the decision. Recording this cost can affect the market value of the company, 

its relations with lenders and suppliers, its auditors, and many other stakeholders. Further, if recording this cost 

is the right accounting decision, failure to do so can foster unethical behavior throughout the company, thus 

affecting additional company employees. 
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Superscript “ denotes assignments based on Appendix 3A. 

DISCUSSION QUESTIONS 

Q3-1. 

Q3-2. 

Q3-3. 

Q3-4. 

Q3-5. 

Q3-6. 

Q3-7. 

Q3-8. 

Q3-9. 

Q3-10. 

Q3-11.4 

What does the term fiscal year mean? 

What is the purpose of a general journal? 

Explain the process of posting. 

What four different types of adjustments are frequently necessary before financial statements are 

prepared at the end of an accounting period? Give at least one example of each type. 

On January 1, Prepaid Insurance was debited for $1,872 related to the cost of a two-year premium, 

with coverage beginning immediately. How should this account be adjusted on January 31 before 

financial statements are prepared for the current month? 

At the beginning of January, the first month of the accounting year, the Supplies account (asset) had 

a debit balance of $825. During January, purchases of $260 worth of supplies were debited to the 

account. At the end of January, $630 of supplies were still available. How should this account be 

adjusted? If no adjustment is made, describe the impact on (a) the income statement for January, and 

(b) the balance sheet prepared at January 31. 

The publisher of Accounting View, a monthly magazine, received $9,720 cash on January | for new 

subscriptions covering the next 24 months, with service beginning immediately. (a) Use the financial 

statement effects template to record the receipt of the $9,720. (b) Use the template to show how the 

accounts should be adjusted at the end of January before financial statements are prepared for the 

current month. 

Refer to Question Q3-7. Prepare journal entries for the receipt of cash and the delivery of the 

magazines. 

Trombley Travel Agency pays an employee $475 in wages each Friday for the five-day work week 

ending on Friday. The last Friday of January falls on January 27. How should Trombley Travel 

Agency adjust wages expense on January 31, its fiscal year-end? 

The Basu Company earns interest amounting to $360 per month on its investments. The company 

receives the interest revenue every six months, on December 31 and June 30. Monthly financial 

statements are prepared. Which accounts should Basu adjust on January 31? 

What types of accounts are closed at the end of the accounting year? What are the three major steps 

in the closing process? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M3-12. Assessing Financial Statement Effects of Transactions (197%) /) 

DeFond Services, a firm providing art services for advertisers, began business on June 1. The following 

accounts are needed to record the transactions for June: Cash; Accounts Receivable; Supplies; Office 

Equipment; Accounts Payable; Common Stock; Dividends; Service Fees Earned; Rent Expense; Utilities 

Expense; and Wages Expense. Record the following transactions for June using the financial statement 

effects template. 

June 1 M. DeFond invested $12,000 cash to begin the business in exchange for common stock. 

2 Paid $950 cash for June rent. 

3. Purchased $6,400 of office equipment on credit. 

6 Purchased $3,800 of art materials and other supplies; the company paid $1,800 cash with 

the remainder due within 30 days. 

11 Billed clients $4,700 for services rendered. 

17. Collected $3,250 cash from clients on their accounts billed on June 11. 

19 Paid $3,000 cash toward the account for office equipment (see June 3). 

25. Paid $900 cash for dividends. 

30. ~= Paid $350 cash for June utilities. 

30 Paid $2,500 cash for June wages. 
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(/) M3-13. 

M3-14. 

M3-15. 

M3-16. 

M3-17. 

/) M3-18. 

Preparing Journal Entries and Posting *) 

Refer to the information in M3-12. Prepare a journal entry for each transaction. Create a T-account for 

each account, and then post the journal entries to the T-accounts (use dates to reference each entry). 

Assessing Financial Statement Effects of Transactions (© *) 

Verrecchia Company, a cleaning services firm, began business on April 1. The company created the 

following accounts to record the transactions for April: Cash; Accounts Receivable; Supplies; Prepaid 

Van Lease; Equipment; Notes Payable; Accounts Payable; Common Stock; Dividends; Cleaning Fees 

Earned; Wages Expense; Advertising Expense; and Van Fuel Expense. Record the following transactions 

for April using the financial statement effects template. 

April 1 R. Verrecchia invested $9,000 cash to begin the business in exchange for common stock. 

2 Paid $2,850 cash for six months’ lease on van for the business. 

3. Borrowed $10,000 cash from bank and signed note payable agreeing to repay it in one year 

plus 10% interest. 

4 Purchased $5,500 of cleaning equipment; the company paid $2,500 cash with the remainder 

due within 30 days. 

5 Paid $4,300 cash for cleaning supplies. 

Paid $350 cash for advertisements to run in the area newspaper during April. 

21 Billed customers $3,500 for services performed. 

23 Paid $3,000 cash toward the account for cleaning equipment (see April 4). 

28 Collected $2,300 cash from customers on their accounts billed on April 21. 

29 Paid $1,000 cash for dividends. 

30. Paid $1,750 cash for April wages. 

30 Paid $995 cash for gasoline used during April. 

Preparing Journal Entries and Posting (07) 

Refer to the information in M3-14. Prepare a journal entry for each transaction. Create a T-account for 

each account, and then post the journal entries to the T-accounts (use dates to reference each entry). 

Assessing Financial Statement Effects of Transactions and Adjustments (_o*. 2) 

Schrand Services offers janitorial services on both a contract basis and an hourly basis. On January 1, 

Schrand collected $20,100 cash in advance on a six-month contract for work to be performed evenly 

during the next six months. 

a. Prepare the entry on January | to reflect the receipt of $20,100 cash for contract work; use the 

financial statement effects template. 

b. Adjust the appropriate accounts on January 31 for the contract work done during January; use the 

financial statement effects template. 

c. At January 31, a total of 30 hours of hourly rate janitor work was performed but unbilled. The 

billing rate is $19 per hour. Prepare the accounting adjustment needed on January 31, using the 

financial statement effects template. (The firm uses the account Fees Receivable to reflect revenue 

earned but not yet billed.) 

Preparing Accounting Adjustments (10%, 2%) 

Refer to the information in M3-16. Prepare a journal entry for each of parts a, b, and c. 

Assessing Financial Statement Effects of Transactions and Adjustments (1.02) 

Selected accounts of Piotroski Properties, a real estate management firm, are shown below as of January 31, 

before any accounts have been adjusted. 

oe Debits  — Credits" 
Piejoztic! (MSWIAINCS ona coasauavunnondes $6,660 

SUPDUCS eaeeicc cer came etc emer ee 1,930 

Oils SCUITTMAM 0 ov osncccnn oo aesuswe 9,952 

Unearned Rent Revenue ............... $ 5,250 

Salaries /EXPenSe aerate cee eee eee 3,100 

Reni ReEVeNnUGmemern eee ncete emanate 15,000 

Piotroski Properties prepares monthly financial statements. Using the following information, adjust the 
accounts as necessary on January 31, using the financial statement effects template. 
a. Prepaid insurance represents a three-year premium paid on January 1. 

b. Supplies of $850 were still available on January 31. 

c. Office equipment is expected to last eight years (or 96 months). 
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d. Earlier this month, on January 1, Piotroski collected $5,250 for six months’ rent in advance from a 

tenant renting space for $875 per month. 

e. Salaries of $490 have been earned by employees but not yet recorded as of January 31. 

Preparing Accounting Adjustments (1.02) 

Refer to the information in M3-18. Prepare journal entries for each of parts a through e. 

Inferring Transactions from Financial Statements (1.97%, 2) 

Foot Locker, Inc., a retailer of athletic footwear and apparel, operates about 3,400 stores in the United 

States, Canada, Europe, Australia, and New Zealand. During its fiscal year ended in 2010, Foot Locker 

purchased merchandise inventory costing $3,555 ($ millions). Assume that Foot Locker makes all 

purchases on credit, and that its accounts payable is only used for inventory purchases. The following 

T-accounts reflect information contained in the company’s fiscal 2009 and 2010 balance sheets ($ 

millions). 

2009 Bal. 1,037 215 2009 Bal. 

2010 Bal. 1,059 223 2010 Bal. 

a. Use the financial statement effects template to record Foot Locker’s 2010 purchases. 

b. What amount did Foot Locker pay in cash to its suppliers during fiscal year 2010? Explain. 

c. Use the financial statement effects template to record cost of goods sold for its fiscal year 2010. 

Preparing Journal Entries (19%, 2) 

Refer to the information in M3-20. Prepare journal entries for each of parts a, b and c. 

Preparing a Statement of Stockholders’ Equity (04) 

On December 31, 2011, the accounts of Leuz Architect Services showed credit balances in its Common 

Stock and Retained Earnings accounts of $30,000 and $18,000, respectively. The company’s stock 

issuances for 2012 totaled $6,000, and it paid $9,700 in cash dividends. During 2012, the company had net 

income of $29,900. Prepare a 2012 statement of stockholders’ equity for Leuz Architect Services. 

Preparing Closing Journal Entries ().05) 

The adjusted trial balance at May 29, 2011, for General Mills includes the following selected accounts. 

NTRS GIGS Heian ect die Poe a acpi: csr oat otic bowie etic $14,880.2 

COST Of, GOCCSISO]d Sana yeni eatin ane is Stee ar: $8,926.7 

Selling, general and administrative expense and other......... 3,087.8 

InterestiexDensSex Net. iu sea seve cawstenas os eee oeks = eter hee 346.3 

INEGOMEeITAXGEXPENSC lac Aegse aah ares Brees bea cheleaa ierommerete te ae choetye 2a 

Retained CarninGSins ac canes pati anon wseaon canta eue ie an rar anes 8,122.4 

Assume that the company has not yet closed any accounts to retained earnings. Prepare journal entries 

to close the temporary accounts above. Set up the needed T-accounts and post the closing entries. After 

these entries are posted, what is the balance of the Retained Earnings account? 

Inferring Transactions from Financial Statements (1.0%, 2) 

Lowe’s is the second-largest home improvement retailer in the world with 1,749 stores. During its fiscal 

year ended in 2011, Lowe’s purchased merchandise inventory at a cost of $31,735 ($ millions). Assume 

that all purchases were made on account and that accounts payable is only used for inventory purchases. 

The following T-accounts reflect information contained in the company’s 2011 and 2010 balance sheets. 

Merchandise Inventories Accounts Payable 

2010 Bal. 8,249 4,287 2010 Bal. 

2011 Bal. 8,321 4,351 2011 Bal. 

a. Use the financial statement effects template to record Lowe’s purchases during fiscal 2011. 

. What amount did Lowe’s pay in cash to its suppliers during fiscal-year 2011? Explain. 

c. Use the financial statement effects template to record cost of goods sold for its fiscal year ended in 

2011. 

= 

Foot Locker, Inc. (FL) 

General Mills (GIS) 

Lowe’s Companies 

(LOW) 
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M3-25.4 Closing Journal Entries (1.05) ; 

The adjusted trial balance as of December 31 for Hanlon Consulting contains the following selected 

accounts. 

Service Fees Earned ..........-..-+. $80,300 

RéntiExpense aces. weaeetaas tos ere $20,800 

Salaries Expense encu eee aals era acai 45,700 

Suipplics| ExpenSemeeeser terra tents meter 5,600 

Depreciation Expense ............... 10,200 

FREWETIMNGLIIEEVIMIINGS 1 acc noncnceonb mace 67,000 

Prepare entries to close these accounts in journal entry form. Set up T-accounts for each account and 

record the adjusted trial balance amount in each account. Then, post the closing entries to the T-accounts. 

After these entries are posted, what is the balance of the Retained Earnings account? 

EXERCISES 

(/) E3-26. Assessing Financial Statement Effects of Adjustments (02) 

For each of the following separate situations, prepare the necessary accounting adjustments using the 

financial statement effects template. 

a. Unrecorded depreciation on equipment is $610. 

b. The Supplies account has an unadjusted balance of $2,990. Supplies still available at the end of the 

period total $1,100. 

c. On the date for preparing financial statements, an estimated utilities expense of $390 has been 

incurred, but no utility bill has yet been received or paid. 

d. On the first day of the current period, rent for four periods was paid and recorded as a $2,800 debit 

to Prepaid Rent and a $2,800 credit to Cash. 

Allstate Corp. (ALL) e. Nine months ago, The Allstate Corporation sold a one-year policy to a customer and recorded the 

receipt of the premium by crediting Unearned Revenue for $624. No accounting adjustments have 

been prepared during the nine-month period. Allstate’s annual financial statements are now being 

prepared. 

f. At the end of the period, employee wages of $965 have been incurred but not paid or recorded. 

g. At the end of the period, $300 of interest has been earned but not yet received or recorded. 

E3-27. Preparing Accounting Adjustments (1.2) 

Refer to the information in E3-26. Prepare journal entries for each accounting adjustment. 

E3-28. Assessing Financial Statement Effects of Adjustments Across Two Periods (0%, 2) 

Engel Company closes its accounts on December 31 each year. The company works a five-day work week 

and pays its employees every two weeks. On December 31 Engel accrued $4,700 of salaries payable. On 

January 9 of the following year the company paid salaries of $12,000 cash to employees. Prepare entries 

using the financial statement effects template to (a) accrue the salaries payable on December 31; and (b) 

record the salary payment nine days later on January 9. 

E3-29.4 Preparing Accounting Adjustments (L0", 2) 

Refer to the information in E3-28. Prepare journal entries to accrue the salaries in December; close 

salaries expense for the year; and pay the salaries in January of the following year. Assume that there is 

no change in the pay rate during the year, and no change in the company’s work force. 

E3-30. Financial Analysis Using Adjusted Account Data (1.02) 

Selected T-account balances for Bloomfield Company are shown below as of January 31, which reflect 
its accounting adjustments. The firm uses a calendar-year accounting period but prepares monthly 
accounting adjustments. 

Jan. 31 Bal. 800 Jan. 31 Bal. ) 960 
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ane 

Jan. 31 

| Jan.31 Bal. 500 
Soe 

200) 
sag aS 

er 

0 Bal. Jan. 31 Bal. 8,700 

a. If the amount in Supplies Expense represents the January 31 adjustment for the supplies used 

in January, and $620 worth of supplies were purchased during January, what was the January | 

beginning balance of Supplies? 

b. The amount in the Insurance Expense account represents the adjustment made at January 31 for 

January insurance expense. If the original insurance premium was for one year, what was the 

amount of the premium and on what date did the insurance policy start? 

c. If we assume that no beginning balance existed in either Wages Payable or Wages Expense on 

January 1, how much cash was paid as wages during January? 

d. If the truck has a useful life of five years (or 60 months), what is the monthly amount of 

depreciation expense and how many months has Bloomfield owned the truck? 

E3-31. Assessing Financial Statement Effects of Adjustments (02) 

T. Lys began Thomas Refinishing Service on July |. Selected accounts are shown below as of July 31, 

before any accounting adjustments have been made. 

ERS osee rs 

PrepaidiRent 223 epacriceteseaseeus tpesiegecs 

Rrepaidi AdventisiiGremenrsiea ss serene 

CSU} a] a) [leis bare aeten Gaase ehomonc at See oe ichoes 

Unearned Refinishing Fees ........... $ 600 

Refinishing Fees Revenue ............ 2,500 

Using the following information, prepare the accounting adjustments necessary on July 31 using the 

financial statement effects template. 

a. On July |, the firm paid one year’s rent of $5,700 in cash. 

b. On July 1, $630 cash was paid to the local newspaper for an advertisement to run daily for the 

months of July, August, and September. 

c. Supplies still available at July 31 total $1,100. 

d. At July 31, refinishing services of $800 have been performed but not yet recorded or billed to 

customers. The firm uses the account Fees Receivable to reflect amounts due but not yet billed. 

e. Inearly July, a customer paid $600 in advance for a refinishing project. At July 31, the project is 

one-half complete. 

E3-32. Preparing Accounting Adjustments and Posting (02) 

Refer to the information in E3-31. Prepare adjusting journal entries for each transaction. Set up 

T-accounts for each of the ledger accounts and post the journal entries to them. 

E3-33. Inferring Transactions from Financial Statements (1.0%) 

The GAP is a global clothing retailer for men, women, children and babies. The following information _ The Gap, Inc. (GPS) 

is taken from the Gap’s fiscal 2011 annual report. 

$1,477 

1,049 1,027 

a. The Gap purchased inventories totalling $8,918 million during 2011. Use the financial statement effects 

template to record cost of goods sold for The Gap’s fiscal year ended 2011. (Assume that Accounts 

Payable is used only for recording purchases of inventories and all inventories are purchased on credit.) 

b. What amount did the company pay to suppliers during the year? Record this with the financial 

statement effects template. 
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E3-34. 

The GAP, Inc. (GPS) 

E3-35.4 

The GAP, Inc. (GPS) 

(vy) E3-36. 

Costco Wholesale 

Corporation (COST) 

E3-37. 

Costco Wholesale 

Corporation (COST) 

Vy) E3-38.4 

Inferring Transactions and Preparing Journal Entries (.0") 

Refer to the information in E3-33. Prepare journal entries for each transaction. 

Preparing Closing Journal Entries (_0®) 

The adjusted trial balance of The GAP, Inc., dated January 29, 2011, contains the following selected 

accounts. 

NetSalesterrw te eterno. cree eran ettonats $14,664 

CostollGoods: Sc cetera $8,775 

@peratingiExXpenSesaer-miiockns nm sil: 3,924 

Interest Income, net........-..--.05- 14 

IncomenlaxcEXDenSCle mr sereci cnet 778 

Retained Earnings (beginning of year) .. . 10,815 

Prepare entries to close these accounts in journal entry form. Set up T-accounts for each of the ledger 

accounts and post the entries to them. After these entries are posted, what is the balance of the Retained 

Earnings account? 

Inferring Transactions from Financial Statements (07, 2) 

Costco Wholesale Corporation operates membership warehouses selling food, appliances, consumer 

electronics, apparel and other household goods at 582 locations across the U.S. as well as in Canada, 

the United Kingdom, Japan, Australia, South Korea, Taiwan, Mexico and Puerto Rico. As of its fiscal 

year-end 2010, Costco had approximately 60 million members. Selected fiscal-year information from 

the company’s balance sheets follows. 

seAStTEA A 

Deferred membership income (liability) ............ 869 824 

a. During fiscal 2010, Costco collected $1,736 million cash for membership fees. Use the financial 

statement effects template to record the cash collected for membership fees. 

b. Costco recorded merchandise costs (that is, cost of goods sold) of $67,995 in 2011. Record this 

transaction in the financial statements effects template. 

c. Determine the value of merchandise that Costco purchased during fiscal-year 2011. Use the 

financial statement effects template to record these merchandise purchases. Assume all of Costco’s 

purchases are on credit. 

Inferring Transactions and Preparing Journal Entries (0°. 2) 

Refer to the information in E3-36,. Prepare journal entries for transactions in parts a through c. 

Preparing Financial Statements and Closing Entries (04, 5) 

The adjusted trial balance for Beneish Corporation is as follows. 

_BENEISH CORPORATION 
Adjusted TrialBalance 

ee) DecomberSte ss 
Dae x - Debit Credit 

Casha eis tne rpaeen ete eno eee ee $ 4,000 

AACCOUNESIKECCIV. AD] Olea aie teats enn 6,500 

EGuIPIMentiseme nies peactemearevenee n-tee hese 78,000 

Accumulated depreciation............ $ 14,000 

Notes! payabloaiyanen iamicme ne iets 10,000 

GOnMMONRTSTOC Keer nena arene ete 43,000 

ISIENVSICMEPIAMINGS onannonoononuccene 20,600 

DIVIGENCS time senna ganar er ge 8,000 

Service fees earned... 0. 6 ss0. eye coe 71,000 

RentiexpenSe cau srccchatya ct heroh fe eed te 18,000 

SalariesiexpenSe meee tsih- is ch cee 37,100 

Depreciation expense................ 7,000 

slOtalSi: sevetae mae eines trai eecra ae nr ee $158,600 $158,600 
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a. Prepare Beneish Corporation’s income statement and statement of stockholders’ equity for 

year-end December 31, and its balance sheet as of December 31. The company paid cash dividends 

of $8,000 and there were no stock issuances or repurchases during the year. 

b. Prepare journal entries to close Beneish’s temporary accounts. 

c. Set up T-accounts for each account and post the closing entries. 

PROBLEMS 

P3-39. 

P3-40. 

P3-41. 

Assessing Financial Statement Effects of Transactions and Adjustments (1.02) 

The following information relates to December 31 accounting adjustments for Koonce Kwik Print 

Company. The firm’s fiscal year ends on December 31. 

1. Weekly salaries for a five-day week total $1,800, payable on Fridays. December 31 of the current 

year is a Tuesday. 

2. Koonce Kwik Print has $20,000 of notes payable outstanding at December 31. Interest of $200 has 

accrued on these notes by December 31, but will not be paid until the notes mature next year. 

3. During December, Koonce Kwik Print provided $900 of printing services to clients who will be billed 

on January 2. The firm uses the account Fees Receivable to reflect amounts earned but not yet billed. 

4. Starting December 1, all maintenance work on Koonce Kwik Print’s equipment is handled by 

Richardson Repair Company under an agreement whereby Koonce Kwik Print pays a fixed 

monthly charge of $400. Koonce Kwik Print paid six months’ service charge of $2,400 cash in 

advance on December 1, and increased its Prepaid Maintenance account by $2,400. 

5. The firm paid $900 cash on December 15 for a series of radio commercials to run during December 

and January. One-third of the commercials have aired by December 31. The $900 payment was 

recorded in its Prepaid Advertising account. 

6. Starting December 16, Koonce Kwik Print rented 400 square feet of storage space from a 

neighboring business. The monthly rent of $0.80 per square foot is due in advance on the first of 

each month. Nothing was paid in December, however, because the neighbor agreed to add the rent 

for one-half of December to the January | payment. 

7. Koonce Kwik Print invested $5,000 cash in securities on December | and earned interest of $38 on 

these securities by December 31. No interest will be received until January. 

8. Annual depreciation on the firm’s equipment is $2,175. No depreciation has been recorded during 

the year. 

Required 

Prepare Koonce Kwik Print Company’s accounting adjustments required at December 31 using the financial 

statement effects template. 

Preparing Accounting Adjustments (1.02) 

Refer to the information in P3-39. Prepare adjustments required at December 31 using journal entries. 

Assessing Financial Statement Effects of Adjustments Across Two Periods ().%, 2) 

The following selected accounts appear in Sloan Company’s unadjusted trial balance at December 31, 

the end of its fiscal year (all accounts have normal balances). 

Prepaid AGVeniSinG ison jist e veteye teas $ 1,200 Unearned Service Fees ........... $ 5,400 

Wages EXDenS@i saute estore edeuetse 43,800 Service Fees Earned.............. 87,000 

Prepaid) ImSunanCen seecacat semereiete sun SACOM ROMLALINCONIG ea nunmpee cen taidnery es 4,900 

Required 

a. Prepare Sloan Company’s accounting adjustments at December 31, using the financial statement 

effects template and the following additional information. 

1. Prepaid advertising at December 31 is $800. 

2. Unpaid wages earned by employees in December are $1,300. 

3. Prepaid insurance at December 31 is $2,280. 

4. Unearned service fees at December 31 are $3,000. 

5. Rent revenue of $1,000 owed by a tenant is not recorded at December 31. 

b. Prepare entries on January 4, of the following year, using the financial statement effects template to 

record 

1. Payment of $2,400 cash in wages. 

2. Cash receipt from the tenant of the $1,000 rent revenue. 
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P3-42. Preparing Accounting Adjustments (07, 2) 

Refer to the information in P3-41. Prepare journal entries for parts a and b. 

V/) P3-43. Journalizing and Posting Transactions, and Preparing a Trial Balance and 

Adjustments (1.07, 2, 3) 

D. Roulstone opened Roulstone Roofing Service on April 1. Transactions for April follow. 

Apr. 1 Roulstone contributed $11,500 cash to the business in exchange for common stock. 

2 Paid $6,100 cash for the purchase of a used truck. 

2 Purchased $3,100 of ladders and other equipment; the company paid $1,000 cash, with the 

balance due in 30 days. 

3. Paid $2,880 cash for two-year (or 24-month) premium toward liability insurance. 

5 Purchased $1,200 of supplies on credit. 

5 Received an advance of $1,800 cash from a customer for roof repairs to be done during 

April and May. 

12 Billed customers $5,500 for roofing services performed. 

18 Collected $4,900 cash from customers toward their accounts billed on April 12. 

29 Paid $675 cash for truck fuel used in April. 

30. Paid $100 cash for April newspaper advertising. 

30 Paid $2,500 cash for assistants’ wages earned. 

30 Billed customers $4,000 for roofing services performed. 

Required 

a. Set up T-accounts for the following accounts: Cash; Accounts Receivable; Supplies; Prepaid 

Insurance; Trucks; Accumulated Depreciation—Trucks; Equipment; Accumulated Depreciation— 

Equipment; Accounts Payable; Unearned Roofing Fees; Common Stock; Roofing Fees Earned; 

Fuel Expense; Advertising Expense; Wages Expense; Insurance Expense; Supplies Expense; 

Depreciation Expense—Trucks; and Depreciation Expense—Equipment. 

. Record these transactions for April using journal entries. 

. Post these entries to their T-accounts (reference transactions in T-accounts by date). 

. Prepare an unadjusted trial balance at April 30. 

. Prepare entries to adjust the following accounts: Insurance Expense, Supplies Expense, 

Depreciation Expense— Trucks, Depreciation Expense — Equipment, and Roofing Fees Earned in 

journal entry form. Supplies still available on April 30 amount to $400. Depreciation for April was 

$125 on the truck and $35 on equipment. One-fourth of the roofing fee received on April 5, was 

earned by April 30. 

f. Post adjusting entries to their T-accounts. 

sao & 

P3-44. Assessing Financial Statement Effects of Transactions and Adjustments (074, 2) 

Refer to the information in P3-43. 

Required 

a. Use the financial statement effects template to record the transactions for April. 

b. Use the financial statement effects template to record the adjustments at the end of April (described 

in part e of P3-43). 

/) P3-45. Preparing an Unadjusted Trial Balance and Accounting Adjustments {.02, 2) 

Pownall Photomake Company, a commercial photography studio, completed its first year of operations on 

December 31. General ledger account balances before year-end adjustments follow; no adjustments have 

been made to the accounts at any time during the year. Assume that all balances are normal. 

COST ae tae ih ami ae a IE pCi a S QAO NewourmS PAVEINE. - 0 cos oen soo c85 $ 1,910 

Accounts Receivable.............. 3,800 Unearned Photography Fees....... 2,600 

PrépalciRenty ewes tema aren ter 2 COOMCommoniStoc karan 24,000 

PrepaichinsSurance meant tate i 2,970 Photography Fees Earned......... 34,480 

SUDDIGSSA as 4 cece ee ere ce rene ames 45250 me Wages Expense enna een ee 11,000 

EGUIDIMCTIL Mec meter ater rere are ee 22, 800T RS WiiliticS | EXDEnSem en tater 3,420 

An analysis of the firm’s records discloses the following (business began on January 1). 

1. Photography services of $925 have been rendered, but customers have not yet paid or been billed. 
The company uses the account Fees Receivable to reflect amounts due but not yet billed. 



P3-46. 

P3-47. 

P3-48. 
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2. Equipment, purchased January 1, has an estimated life of 10 years. 

3. Utilities expense for December is estimated to be $400, but the bill will not arrive or be paid until 

January of next year. (All prior months’ utilities bills have been received and paid.) 

4. The balance in Prepaid Rent represents the amount paid on January 1, for a 2-year lease on the 

studio it operates from. 

5. In November, customers paid $2,600 cash in advance for photos to be taken for the holiday season. 

When received, these fees were credited to Unearned Photography Fees. By December 31, all of 

these fees are earned. 

6. A 3-year insurance premium paid on January 1, was debited to Prepaid Insurance. 

7. Supplies still available at December 31 are $1,520. 

8. At December 31, wages expense of $375 has been incurred but not yet paid or recorded. 

Required 

a. Prepare Pownall Photomake’s unadjusted trial balance at December 31. 

b. Prepare its adjusting entries using the financial statement effects template. 

Recording Adjustments with Journal Entries and T-Accounts (102, 3) 

Refer to the information in P3-45. 

Required 

a. Prepare journal entries to record the accounting adjustments. 

b. Set up T-accounts for each account and post the journal entries to them. 

Preparing an Unadjusted Trial Balance and Accounting Adjustments (02, 3) 

BensEx, a mailing service, has just completed its first year of operations on December 31. Its general 

ledger account balances before year-end adjustments follow; no adjusting entries have been made to the 

accounts at any time during the year. Assume that all balances are normal. 

Cashimeeteerr mike nia tema tore G 2BeWe)- iNeeowmiSPAWAlley 4 acubucdasnons $ 2,700 

Accounts Receivable .............. Dil 2 Oe COMMON. StOC crenata ene eee a nee 9,530 

Prepaid Advertising ............... 1,080 5 Mailing) Rees Earned teenie 86,000 

SIUfsoleChan aaa cat oman nm Mee oss 6,270 Wages: EXpenSesaainc ane aso cakes 38,800 

Equipments ieescetcapra sce sccomye toes 2 42:2 40 BE ReCHtEXPENSE cesar teas arene ne 6,300 

Notes |Ravyablesen vc snc mace S00 Wilt Q@eneOrn untomease sewn eas 3,020 

An analysis of the firm’s records reveals the following (business began on January 1). 

1. The balance in Prepaid Advertising represents the amount paid for newspaper advertising for one 

year. The agreement, which calls for the same amount of space each month, covers the period from 

February | of this first year, to January 31 of the following year. BensEx did not advertise during its 

first month of operations. 

2. Equipment, purchased January |, has an estimated life of eight years. 

3. Utilities expense does not include expense for December, estimated at $325. The bill will not arrive 

until January of the following year. 

. At year-end, employees have earned $1,200 in wages that will not be paid until January. 

. Supplies available at year-end amount to $1,520. 

. At year-end, unpaid interest of $450 has accrued on the notes payable. 

. The firm’s lease calls for rent of $525 per month payable on the first of each month, plus an amount 

equal to 0.5% of annual mailing fees earned. The rental percentage is payable within 15 days after 

the end of the year. 

NNDNSA 

Required 

a. Prepare its unadjusted trial balance at December 31. 

b. Prepare its adjusting entries using the financial statement effects template. 

Recording Accounting Adjustments with Journal Entries and T-Accounts (1.02, 3) 

Refer to information in P3-47. 

Required 

a. Prepare journal entries to record the accounting adjustments. 

b. Set up T-accounts for each account and post the journal entries to them. 

3-32 
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P3-49.4 Preparing Accounting Adjustments (1.02, 4, ©) 

Wysocki Wheels began operations on March | to provide automotive wheel alignment and balancing 

services. On March 31 the unadjusted trial balance follows. 

Prepaid) renitictena starencrccnrcnalcnae cab onenars 4,770 

SUD DIES Meter ey aaa hale sates cuace 3,700 

Equipment weet meatier hepetacae: 36,180 

INGCOUNMS OEWEINO., oc acnncncacseance $ 2,510 

Unearned service revenue............ 1,000 

COMMOMEStOCKe memeiteene tere ee ter 38,400 

SERVICE MEVENUC atmices cases -cereecatene nl « 12,360 

Wades CXDeNSe™: cca auc auieuslcecweterenene 3,900 

$54,270 $54,270 

The following information is also available. 

. The balance in Prepaid Rent was the amount paid on March | to cover the first six months’ rent. 

. Supplies available on March 31 amounted to $1,720. 

. Equipment has an estimated life of nine years (or 108 months). 

. Unpaid and unrecorded wages at March 31 were $560. 

. Utility services used during March were estimated at $390; a bill is expected early in April. 

. The balance in Unearned Service Revenue was the amount received on March | from a car dealer 

to cover alignment and balancing services on cars sold by the dealer in March and April. Wysocki 

Wheels agreed to provide the services at a fixed fee of $500 each month. 

DNnfWN 

Required 

a. Prepare its accounting adjustments at March 31 in journal entry form. 

b. Set up T-accounts and post the accounting adjustments to them. 

c. Prepare its income statement for March and its balance sheet at March 31. 

d. Prepare entries to close its temporary accounts in journal entry form. Post the closing entries to the 

T-accounts. 

MANAGEMENT APPLICATIONS 

MA3-50. Preparing Accounting Adjustments and Financial Statements (9). 2%. 4) 

Stocken Surf Shop began operations on July | with an initial investment of $50,000. During the first 

three months of operations, the following cash transactions were recorded in the firm’s checking 

account. 

Deposits 

Initial investment by owner .... $ 50,000 

Collected from customers .... 81,000 

Borrowings from bank ....... 10,000 

$141,000 

Checks drawn EA erm 

RGnit acai cenen noe eetomren Meare $ 24,000 

Fixtures and equipment....... 25,000 

Merchandise inventory........ 62,000 

SalarieSan ws ease Wen Fetes 6,000 

Other expenses............. 13,000 

$130,000 
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Additional information: 

1. Most sales were for cash, however, the store accepted a limited amount of credit sales; at 

September 30, customers owed the store $9,000. 

2. Rent was paid on July | for six months. 

3. Salaries of $3,000 per month were paid on the Ist of each month for salaries earned in the month 

prior. 

4. Inventories were purchased for cash; at September 30, inventory of $21,000 was still available. 

5. Fixtures and equipment were expected to last five years (or 60 months) with zero salvage value. 

6. The bank charges 12% annual interest (1% per month) on the $10,000 bank loan. Stocken took 

the loan out July 1. 

Required 

a. Record all of Stocken’s cash transactions and prepare any necessary adjusting entries at 

September 30. You may either use the financial statement effects template or journal entries 

combined with T-accounts. 

b. Prepare the income statement for the three months ended September 30, and the balance sheet at 

September 30. 

c. Analyze the statements from part b and assess the company’s performance over its initial three 

months. 

Analyzing Transactions, Impacts on Financial Ratios, and Loan Covenants (o>) 

Kadous Consulting, a firm started three years ago by K. Kadous, offers consulting services for material 

handling and plant layout. Its balance sheet at the close of the current year follows. 

Gashieeiin vob nobromtia oance ners tatcters GAG) INCWES EWES on occsaocecononas $30,000 

Accounts receivable.............. 22, 0 Om ACCOUNTS DaVabloserneieieioeaens 4,200 

SUPDDIIES RAR oeinrs ao sere nn tecramene atone 13,200 Unearned consulting fees ......... 11,300 

PrepaidiinstranCeaeunemcie serene AW X010) NWWEGIESSICEWEINE co coo gco pooner ss 400 

Equipment, gross................ G8 80 eTotaltiabilitios tin. aekeaaet eee 45,900 
Less: Accumulated Equity 

GeprecialiOnm cri. acne ooac 23,975 Gorniaonietac ie ee 8.000 

Equipmientanetiierrc mcs user 44,525 Retained earnings ............... 34,600 

HLOTAIKASSCIS Ae ea cratie sry Gee sincere $88,500 Total liabilities and equity.......... $88,500 

Earlier in the year Kadous obtained a bank loan of $30,000 cash for the firm. A provision of the loan is 

that the year-end debt-to-equity ratio (total liabilities to total equity) cannot exceed 1.0. Based on the 

above balance sheet, the ratio at December 31 of this year is 1.08. Kadous is concerned about being in 

Vv iolation of the loan agreement and requests assistance in reviewing the situation. Kadous believes that 

she might have overlooked some items at year-end. Discussions with Kadous reveal the following. 

l. 

in) 

On January | of this year, the firm paid a $4,500 insurance premium for two years of coverage; 

the amount in Prepaid Insurance has not yet been adjusted. 

Depreciation on equipment should be 10% of cost per year; the company inadvertently recorded 

15% for this year. 

Interest on the bank loan has been paid through the end of this year. 

The firm concluded a major consulting engagement in December, doing a plant layout analysis for 

anew factory. The $6,000 fee has not been billed or recorded in the accounts. 

On December | of this year, the firm received an $11,300 cash advance payment from Dichev 

Corp. for consulting services to be rendered over a two-month period. This payment was credited 

to the Unearned Consulting Fees account. One-half of this fee was earned but unrecorded by 

December 31 of this year. 

Supplies costing $4,800 were available on December 31; the company has made no adjustment of 

its Supplies account. 

Required 

a 

b 

. What is the correct debt-to-equity ratio at December 31? 

. Is the firm in violation of its loan agreement? Prepare computations to support the correct total 

liabilities and total equity figures at December 31. 

3-34 
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MA3-52. Ethics, Accounting Adjustments, and Auditors {LO1, 2) 

It is the end of the accounting year for Anne Beatty, controller of a medium-sized, publicly held 

corporation specializing in toxic waste cleanup. Within the corporation, only Beatty and the president 

know that the firm has been negotiating for several months to land a large contract for waste cleanup 

in Western Europe. The president has hired another firm with excellent contacts in Western Europe to 

help with negotiations. The outside firm will charge an hourly fee plus expenses, but has agreed not to 

submit a bill until the negotiations are in their final stages (expected to occur in another 3 to 4 months). 

Even if the contract falls through, the outside firm is entitled to receive payment for its services. Based 

upon her discussion with a member of the outside firm, Beatty knows that its charge for services 

provided to date will be $150,000. This is a material amount for the company. 

Beatty knows that the president wants negotiations to remain as secret as possible so that competitors 

will not learn of the contract the company is pursuing in Europe. In fact, the president recently stated to 

her, “This is not the time to reveal our actions in Western Europe to other staff members, our auditors, 

or the readers of our financial statements; securing this contract is crucial to our future growth.” No 

entry has been made in the accounting records for the cost of contract negotiations. Beatty now faces 

an uncomfortable situation. The company’s outside auditor has just asked her if she knows of any year- 

end adjustments that have not yet been recorded. 

Required 

a. What are the ethical considerations that Beatty faces in answering the auditor’s question? 

b. How should Beatty respond to the auditor’s question? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Solution 

Balance Sheet Income Statement 
armen ret setter sen penciteanererneintnoenscctoennninnasinn 

Cash - Noncash __Liabil- Contrib. : | Earned p Rev- Expen- _ ~ Net 
Transaction Asset Assets ities Capital Capital _ enues ses _—siIncome 

Cash 3,000 : j ; y 

owe |) 1. Issue +3,000 +3,000 nes , , 
5000 - stock for Cash — Common v - = 

cs $3,000 cash Stock / 

INV oa Ni 4,00 1 
AP 4009 2- Purchase \ 

INV $4,000 of +1,000 +1,000 \ 

iol Inventory == Accounts } = i 
AP inventory oo Payable 

En iangme Clecit 
AR 500 
aa 500 3a. Sell 

a3) inventory +500 +500 +500 
Tae Se Accounts == Retained \ Sales — = +500 

Sales for $500 oul Receivable Earnings . = 
500. credit ‘ 

COGS 300 a 
INV 300 8b. Record f 

coGs $300 cost =300 —300 / +300 
300 of inventory Inventory = Retained =) Costin a= = 300 

INV Earnings Goods Sold 
eee Sold \ 
Cash 300 a 

AR 300 4. Collect | 
Cash $300 cash ie ies | 

300 as ccountt = _ — 

AR owed by Receivable | ~_ 
iiieasom, CUStOMers 

AP 400 : | 
Cash 4o0 9. Pay $400 | 

AP cash toward pee —400 \ 
ih Sees 

— 
\ — 

400 accounts as = Accounts \ = 
Cash Payable ) 

4oo Payable é 
DIV 20 : - 

Cash 2 6. Pay $20 | 
—1—_ cash for poe = ae | 

Cash dividends a wu \ 
; 
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Mid-Module Review 2 

Solution 

Balance Sheet Income Statement _ 

|. Cash , Noncash _ Liabil- | Contrib. | Earned , Net 
Transaction Asset Assets ities Capital Capital Income 

\ ; PPRNT 100 
2 Pay $1 00 \ Cash 106 

cash forcur- _499 +100 ) PPRNT 

rent and fu- Cash Prepaid = 7 = = 100 
ture periods’ Rent [ aaa 
rent \ 

b. Receive \ Cash 500 

$500 cash +500 +500 q UB 500 

advance Cash =  Unearned K a = a iD 
for future Revenues | fe 

services | 500 

1. Record 30 —30 N 430 30 so, 30 

$30 of rental Prepaid = Retained / — Rent = ee 
fees incurred Rent Earnings 7 Expense PPRNT 

4 UR 80 4 

2. Record =30 +80 \ +80 Sales ga 

$80 of ser- =  Unearned Retained \ Sales = = +80 os 

vices earned Revenues Earnings | ag as 

80 

WE 40 

sence: yo +40 ~40 +40 = 40 
A wages > = Wages Retained — Wages == —4O0 ——_ 
be paid next Payable Earnings \ Expense ae 

period \ eee ee 

4. Provide } AR 150 
$150 of +150 +150 A +150 Sac 750 

services not Accounts = Retained \ Sales  — = +150 =o 
yet billed to Receivable Earnings } Sales 

client \ 150 

SYMANTEC 
Trial Balances i 

‘Unadjusted = Adjustments 
ape Debit Credit Debit Credit Debit Credit _ 
Cas ee ee erreer sc a iscs ry aws ev sien a $3,280 $3,280 

Accounts receivableseme ats es nase oaene 200 $150 350 

I VGMUONY Meme tenet tice sccts ave Cabins ncn. ss Gale, sled 700 700 

prepaldiremtmegee eerste oeeueumtns wane a causes 100 $ 30 70 

ACCCUNS (SEVEN, oo oo se oaosjerbomod com oar $ 600 $ 600 
WAGES) Davia lO ine ecsqteeeeraenac curiae) tea Bence) acer 0 40 40 

WinearnmnedireVvenuese. «a cecsn omens ee oi acne ceenctrers 500 80 420 

(GOnMGMONMESTOC Karat rene tues eres Casement ea ni's 3,000 3,000 

[BIN he PetAVo Sy ona: thier oo ote econ e eo e ane Bee 20 20 

Salle S aera eerie ns fia Ninn Souco nc ta ae emacs 500 230* 730 

COSHOngOOCS Sold arate ir. eis wcastaeicnane 300 300 

WAGESIEXDENSCmrrrerss nies refemtts se nccserareini toc 0 40 40 

RREMMOXDEMS Crema wensaecelrreie ataNtenine cape cageicel ayayeems ayaus 0 30 30 

ROUEIS:-o 0 2 ict oe cools oA Ce RO CC nee ee $4,600 $4,600 $300 $300 $4,790 $4,790 

*The $230 adjustment is a combination of the $150 and $80 adjustments. 
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Module-End Review 

Solution 

Gross: prOfiteeeerreetr eis eters cen echelon 430 

WaderexXDeNSGrrns ..c ee ce teee cu eden Sreerer amrener ef oqrne 40 

Rentiexpenserec. cn crtis cies ace ats tec eve veer ern tes 30 

N@tinCom@cre crass co ine sence eean tec rer atr ts $360 

Retained earnings, beginning of period............ $ 0 

Add Netincoimel(lOSS)iererriereren-i en eter ener te 360 

Deduct: Dividends. wera cetce nti Sedee ties seve ts are (20) 

ees 

Assets 

CaShit nes eye oe: cr on er ee cee ee $3,280 
Accounts receivable anmare musica near oer 350 

INVENTONYS eree torres cite eee eer ete 700 

Prepaidinent Beeseracsa sa cacwmicnare oe irene omens 70 

lotal:ASSCTSsemekrac cca hanee toe te aus eee $4,400 

Liabilities and Stockholders’ Equity 

Liabilities 

INFANTS SEWAGE cas vonudnaneacensneseoe $ 600 

Wages: payable i ar. an. cae aeons 40 

Unearnedireventies=ar tng sreennaeneene yee eens 420 

Totaliliabilities Aon. ceteris ees exc ore 1,060 

Stockholders’ equity 

GCOmmMOn:StOCks katt ois cero oe 3,000 

RENCE! CLUES saoacnccnecnoeaasonone 340 

Totalistockholdersmec Ul) sania an enn nee 3,340 

Total liabilities and stockholders’ equity....... $4,400 



Module 3 | Accounting Adjustments and Constructing Financial Statements 3-38 

Beginning balance ............. $ 0 $ 0 $ 0 
SHOCK IGSUENC nwo dcscosowaeeuat 3,000 3,000 

INGtinGome|OSS) mei eerie 360 360 

DIVIGGNCSeeer me eye ton ret kee (20) (20) 

Operating activities 

NG iaillnfolelinvets ic o.0 testa Goterc oeemuncrpene chee S.cko cain $ 360 

Depreciation and other noncash expenses ..... 0 

Increase in accounts receivable.............. (350) 

InereaseniniinVeMmtOvieSm-cv attic aeeiesntt (700) 

Increaseiiniprepalditenteamemrkiee seie elnen (70) 

Increase in accounts payable................ 600 

Increase in wages payable.................. 40 

Increase in unearned revenues..............- 420 

Net cash flows from operating activities ......... 300 

Investing activities 

Net cash flows from investing activities.......... 0 

Financing activities 

IsSslvancerot commonsStoCk emanate -niieiietreieree 3,000 

Paymenuolcash GividenGdSsmmeer nein nite (20) 

Net cash flows from financing activities.......... 2,980 

NetichangerinCashis sat tha cc sistecete dichats osc encreencts 3,280 

Cash, beginning Of pehlOcdierrscmerrseeeas erie 0 

Gashendiot penOd eis want tct ee ts selene $3,280 



TARGET 

Target employs a number of financial measures to assess 

its overall performance and financial condition. These 

measures include ratios related to profitability and asset 

turnover as well as the return on invested capital. Analysts, 

too, use a variety of measures to capture different aspects 

of company performance to answer questions such as: Is it 

managed efficiently and profitably? Does it use assets effec- 

tively? Is performance achieved with a minimum of debt? 

One fundamental measure is return on capital, which 

Warren Buffett, CEO of the investment firm Berkshire Hatha- 

way, lists in his acquisition criteria cited in Module 1: “Our 

preference would be to reach our goal by directly owning a 

diversified group of businesses that generate cash and con- 

sistently earn above-average returns on capital.” All return 

metrics follow the same basic formula—they divide some 

measure of profit by some measure of investment. A com- 

pany’s performance is commonly judged by its profitability. 

Although analysis of profit is important, it is only part of the 

story. A more meaningful analysis is to compare level of prof- 

itability with the amount of capital that has been invested in 

the business. The most common return measure is return on 

4-1 

equity (ROE), which focuses on shareholder investment as its 

measure of invested capital. By focusing on the equity invest- 

ment, ROE measures return from the perspective of the com- 

mon shareholder rather than the company overall. Target’s 

ROE for 2011 was 18.94%, up from 15.26% two years prior. 

This module focuses on analysis of return metrics. 

Beyond ROE, we put special emphasis on the return on net 

operating assets (RNOA), computed as net operating profit 

after tax (NOPAT) divided by average net operating assets 

(NOA). RNOA focuses on operating activities—operating 

profit relative to investment in net operating assets. It is 

important to distinguish operating activities from nonop- 

erating activities because the capital markets value each 

component differently, placing much greater emphasis on 

operations. Target’s RNOA has improved from 8.97% to 

11.43% in the past three years. 

RNOA consists of two components: profitability and 

asset productivity. Increasing either component increases 

RNOA. These components reflect on the first two questions 

we posed above: Is the company managed efficiently and 

profitably? Does it use assets effectively? 

Getty Images 
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Interpreting Financial 
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LEARNING OBJECTIVES 

LOw 

nonoperating returns. (p. 4-4) 

LO2 

LOS 

LO4 

LOS 

Module 

Compute return on equity (ROE) and disaggregate it into components of operating and 

Disaggregate operating return (RNOA) into components of profitability and asset turnover. (p. 4-11) 

Explain nonoperating return and compute it from return on equity and the operating return. (p. 4-16) 

Compute and interpret measures of liquidity and solvency. (p. 4-26) 

Describe and illustrate traditional DuPont disaggregation of ROE. (p. 4-30) 

The profitability component of RNOA measures net 

operating profit after tax for each sales dollar (NOPAT/ 

Sales), and is called the net operating profit margin (NOPM). 

Target’s NOPM has increased from 4.25% to 5.04% in the 

past three years. 

Asset productivity, the second component of RNOA, 

is reflected in net operating asset turnover (NOAT). NOAT 

is measured as sales divided by average net operating 

assets—it captures the notion of how many sales dollars 

are generated by each dollar of invested assets. Target has 

increased its NOAT from 2.11 to 2.27 in the past three years. 

Increasing the turnover for large asset bases is difficult, and 

NOAT measures tend to fluctuate in a narrow band. When 

companies are able to make a meaningful improvement in 

NOAT, however, it usually has a large impact on RNOA. 

RNOA is an important metric in assessing the perfor- 

mance of company management. We can use the RNOA 

components, NOPM and NOAT, to assess how effectively 

and efficiently management uses the company’s operating 

assets to produce a return. 

The difference between ROE and RNOA is important 

for our analysis. Specifically, ROE consists of a return on 

operating activities (RNOA) plus a return on nonoperating 

activities, where the latter reflects how well the company 

uses borrowed funds. Companies can increase ROE by bor- 

rowing money and effectively using those borrowed funds. 

However, debt can increase the company’s risk—where 

severe consequences can result if debt is not repaid when 

due. This is why Warren Buffett focuses on “businesses 

earning good returns on equity while employing little or 

no debt.” For those companies that do employ debt, our 

analysis seeks to evaluate their ability to repay the amounts 

owed when due. 

Over the years, analysts, creditors and others have 

developed hundreds of ratios to measure specific aspects 

of financial performance. Most of these seek answers to the 

root question: Can the company achieve a high return on its 

invested capital and, if so, is that return sustainable? 

Sources: Target 10-K, 2011; Berkshire Hathaway 10-K, 2010; The Wall Street 

Journal, January 2011. 
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MODULE 

ORGANIZATION Analyzing and Interpreting Financial Statements 

Return on Equity (ROE)  ~ 

@ Measuring ROE 

| 
| 

Liquidity and Solvency —~ 

@ Liquidity: Current Ratio 

Nonoperating Return 

™@ Operating Revenues & Measuring 

m Disaggregating ROE and Expenses Nonoperating Return c and Quick Fee 

into Operating and @ Tax on Operating Profit @ Leveraging Debt to . B Solvency: Liabilities- 

Nonoperating Returns B Operating Assets and Increase ROE to-Equity and Times 

B Distinguishing Liabilities _ Risks of Debt Financing Interest Earned Ratios 

Operating from _ @ DisaggregatingRNOA = ~—s@_Debt Covenants mB Limitations of Ratio 
Nonoperating Activities into Margin and : Analysis 

Turnover 

A key aspect of any analysis is identifying the business activities that drive company success. We 

pursue an answer to the question: Is the company earning an acceptable rate of return on its invested 

capital? We also want to know the extent to which the company’s return on invested capital results 

from its operating versus its nonoperating activities. The distinction between returns from operating 

and nonoperating activities is important and plays a key role in our analysis. 

Operating activities are the core activities of a company. They consist of those activities required 

to deliver a company’s products or services to its customers. A company engages in operating activities 

when it conducts research and development, establishes supply chains, assembles administrative sup- 

port, produces and markets its products, and follows up with after-sale customer services. 

The asset side of a company’s balance sheet reflects resources devoted to operating activities with 

accounts such as receivables, inventories, and property, plant and equipment (PPE). Operating activi- 

ties are reflected in liabilities with accounts such as accounts payable, accrued expenses, and long-term 

operating liabilities such as pension and health care obligations. The income statement reflects operat- 

ing activities through accounts such as revenues, costs of goods sold, and operating expenses such as 

selling, general, and administrative expenses that include wages, advertising, depreciation, occupancy, 

insurance, and research and development. Operating activities create the most long-lasting (persistent) 

effects on future profitability and cash flows of the company. Operations provide the primary value 

drivers for company stakeholders. It is for this reason that operating activities play such a prominent 

role in assessing profitability. 

Nonoperating activities relate to the investing of cash in marketable securities and in other nonop- 

erating investments. Nonoperating activities also relate to borrowings through accounts such as short- 

and long-term debt. These nonoperating assets and liabilities expand and contract to buffer fluctuations 

in operating asset and liability levels. When operating assets grow faster than operating liabilities, 

companies typically increase their nonoperating liabilities to fund the deficit. Later, these liabilities 

decline when operating assets decline. When companies have cash in excess of what is needed for op- 

erating activities, they often invest the cash temporarily in marketable securities or other investments 

to provide some return until those funds are needed for operations. 

The income statement reflects nonoperating activities through accounts such as interest and divi- 

dend revenue, capital gains or losses relating to investments, and interest expense on borrowed funds. 

Nonoperating expenses, net of any nonoperating revenues, provide a nonoperating return for a com- 
pany. Although nonoperating activities are important and must be managed well, they are not the main 
value drivers for company stakeholders. 

We begin this module by explaining the return on equity (ROE). We then discuss in more detail 

how ROE consists of both an operating return (RNOA) and a nonoperating return. Next, we discuss the 

two RNOA components that measure profitability and asset turnover. We conclude this module with 

a discussion of nonoperating return, focusing on the notion that companies can increase ROE through 
judicious use of debt. 
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Appendixes 4A and 4B expand our explanation of nonoperating return by exploring how much 

debt a company can reasonably manage. For this purpose, we examine a number of liquidity and sol- 

vency metrics in Appendix 4B. As part of that analysis, we identify ratios that credit analysts typically 

use to develop credit ratings, which are key determinants of bond prices and the cost of debt financing 

for public companies. 

RETURN ON EQUITY (ROE) 
Return on equity (ROE) is the principal summary measure of company performance and is defined 

as follows: 

es Net income 
AS Average stockholders’ equity 

ROE relates net income to the average investment by shareholders as measured by total stockholders’ 

equity from the balance sheet. 

Many companies have two sets of shareholders: those that own the common stock of the parent 

company (the company whose financial statements we review) and those that own shares in one 

or more of the parent company’s subsidiaries (called “noncontrolling interest”). Current accounting 

standards require companies to identify the stockholders’ equity relating to each group of share- 

holders and, likewise, the net income that is attributable to each. ROE is usually computed from the 

perspective of the parent’s shareholders and, thus, the numerator is the net income that is attribut- 

able to the parent’s shareholders and the denominator is the stockholders’ equity of the parent’s 

shareholders. We illustrate this difference for Walmart in our Mid-Module Review and discuss non- 

controlling interests more fully in Module 7. 

Warren Buffett highlights ROE as part of his acquisition criteria: “Businesses earning good returns on 

equity while employing little or no debt.” The ROE formula can be rewritten in a way to better see the 

point Buffett is making (derivation of this ROE formula is in Appendix 4A): 

ROE = Operating return + Nonoperating return 

The equation above shows that ROE consists of two returns: (1) the return from the company’s operat- 

ing activities, linked to revenues and expenses from the company’s products or services, and (2) the re- 

turn from the company’s use of debt, net of any return from nonoperating investments. Companies can 

use debt to increase their return on equity, but this increases risk because the failure to make required 

debt payments can yield many legal consequences, including bankruptcy. This is one reason why War- 

ren Buffett focuses on companies whose return on equity is derived primarily from operating activities. 

Target’s ROE and RNOA 

The following graph shows. that y 
20% Target’s ROE and RNOA have in- 8e: 

(0) 

creased steadily in the past three 4¢0, 

years. ROE exceeds RNOA in all 14% 

years, widening more in the past Hes 

two years as the company _ in- Hs 

creased the nonoperating return 6% 

component of its ROE. 4% 
2% 

0% 
2009 2010 2011 

MROE &RNOA 

2% Compute 

return on equity 

(ROE) and disag- 

gregate it into 

components of 

operating and non- 

operating returns. 
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ALERT The FASB 

recently released a 

preliminary draft of 

proposed new finan- 

cial statements to, 

among other things, 

better distinguish 

operating and non- 

operating activities. 

It appears that the 

FASB is beginning 

to recognize the 

crucial importance 

of distinguishing 

between operating 

and nonoperating 

activities for analysis 

purposes. 

OPERATING RETURN (RNOA) 

Operating returns are reflected in the return on net operating assets (RNOA), defined as follows: 

RNOA = Net operating profit after tax (NOPAT) 

"Average net operating assets (NOA) 

To implement this formula, we must first classify the income statement and balance sheet into operat- 

ing and nonoperating components so that we can assess each separately. We first consider operating 

activities on the income statement and explain how to compute NOPAT. Second, we consider operating 

activities on the balance sheet and explain how to compute NOA. 

Operating Items in the Income Statement —NOPAT 

The income statement reports both operating and nonoperating activities. Exhibit 4.1 shows a typical 

income statement with the operating activities highlighted. 

EXHIBIT 4.1. Operating and Nonoperating Items in the Income Statement 

Revenues 

Cost of sales 

Gross profit 
Operating expenses 

Selling, general and administrative 

Asset impairment expense 

Gains and losses on asset disposal 

Total operating expenses 

Operating income 

Interest expense 

Interest and dividend revenue 

Investment gains and losses 

Total nonoperating expenses 

Income from continuing operations before taxes 
Tax expense 

Income from continuing operations 
Income (loss) from discontinued operations, net of tax (see Appendix 4A) 

Consolidated net income 

Less: consolidated net income attributable to noncontrolling interest (see Appendix 4A) 

Consolidated net income attributable to parent shareholders 

Operating activities are those that relate to bringing a company’s products or services to market 

and any after-sales support. The income statement in Exhibit 4.1 reflects operating activities through 

revenues, costs of goods sold (COGS), and other expenses. Selling, general, and administrative expense 

(SG&A) includes wages, advertising, occupancy, insurance, research and development, depreciation, and 

many other operating expenses the company incurs in the ordinary course of business (some of these are 

often reported as separate line items in the income statement). Companies also dispose of operating assets, 

and can realize gains or losses from their disposal, or write them off partially or completely when they 

become impaired. These, too, are operating activities. Finally, the reported tax expense on the income 

statement reflects both operating and nonoperating activities. Later in this section we use Target’s income 

statement to explain how to separately compute tax expense related to operating activities only. 

Nonoperating activities relate to borrowed money that creates interest expense. Nonoperating ac- 

tivities also relate to investments such as marketable securities and other investments that yield interest 

or dividend revenue and capital gains or losses from any sales of nonoperating investments during the 
period. Often companies report income or loss from discontinued operations; which we consider as a 
nonoperating item on the income statement. ROE analysis is from the perspective of parent-company 
shareholders; thus, we also consider the portion of consolidated net income that is attributable to non- 

controlling shareholders as a nonoperating item on the income statement. 

Following is Target’s 2011 income statement with the operating items highlighted. Target’s op- 
erating items include sales, cost of sales, SG&A, and depreciation expense. Target’s pretax operating 
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income is $5,252 million. Its nonoperating activities relate to its borrowed money (interest expense) 

which yield pretax net nonoperating expense of $757 million. 

otalireV CnucS warts Waar eerie Garett fet rea ett nate tes 

GCOSHOMSAlGS aieanemt tees assert eater ao isiovasite casenencs 
Selling, general and administrative expenses .................- 
Crediticard SxXDeNnSes meee tenet te ne nd rena 
DepreciationancramiOnizatlon mena n nn ar errr tec ne nen 

Earnings before interest expense and income taxes 
Net interest expense 

Nonrecourse debt collateralized by credit card receivables. ..... 83 
@ther interestexoensewes She Meher’. Sree erty eer anes a ae 677 
INtKESEMICOME rs bees Eyres PRE A eRe sa eerie nord ae leeci Stans cecuerceah c (3) 

NekiInterest.expenSers. torah fers eer seeare onkeh te eaten ca nee 757 
elaine ls (OlenMeoiMma vedas nn ouonagnehebmannonoroouanauee 4,495 

POMC OP TNOCIMEMENES 4  o ooed.o naw aoc es Gena e deb ecde ame 1,575 

NetearninGS seer: cern oti sera cr ne eee one a tet! eee meee $ 2,920 

Computing Tax on Operating Profit 
Target’s income statement reports net operating profit before tax (NOPBT) of $5,252 million. But, 

the numerator of the RNOA formula, defined previously, uses net operating profit after tax (NOPAT). 

Thus, we need to subtract taxes to determine NOPAT. 

NOPAT = NOPBT — Tax on operating profit 

The tax expense of $1,575 million that Target reports on its income statement pertains to both operating 

and nonoperating activities. To compute NOPAT, we need to compute the tax expense relating solely 

to operating profit as follows: 

Tax on operating profit = Tax expense + (Pretax net nonoperating expense X Statutory tax rate) 

Tax Shield 

The amount in parentheses is called the tax shield, which are the taxes that Target saved by having tax- 

deductible nonoperating expenses (see Tax Shield box on the next page for details). By definition, the 

taxes saved (by the tax shield) do not relate to operating profits; thus, we must add back the tax shield to 

total tax expense to compute tax on operating profit. (For companies with nonoperating revenue greater 

than nonoperating expense, so-called net nonoperating revenue, the tax on operating profit is computed 

as: Tax expense — [Pretax net nonoperating revenue X Statutory tax rate]). 

Applying this method, we see that Target had a tax shield of $280 million (computed as pretax net 

nonoperating expense of $757 million times its statutory tax rate of 37%) and tax on operating profit of 

$1,855 million (computed as $1,575 million + $280 million).' We subtract the tax on operating profit 

from the net operating profit before tax to obtain NOPAT. Thus, Target’s net operating profit after tax 

is computed as follows ($ millions): 

Net operating profit before tax (NOPBT) ................. $5,252 

Less tax on operating profit 
Tax expense (from income statement) ...............-. $1,575 

“Rabe Sinltellol Gia <A oo aa pccneoaeacsen sabe an gcc +280 (1,855) 

Net operating profit after tax (NOPAT) ...............-.-5 $3,397 

| The statutory federal tax rate for corporations is 35% (per U.S. tax code). Also, most states and some local jurisdictions tax corpo- 

rate income, and those state taxes are deductible for federal tax purposes. The net state tax rate is the statutory rate less the federal tax 

deduction. The tax rate on operating profit is the sum of the two. On average, the net state tax is about 27%; thus, we use 37% (35% 

+ 2%) as the assumed tax rate on nonoperating expenses and revenues in our examples and assignments at the end of the module. 

The business insight boxes below explain that the tax rate on pretax profit will usually not be the assumed statutory rate (37%). 

4-6 
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‘Tax Shiel 
Persons with home mortgages understand well the beneficial effects of the “interest tax shield.” 

To see how the interest tax shield works, consider two individuals, each with income of $50,000 

and each with only one expense: a home. Assume that one person pays $10,000 per year in rent; 

the other pays $10,000 in interest on a home mortgage. Rent is not deductible for tax purposes, 

whereas mortgage interest (but not principal) is deductible. Assume that each person pays taxes at 

25%, the personal tax rate for this income level. Their tax payments follow. 

oo : - Renter Home owner — 
Income before interest and taxes............... $50,000 $50,000 
Eesstinterestideduction) memrmimrecrmcnein er 0 (10,000) 

Taxable inCOmewarcaac cass kes trchet ate Gece eee $50,000 $40,000 

TENS SEICMANG ENE). oc oon oc noo acucusouunows $12,500 $10,000 

The renter reports $50,000 in taxable income and pays $12,500 in taxes. The home owner deducts 

$10,000 in interest, which lowers taxable income to $40,000 and reduces taxes to $10,000. By deduct- 

ing mortgage interest, the home owner's tax bill is $2,500 lower. The $2,500 is the interest tax shield, 
and we can compute it directly as the $10,000 interest deduction multiplied by the 25% tax rate. 

In our examples and assignments, we assume the statutory tax rate is 37% as this is the approxi- 

mate average combined federal and state tax rate for public companies. We can, as an alternative 

approach, compute a company-specific tax rate using the income tax footnote in the 10-K. For ex- 

ample, Target provides the following table in its 10-K for the year ended January 29, 2011: 

“2011. 2010. “2609 
35.0% 35.0% 35.0% 
1.4 2.8 3.8 

(1.3) (2.1) (1.4) 

Effective taxiratesegremeriia war ct wont ee iy eae: Soul Onno D al VOMOLE4 7G 

The federal statutory rate is 35.0%, and Target pays state taxes amounting to an additional 1.4% (it 

also reports reductions of 1.3% relating to “other” items). Thus, Target's effective tax rate (or aver- 

age) for al/ of its income is the sum of all its taxes paid less benefits received, or 35.1%. However, the 

tax shield that we add back in computing NOPAT uses only federal and state tax rates. For Target, 

the company-specific tax rate that we can use to compute the tax shield is 36.4% (35.0% + 1.4%). 

It would be incorrect to use Target’s 35.1% company-specific effective tax rate to compute NOPAT, 

as that rate includes both operating and nonoperating items. We discuss income tax more fully in 
Module 5. 

MID-MODULE REVIEW 1 

Following is the income statement of Walmart. 

WALMART 

Income Statement ($ millions) 
For Fiscal Year Ended January 31, 2011. 

Net Sales... ira tik eral eaz Ok lel ae ais 2: Ee eee $41 8,952 

Membershipancioteraliic Ofnlc iemerie mentite atria ann 2,897 

Revenues). total arias sai sidiaatsie: tmeatsysaiesters SeSieee cine vane mc meee Ree 421,849 
Costs and expenses 

GOSHOUSAIES sce sianaca aie erst ee Ro Reve CCA eRe ee 315,287 
Operating, selling, general and administrative expenses............. 81,020 

OPerAatinGuINCOME sires poo tetas tect ache rokcucne eect or ome eck ere ane eee ae 25,542 

continued 
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Interest 

Deb igre reas are Unt ese YE eyes ae testes ceri teeiere Sante Bey, 1,928 

CapitalleCaScSmeera Ce NA Wy RN, atone tus acer aie Ate ob PTET 

IntereSINCOMN |G teen Erte MRI GIIRME See crt as Sat we teas ee (201) 

IntereSt eet ewewecc eee tree eat eee ren an eee cia te eee y oe th Sees 2,004 

Income from continuing operations before income taxes .............. 23,538 
Provision for income taxes 

(CUTE Pesce as centile otaiek eaters tonalite ie ears. cues Seo eurgmntic Aetna act eine tet etre 6,703 
Deferred/aeserte neat tete.s Senin pst Paes Fert As SR nS & 876 

POM EOM Tol MCOMATEDGS, HOE ganndanebooeusabounbonoannononons 7,579 

INCOME Ol COMMMUNME) OBARUMOMS ooaccaccouancouonesnooeneaaadae 15,959 
Income (loss) from discontinued operations, net of tax................ 1,034 

Gonsolidated:net. incometms sew att tan tee see eee ee Te 16,993 

Less consolidated net income attributable to noncontrolling interest..... (604) 

Consolidated net income attributable to Walmart.................... $ 16,389 

Required 
Compute Walmart’s net operating profit after tax (NOPAT). Assume a statutory rate of 37% applies to nonoperat- 

ing expenses and revenues. 

The solution is on page 4-54. 

Operating items in the Balance Sheet —NOA 

RNOA relates NOPAT to the average net operating assets (NOA) of the company. We compute NOA 

as follows: 

Net operating assets = Operating assets — Operating liabilities 

To compute NOA we must partition the balance sheet into operating and nonoperating items. 

Exhibit 4.2 shows a typical balance sheet and highlights the operating items. 

EXHIBIT 4.2 Operating and Nonoperating Items in the Balance Sheet 

‘Typical Balance Sheet 
Operating Items Highlighted 

Current assets 

Cash and cash equivalents 
Short-term investments 
Accounts receivable 

Inventories 

Prepaid expenses 

Deferred income tax assets 

Other current assets 

Current assets of discontinued operations 

Long-term assets 
Long-term investments in securities 
Property, plant and equipment, net 

Capitalized lease assets 
Natural resources 
Equity method investments 

Goodwill and intangible assets 
Deferred income tax assets 

Other long-term assets 
Long-term assets of discontinued operations 

Current liabilities 

Short-term notes and interest payable 
Current maturities of long-term debt 

Accounts payable 

Accrued liabilities 

Unearned revenue 
Deferred income tax liabilities 

Current liabilities of discontinued operations 

Long-term liabilities 

Bonds and notes payable 
Capitalized lease obligations 
Pension and other post-employment liabilities 

Deferred income tax liabilities 
Long-term liabilities of discontinued operations 

Stockholders’ equity 

All equity accounts 

Noncontrolling (minority) interest 

Operating assets are those assets directly linked to operating activities, the company’s ongoing (continu- 

ing) business operations. They typically include receivables, inventories, prepaid expenses, property, 

4-8 
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plant and equipment (PPE), and capitalized lease assets, and exclude short-term and long-term invest- 

ments in marketable securities and any current and noncurrent assets that relate to discontinued opera- 

tions. Equity investments in affiliated companies and goodwill are considered operating assets if they 

pertain to the ownership of stock in other firms linked to the company’s operating activities (see Mod- 

ule 7). Deferred tax assets (and liabilities) are operating items because they relate to future tax deduc- 

tions (or payments) arising from operating activities (see Module 5). We assume that “other” assets and 

liabilities, and “other” revenues and expenses, are operating unless information suggests otherwise. For 

example, details in footnotes might reveal that “other” includes nonoperating items. Or the company 

might explicitly indicate the “other” is nonoperating by reporting the item after a subtotal for income 

from operations. In these cases, we would consider the “other” as nonoperating. 

Operating liabilities are liabilities that arise from operating revenues and expenses. For example, 

accounts payable and accrued expenses help fund inventories, wages, utilities, and other operating ex- 

penses; also, unearned revenue (an operating liability) relates to operating revenue. Similarly, pension 

and other post-employment obligations relate to long-term obligations for employee retirement and 

health care, which by definition are operating activities (see Module 10). Operating liabilities exclude 

bank loans, mortgages or other debt, which are nonoperating. Further, companies often use capitalized 

leases to finance long-term operating assets, and these capitalized lease liabilities are also nonoperat- 

ing (see Module 10). Lastly, nonoperating liabilities include any current and noncurrent liabilities that 

relate to discontinued operations. 

Nonoperating assets include cash and cash equivalents (see Business Insight box below) and in- 

vestments in marketable securities, both short- and long-term. Nonoperating liabilities include interest 

bearing debt, both short- and long-term, and capitalized lease obligations. Finally, we consider all 

equity accounts nonoperating, including equity relating to noncontrolling interest. 

Most analysts consider cash as nonoperating because this account consists almost totally of “cash 

equivalents,” which are short-term investments with a scheduled maturity of 90 days or less. Techni- 

cally, the amount of cash needed to support routine business transactions is considered as operating 

and the remainder as a nonoperating short-term investment, similar to investments reported as mar- 

ketable securities. If we know what portion of the cash balance supports operating activities, we would 

Classify that as operating. Unfortunately, companies do not report that information and most analysts 

feel that it is probably a small portion. As a result, we, like others, treat the entire cash balance as non- 

operating and recognize that we are probably understating net operating assets slightly. 

The following is Target’s balance sheets for 2011 and 2010. Its operating assets and operating 

liabilities are highlighted. 

TARGET 

: Balance Sheets 
(In millions) | ae Jan. 29, 2011 Jan. 30, 2010 

Assets 

Cashvandicash; GGuIVAlentSe sien paneer eter meee eee cna tie ee oe Om ale $ 2,200 

Credit card receivables, net of allowance of $690 and $1,016 ................. 6,153 6,966 

INVENtOrY maten scien sot eae tne. 2 nee aCe meee ae Rael a adar yt ane a ee 7,596 7,179 

OlheneurrentiassetSeecrarcweyernccces mete ca ee nee eae er oe Tee ae ee 1,752 2,079 

Total Current:aSSets ccc hanson Een roc Sooner Ram ace er et 17,213 18,424 
Property and equipment 

1g 0 Pra eee runners tee eee eA Ala Sk tN RE MR M RE OE one) <b 5,928 5,793 
Buildingstanciimprovennlemts'ty.ccte ces eect aeeee mete aise sec seve se onsen eee 23,081 22,152 
FIXtures anGlCQUIDIMeMt crater wrmmnceere eich taie meee ciate crt are 4,939 4,743 
CompllicnarclWareranchks On\VAle asinine tt se 2,533 2,575 
Sol nsWewlela i enOseseh,.coclsmnagoolounscet onodnudmodmonnbecocacouw Ne 567 502 
AccumuUlatedideDreCiationieesersrcwteke kal.acach's a aoneRen asin n ear ie ie eee (11,555) (10,485) 

Property ancequipimentemetirss amie sewers -uaci is iy ret ieee eran 25,493 25,280 
Other nohicurrentassetswrn se conn ee eee el hk nt 999 829 

TOGA ASSOUS: 4. asec: 5.15 5 cry a as ees Le a ee ce $43,705 $44,533 

continued 
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continued from prior page 

Liabilities and shareholders’ investment 

ACCOURIS: DAV AD Ose rae rei mminrr Bi tacts tr Aun RE Mertens Fe Faces hy NOE a $6,625 $6,511 

Neeru! elnel Cw CUMMINS s.o oo aden ooncocanssoacoseuassounuoumane 3,326 3,120 

Unsecured deptand other borrowings \ rt). denne weeke tas Salles guttnee es 119 796 

Nonrecourse debt collateralized by credit card receivables ................... —_— 900 

HlotalCurrentiliabilitiosmentce Ala cern hats tne: eV meee ee TD aPeae ose ng SEIA URE eens 10,070 len 
Winiserewiierel Gleloit elitel CHM=N lNeTMONMINGS. aoc occ an sonccdhosoocnuunnspuoopence ROSS 10,643 
Nonrecourse debt collateralized by credit card receivables ................... 3,954 4,475 

DefemeciinCOmentaxes muss clomr ie irs cia cetyl eee oem eee oo A 934 835 
Othemnoncurrentliabilitiesterer cone tea use t ben apie oneness cr Rca tynns. 6) Weel 0) eye 1,607 1,906 

ilotalmnoncurrentillabilitiesteavarys cae eta aceceeenes foarte err reat else anon 18,148 17859 
Shareholders’ investment 

GOMIMONISTOCK tamu me oon eros coe PRE Es CR eaewl ea ate tr BONA eoprecrye 59 62 
AGGitionalpald-in-Capitall sawn ceesee aewerre Mee aot ictets Veactrieltr cy ceatt es <1 seen t47 3,311 2,919 
RELAINCCHCAKIING Siecerscmn tree teccenesecn ce nome sean ersect nate rete arene race yam rarcirch aie nat nearer Sieaaet 12,698 12,947 

AccumUated OtheRComprenensive lOSSim i snare sete eneta see ee (581) (581) 

TotalksharchOldensaihVeStimen teense. cus, cette cece rae Me a a oc ca cre as con 15,487 15,347 

Total liabilities and shareholders’ investment............-------+++e+eeeeees $43,705 $44,533 

We assume that Target’s “other” assets and liabilities are operating. We can sometimes make a finer 

distinction if footnotes to financial statements provide additional information. For now, assume that 

these “other” items reported in balance sheets pertain to operations. 

Using Target’s highlighted balance sheet above, we compute net operating assets for 2011 and 

2010 as follows (recall that Net operating assets (NOA) = Total operating assets — Total operating 

liabilities). 

Target ($ millions) oe a ———~sSCié 20; 201i 90, 2070 
Operating assets 

GredincardirecelVabDicsmaietie iter ck Moen acc iatsic wastes sais 6 $ 6,153 $ 6,966 
NAVENILOIY sence neve mee otetoetee ero aene thors een tees bee tienes ee arate g 7,596 TANS) 

@mMernCurrentaSSetStarnseeten. Strona eter tte tain ametbere cn eee hantters atehel 1 2,079 

Propertyrancieguipimentanetwrarniist svat. tka pein ect tele nus chantagar torial 25,493 25,280 

OMEMORCUMENHASSELS on aereineraicicit Biema «activa ssusteis che erst ow uses ise = 999 829 

FT OtalioperatingkaSSetss se ia:rasisn-Presute-cohslal data eustetsbeteraan.. Grete fa sla cl sla siehehee 41,993 42,333 

Operating liabilities 

AC COUNIST DAY Ab lO beek aeetset eer apse sae rela wy tenote act sbs pat teeta oi s¥ene cars Gist ee fox 6,625 6,511 

AGCHUCC ANG OLnehRCunnentlabilitiGSredecrliettan toes stata semis 4c casa 3,326 3,120 

DefemeCCOMENAXCS sre retesa etree orem rach cs eet eye ge nea toe Oe ge sat Poe, 934 835 

OucanoncumentulapilitieS meets wate cee ey eta ememedtent ts ee che ees oe 1,607 1,906 

flotal-operatingiliabiliticsweem sets <iatdenitetp ora idett oituas tis fetes Sle oot oh « 12,492 12,372 

Netioperating assets (NOA) S908 ioe ahd. ore denser tienes wale et) ore $29,501 $29,961 

To determine average NOA, we take a simple average of two consecutive years’ numbers. Thus, return 

on net operating assets (RNOA) for Target for 2011 is computed as follows ($ millions). 

NOPAT $3,397 3 ey 1143 % 
RNOA =“ erage NOA ~ ($29,501 + $29,961)/2 ‘ 

Target’s 2011 RNOA is 11.43%. By comparison, Walmart’s (its main competitor) RNOA is 15.63% 

(this computation is shown in Mid-Module Review 2), and the average for all publicly traded compa- 

nies is about 8% for the past decade. 

Recall that RNOA is related to ROE as follows: ROE = Operating return + Nonoperating return, 

where RNOA is the operating return. Thus, we can ask how do Target’s RNOA and ROE compare? To 

answer this we need Target’s 2011 ROE, which is computed as follows ($ millions). 
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Net income $2,920 
= eee 8 9A 

AL Average stockholders’ equity — ($15,487 + $15,347)/2 

In relative terms, Target’s operating return (RNOA) is 60% (11.43%/18.94%) of its total ROE, which 

is slightly less than the average publicly traded company’s percent of near 69%. Its nonoperating return 

of 7.5% (18.94% — 11.43%) makes up the remaining 40% of ROE. 

Exhibit 4.3 provides a summary of key terms introduced to this point and their definitions. 

EXHIBIT 4.3 — Ratio and inhi A Definitions 

Ratio — Definition 

ROE: Return onequity............... Net income/Average stockholders’ equity 

NOPAT: Net operating profit after tax..... Operating revenues less operating expenses such as cost of sales, selling, general and 

administrative expense, and taxes; it excludes nonoperating revenues and expenses 

such as interest revenue, dividend revenue, interest expense, gains and losses on 

investments, discontinued operations, and income attributed to noncontrolling interest. 

NOA: Net operating assets........... Operating assets less operating liabilities; it excludes nonoperating items such as 

investments in marketable securities and interest-bearing debt. 

RNOA: Return on net operating assets... © NOPAT/Average NOA 

NNE: Net nonoperating expense ....... NOPAT — Net income; NNE consists of nonoperating expenses and revenues, net of tax, 

as well as any noncontrolling interest reported on the income statement. 

RNOA DISAGGREGATION INTO MARGIN 
AND TURNOVER 

L©2 Disaggre- Disaggregating RNOA into its two components, profit margin and asset turnover, yields further in- 

gate operating sights into a company’s performance. This disaggregation follows. 

return (RNOA) into 

components of RNOA = NOPAT — NOPAT * Sales 
profitability and Average NOA Sales “© Average NOA 

asset turnover. 

Net operating Net operating 

asset turn- 

over (NOAT) 

profit margin 

(NOPM) 

Net Operating Profit Margin 

Net operating profit margin (NOPM) reveals how much operating profit the company earns from 

each sales dollar. All things equal, a higher NOPM is preferable. NOPM is affected by the level of 

gross profit the company earns on its products (revenue minus cost of goods sold), which depends on 

product prices and manufacturing or purchase costs. NOPM is also affected by the level of operating 

expenses the company requires to support its products or services. This includes overhead costs such as 

wages, marketing, occupancy, and research and development. Finally, NOPM is affected by the level of 

competition (which affects product pricing) and the company’s willingness and ability to control costs. 

Target’s net operating profit margin is computed as follows ($ millions). 

NOPAT _ $3,397 
NE Revenues _ $67,390 

= 5.04% 

This result means that for each dollar of sales at Target, the company earns roughly 5.04¢ profit after all 
operating expenses and taxes. As a reference, the median NOPM for publicly traded companies during 
the past decade is about 6¢. 
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The following chart shows that 

Target’s net operating profit mar- 

gin has increased from 4.25% to 

5.04% of revenues. This is a nice 

increase for a retailer in this highly 

competitive environment. 

Net Operating Asset Turnover 

Net operating asset turnover (NOAT) measures the productivity of the company’s net operating as- 

sets. This metric reveals the level of sales the company realizes from each dollar invested in net oper- 

ating assets. All things equal, a higher NOAT is preferable. Target’s net operating asset turnover ratio 

follows ($ millions). 

Revenues $67,390 GG ae ae SY NO Sl Averase NOA a (429 50165920.001)2 aa) 

This result means that for each dollar of net operating assets, Target realizes $2.27 in sales. As a refer- 

ence, the median for publicly traded companies over the past decade is about $1.40. 

NOAT can be increased by either increasing sales for a given level of investment in operating as- 

sets, or by reducing the amount of operating assets necessary to generate a dollar of sales, or both. Re- 

ducing operating working capital (current operating assets less current operating liabilities) is usually 

easier than reducing long-term net operating assets. For example, companies can implement strategies 

to collect their receivables faster, reduce their inventories, and delay payments to their suppliers. All of 

these actions reduce operating working capital and, thereby, increase NOAT. These strategies must be 

managed, however, so as not to negatively impact sales or supplier relations. Working capital manage- 

ment is an important part of managing the company effectively. 

It is usually more difficult to reduce the level of long-term net operating assets. The level of PPE 

required by the company is determined more by the nature of the company’s products or services than 

by management action. For example, telecommunications companies require more capital investment 

than do retail stores. Still, there are several actions that managers can take to reduce capital investment. 

Some companies pursue novel approaches, such as corporate alliances, outsourcing, and use of special 

purpose entities; we discuss some of these approaches in Module 10. 

Target’s NOAT 

The following chart shows Tar- 

get’s net operating asset turn- 

over from 2009 to 2011. Target’s 

operating asset turnover has ey 

increased from 2.11 to 2.27 dur- 5 90 

ing this period, and is greater 2.0% 

than the median for publicly 4 gos 

traded companies. 1.6% 

1.4% 

1.2% 

1.0% 

3.0% 

2.8% 

2.6% 
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MANAGERIAL DECISION [iG 
You are analyzing the performance of your company. Your analysis of RNOA reveals the follow- 

ing (industry benchmarks in parentheses): RNOA is 16% (10%), NOPM is 18% (17%), and NOAT 

is 0.89 (0.59). What interpretations do you draw that are useful for managing your company? 

[Answer, p. 4-33] 

Trade-Off between Margin and Turnover 

Operating profit margin and turnover of net operating assets are largely affected by a company’s busi- 

ness model. This is an important concept. Specifically, an infinite number of combinations of net oper- 

ating profit margin and net operating asset turnover will yield a given RNOA. This relation is depicted 

in Exhibit 4.4 (where the curved line reflects the median RNOA for all publicly traded companies 

during the most recent decade). 

EXHIBIT 4.4. Profitability and Productivity across Industries 

5.00 
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wn 

s eet 
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(a) : Equipment ee : 
= i MEG-Textiles “mage, MFG-Machinery fe) <= “Sy 
7) “| 510) MFG—Electrical <> Movi 
z Equipment ; CNIES c) 
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1.00 ® Hotels Wie, COMMunication| 

‘ @ Auto Services Utilities & 

An & 
0.50 Water Transportation 

0.00 <5 ~ a a 
2% 4% 6% 8% 10% 12% 

Net Operating Profit Margin 

This exhibit reveals that some industries, such as communication and utilities, are capital intensive 

with relatively low net operating asset turnover. Accordingly, for such industries to achieve a required 

RNOA (to be competitive in the overall market), they must obtain a higher profit margin. On the other 

hand, companies such as wholesalers and retailers hold fewer assets and, therefore, can operate on 

lower operating profit margins to achieve a sufficient RNOA. This is because their asset turnover is 
far greater. 

This exhibit warns of blindly comparing the performance of companies across different industries. 

For instance, a higher profit margin in the communications industry compared with the retailing industry 
is not necessarily the result of better management. Instead, the communications industry is extremely 
capital intensive and thus, to achieve an equivalent RNOA, communications companies must earn a 
higher profit margin to offset their lower asset turnover. Basic economics suggests that all industries must 
earn an acceptable return on investment if they are to continue to attract investors and survive. 

The trade-off between margin and turnover is relatively straightforward when comparing compa- 
nies that operate in one industry (pure-play firms). Analyzing conglomerates that operate in several 
industries is more challenging. Conglomerates’ margins and turnover rates are a weighted average of 
the margins and turnover rates for the various industries in which they operate. For example, Cater- 
pillar, Inc., is a blend of a manufacturing company and a financial institution (Caterpillar Financial 
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Services Corp.); thus, the margin and turnover benchmarks for Caterpillar on a consolidated basis are 

a weighted average of those two industries. 

To summarize, ROE is the sum of the returns from operating (RNOA) and nonoperating activities. 

Further, RNOA is the product of NOPM and NOAT. 

Research shows that stock returns are positively associated with earnings—when companies report 

higher than expected earnings, stock returns rise. Research also reports that the RNOA compo- 

nents (NOPM and NOAT) are more strongly associated with stock returns and future profitability 

than earnings (or return on assets) alone. This applies to the short-term market response to earnings 

announcements and long-term stock price changes. Thus, disaggregating earnings and the balance 

sheet into operating and nonoperating components is a useful analysis tool. 

Source: Soliman, Mark T., Use of DuPont Analysis by Market Participants (October 2007), SSRN: ssrn.com/abstract=1 101981. 

MID-MODULE REVIEW 2 

Following is the balance sheet of Walmart. 

Cash and cash equivalents $ 7,907 

ReECeCIVableS& ie iaen nt, ante ae tame: vil tect eeeliete Ar ate teh nap vie, ciuta sampegtecciys 4,144 

INVENLONCS HEME ene tr aie Meter rcuntatere te aren eee ciate win cece. «cit alhaws hi eoadeces 32,713 

Rrepaickexpenses-and/ Olen: mney. spacers ceobicna ais Guan et tae nade fete, cecuesimde dens. 0 2,960 3,128 

Curnrentassets oncdiscontinuedroperatlonSs: eaeeea saaaccies caine a 131 140 

FOLAICURKEMLASSOLS marmtren Mererhs erate ie eames eater Senet Ronericecuchn cpacs.secunn ree aun oot k 51,893 48,032 

Property and equipment 

[EAI Cl PMR etter niet tues tte cre Mare hes niahe aesmue ts wusmee sera se nucueeaaiarsy a’ 24,386 22,591 

BUiCINGStanGrimMDrOVEIMeNtStarmer sate ete mime c tse ie te ets 5 ee 79,051 73,657 

FIXCULEStAnCESGUIPIMGN tera eerie oot ena eri eee ae. nie ae en Secon es oe 38,290 34,035 

rap Spogationnequipmenitaamparetatas-cil carp aruah@shom pesnncesatebe ob deaths enemas 2,595 ZGNS\6) 

ConsthictioniniDrOCeSS ae weeyee staeiehe tie as roast etre STO tema ead ce cee 4,262 5,210 

Propentyiandiequipimentissec .ttcne suag teens Pentel: @eMeenieeapen oe Abas Othe. 148,584 137,848 

tessraccumulatedidepreciation: vysf-tnlene aitis ste. atisitteii sre HlejoGnet oaks (43,486) (38,304) 

Property andiequipmentsinet.w4 Oo: Sean. cee .nteam eens vocal ln ale eae 105,098 99,544 

Property under capital leases 

Property tndercapital leaseSe Prous gee Sieve) chine iets sith oretmly ous ais 5,905 5,669 

FEesstaccunmlUlalted amon zation ie astrwi ier wen ere elena) ei ede (3,125) (2,906) 

Propentviuinder capitalloases inet an. cesses Satie) deh wets ates Joa t 2,/80 2,763 

(Eyoysto NPI e0.5 4 og plete N'A Hho Sek Macro SNe Pee DL 7 cS OOP Mee GBR Sooo: aba Ramen eeet Stee 16,763 16,126 

Othermassets andideterred .enargeSwas Seewhses tie cucethe clelteidate trai..heos Cteens 4,129 3,942 

HOTA ASSCLS Ie EE Re ee CER Ac inet fo S45 or shosge s,s sascha aie” $180,663 $170,407 

ShontatennmDOnOWwinG Sameemie ermine Rise ny eaetans af. oe MUA Sear teeEns S des 8 mae 

ACCOUNIIS| DAV ADI Cire tiaras deter cee Ae eedt h. tote tstve sy essai lee mes Giants waver: 33,557 30,451 

ACCHUCGHIADIITICS sie qemeeeran chic eosin kore htc sy. (a nssiyaure op taewsis 18,701 18,734 

FNCGHUC CHING ONMGnlaX Cours ammeter Warectre, stair Pome a Bivat sc hic cay octet ager soe Rue lo” 1,347 

LONG cities! CWS With CNA VEEP ococcededAus siete goadodonodoucug on 4,655 4,050 

Obligations under capital leases due within one year ..................05. 336 346 

Current liabilities of discontinued operations. .............. 00 cece e eee 47 92 

TOtahCUrrentliabilitiGSseweark ph aete te tweed aati cc stat Cirle SPA caemtatn ce itera, whe or sic 58,484 55,543 

continued 

4-14 



4-15 Module 4 | Analyzing and Interpreting Financial Statements 

continued from prior page 

Hong-tenmiGdebt ar -ten nae a cee aes tee cette tai eee ce aia 40,692 33,231 

Long-term obligations under capital leases. ......-..-.+ +2 eee eee eee eee 3,150 3,170 

Detenrediineone taxesiain cl Oniie aremereneeeeieiet eaten ete nets tee etet=nretront-trette net t-tt-te netieen 6,682 5,508 

Redeemable momcomtrolima)|inteneSta eve aie yetelecne stern aye ai -le- elstettei i= N-lei-ee t-test 408 307 

Equity 

Preferred stock ( $0.10 par value; 100 shares authorized, none issued)....... _ _ 

Common stock ( $0.10 par value; 11,000 shares authorized, 3,516 and 3,786 

issued and outstanding at January 31, 2011 and 2010, respectively)....... 352 378 

Capitallin.exCessiof Pala VellUC wares crncee ceene tein neice eects tells oie S557, 4 3,803 

Retained CarninGStec nye atesies hac Cicuces Cleese keene SOC ta ia el eee 63,967 66,357 

Accumulated other comprehensive income (lOSS).......-..-..+++++e0eees 646 (70) 

Worl) \WEUARETANSINEIEINO ClEIS’ GUI soac aon nenondeneanetonono cee ee above 68,542 70,468 

Noncontrollingiimterest mee ton ter tacit aro iemet teeters ener en enero aceon tet 2,/05 2,180 

TORAl COUEW tre secrets te ce Prererernist wera de tsetse sommes te sraarisye see ielelelo erp eted aoa et 71,247 72,648 

Total liabilitieS’anGleGuityee nementre see erry ey rere ke nceewe eet etce neat tee $180,663 $170,407 

Required 
1. Compute Walmart’s net operating assets for 2011 and 2010. 

2. Refer to Walmart’s income statement and NOPAT from Mid-Module Review 1. Compute Walmart’s return 

on net operating assets (RNOA) for 2011. 

Compute Walmart’s 2011 ROE. What percentage of Walmart’s ROE comes from operations? 

4. Disaggregate Walmart’s 2011 RNOA into net operating profit margin (NOPM) and net operating asset turn- 

over (NOAT). 

5. Compare and contrast Walmart’s ROE, RNOA, NOPM, and NOAT with those same measures computed in 

this module for Target. Interpret the results. 

OO 

The solution is on page 4-55. 

Further RNOA Disaggregation 

While disaggregation of RNOA into net operating profit margin (NOPM) and net operating asset turn- 

over (NOAT) yields valuable insight into factors driving company performance, analysts and creditors 

usually disaggregate those components even further. The purpose is to better identify the specific driv- 

ers of both profitability and turnover. 

To disaggregate NOPM, we examine the gross profit on products sold and the individual expense 

accounts that affect operating profit as a percentage of sales (such as Gross profit/Sales and SG&A/ 

Sales). These margin ratios aid comparisons across companies of differing sizes and across different 

time periods for the same company. We further discuss profit margin disaggregation in other modules 

that focus on operating results. 

To disaggregate NOAT, we examine the individual balance sheet accounts that comprise NOA and 

compare them to the related income statement activity. Specifically, we compute accounts receivable 

turnover (ART), inventory turnover (INVT), property, plant and equipment turnover (PPET), as well as 

turnovers for liability accounts such as accounts payable (APT). Analysts and creditors often compute 

the net operating working capital turnover (NOWCT) to assess a company’s working capital manage- 

ment compared to its competitors and recent trends. (Recall that operating working capital is calculated 
as current operating assets less current operating liabilities.) These turnover rates are further discussed 
in other modules that focus on operating assets and liabilities. Exhibit 4.5 provides a broad overview of 
ratios commonly used for component disaggregation and analysis. 
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EXHIBIT 4.5 ROE Disaggregation 

NONOPERATING RETURN 
This section discusses a company’s nonoperating return. In it’s simplest form, the return on nonoperat- ©3 Explain 

ing activities measures the extent to which a company is using debt to increase its return on equity. nonoperating 

return and 

Equity Only Financing compute it from 
The following example provides the intuition for nonoperating return. Assume that a company has __ return on equity 

$1,000 in net operating assets for the current year in which it earns a 20% RNOA. It finances those as- and the operating 

sets entirely with equity investment (no debt). To simplify this example, we assume that taxes are 0%; return. 

later, we explain the impact of taxes. Its ROE is computed as follows: 

ROE = Operating return + Nonoperating return 

20% + 0% 

= 20% 

Equity and Debt Financing 
Next, assume that this company borrows $500 at 7% interest and uses those funds to acquire additional 

operating assets yielding the same 20% operating return as above. Its net operating assets for the year 

now total $1,500, and its profit is $265, computed as follows: 

Profit from assets financed with equity ($1,000 x 20%)..... $200 

Profit from assets financed with debt ($500 x 20%)........ $100 

Less interest expense from debt ($500 x 7%) ............ _ (35) 65 

NET DEOfiteen eenee rn ners ot es celta mutters, satzerces clei enarele tue) cs $265 

We see that this company has increased its profit to $265 (up from $200) with the addition of debt, and 

its ROE is now 26.5% ($265/$1,000). The reason for the increased ROE is that the company borrowed 

$500 at 7% (and paid $35 of interest expense) and invested those funds in assets earning 20% (which 
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generated $100 of profits). That difference of 13% ($65 profit, computed as [20% — 7%] X $500) ac- 

crues to shareholders. Stated differently, the company’s ROE now consists of the following. 

ROE = Operating return + Nonoperating return 

= 20% se 6.5% 

= 26.5% 

The company has made effective use of debt to increase its ROE. Here, we infer the nonoperating re- 

turn as the difference between ROE and RNOA. This return can be computed directly, and we provide 

an expanded discussion of this computation in Appendix 4A. 

Advantages and Disadvantages of 
Equity versus Debt Financing 

We might further ask: If a higher ROE is desirable, why don’t companies use the maximum possible 

debt? The answer is that creditors, such as banks and bondholders, charge successively higher interest 

rates for increasing levels of debt (see Module 8). At some point, the cost of the additional debt exceeds 

the return on the additional assets acquired from the debt financing. Thereafter, further debt financing 

does not make economic sense. The market, in essence, places a limit on the level of debt that a com- 

pany can effectively acquire. In sum, shareholders benefit from increased use of debt provided that the 

assets financed with the debt earn a return that exceeds the cost of the debt. 

Creditors usually require a company to execute a loan agreement that places varying restrictions on 

the company’s operating activities. These restrictions, called covenants, help safeguard debtholders in the 

face of increased risk. Covenants exist because debtholders do not have a voice on the board of directors 

like stockholders do. These debt covenants impose a “cost” on the company beyond that of the interest 

rate, and these covenants are more stringent as a company increases its reliance on debt financing. 

RESEARCH INSIGHT 

How do RNOA and ROE behave over time? Following is a graph of these ratios (on average for a large 

set of firms) over the past decade. We see there is considerable variability in these ratios over time. The 

proportion of RNOA to ROE is greater for some periods of time than for others. Yet, in all periods for this 

large sample of firms, ROE exceeds RNOA. This is evidence of a positive effect, on average, for ROE 

from financial leverage. 
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FINANCIAL LEVERAGE ACROSS INDUSTRIES 
As we have seen, companies can effectively use debt to increase ROE with returns from nonoperating 
activities. The advantage of debt is that it typically is a less costly source of financing; currently the 
cost of debt is about 4% versus a cost of equity of about 12%, on average. Although it reduces financing 
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costs, debt does carry default risk: the risk that the company will be unable to repay debt when it comes 

due. Creditors have several legal remedies when companies default, including forcing a company into 

bankruptcy and possibly liquidating its assets. 

During the past decade, the median ratio of total liabilities to stockholders’ equity, which measures 

the relative use of debt versus equity in a company’s capital structure, is about 1.5 for publicly traded 

companies with sales over $500 million. This means that the average company is financed with about 

$1.50 of liabilities for each dollar of stockholders’ equity. However, the relative use of debt varies con- 

siderably across industries as illustrated in Exhibit 4.6. 

EXHIBIT 4.6 Median Ratio of Liabilities to Equity for Selected Industries 

Debt-to-Equity Ratio 

Companies in the utilities industry have a large proportion of debt. Because the utilities industry 

is regulated, profits and cash flows are relatively certain and stable and, as a result, utility companies 

can support a higher debt level. The hotel and nondurable wholesale industries also utilize a relatively 

high proportion of debt. However, these industries are not regulated, their market is more competitive 

and volatile and, consequently, their use of debt carries more risk. At the lower end of debt financing 

are retail and restaurant companies. 

The core of our analysis relating to debt is the examination of a company’s ability to generate cash 

to service its debt (that is, to make required debt payments of both interest and principal). Analysts, 

investors and creditors are primarily concerned about whether the company either has sufficient cash 

available or whether it is able to generate the required cash in the future to cover its debt obligations. 

The analysis of available cash and a company’s ability to service its debt in the short run is called 

liquidity analysis. The analysis of the company’s ability to generate sufficient cash in the long run is 

called solvency analysis (so named because a bankrupt company is said to be “insolvent’). 

Limitations of Ratio Analysis 

The quality of financial statement analysis depends on the quality of financial information. We ought 

not blindly analyze numbers; doing so can lead to faulty conclusions and suboptimal decisions. Instead, 

we need to acknowledge that current accounting rules (GAAP) have limitations, and be fully aware of 

the company’s environment, its competitive pressures, and any structural and strategic changes. This 

section discusses some of the factors that limit the usefulness of financial accounting information for 

ratio analysis. 

GAAP Limitations Several limitations in GAAP can distort financial ratios. Limitations include: 

1. Measurability. Financial statements reflect what can be reliably measured. This results in nonrec- 

ognition of certain assets, often internally developed assets, the very assets that are most likely to 
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confer a competitive advantage and create value. Examples are brand name, a superior manage- 

ment team, employee skills, and a reliable supply chain. 

2. Non-capitalized costs. Related to the concept of measurability is the expensing of costs relating 

to “assets” that cannot be identified with enough precision to warrant capitalization. Examples are 

brand equity costs from advertising and other promotional activities, and research and develop- 

ment costs relating to future products. 

3. Historical costs. Assets and liabilities are usually recorded at original acquisition or issuance 

costs. Subsequent increases in value are not recorded until realized, and declines in value are only 

recognized if deemed permanent. 

Thus, GAAP balance sheets omit important and valuable assets. Our analysis of ROE and our assess- 

ment of liquidity and solvency, must consider that assets can be underreported and that ratios can be 

distorted. We discuss many of these limitations in more detail in later modules. 

Company Changes Many companies regularly undertake mergers, acquire new companies and 

divest subsidiaries. Such major operational changes can impair the comparability of company ratios 

across time. Companies also change strategies, such as product pricing, R&D, and financing. We must 

understand the effects of such changes on ratios and exercise caution when we compare ratios from 

one period to the next. Companies also behave differently at different points in their life cycles. For 

instance, growth companies possess a different profile than do mature companies. Seasonal effects also 

markedly impact analysis of financial statements at different times of the year. Thus, we must consider 

life cycle and seasonality when we compare ratios across companies and over time. 

Conglomerate Effects Few companies are pure-play; instead, most companies operate in several 

businesses or industries. Most publicly traded companies consist of a parent company and multiple 

subsidiaries, often pursuing different lines of business. Most heavy equipment manufacturers, for ex- 

ample, have finance subsidiaries (Ford Credit Corporation and Cat Financial are subsidiaries of 

Ford and Caterpillar respectively). Financial statements of such conglomerates are consolidated and 

include the financial statements of the parent and its subsidiaries. Consequently, such consolidated 

statements are challenging to analyze. Typically, analysts break the financials apart into their compo- 

nent businesses and separately analyze each component. Fortunately, companies must report financial 

information (albeit limited) for major business segments in their 10-Ks. 

Fuzzy View Ratios reduce, to a single number, the myriad complexities of a company’s operations. 

No scalar can accurately capture all qualitative aspects of a company. Ratios cannot meaningfully con- 

vey a company’s marketing and management philosophies, its human resource activities, its financing 

activities, its strategic initiatives, and its product management. In our analysis we must learn to look 

through the numbers and ratios to better understand the operational factors that drive financial results. 

Successful analysis seeks to gain insight into what a company is really about and what the future 

portends. Our overriding purpose in analysis is to understand the past and present to better predict the 

future. Computing and examining ratios is one step in that process. 

GLOBAL ACCOUNTING 

An important aim of this module is to distinguish between operating and nonoperating items for the 

balance sheet and income statement. U.S. GAAP and IFRS generally account for items similarly, but 

there are certain disclosure differences worth noting. 

The IFRS balance sheet is similar to its U.S. GAAP counterpart, with the visible exception for the 
frequent, but not mandatory, reverse ordering of assets and liabilities. However, one notable difference 
is that IFRS companies routinely report “financial assets” or “financial liabilities” on the balance sheet. 
We must assess these items. IFRS defines financial assets to include receivables (operating item), loans 
to affiliates or associates (can be operating or nonoperating depending on the nature of the transac- 
tions), securities held as investments (nonoperating), and derivatives (nonoperating). IFRS notes to fi- 
nancial statements, which tend to be more detailed than U.S. GAAP notes, usually detail what financial 
assets and liabilities consist of. This helps us accurately determine NOA and NNO. 
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The IFRS income statement usually reports fewer line items than U.S. GAAP income state- 

ments and, further, there is no definition of “operating activities” under IFRS. This means we must 

devote attention to classify operating versus nonoperating income components. Following is a table 

that shows common U.S. GAAP income statement items and their classification as operating (O) or 

nonoperating (N). This table also indicates which items are required for IFRS income statements. 

Income Statement Line Items. 

NGL. SalOSgarmrt rarest tester tae tp erenc aa cons ney cence teehee net O 

WOSTORSAlSS reranar wre ee Meter st take cox tric Ah peas cemnin MAeeat O = 

Selling, general and administrative (SG&A) expense ........... O — 

PROVISION SHO GOUDITU ACCOUNTS sete teaene ie anette ea eenre rat O = 

Nonoperating incomes artes. + 7 cence cuceites seit ean teeter er N = 

Interest revenue and Interest expense ...................-+. N YES 

NONOPeratinGgreXDeENnSeSaeeme mete: te ate ane eee eee N = 

Income!beforesincomeitaxessan vac sees ioc ear een eraea OandN — 

INE OME TAXGS XD SIS © ierperne pee toc revtercucerinteniot ee otrancet Wak ct Sienematence ca oeoreatir OandN YES 

Earnings on equity investments (associates and joint ventures). . . O YES 

[XSCALE COMMIMUINE | COSMOS 5 ocaoaegceouvaaoeeascugue O = 

DiscontinuicdOMenravOnSweea:wcsmeiee coerce ee orein eke net swore N YES 

income before extraordinary itemS ass. ssse ese esse secs oe OandN — 

ExiraondinanvaltemsSanetOmmcOmeitaxs = ay arse semen eeieieiae OorN —_— 

INGUINCOMCn aa atin tues tack cia ani eiepamio ew Seat ire oe mane weed OandN YES 

Net income attributable to noncontrolling interest ............. N YES 

Net income attributable to controlling interest ................ OandN YES 

Earnings per share (Basic EPS and Diluted EPS).............. O and N WES 

There is no requirement to report income from operations, yet many IFRS companies do so. How- 

ever, items that are considered operating such as gains and losses on disposals of operating assets, 

or income from equity method investments, are often reported below the operating income line. We 

must examine IFRS income statements and their notes to make an independent assessment of what 

is operating. IFRS income statements usually report separately the other nonoperating revenues and 

expenses even though this is not required. We can better assess the nature of these items by reading 

the notes. 

MODULE-END REVIEW 

Refer to the income statement and balance sheet of Walmart, from Mid-Module Reviews | and 2 earlier in this 

module. 

Required 
1. Compute Walmart’s nonoperating return for 2011. 

2. Compute Target’s nonoperating return for 2011 from the information reported in this module. Compare and 

contrast the nonoperating return for Walmart and Target. Interpret the results. 

3. Compute Walmart’s liabilities-to-equity ratio for 2011. 

4. Compute Target’s liabilities-to-equity ratio for 2011 from the balance sheet in this module. Compare and 

contrast the ratio to Walmart’s liabilities-to-equity ratio. Interpret the results. 

The solution is on page 4-55. 
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LOs Explain 

nonoperating 

return and com- 

pute it from return 

on equity and the 

operating return. 

APPENDIX 4A: Nonoperating Return Component 

of ROE 

In this appendix, we consider the nonoperating return component of ROE in more detail. We also provide a deriva- 

tion of that nonoperating return and discuss several special topics pertaining to it. We begin by considering three 

special cases of capital structure financing. 

Nonoperating Return Framework 

In the module, we infer the nonoperating return as the difference between ROE and RNOA. The nonoperating re- 

turn can also be computed directly as FLEV Spread, where FLEV is the degree of financial leverage and Spread 

is the difference between the assets’ after-tax operating return (RNOA) and the after-tax cost of debt. 

Exhibit 4A.1 provides definitions for each of the terms required in this computation. 

EXHIBIT 4A.1 Nonoperating Return Definitions 

NNO: Net nonoperating obligations............ Nonoperating liabilities (plus any noncontrolling 

interest reported on the balance sheet) less 

nonoperating assets 

FEEVAkInanclallleveragetmsetinee cme ieruerene= ts Average NNO/Average equity 

NNE: Net nonoperating expense.............. NOPAT — Net income; NNE consists of nonoperating 

expenses and revenues, net of tax, as well as any 

noncontrolling interest reported on the income 

statement. 

NNEP: Net nonoperating expense percent ...... NNE/Average NNO 

SPLCaC Mee erecta. ck meta Grae re ractent cues vciceene auc ed RNOA — NNEP 

Nonoperating Return—With Debt Financing, but 
Without Nonoperating Assets 

To illustrate computation of the nonoperating return when the company has debt and equity financing (without 

nonoperating assets), let’s refer to our example in this module of the company that increases its ROE through use 

of debt. (For this first illustration, view FLEV as the relative use of debt in the capital structure, and Spread as 

the difference between RNOA and the net nonoperating expense percent.) Again, assume that this company has 

$1,000 of equity, $500 of 7% debt, total assets of $1,500 that earn a 20% return, and a tax rate of 0%. The net 

income of this firm is $265, computed as follows: 

Profit from assets financed with equity ($1,000 x 20%)..... $200 

Profit from assets financed with debt ($500 x 20%)........ $100 

Less interest expense from debt ($500 x 7%) ............ (35) 65 

Net Drotit. senceirert wearrptecteonnes ceegeties Sor en One eer: eae $265 

This company’s ROE is 26.5%, computed as $265/$1,000 (assuming income received at year-end for simplicity 
and average equity is $1,000). Its RNOA is 20%, FLEV is 0.50 (computed as $500 of average net nonoperating 
obligations divided by $1,000 average equity), and its Spread is 13% (computed as 20% less 7%). This company’s 
ROE, shown with the nonoperating return being directly computed, is as follows: 
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ROE = RNOA + [FLEV x Spread | 

= 20% +[050 x 13% ] 

= 26.5% 

We see that when a company’s nonoperating activities relate solely to the borrowing of money (without nonoperat- 

ing assets), FLEV collapses to the ratio of debt to equity, called the debt-to-equity ratio. 

Nonoperating Return—Without Debt Financing, but 
With Nonoperating Assets 

Some companies, such as many high-tech firms, have no debt, and maintain large portfolios of marketable securi- 

ties. They hold these highly liquid assets so that they can respond quickly to new opportunities or react to com- 

petitive pressures. With high levels of nonoperating assets and no nonoperating liabilities, the net nonoperating 

obligations (NNO) has a negative sign (NNO = Nonoperating liabilities — Nonoperating assets). Likewise, FLEV 

is negative: Average NNO (—) / Average Equity (+). Further, net nonoperating expense (NNE = NOPAT — Net 

income) is negative because investment income is a negative nonoperating expense. However, the net nonoperat- 

ing expense percent (NNEP) is positive because the negative NNE is divided by the negative NNO. This causes 

ROE to be less than RNOA (see computations below). We use the 2010 10-K of Intel to illustrate this curious result 

(Intel reports no noncontrolling interest). 

aEEaa 

NOA Rae caterers <, sommes cis ssi bontrsensas $ 28,652 $ 29,232 $28,942 = 

NOME tar ce at amie $(20,778) $(12,472)  $(16,625) = 
STOCKMOICETS CU LIL me memeeeae tacit $ 49,430 $41,704 $45,567 — 

NEtEInGOMer sameeren Cte ee tees de ee $ 11,464 _ — — 

NO PAT errgetee rite ee Pee seh iced cana $ 11,250 — — — 

NNE(NOPAT— Netincome)isn. sss. ..0. $ (214) — _ — 

[Sle Yice ws amy ee re CEES (0.3648) = = $(16,625)/$45,567 
RINGO Agra tptitas cece rc ent ash tan tucnand, oes 38.87% — = $11 ,250/$28,942 

NINES: tae an errgeedrncialeahe ltt A 1.29% ae = $(214)/$(16,625) 
‘S DiC aCemetee yh reat acer w oh fri busecia can 37.58% —_ _— 38.87%-1.29% 

Intel’s NNO is negative because its investment in marketable securities exceeds its debt. Intel’s ROE is 25.16%, 

and it consists of the following: 

ROE = RNOA +[ FLEV xX Spread ] 

= 38.87% +[ —0.3648 x 37.58% | 

= 38.87% + [-—13.71%] 

= 25.16% 

Intel’s ROE is lower than its RNOA because of its large investment in marketable securities. That is, its exces- 

sive liquidity is penalizing its return on equity. The rationale for this seemingly incongruous result is this: Intel’s 

ROE derives from operating and nonoperating assets. Intel’s operating assets are providing an outstanding return 

(38.87%), much higher than the return on its marketable securities (1.29%). Holding liquid assets that are less 

productive means that Intel’s shareholders are funding a sizeable level of liquidity, and sacrificing returns in the 

process. Why? Many companies in high-tech industries feel the need to maintain excessive liquidity to gain flex- 

ibility —the flexibility to take advantage of opportunities and to react quickly to competitor maneuvers. Intel’s 

management, evidently, feels that the investment of costly equity capital in this manner will reap future rewards for 

its shareholders. Its 25.16% ROE provides some evidence that this strategy is not necessarily misguided. 

Nonoperating Return—With Debt Financing and 
Nonoperating Assets 

Most companies report both debt and investments on their balance sheets. If that debt markedly exceeds the invest- 

ment balance, their ROE will look more like our first example (with debt only). Instead, if investments predomi- 

nate, their ROE will look more like Intel’s. It is important to remember that both the average NNO (and FLEV) 

and NNE can be either positive (debt) or negative (investments), and it is not always the case that ROE exceeds 

RNOA. We now compute nonoperating return for Target, a company with both debt and investments. 

4-22 
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EXHIBIT 4A.2 

Nonoperating Return for Target 
In Exhibit 4A.1, we define net nonoperating expense (NNE) as NOPAT — Net income. For Target, we can compute 

NNE as NOPAT of $3,397 million less net income of $2,920 million, which yields $477 million. More generally, 

NNE can include a number of nonoperating items such as interest expense, interest revenue, dividend income, 

investment gains and losses, income (loss) on discontinued operations and noncontrolling interest (if any); all net 

of tax. (Recall that the simple illustration at the beginning of this appendix ignored taxes, which meant NNE was 

equal to the $35 interest paid.) 

To compute operating return (RNOA) we divided NOPAT from the income statement, by NOA from the bal- 

ance sheet. Similarly, to compute the net nonoperating expense percent (NNEP), we divide NNE from the income 

statement by net nonoperating obligations from the balance sheet (NNO). Exhibit 44.2 shows how a balance sheet 

can be reorganized into operating and nonoperating items. 

Simplified Balance Sheet 

Assets Liabilities 

Net operating assets (NOA)............ Current Operating Assets Current Operating Liabilities 

(assets — liabilities) + Long-Term Operating Assets + Long-Term Operating Liabilities 

Total Operating Liabilities Total Operating Assets 

Net nonoperating obligations (NNO)....... Current Nonoperating Assets Current Nonoperating Liabilities 

(liabilities - assets) + Long-Term Nonoperating Assets + Long-Term Nonoperating Liabilities 

= Total Nonoperating Assets = Total Nonoperating Liabilities 

Equity 

Equitya(N@ AZ INN ©) teers nesses ie Stockholders’ Equity 

Total Assets Total Liabilities and Equity 

Net nonoperating obligations are total nonoperating liabilities less total nonoperating assets. The accounting equa- 

tion stipulates that Assets = Liabilities + Equity, so we can adjust it to yield the following key identity: 

Net operating assets (NOA) = Net nonoperating obligations (NNO) + Stockholders’ equity 

For Target, we compute NNO as follows: 

“2001-—_2nto 
Nonoperating liabilities 

Unsecured debt and other borrowings .................0eeeeeeeaee $ 119 $ 796 
Nonrecourse debt collateralized by credit card receivables ............ =— 900 

L-T Unsecured| debt and other borrowings ........................- 11,653 10,643 

L-T Nonrecourse debt collateralized by credit card receivables......... 3,954 4,475 

Work!) Meme asyeWinte ELMS: occ ooo anseooneusenoosdecuoo owe mend 15,726 16,814 

Nonoperating assets 

Gashvandicashiequivalonts wircae sex Sereraicistnenennrcas ya kee ee hee ere, See nee ali 2,200 

Short-term and long-term investments ........¢..00.00c+eec+ uence 0 0 

JotalinonoperatingiassetSksememmiercie or ree eee ee eee ee UWSAlZ 2,200 

NEE ielaleferereatiine] Cleli(eewieins (NIN) oo woo cous San ceonsawoonsenooaur $14,014 $14,614 

Accordingly (drawing on NNE from the income statement and NNO from the balance sheet), we compute the net 
nonoperating expense percent (NNEP) as follows: 

Net nonoperating expense (NNE) 
Net ti ( = Eee 

et nonoperating expense percent. (NNEF) Average net nonoperating obligations (NNO) 

The net nonoperating expense percent (NNEP) measures the average cost of net nonoperating obligations. The 
denominator uses the average NNO similar to the return calculations (such as ROE and RNOA). 

In the simple illustration from earlier in this appendix, that company’s net nonoperating expense percent is 
7%, computed as $35/$500, which is exactly equal to the interest rate on the loan. With real financial statements, 
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NNEP is more complicated because NNE often includes both interest on borrowed money and nonoperating in- 

come, and NNO is the net of operating liabilities less nonoperating assets. Thus NNEP often reflects an average 

return on nonoperating activities. For Target, its 2011 NNEP is 3.33%, computed as $477 million/[($14,014 mil- 

lion + $14,614 million)/2]. 

Target’s 2011 RNOA is 11.43%, which means that net operating assets generate more return than the 3.33% 

cost of net nonoperating obligations. That is, Target earns a Spread of 8.10%, the difference between RNOA 

(11.43%) and NNEP (3.33%), on each asset financed with borrowed funds. By borrowing funds, Target creates 

leverage, which can be measured relative to stockholders’ equity; that ratio is called financial leverage (FLEV). In 

sum, total nonoperating return is computed by the following formula: 

Average net nonoperating obligations (NNO) 

“Tir vAverage stockholders’ equity) vr CO 

Two points are immediately clear from this equation. First, ROE increases with the Spread between RNOA and 

NNEP. The more profitable the return on operating assets, the higher the return to shareholders. Second, the higher 

the debt relative to equity, the higher the ROE (assuming, of course, a positive Spread). 

Target’s 2011 Spread between RNOA and NNEP is 8.10%. It has average NNO of $14,314 million [($14,014 

million + $14,614 million)/2] and average equity of $15,417 million [($15,487 million + $15,347 million)/2]. 

Thus, Target’s ROE is as follows: 

Nonoperating return = 

ROE = Operating return + Nonoperating return 

= 11.43% + [$14,314/$15,417] x [11.43% — 3.33%] 
= 11.43% + [0.9285] x [8.10%] 

18.95% (0.0001 rounding error) 

Most companies report both debt and investments on their balance sheets. If that debt markedly exceeds the 

investment balance, their ROE will look more like our Target example (with net debt). Instead, if investments 

predominate, their ROE will look more like Intel’s (with net investments). It is important to remember that both 

the average NNO (and FLEV) and NNE can be either positive (debt) or negative (investments), and it is not always 

the case that ROE exceeds RNOA. 

Derivation of Nonoperating Return Formula 

Following is the algebraic derivation of the nonoperating return formula, where NI is net income, SE is average 

stockholders’ equity, and all other terms are as defined in Exhibits 4.3 and 4A.1. 

ROE = a 

_ NOPAT — NNE 
SE 

_ NOPAT _ NNE 
SE SE 

= (NO x RNOA) — (NNO x NNEP) 

= aa x RNOA) as (NNO x NNEP) 

= RNOA x (1 + NNO} = (NNO x NNEP) 

= RNOA + (NNO x RNOA) — (NNO x NNEP) 

= RNOA + (NNO) (RNOA — NNEP) 

= RNOA + (FLEV X Spread) 

Special Topics 

The return on equity (ROE) computation becomes a bit more complicated in the presence of discontinued opera- 

tions, preferred stock, and minority (or noncontrolling) equity interest. The first of these apportions ROE between 

operating and nonoperating returns, and the other two affect the dollar amount included in the denominator (aver- 
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age equity) of the ROE computation. Recall that ROE measures the return on investment for common sharehold- 

ers. The ROE numerator should include only the income available to pay common dividends and the ROE denomi- 

nator should include common equity only, not the equity of preferred or minority shareholders. 

Discontinued Operations Discontinued operations are subsidiaries or business segments that the board 

of directors has formally decided to divest. Companies must report discontinued operations on a separate line, 

below income from continuing operations. The separate line item includes the net income or loss from discon- 

tinued operations along with any gains or losses on the disposal of discontinued net assets (see Module 5 for 

details). Although not required, many companies disclose the net assets of discontinued operations on the bal- 

ance sheet to distinguish them from continuing net assets. If the net assets are not separated on the balance sheet, 

the footnotes provide details to facilitate a disaggregated analysis. These net assets of discontinued operations 

should be treated as nonoperating (they represent a nonoperating “investment” once they have been classified 

as discontinued) and their after-tax profit (loss) should be treated as nonoperating as well. Although the ROE 

computation is unaffected, the nonoperating portion of the ROE for the year will include the contribution of 

discontinued operations. 

Preferred Stock The ROE formula takes the perspective of the common shareholder in that it relates the in- 

come available to pay common dividends to the average common shareholder. As such, preferred stock should 

not be included in average stockholders’ equity in the denominator of the ROE formula. Similarly, any dividends 

paid on preferred stock should be subtracted from net income to yield the profit available to pay common divi- 

dends. (Dividends are not an expense in computing net income; thus, net income is available to both preferred and 

common shareholders. To determine net income available to common shareholders, we must subtract preferred 

dividends.) Thus, the presence of preferred stock requires two adjustments to the ROE formula. 

1. Preferred dividends must be subtracted from net income in the numerator. 

2. Preferred stock must be subtracted from stockholders’ equity in the denominator. 

This modified return on equity formula is more accurately labeled return on common equity (ROCE). 

ROCE = ———__—_Net income — Preferred dividends 
Average stockholders’ equity — Average preferred equity 

Noncontrolling Interest When a company acquires controlling interest of the outstanding voting stock of 

another company, the parent company must consolidate the new subsidiary in its balance sheet and income 

statement (see Module 7). This means that the parent company must include 100% of the subsidiary’s assets, 

liabilities, revenues and expenses. If the parent acquires less than 100% of the subsidiary’s voting stock, the 

remaining claim of noncontrolling shareholders is reported on the balance sheet as a component of stockhold- 

ers’ equity called noncontrolling interest, and net income is separated into income attributable to company 

shareholders and that attributable to noncontrolling interests. The ROE computation, then, should use the net 

income attributable to company shareholders divided by the average stockholders’ equity where equity excludes 

noncontrolling interest. 

To illustrate the calculation of ROE, FLEV, and Spread in the presence of noncontrolling interest we consider 

the following selected balance sheet and income statement items from Walmart ($ millions). 

2011 2010 Average 
Balance sheet items 

Netoperatingiassetss(N@A) yarn aemnia ne nance an $114,040 $106,320 $110,180 

NOnOperalingiliatolll tics euan mer eerie itite eeee eens ee een $ 50,319 $41,719 $ 46,019 
LESS NO MO CUMING BESS, Gob wohcancn one ohoanecomodasnou (7,526) (8,047) (7,787) 
AUER NeRGO MOINES! con oc onvoonoomvgnuepansncaoe 2,705 2,180 2,443 

NNO including noncontrolling interest................0.000- 45,498 35,852 40,675 
Equity (attributable to Walmart shareholders) ................ 68,542 70,468 69,505 

TEN NINO) Eine ECU occu gounchovoounouannoentogswauus $114,040 $106,320 $110,180 

Income statement items 

NetoperallngoronitreitontexalN© 2 \\)) sete Smilieoee 

Netinonoperatingkexpensel(NNE) ier instil asians (833) 

Net income attributable to Walmart shareholders............. $ 16,389 
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We then compute the following key ratios ($ millions): 

[SANTO seas: anders restart re le anton sah de osha slit eect ce ak bait et a he 15.63%  ($17,222/$110,180) 

RIOD. cohen enctesder china sea acta pinta ac aieae ak ieieeeAA <n Pa oa Fi ten Coe ML eA ee eed 23.58%  ($16,389/$69,505) 

pO fariierrreyeete Et ri ee atin RRR amt 2 on Wehrle, here! OM Rede Gay ONG pee ta 0.585  ($40,675/$69,505) 

NIN Eee eracicreys Rhian a AO EIN Sr ihva LIA Ra ene Menthe Meee Brot eel t kate Bd 2.05%  ($833/$40,675) 

S DISA artcbertenn re carter eke etn et Tier tr od «han aoe OE os Pe Renee ee aeet BREE ME Nae 13.58% (15.63% — 2.05%) 

Interestyneibetorestangsr. Maas s silat cobb imea its OF phe Pui baereenrre nea hee Ewe. tohd mmr tag hell dieior Boney Be $2,004 
essmlaxcshicldiominterests metiatS 7.2/1 pemeceteneuch cattrcsgs Bessette tsk nr utd 4 5 AL pened we etry ne (741) 

Interests Melaltel: taxes mer tere tes waren ekoM hi gene Sthetiee, Sor SRaEM AMOS i Avec otk anh 1,263 

LESS: TMSOMMEY iRelnn CHACON O|SKEMIONIS cnaccodcosusaduecugsenosouenobAshoodbeunoeac (1,034) 

PlussNetincomerattributableto moncontrollingiimterest sis. eek) tese ae. sek eee 604 

Neunonope\ratingiexpenSe ss eae Seer etn te cere eitee cna n ace satis Seen ty sot en RRA $ 833 

APPENDIX 4B: Tools of Liquidity and Solvency 

Analysis 

Liquidity Analysis 

Liquidity refers to cash availability: how much cash a company has, and how much it can raise on short notice. Two ‘04 Compute 

of the most common ratios used to assess the degree of liquidity are the current ratio and the quick ratio. Both of —_ and interpret mea- 

these ratios link required near-term payments to cash available in the near-term. sures of liquidity 

. and solvency. 
Current Ratio 
Current assets are assets that a company expects to convert into cash within 

the next operating cycle, which is typically a year. Current liabilities are 

liabilities that come due within the next year. An excess of current assets 

over current liabilities (Current assets — Current liabilities), is known as 

net working capital or simply working capital? Positive working capital 

implies that cash generated by “liquidating” current assets would be suffi- 

cient to pay current liabilities. The current ratio expresses working capital 

as a ratio and is computed as follows: 

Target’s Current Ratio 

Current assets 
Current liabilities 

Current ratio = 

A current ratio greater than 1.0 implies positive working capital. Both working capital and the current ratio con- 

sider existing balance sheet data only and ignore cash inflows from future sales or other sources. The current ratio 

is more commonly used than working capital because ratios allow comparisons across companies of different size. 

Generally, companies prefer a higher current ratio; however, an excessively high current ratio indicates inefficient 

asset use. Furthermore, a current ratio less than 1.0 is not always bad for at least two reasons: 

1. Acash-and-carry company (like a grocery store) can have potentially few current assets (and a low current 

ratio), but consistently large operating cash inflows ensure the company will be sufficiently liquid. 

2 Both operating assets and operating liabilities can be either current or long-term. “Current” means that the asset is expected to 

be used, or the liability paid, within the next operating cycle or one year, whichever is longer, which for most companies means a 

year. Using the current versus long-term nature of operating assets and liabilities we derive two types of net operating assets: net 

operating working capital (NOWC), and net long-term operating assets. Net operating working capital is defined as: 

Net operating working capital (NOWC) = Current operating assets — Current operating liabilities 

For Target, NOWC is $5,550 million for 2011 ($15,501 — $9,951). 
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2. A company can efficiently manage its working capital by minimizing receivables and inventories and 

maximizing payables. Walmart, for example, uses its buying power to exact extended credit terms from 

suppliers. Consequently, because it is essentially a cash-and-carry company, its current ratio is less than 1.0 

and is sufficiently liquid. 

The aim of current ratio analysis is to discern if a company is having, or is likely to have, difficulty meeting its 

short-term obligations. Target’s current ratio for 2011 is 1.71 ($17,213 million/$10,070 million). Its current ratio 

has rebounded somewhat after three years of decline. 

Quick Ratio 
The quick ratio is a variant of the current ratio. It focuses on quick assets, which are assets likely to be converted 

to cash within a relatively short period of time. Specifically, quick assets include cash, marketable securities, and 

accounts receivable; they exclude inventories, prepaid assets, and other current assets. The quick ratio is defined 

as follows: 

° - _ Cash + Marketable securities + Accounts receivables 

SEO ls Current liabilities 

Target’s Quick Ratio The quick ratio reflects on a company’s ability to meet its current li- 
abilities without liquidating inventories. It is a more stringent test of 

liquidity than the current ratio. 

Target’s 2011 quick ratio is 0.78 (Set 86158), Like the current 

ratio, Target’s quick ratio has decreased steadily over the past three 

years, but the magnitude of this decline is minimal—see margin graph. 

It is not uncommon for a company’s quick ratio to be less than 1.0. 

Although liquidity is not a major concern for Target, the decline in 

the quick ratio is something financial statement users would want to 

monitor. 

0.86 

0.84 

0.82 

0.80 

0.78 

0.76 

0.74 

Solvency Analysis 

Solvency refers to a company’s ability to meet its debt obligations, including both periodic interest payments 

and the repayment of the principal amount borrowed. Solvency is crucial because an insolvent company is a 

failed company. There are two general approaches to measuring solvency. The first approach uses balance sheet 

data and assesses the proportion of capital raised from creditors. The second approach uses income statement 

data and assesses the profit generated relative to debt payment obligations. We discuss each approach in turn. 

Liabilities-to-Equity 
The liabilities-to-equity ratio is a useful tool for the first type of solvency analysis. It is defined as follows: 

Total liabilities 
Stockholders’ equity 

Target’s Liabilities-to-Equity Liabilities-to-equity ratio = 

2.50 

2.00 

1.50 

1.00 

0.50 

0.00 

This ratio conveys how reliant a company is on creditor financing com- 

pared with equity financing. A higher ratio indicates less solvency, and 

more risk. Target’s 2011 liabilities-to-equity ratio is 1.82 a 

This ratio has decreased over the past three years—see margin graph. 

Also, its ratio is slightly greater than 1.5, the median for publicly traded 

companies. (Because the numerator of this ratio includes the consoli- 
2009 2010 2014 dated liabilities of the company, the denominator must use the compa- 

ny’s total equity, which includes any noncontrolling interest reported on 

the balance sheet. Target does not report noncontrolling interest.) 
A variant of this ratio considers a company’s long-term debt divided by equity. This approach assumes that 

current liabilities are repaid from current assets (so-called self-liquidating). Thus, it assumes that creditors and 
stockholders need only focus on the relative proportion of long-term capital. 
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Times Interest Earned 
The second type of solvency analysis compares profits to liabilities. This approach assesses how much operating 

profit is available to cover debt obligations. A common measure for this type of solvency analysis is the times 

interest earned ratio, defined as follows: 

Earnings before interest and taxes 
Times interest earned = 

Interest expense 

The times interest earned ratio reflects the operating income available 

to pay interest expense. The underlying assumption is that only interest Target’s Times Interest Earned 
needs to be paid because the principal will be refinanced. This ratio is 

sometimes abbreviated as EBIT/I. The numerator is similar to net operat- 7.00 

ing profits after tax (NOPAT), but it is pretax instead of after tax. We use 6.00 

earnings before net interest expense, that is, net of any other nonoperating 5.00 

income or expenses. 208 

Management wants this ratio to be sufficiently high so that there is oe 

little risk of default. Target’s 2011 times interest earned is a healthy 6.94, ee 

computed as a This ratio has increased over the past three years —see 0.00 

margin graph. This result implies that Target could suffer a large decline 

in profitability and still be able to service its interest payments when due. 

Any solvency concerns we might have had relating to Target’s lack of 

liquidity and relatively high debt load are mitigated by its earning power. 

There are many variations of solvency and liquidity analysis and the ratios used. The basic idea is to construct 

measures that reflect a company’s credit risk exposure. There is not one “best” financial leverage ratio. Instead, 

as financial statement users, we want to use measures that capture the risk we are most concerned with. It is also 

important to compute the ratios ourselves to ensure we know what is included and excluded from each ratio. 

Vertical and Horizontal Analysis 

Companies come in all sizes, which presents difficulties when making comparisons among firms or over time. 

There are several methods that attempt to overcome this obstacle. 

Vertical analysis expresses financial statements in ratio form. Specifically, it is routine to express income 

statement items as a percent of net sales, and balance sheet items as a percent of total assets. Such common-size 

financial statements facilitate comparisons across companies of different sizes and comparisons of accounts 

within a set of financial statements. 

Horizontal analysis is the scrutiny of financial data across time. Comparing data across two or more con- 

secutive periods assists in analyzing trends in company performance and in predicting future performance. 

Exhibits 4B.1 and 4B.2 present Target’s common-size balance sheet and common-size income statement. We 

also present data for horizontal analysis by showing three years of common-size statements. 

On the income side, Target’s cost of goods sold has remained fairly constant over this three-year period. The 

improvement in Target’s earnings before interest and taxes and net income has been the result of a reduction of 

credit card expenses. This, most likely, represents a reduction of credit losses on Target credit card receivables as 

the economy began to emerge from recession in 2011. 

Target’s total assets in dollars have decreased slightly since 2009. However, we are primarily interested in 

the composition of the balance sheet, or the proportion invested in each asset category. Specifically, liquidity has 

generally increased in the most recent year as cash and cash equivalents represent 3.9% of total assets in 2011, up 

from 2% in 2009. While receivables have decreased as a percent of total assets, inventories have increased, leav- 

ing total current assets relatively unchanged at 39% of total assets. Long-term assets have not changed markedly 

over these three years. 

Target’s short-term liabilities have remained constant over the three years with current liabilities represent- 

ing 23% of total liabilities and equity. During this period, Target’s long-term liabilities have decreased while its 

stockholders’ equity has increased in relative terms. This is generally regarded as positive as it represents a cor- 

responding reduction in debt. Overall, Target presents a relatively stable picture with reasonable percentages in all 

categories and a reduction in financial leverage. 
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EXHIBIT 4B.1 Common-Size Balance Sheets 
Att HEBEM 

Assets 

CAS Zine] C250 GOWINEIEMIS oc scbe6cs0uen0cvsrcescce ale $ 2,200 $ 864 3.9% 4.9% 2.0% 

aeCrediticardireceivableSqscpemyc ee. ecam ee nerosttne a senso exes 6,153 6,966 8,084 14.4 15.6 18.3 

WANAETIROIO Es cecectnen a crore 'o & Meoke es a cpmucyaes crtra cicuy paeiicas Mice crete 7,596 7,179 6,705 17.4 16.1 eZ 

Other current assets.......... LI 00-4 MOET REE Ee Ee 1,752 2,079 1,835 4.0 meh 42 

TOtAlICUMENTtIASSCLS Mee ete. cnc icr sere ee em teeteba sain cease eiteliek ass Wis) 18,424 17,488 39.4 41.4 39.6 

Property and equipment 

[fey aa ee ceca: ode. ieee ame Mae orc fer cts GR coe Arner 5,928 5,793 5,767 13.6 13.0 KEN 

WHCHMES Clavel IMSMOMENMEMES occ scoonenecusncoven 23,081 PE Ne 20,430 52.8 49.7 46.3 

EIxXtUneSkaNGheGUIDIMe Milam pe carers araanere dont rit war yaa 4,939 4,743 4,270 als Ong Se 

Computer hardware and software ................. PIG 2,575 2,586 5.8 5.8 5.9 

CONSthUCllon=IM=OTOGrESS ay acescnam ene arse neice reat 567 502 1,763 Wee det 4.0 

Accumulatedidepreciation=..4 1426 oes else eee a: (2555) (10,485) (9,060) (26.4) (23.5) (20.5) 

Rropentyvrangreauipme;ntsmetesmr = arieseer ce eres 25,493 25,280 25,756 58.3 56.8 58.4 

OthemnoncumentBassets erating. <r. eeeee re oe oe 999 829 862 23 19 _ 2.0 

TOLAASSCIS sarees: «ccs eee Seer sree ree Le) Sea $43,705 $44,533 $44,106 100.0% 100.0% 100.0% 

Liabilities and shareholders’ investment 

Accountsipayablowe sie ee eres Sores tn era $ 6,625 $ 6,511 $ 6,337 15.2% 14.6% 14.4% 

Accrued and other current liabilities.................. 3,326 3,120 2,913 7.6 7.0 6.6 

Unsecured debt and other borrowings ............... 119 796 1,262 0.3 1.8 2.9 

Nonrecourse debt collateralized by credit 

CarditeceiVables tesserae nhac eee sane teak are _— 900 _ 0.0 2.0 0.0 

TORN CUMEM TAOS ..o.o5c nn open omenuetiaccn epee 10,070 WN ee2y 10,512 23.0 25.4 23.8 

Unsecured debt and other borrowings ............... lols 10,643 12,000 26.7 23.9 Pace 

Nonrecourse debt collateralized by credit 

CardireceiVables meameere eters earn e crepee eae 3,954 4,475 5,490 9.0 10.0 12.4 

DefeneclincOmeriaxeSwre: meres neat rene sane r ey 934 835 455 Dal 1.9 1.0 

Cithemnoncunmentiiabilitics suerte tremens mnie 1,607 1,906 1,937 Shi 4.3 4.4 

lotalimMoncurrentiliabilitiCStaas serene ene niatens aera nae eee 18,148 17,859 19,882 41.5 40.1 45.1 

Shareholders’ investment 

Commoncstocksemecternscr enter cust meester ie hore ae 59 62 63 0.1 0.1 0.1 

AGtOnalipald=t=Ca liaise mitten ween tere 3,311 2,919 2,762 7.6 6.6 6.3 

imeyeel alate ASLAN S Smeets ccoo cc cE SO oo bo cnnae 3 12,698 12,947 11,443 29.1 29.1 25.9 

Accumulated other comprehensive loss ............ (581) (581) (556) (les) (1.3) (1.3) 

Jotalisharenolderssinvestimentaneni) aareirete tie te 15,487 15,347 ASerale, 35.4 34.5 31.1 

Total liabilities and shareholders’ investment........... $43,705 $44,533 $44,106 100.0% 100.0% 100.0% 

“Percentages are rounded to one decimal and, thus, might not exactly sum to totals and subtotals. 
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SAMOS Mae REO BOO oes evo na nef arbors busuaheiue dards $65,786 $63,435 $62,884 97.6% 97.1% 96.8% 

CrediticardinevenlicSaam ern tt sec teen sie ners 1,604 1,922 2,064 2.4 2.9 3.2 

ALOE EVES see Cla oe ae ee eer 67,390 65,357 64,948 100.0% 100.0% 100.0% 

GOSt Of Sales wae wreseir teens ont Sapte metas Neigh ae ear Als) (2S) 44,062 44,157 67.9 67.4 68.0 

Selling, general and administrative expenses .......... 13,469 13,078 12,954 20.0 20.0 19.9 

Gredittcardiexpensesseser 0l FAMED. WE ue Pear ie 860 ee 1,609 eS 2:3 245) 

Depreciationjandramontizationic cine sie ese rence 2,084 2,023 1,826 Bel 3.1 2.8 

Earnings before interest expense and income taxes..... D262 4,673 4,402 7.8 teal 6.8 

Net interest expense 

Nonrecourse debt collateralized by credit card 

FeColWVableSanmpemer acs creme nena tia et et tre setters 83 97 167 0.1 0.1 Os 

Otherinterest expense)... naam... so ac mete ee 677 707 127 10) eal ie 

INtereShinCOMer acme ere. Mewes Pepercee thew crates AOR. s (3) (3) (28) (0.0) (0.0) (0.0) 

NETIDLSEOST GXDOMSE — 2 eee eye eemieml rain er pages ae rae 801 866 Ae eZ 1.3 

Earnings before income taxeS ............00 cee eee 4,495 3,872 3,536 6.7 5.9 5.4 

ProvisiontorincomestaxeSmemrar mien se. etcrolety semceteemeerasee Tov) 1,384 eee Dae 2.1 2.0 

NGS TEtel Aline Ss oasis Sie Soa acc oe ere Dreemrcnoeaees eM Ose $ 2,920 $ 2,488 $ 2,214 4.3% 3.8% 3.4% 

*Percentages are rounded to one decimal and, thus, might not exactly sum to totals and subtotals. 

APPENDIX 4C: DuPont Disaggregation Analysis 

Disaggregation of return on equity (ROE) into three components (profitability, turnover, and financial leverage) ‘OS Describe 

was initially introduced by the E.I. DuPont de Nemours and Company to aid its managers in performance and illustrate tra- 

evaluation. DuPont realized that management’s focus on profit alone was insufficient because profit can be simply —_ gitignal DuPont 

increased by additional investment in low-yielding, but safe, assets. Further, DuPont wanted managers to think disaggregation of 

like investors and to manage their portfolio of activities using investment principles that allocate scarce investment ROE. 

capital to competing projects in descending order of return on investment (the capital budgeting approach). The 

DuPont model incorporates this investment perspective into performance measurement by disaggregating ROE 

into the following three components: 

1. Profitability 

2. Turnover (asset utilization) 

3. Financial leverage 

Each of these measures is generally positive, in which case an increase in any one would increase ROE. A focus 

on these measures encourages managers to focus on both the balance sheet and the income statement. Such an 

analysis typically examines each of these components over time. Managers then seek to reverse adverse trends and 

to sustain positive trends. 

Basic DuPont Model 

The basic DuPont model disaggregates ROE as follows: 

ROE = Net income _ Net income Sales Average total assets 
~ Average stockholders’ equity Sales Average total assets Average stockholders’ equity 

Profit Asset Financial 

Leverage 

(FL) 
Turnover 

(AT) 
Margin 

(PM) 
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These three components are described as follows: 

& Profit margin is the amount of profit that the company earns from each dollar of sales. A company can 

increase its profit margin by increasing its gross profit margin (Gross profit/Sales) and/or by reducing its 

expenses (other than cost of sales) as a percentage of sales. 

@ Asset turnover is a productivity measure that reflects the volume of sales that a company generates from 

each dollar invested in assets. A company can increase its asset turnover by increasing sales volume with no 

increase in assets and/or by reducing asset investment without reducing sales. 

@ Financial leverage measures the degree to which the company finances its assets with debt rather than 

equity. Increasing the percentage of debt relative to equity increases the financial leverage. Although 

financial leverage increases ROE (when performance is positive), debt must be used with care as it 

increases the company’s relative riskiness (see our following discussion of financial leverage). 

Return on Assets 

The first two terms in the DuPont model, profit margin and asset turnover, relate to company operations and com- 

bine to yield return on assets (ROA) as follows: 

ROA = Net income — Net income Sales 
Average total assets Sales Average total assets 

Profit Asset 

Margin Turnover 

Return on 

assets (ROA) 

Return on assets combines the first two terms in the ROE disaggregation, profit margin and turnover. It measures 

the return on investment for the company without regard to how it is financed (the relative proportion of debt 

and equity in its capital structure). Operating managers of a company typically grasp the income statement. They 

readily understand the pricing of products, the management of production costs, and the importance of controlling 

overhead costs. However, many managers do not appreciate the importance of managing the balance sheet. The 

ROA approach to performance measurement encourages managers to also focus on the returns that they achieve 

from the invested capital under their control. Those returns are maximized by a joint focus on both profitability 

and productivity. 

Profitability 
Profitability is measured by the profit margin (Net income/Sales). Analysis of profitability typically examines 

performance over time relative to benchmarks (such as competitors’ or industry performance), which highlights 

trends and abnormalities. When abnormal performance is discovered, managers either correct suboptimal perfor- 

mance or protect superior performance. There are two general areas of profitability analysis: gross profit margin 

analysis and expense management. 

Gross Profit Margin The gross profit margin (Gross profit/Sales) is crucial. It measures the gross profit (sales 

less cost of goods sold) for each sales dollar. Gross profit margin is affected by both the selling prices of prod- 

ucts and their manufacturing cost. When markets are more competitive (or when products lose their competitive 

advantage), a company must reduce product prices to maintain market share and any increases in manufacturing 

costs cannot be directly passed on to customers; suggesting managers must focus on reducing costs. This might 

result in outsourcing of activities to lower labor costs and/or finding lower-cost raw materials. Such measures 

can yield a loss of product quality if not managed properly, which could further deteriorate the product’s market 
position. Another strategy is to reduce product features not valued by the market. Focus groups of consumers can 
often identify these non-value-added product features that can be eliminated to save costs without affecting the 
product’s value to consumers. 

Expense Management Managers can focus on reducing manufacturing and/or administrative (overhead) 
expenses to increase profitability. Manufacturing overhead refers to all production expenses other than manu- 
facturing labor and materials. These expenses include utilities, depreciation, and administrative costs related to 
manufacturing the product. Administrative overhead refers to all expenses not in cost of goods sold such as admin- 
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istrative salaries and benefits, marketing, legal, accounting, research and development. These overhead costs must 

be managed carefully as they can represent investments. Reductions in spending on advertising and research yield 

short-run, positive impacts on profitability, but can yield long-run deterioration in the company’s market position. 

Likewise, requiring employees to work harder and longer can delay increases in wage-related costs, but the likely 

decline in employee morale can create long-run negative consequences. 

Productivity 

Productivity in the DuPont model refers to the volume of dollar sales resulting from each dollar invested in assets. 

When a decline in productivity is observed, managers have two avenues of attack: 

1. Increase sales volume from the existing asset base, and/or 

2. Decrease the investment in assets without reducing sales volume. 

The first approach focuses on capacity utilization. Increasing throughput lowers per unit manufacturing costs as 

fixed costs are spread over a larger sales base. The second approach focuses on elimination of excess assets. That 

reduction increases cash and also reduces carrying costs associated with the eliminated assets. 

Manager efforts to reduce assets often initially focus on working capital (current assets and liabilities). Receiv- 

ables can be reduced by better credit-granting policies and better monitoring of outstanding receivables. Inventories 

can be reduced through just-in-time delivery of raw materials, elimination of bottlenecks in production to reduce 

work-in-process inventories, and producing to order rather than to estimated demand to reduce finished goods in- 

ventories. Companies can also delay payment of accounts payable to generate needed cash. Payables management 

is more art than science, and reductions must be managed with care so as not to threaten valuable supply channels. 

Manager efforts to reduce long-term assets are more difficult. Recent years have witnessed an increase in use 

of corporate alliances, joint ventures, and activities that seek joint ownership of assets such as manufacturing, dis- 

tribution, service facilities, and information technology (IT). Another strategy is to outsource production to reduce 

manufacturing assets. Outsourcing is effective provided the benefits from eliminating manufacturing assets more 

than offset the increased costs of purchasing goods from outsourced producers. 

Financial Leverage 

The third term in the DuPont model is financial leverage, the relative proportion of debt versus equity in the com- 

pany’s capital structure. Financial leverage in the DuPont model is measured by the ratio of average total assets to 

average stockholders’ equity. An increase in this ratio implies an increase in the relative use of debt. This is evident 

from the accounting equation: assets = liabilities + equity. For example, assume that assets are financed equally 

with debt and equity. The accounting equation, expressed in percentage terms, follows: 100% = 50% + 50%, and 

the financial leverage of the company is 2.0 (100%/50%). If we increase the proportion of debt to 75% (decrease 

the proportion of equity to 25%), the financial leverage increases to 4.0 (100%/25%). The measure of financial 

leverage is important because debt is a contractual obligation (dividends are not), and a company’s failure to make 

required debt payments can result in legal repercussions and even bankruptcy. As financial leverage increases, so 

do the required debt payments, along with the probability that the company is unable to meet its debt obligations 

in a business downturn. 

ROA Adjustment in the Basic DuPont Model 

The basic DuPont model is not entirely accurate, and adjusting the return on assets for the effect of interest ad- 

dresses the inaccuracy. 

Return on assets typically focuses on the operating side of the business (profit margin and asset turnover). 

Further, ROA is typically under the control of operating managers while the capital structure decision (the rela- 

tive proportion of debt and equity) is not. Accordingly, an adjustment is often made to the numerator of ROA, and 

sometimes to the denominator. The numerator adjustment adds back the after-tax net interest expense (net of any 

other nonoperating revenues or expenses) and is computed as follows: 

Net income + [Interest expense (1 — Statutory tax rate)] 

aa Average total assets 

This adjusted numerator better reflects the company’s operating profit as it measures return on assets exclusive 

of financing costs (independent of the capital structure decision). This adjusted ROA is typically reported by data 

collection services such as Compustat and Capital IQ, while the unadjusted is not. (“Statutory tax rate” in the ROA 
formula is the federal statutory tax rate plus the state tax rate net of any federal tax benefits; we use the 37% federal and state tax 

rates as explained in the NOPAT computation.) 
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EXHIBIT 4C.1 

-omponent 

The denominator adjustment is less common. That adjustment removes non-interest-bearing short-term li- 

abilities (accounts payable and accrued liabilities) from total assets. The adjusted assets in the denominator are 

considered to better approximate the net assets that must be financed by long-term creditors and stockholders. 

In sum, adjustments to ROA move the numerator closer to net operating profit after-tax (NOPAT) and move the 

denominator closer to net operating assets (NOA). The resulting ROA ratio is then closer to the return on net op- 

erating assets (RNOA). 

Illustration of DuPont Disaggregation 

To illustrate DuPont disaggregation analysis, we use Target’s income statement and balance sheet reported earlier 

in this module. Exhibit 4C.1 shows the computation for each component of the DuPont disaggregation analysis 

applied to Target. 

Computation of DuPont Disaggregation Analysis for Target 

a finition 
Profit margin (PM).........00+eee0 Net income ee = 433% 

SSS MUTMTOVER (NM) 5 540050522n050035 Mees oe woe 5332 1.53 

Financial leverage (FL).......-----+- eee ie cone - ean = 2.86 

Return on equity (ROE).............. Avonce ect eaaty SEG SST = 18.94% 

or PM XAT X FL or 4.33% X 1.53 X 2.86 = 18.94 

Return on assets (Adjusted).......... Nenincomes see aes toa = Sian tone tet) aT eA = 7.70% 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

Your company is performing substantially better than its competitors. Namely, your RNOA of 16% is markedly 

superior to competitors’ RNOA of 10%. However, RNOA disaggregation shows that this is mainly attributed to 

your NOAT of 0.89 versus competitors’ NOAT of 0.59. Your NOPM of 18% is essentially identical to competitors’ 

NOPM of 17%. Accordingly, you will want to maintain your NOAT as further improvements are probably difficult 

to achieve. Importantly, you are likely to achieve the greatest benefit with efforts at improving your NOPM of 

18%, which is only marginally better than the industry norm of 17%. 

Superscript 4“ © denotes assignments based on Appendix 4A (4B, 4C). 

DISCUSSION QUESTIONS 
Q4-1. Explain in general terms the concept of return on investment. Why is this concept important in the 

analysis of financial performance? 

Q4-2.4 (a) Explain how an increase in financial leverage can increase a company’s ROE. (b) Given the 
potentially positive relation between financial leverage and ROE, why don’t we see companies with 
100% financial leverage (entirely nonowner financed)? 

Q4-3. Gross profit margin (Gross profit/Sales) is an important determinant of NOPAT. Identify two factors 
that can cause gross profit margin to decline. Is a reduction in the gross profit margin always bad 
news? Explain. 



Q4-4. 

Q4-5. 

Q4-6. 

Q4-7.A 

Q4-8. 

Q4-9. 

Q4-10. 

Q4-11. 

Q4-12. 

Q4-13. 
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When might a reduction in operating expenses as a percentage of sales denote a short-term gain at 

the cost of long-term performance? 

Describe the concept of asset turnover. What does the concept mean and why is it so important to 

understanding and interpreting financial performance? 

Explain what it means when a company’s ROE exceeds its RNOA. 

Discontinued operations are typically viewed as a nonoperating activity in the analysis of the balance 

sheet and the income statement. What is the rationale for this treatment? 

Describe what is meant by the “tax shield.” 

What is meant by the term “net” in net operating assets (NOA). 

Why is it important to disaggregate RNOA into operating profit margin (NOPM) and net operating 

assets turnover (NOAT)? 

What insights do we gain from the graphical relation between profit margin and asset turnover? 

Explain the concept of liquidity and why it is crucial to company survival. 

Identify at least two factors that limit the usefulness of ratio analysis. 

Q4-14.4 Define (1) net nonoperating obligations and (2) the net nonoperating expense. 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M4-15. Identify and Compute Net Operating Assets [1.0 4) 

Following is the balance sheet for Home Depot, Inc. Identify and compute fiscal year-end 2011 net | Home Depot (HD) 

Operating assets. 

{amounts in millions, except share and per share data) _ 
Assets 

Current Assets 

CashrancireaswrequivalentSuerwecrmia aes cei er eee aca eusenewa eee eter S S45 $ 1,421 

RECEIVADICS MIG loner tsseevrercterencuet 5 ee aiay sdeteree cie ener etre cence estaeh mone eel aaj ee Oss 1,085 964 

MerChanGiseMVeMntOniGS cer eske carrer a siete acre iol ode ce chads ejay he ek neteuecon crane 10,625 10,188 

OMOSMCUMEMTIASSCIS tenses orev ener cas, oie ct eine ctoweker oicebea testicles te no tot mula, sebmrleronegs cb chore aie 1,224 1 LT 

BOTA CUIMOMEASSOTSmentartetra tna cremetcl ose ne sautateliem a Gioens list ta letichoeca' ci sc teraten ue 13,479 13,900 

Property and equipment, at cost 

ILC! os «65 0-6 oy Heder HRC coir Bn OF ORCI ERC oP Cael cae RCE orn a rearing ar 8,497 8,451 

Buildings tare scttae or reetthcrcun kee sear o ga c)akess, Seeley tonal a chs avayanw aca eee OE 17,606 17,391 

BURMIEUO Mm XtUILeS  AMCLeGUIOMeN Cerna n casteirwtecae tabard arnsralks claus ihe ema 9,687 9,091 

[ESaSehoOldeSriMDrOVEMONtS Ree «a cysuscraigsesce in selec 4 oso caecum cual alase oceus 1,373 1,383 

COnStnictioniIMiPrOGreSS eerie sete ale ous eer chance was cyrus s-sarmucy hae vce capes 654 sys) 

Capttialtleasesesercruscwe cntysker ee ieystceie ones aensiaus rene apats eadpatdiers 10 record wid s HESS aye 568 504 

38,385 37,345 

Less accumulated depreciation and amortization... .......... 0s eee eee WS, 8V29) 11,795 

Net property anglequipmoOnt care ccs. acc eehreispe me pusuennais sce alos siauue a 25,060 25,550 

NotesmecelValnlomemtrn att tects tevc ccs jeueters os aueear ence eran) a) nin, cy ROR me 139 sis) 

GOOG Will Bpeewe tame ea ae rere ee ae ck cee epee ckrsasvenstisnal veisrdiguvra s Gabvieridie 1,187 1,171 

@ihSASSCLS meen We P RN EN ee ere ls cic ete eerste wre ue emneonLeMiar a al See 260 223 

TOLAIFASSCLS eee ee ae era ee eee ee re errs oe tvahewertan wt wia cs $40,125 $40,877 

continued 

4-34 
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continued from prior page 

Liabilities and stockholders’ equity 

Current liabilities 

Accounts payables as artnet ote ee acre heen ea Ale $ 4,863 

Accruled|salaries and’related expenseS....------ 0-222. eee. eee ee 1,290 1,263 

Sales taxes: payable. «fet mmiceis a etaalaien serie oeteeteleta lal otto ah eseeeeen 368 362 

De@ferreG reVenue a cen nca tcc trons «ca rece ae uietssesir ge aie ceo ostene e)asiken oritet aaa ate ene Nr ena oS 

Incomettaxes’payableraamemenney ae anche us nit sete lei siniet new nekete ere mer sr tetra 13 108 

Current installments of long-term debt .......-.6... ees cee ers seen 1,042) ~~J,020 

OthermaccruediexDeEnSes Rayerim acct eis | oie cuticle eenan alent ee aieuerenant ie nono 1,589 

Total’currentabiliticStas mer sree sence entre cece cree a totaal aeeiiey casaet tans nena 10,122 10,363 

Long-term debt, excluding current installments .............-..+.-2-05- 8,707 8,662 

Othemlongztermiliabilities sr pua. cuesiew seers ie eens eek ke eae PINGS 2,140 

Deferred income taxes crs. csoncrcrasccbtachs tac ean te nee cae ee 272 319 

Total lia bilitiosie.stotenadscomrt he eat tal tore ceo ce ie sateen ave a Sa eee ede 21,236 21,484 

Stockholders’ equity 

Common stock, par value $0.05; authorized: 10 billion shares; issued: 1.722 

billion shares at January 30, 2011 and 1.716 billion shares at January 31, 

2010; outstanding: 1.623 billion shares at January 30, 2011 and 1.698 

billionisharestatwanviahiyrcilenc Onl Oleremerneiiceete i reat e cee fetter car aemeeelte etna 86 86 

Paid=inccapitallertees weerce crehee etc ciccn eect ain sent cst mente ntan cere ter tnen serene 6,556 6,304 

Retaitied earningsicc. «crete saris ete les: cecnaies er ee aiiaie.Giane) efania it eet earnest 14,995 13,226 

Accumulated other comprehensive income. ...........--..00eeee eee eee 445 362 

Treasury stock, at cost, 99 million shares at January 30, 2011 

ela! ite} omnes weeny Sily ZOUOs eons omctees coda ee ooo seeocce (3,193) (585) 

Hotal:stockholders2 CGUItY sercrcc ainptuennitdeosinials ce os ache abaacaen no kenpet cums eas ies eee 18,889 19,393 

TotaliliabilitiesrandistockholdersmecUityarr iia neren nt neno rita $40,125 $40,877 

M4-16. Identify and Compute NOPAT (.>°) 

Home Depot (HD) Following is the income statement for Home Depot, Inc. Compute NOPBT —net operating profit before 

tax. (Hint: Treat Home Depot’s “other” income as nonoperating since the company classifies it as such 

in its income statement.) Compute NOPAT for 2011 using a combined Federal and State statutory tax 

rate of 37%. 

(ame millio | 7 iemuaryenco 
NetiSaless iy Picci c steelers Ween wee CORR 77 eee RE» Sar ats Saree ea $67,997 

GCOSHORSASS Hy eof cavatclcolel creradenaey ct areas atte ose PREIS e o7t 44,693 

GrosSsiproliterretrccs ste chee os anges ieee cee tetris o, aber Raeentenane Pence nen ten ate eee net ean 23,304 

Operating expenses: 

SLM Aeh, ChsTare Tell Clavel Exe lnMASGEWIMEY oon yp oomandntoanonomant dha neoenaeedder 15,849 

DJ Won ElilelANMZENORM «0 bos0uanaacpacmneae dag geha5nenoaaodeaane 1,616 

Totakoperating;SxPOMmSOS\ aera aevencccr-detcc toute oecne Chern stareRen ea ete Rae eee oe eee 17,465 

OPGSraliNGHMCOMG ric stages cad wae ea rerein rete cherecrereee: shar as RTT reat oa een ae 5,839 

Interest and other (income) expense: 

aes laveh MESA MM UMNCONMDS soca 1G on codobnaccunodadooonsomedoaanowes (15) 
INteneStexpOnSOri eon nccmme nanan tamer eas, Weer ote aa esp eile ene esac oe ee eee eee 530 
sO tg 1 <7 aN pe Br eet ti Ars srr car ME Re ey i REE R RR celine cos ob 51 

Interestiandiothor meteae cro cmrcteh eho tous sag oe VERS: eee tne eee 566 

eV MES NEVO) OROMENONM HO NNOCINNES WEES, co nnaccoavccuccnssupuncaweaonne 9,273 
Provision TOmINCOMO@:taXCSiarsceamcnteve ac ionacicnd octal reurccrsicans ace cane 1,935 

Net earnings 
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Compute RNOA, Net Operating Profit Margin, and NOA Turnover ().02) 

Selected balance sheet and income statement information for Nordstrom, Inc., a department store re- | Nordstrom, Inc. 

tailer, follows. (JWN) 

Company ($ millions) —=——Ticker_——Rever 
NordstromyIn¢ aac. cae ae JWN $9,700 

a. Compute its 2011 return on net operating assets (RNOA). 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT). Confirm that RNOA = NOPM x NOAT. 

Identify and Compute Net Operating Assets (1.02) 

4-36 

Following is the balance sheet for Lowe’s Companies, Inc. Identify and compute its 2011 net operating | Lowe’s Companies, 

assets (NOA). Inc. (LOW) 

_ Smillions, 
Assets 

Current assets 

CashrandicasheguivalentSmerryac) so eete cate eee ca teas, he Sree es Seoa2 G Gee 

SHOKLETSHMMINVEStIMENt Swern cs cake cae eee Raa cen Re, etna ane ang 471 425 

Merchandiseiinventony—netanme nein tinder o teda. on cries a> 8,321 8,249 

Deferredtincome:taxes—metire: precrici unt ees wis anicta sco n tosis ceacienacts 193 208 

Othencurrentiassetsiwrar dseeaak eysialonieceawettehenes ater ae ethos et Aae 330 218 

HOTANCUMTENASSSLS teen ee ee ee een Ee eee ARE ONS 9,967 9,732 

Property, less accumulated depreciation..............0..ee eee e eee 22,089 22,499 

EGG EOnMRVESEMOM(SBetetaaie cna sisi e res ee cuedseseanae waste af aiareue o etatekn 1,008 277 

OUEMASSCISmenteeet eee ARS En eee ee ore esre a voces cli teiaeeanhe. amt eeees 635 497 

TOSS as Sh ee eee re eee $33,699 $33,005 

Liabilities and Shareholders’ Equity 

Current liabilities 

Gumentimaruinities: Of OnGg-tekimedebtree mvaeueeecen isda) ateceencest teeter $ 36 S ee 

AGCCOUNTSIDAVADIG wert anata cdeiis. dace ee vgs tots ekcace 6 ar ajichs depuis: ai ear Newey eRe 4,351 4,287 

Accrued compensation and employee benefits....................-- 667 Syl 

DEfSnreCureVeNnUGremenasecte tens ces atclancmere lr crercan es mic tcansres cama ae Oras 707 683 

Othercunentiliabiliticserwemreectac) seater Mae whe ae ei aah rs ne ene 1,358 1,256 

Lotalreurren tliabitiS seammyecuerec tess tace ear ebaee fayette: hone gat cm iape elle ie 7,119 7,355 

Long-term debt, excluding current maturitiGS @ va. ye estes ae eee 6,537 4,528 

DeferrediincomeitaxeS-——Nete tian. csiin eens. maoGm wis seen aie cle midis s quens 467 598 

Deferred revenue—extended protection plans ...............00e eee 631 549 

Othemliabiltieswcserareeete wets sh, Somber d tek wld ence eats 833 906 

TOCA ADINUSS Meee Renee rn: career tay nt isl stare dec ecabeyenclisy aio «1x wha oaceerereheirs 15,587 13,936 

Shareholders’ equity 

Preferred stock—$5 par value, none issued .................00-00- — — 

Common stock—$.50 par value; Shares issued and outstanding: 

Januany 2822041, 1,co4; January 29, 2010, 1459) sae wee 677 729 

CapitallinrexCeSsionPariValOTs pers shana stele tere ste ehere te tl epn ite: ore eltione ce sil ath 6 

Retainedicannimgsimmeaemrc eas) Shi cpstesiers te ehkct ots Git cneraxaletes pseu aes UA 18,307 

Accumulated other comprehensive income. .............0ss++se-5. 53 27 

Ota SharonOlders eGCUITV eer tee mipataa era chlesds a sbsvofie ors 0c aleseonusnels 1834 12 19,069 

Total liabilities and shareholders’ equity............. 0. ee eee eee eee $33,699 $33,005 

Identify and Compute NOPAT (9%) 

Following is the income statement for Lowe’s Companies, Inc. Compute its 2011 net operating profit | Lowe’s Companies, 

after tax (NOPAT) assuming a 37% total statutory tax rate. ead 
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E'S COMPANIES, INC. 

ee ee ETE LASTS © $48,815 $47,220 $48,230 

Costofisalesst ne crm oe iat cio ener 31,663 _ 30,757 31,729 

GirOSSiMArGiN saan ns see Rte ee bees eae erates for ee WENEY 16,463 16,501 

Expenses 

Selling, general and administrative ..............-.. 12,006 al Sie hls 1S 

Depreciation a aewaertevery: Gitte ce cic ccoctemences cynuate Coenen 1,586 1,614 1,039 

Interést=net eco zene ye ener Pete ee reo eee 332 287 280 

TOTAIFEXDENSES ctarcrsrs cite nectateereiercac, Sepa iene mecca 13,924 13,638 12,995 

Pre-taxcearningSimariecmerrer tier tnnicr ekki ts Aerie t= 3,228 2,825 3,506 

INCOME N ewe anoacdouonoponenmodeccssunec Wet! 1,042 dou 

Net earnings Miya et See as ates cpr Re Wetec ae knee $ 2,010 $ 1,783 $ 2,195 

M4-20.© Compute and Interpret Disaggregation of Dupont Analysis Ratios (05) 

Macy’s, Inc. (M) Selected balance sheet and income statement information for Viacy’s, Inc., a retailer, follows. 

oo 
14 2010 Stockholders’ Stock 

Macys. vssncsiser M $25,003 $847 $20,631 $21,300 $5,530 

a. Compute Macy’s 2011 return on equity (ROE). 

b. Disaggregate ROE into profit margin, asset turnover, and financial leverage. Confirm that ROE = 

PM X AT X FL. 

M4-21. Compute RNOA, Net Operating Profit Margin, and NOA Turnover for Competitors (02) 

Abercrombie & Selected balance sheet and income statement information from Abercrombie & Fitch and TJX Com- 

peeNG panies, clothing retailers in the high-end and value-priced segments, respectively, follows. 
TJX Companies (TJX) 

-2011Net ——-2010 Net 
011 = 2011 Operating Operating 

Sales == NOPAT Assets  —s-_ Assets ‘Company (millions) Ticker S 
Abercrombie & Fitch. . . ANF $ 3,469 $ 152 $1,032 $1,055 

TJX Companies ...... TJX 21,942 1,364 2,072 1,937 

a. Compute the 2011 return on net operating assets (RNOA) for both companies. 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT) for each company. Confirm that RNOA = NOPM X NOAT. 

c. Discuss differences observed with respect to NOPM and NOAT and interpret these differences in 
light of each company’s business model. 

M4-22.8 Compute and Interpret Liquidity and Solvency Ratios (04) 
Verizon (VZ) Selected balance sheet and income statement information from Verizon follows. 

millon) Ot one 
Currentiassets 7s iivaern sn gue te wn cee eee 8 DACs) Bal lS 

Current liabilitios re merrae name een nee eee 30,597 29,136 

JOtalillabilitics:# wamwaneateen nancy ners tee see 133,093 142,764 

ECUUIRY  ts8 ceuecrecca ture mires eer awe eer ae 86,912 84,143 

Earnings before interest and taxes.......... 15,207 16,622 

IntérestexpensSe semricraa aan iiae eee ter 2,523 3,102 

Net cash flow from operating activities ...... 33,363 31,390 
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a. Compute the current ratio for each year and discuss any trend in liquidity. What additional informa- 

tion about the numbers used to calculate this ratio might be useful in helping us assess liquidity? 

Explain. 

b. Compute times interest earned and the liabilities-to-equity for each year and discuss any noticeable 

change. (The average liabilities-to-equity ratio for the telecommunications industry is 1.67.) Do you 

have any concerns about Verizon’s financial leverage and the company’s ability to meet interest ob- 

ligations? Explain. 

c. Verizon’s capital expenditures are expected to increase substantially as it seeks to respond to compet- 

itive pressures to upgrade the quality of its communication infrastructure. Assess Verizon’s liquidity 

and solvency in light of this strategic direction. 

M4-23. Compute Tax Rate on Operating Profit and NOPAT (02) 

Selected income statement information for 2011 is presented below for Home Depot and Lowe’s. 

MOMme Depots eee. HD $5,839 $566 $1,935 37% $67,997 

LOWG:SRTEE raven: ras LOW 3,560 332 1,218 37% 48,815 

a. Compute NOPAT for each company. 

b. Compute NOPAT as a percent of sales for each company. 

M4-24.© Compute and Interpret Measures for DuPont Disaggregation Analysis (05) 

Refer to the 2010 fiscal year financial data of 3i Company from P4-36 to answer the following require- 

ments (perform these computations from the perspective of a 3M shareholder). 

a. Compute the DuPont model component measures for profit margin, asset turnover, and financial 

leverage. 

b. Compute ROE. Confirm that ROE equals ROE computed using the component measures from part a 

(ROE = PM X AT X FL). 

c. Compute adjusted ROA (assume a tax rate of 37% and pretax net interest expense of $163). 

EXERCISES 

E4-25. 

E4-26. 

Compute and Interpret RNOA, Profit Margin, and Asset Turnover of Competitors (02) 

Selected balance sheet and income statement information for drug store retailers CYS and Walgreen 

follows. 

2010 
Company (millions) Ticker Sales. += NOPAT _— Assets ~—S Assets _ 
CVS Caremark....... CVS $96,413 $3,777 $46,360 $45,889 

Walgreen Co......... WAG 67,420 2,145 14,921 14,140 

a. Compute the 2010 return on net operating assets (RNOA) for each company. 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT) for each company. 

c. Discuss any differences in these ratios for each company. 

Compute, Disaggregate, and Interpret RNOA of Competitors (o>) 

Selected balance sheet and income statement information for the clothing retailers, Abercrombie & 

Fitch and The GAP, Inc., follows. 

—2011Net =: 2010 Net__ 
_ Operating — Operating - 

¢ millions). >ke PAT Assets — Assets 

Abercrombie & Fitch. . . ANF $1,032 $1,055 

TTECINE booms Sos eect GPS 14,664 1,195 2,419 2,318 

S) 

Home Depot (HD) 

Lowe’s Companies, 

Inc. (LOW) 

3M Company (MMM) 

CVS Caremark Corp 

(CVS) 

Walgreen Co. (WAG) 

@ 
Abercrombie & Fitch 

(ANF) 

The GAP, Inc. (GPS) 
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a. Compute the 2011 return on net operating assets (RNOA) for each company. 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT) for each company. 

c. Discuss any differences in these ratios for each company. 

E4-27. Compute, Disaggregate, and Interpret RNOA of Competitors (1.02) 

Nordstrom (JWN) Selected balance sheet and income statement information for the clothing retailers Nordstrom and Lim- 

Limited Brands (LTD) ited Brands follows. 

| Nordstrom Beecher etetol as $9,700 $693 $3,296 $3,390 

Limited Brands....... 9,613 826 2,854 3,103 

a. Compute the 2011 return on net operating assets (RNOA) for each company. 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT) for each company. 

c. Discuss any differences in these ratios for each company. Identify the factor(s) that drives the differ- 

ences in RNOA observed from your analyses in parts a and b. 

E4-28. Compute, Disaggregate, and Interpret ROE and RNOA_ (1.0%, 2) 

Intel (INTC) Selected fiscal year balance sheet and income statement information for the computer chip maker, Intel, 

follows ($ millions). 

Intel eerrer-are INTC $43,623 $11,464 $11,250 $28,652 $29,232 $49,430 $41, 704 

a. Compute the 2010 return on equity (ROE) and the 2010 return on net operating assets (RNOA). 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT). What observations can we make about the company’s NOPM and NOAT? 

c. Compute the percentage of RNOA to ROE, and compute the company’s nonoperating return for 

2010. 

E4-29. Compute, Disaggregate and Interpret ROE and RNOA (0%, 2) 

Macy’s (M) Selected balance sheet and income statement information from \Mlacy’s follows ($ millions). 

: 2011 N Net 2010 Net = noes 
_ Stockholders’ 

Assets — Equity 

$25,003 $847 $1, 209 $11, 491 $11,665 $5,530 $4,653 

a. Compute the 2011 return on equity (ROE) and 2011 return on net operating assets (RNOA). 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT). What observations can we make about Macy’s NOPM and NOAT? 

c. Compute the percentage of RNOA to ROE, and compute Macy’s nonoperating return for 2011. 

E4-30. Compute, Disaggregate and Interpret ROE and RNOA (04, 2) 
Selected balance sheet and income statement information from the software company, Cisco Systems, 
Ine., follows ($ millions). 

Cisco Systems (CSCO) 

2010 

: ao Net 
Company Ticker Sales Income ~ “Profit After Tax Assets e sets =qui! 

Cisco Systems CSCO $40,040 $7,767 $7,609 $19,708 $13; 971 $44,267 $38,647 | 
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a. Compute the 2010 return on equity (ROE) and 2010 return on net operating assets (RNOA). 

b. Disaggregate the RNOA from part a into net operating profit margin (NOPM) and net operating asset 

turnover (NOAT). 

c. Compute the percentage of RNOA to ROE. Explain the relation we observe between ROE and 

RNOA, and Cisco’s use of equity capital. 

Compute and Interpret Liquidity and Solvency Ratios (1.04) 

Selected balance sheet and income statement information from Comcast Corporation for 2010 and 

2009 follows ($ millions). 

2010.... $8,886 $8,234 $6,104 $1,735 $74,100 $44,434 

POOS) o25 GyZee 7,249 5,106 2,044 69,922 42,811 

“Includes redeemable noncontrolling interests 

a. Compute the current ratio for each year and discuss any trend in liquidity. Do you believe the com- 

pany is sufficiently liquid? Explain. What additional information about the accounting numbers com- 

prising this ratio might be useful in helping you assess liquidity? Explain. 

b. Compute times interest earned and the liabilities-to-equity ratio for each year and discuss any notice- 

able change. 

c. What is your overall assessment of the company’s liquidity and solvency from the analyses in parts 

a and b? Explain. 

Compute and Interpret Liquidity and Solvency Ratios (94) 

Selected balance sheet and income statement information from Verizon Communications, Inc., for 

2010 and 2009 follows ($ millions). 

3 

201015. - 2 $22;348 $30,597 $12,684 $2,469 $133,093 $86,912 

AV) sod. Failerets 29,136 13,520 3,011 142,764 84,143 

a. Compute the current ratio for each year and discuss any trend in liquidity. Do you believe the com- 

pany is sufficiently liquid? Explain. What additional information about the accounting numbers com- 

prising this ratio might be useful in helping you assess liquidity? Explain. 

b. Compute times interest earned and the liabilities-to-equity ratio for each year and discuss any notice- 

able change. 

c. What is your overall assessment of the company’s liquidity and solvency from the analyses in parts 

aand b? Explain. 

Compute and Interpret Solvency Ratios for Business Segments (9%, ©) 

Selected balance sheet and income statement information from General Electric Company and its two 

principal business segments (Industrial and Financial) for 2010 follows. 

Pretax “Interest : Total e sieasecumneeiaeinteeeedenae 

-$ million a Income — Expense _— Liabilities = Equity) 
Industrial segment .............-.- $15,166 $ 1,600 $ 95,729 $123,034 

Rinanctalsseg iment saevete ane epee cere Pine 14,956 538,530 70,148 

Cinereeeee hie. SEN boven (3,130)! (573) (7,241)? (68,984) 

General Electric Consolidated ....... $14,208 $15,983 $627,018 $124,198° 

1 Includes unallocated corporate operating activities. 

2 Includes intercompany loans and related interest expense; these are deducted (eliminated) in preparing consolidated 

financial statements. 

3 The consolidated equity equals the equity of the parent (industrial); this is explained in Module 7. 

Comcast Corporation 

(CMCSA) 

Verizon Communica- 

tions, Inc. (VZ) 

General Electric (GE) 
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a. Compute times interest earned and the liabilities-to-equity ratio for 2010 for the two business seg- 

ments (Industrial and Financial) and the company as a whole. 

b. What is your overall assessment of the company’s solvency? Explain. What differences do you ob- 

serve between the two business segments? Do these differences correspond to your prior expecta- 

tions given each company’s business model? 

c. Discuss the implications of the analysis of consolidated financial statements and the additional in- 

sight that can be gained from a more in-depth analysis of primary business segments. 

E4-34.4 Direct Computation of Nonoperating Return (97%, ©) 

Walmart (WMT) Refer to the income statement and balance sheet of Walmart, from Mid-Module Reviews | and 2. 

a. Compute the FLEV and Spread for Walmart for 2011. 

b. Use RNOA from Mid-Module Review 2, and the FLEV and Spread from part a, to com- 

pute ROE. Compare the ROE calculated in this exercise with the ROE from Mid-Module 

Review 2. 

(/) E4-35. Compute NOPAT Using Tax Rates from Tax Footnote (—°7) 

The income statement for TJX Companies, follows. 
TJX Companies (TJX) 

January 29, 

Net sales. . $21,942,193 

Cost of sales, including buying and occupancy costs............-.......+-+---- 16,040,461 

Selling, general and administrative expenses ...............-22--2+eeee recess 3,710,053 

Provision (credit) for computer intrusion related costs..................-00-00- (11,550) 

Interest'expensSesnet Sarna ccs ch cee teem es Seale ee seein ene een te i ee ae ee SL AS/ 

Income from continuing operations before provision for income taxes............. 2,164,092 

ProvisionitOninCOMme taxeS vaccines sete cram cote cine tc oa iene nent ee 824,562 

VaXSXONAYS KOLA CLL AIMUITAS) CheEWONS oo coannogdaroausonconaosuarnacanbonceas 1,339}530 

Gain from discontinued operations, net of income taxes ...................---- 3,611 

INGtINCONNG Sea. ster cecnse saree cask Onig ee MORE te cote eR Aer 5 atc a Rc $ 1,343,141 

TJX provides the following footnote disclosure relating to its effective tax rate: 

January 29, 
a ell: 
USmeceralkstattitonvall Omen iaXalcl tO mre alee tet tetas teen ee 35.0% 

Effectiverstate:incomertaxiratemgara.t tic sears trrae eke ecko eee 44 

Impactiof foreignrOperationsy arson ie. Paieates cette. oo ACRE eee eee a a (0.5) 

All OUNGF cite chal errs arstdane eiguerdeeiecteapena eualtene's Neil ¢.shandtre ra) a: Set deer eter nee ee ae (0.5) 
Wallen itols) SintSteuhyes IMCL VAMEV EDC IRENE) yo vaca anounenouoendsnouanansuuvavoonae 38.1% 

Compute TJX’s NOPAT for 2011 using its income tax footnote disclosure. 

PROBLEMS 

(/) P4-36. Analysis and Interpretation of Profitability (0%, >) 

Balance sheets and income s for 3M C any 3M Company (MMM) a statements for 3M Company follow. 
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INGE Sal OS aerate se tree ttas woh ee TaRet Na HOSS IAN Seow Aet cysts a pe $26,662 $23,123 $25,269 

Operating expenses 

COSLORSaleSiemmcr ee nati ey ten na) rece sateen, plea Mirae 13,831 12,109 13,379 

Selling, general and administrative expenses ......... 5,479 4,907 5,245 

Research, development and related expenses ........ 1,434 1,293 1,404 

EossiiromsalesofjbUSINeESSES ay acide ite ae ee — — 23 

lotalkoperatingrexPenSeSmaata a aetna eke: 20,744 18,309 20,051 

Operatingincomesmerprrte ma eee te ey ei ee 5,918 4,814 5,218 

Interest expense and income 

Int@reSHGXDeNSe sain Bae tat a ote tata, Renin trae 201 219 NS) 

INtSreStHIN CONIC sera pcesere sate aee AMI GP TAN vice chor th ce (38) (37) (105) 

TOtallintereStiexDSnSexeaawettn ts vI al eal aia ckersecmav stele 163 182 110 

Incomelbeforetincome taxes’. 2a... oo. . eos. eee ees oe 5,755 4,632 5,108 

PROVISION TOF NNECOMNNMIEYES ; cbs ceansonanongoemacauans 1,592 1,388 1,588 

Net income including noncontrolling interest............ 4,163 3,244 3,520 

Less: Net income attributable to noncontrolling interest. . . 78 51 60 

Net income attributable to 3M........-0.c cece ce eeee. $ 4,085 $ 3,193 $ 3,460 

Assets 

Current assets 

GashtandicashkequivalentSaspmac- combats cea enc tero reise r yi keene $ 3,377 $ 3,040 

Marketable securities—current........0.. 0.00. cece eee eee 1,101 744 

Accounts receivable—net of allowances of $98 and $109........... 3,615 3,250 

Inventories 

Finished GOOdS ments eee ce © Serre es ee eee oe 1,476 e259) 

WVOnKeiit PrOCOSSa renters haere run ma ena She 2 fo oe 950 815 

Rawamatenials and: SuppliGS iremterartesece ts chetiedihee us seats unl is e f 729 569 

OLAV EMLONCSeee ee Pnetd ect ee ieee risien a Coe eect ae tere neh 3,155 2,639 

OthemcunrentvaS StS mem terrasse sete renceuayers ame see ceer mais ay Chae tutto 967 lz 

HOLAIECUITENLIAGSCLS, saree eRe usar ontaretdeiars rice obe ius os een ecu 12,215 10,795 

Marketable securities—noncurrent.......... 0.00 ee eee 540 825 

INVeESstmentseie sersrtee cy. kite eis cio ohiericgetts cae aapawn «eth epee 146 103 

Propentyaplantancequipmentammce mcn ch titenel teens crete cieaens cieeba cree a 20,253 19,440 

HesssAccunmulatedidepreciationinwanmmmmn at ai an aie cit coniestestes (12,974) (12,440) 

Propentys plantand equipiment—Metint sts. y-1ac eerie sien me eae ne 7,279 7,000 

Goodwill Pere ee OO cr aad. es Ge inisen co Oermeete 6,820 5,832 

IntangiblezasSetS— neti css serene he eta: wile cron Kiem ive wins sales 1,820 1,342 

Prepaid) PenSiomeDenetitser sry acy gecuacha ces wicheue exons ele «natn shite e 74 78 

QT SASS Ol See eee Maen eR aia era tere tctaconetis er saeyegiycirel Spcnan dre tcAcun cs __ 1,262 et 

HOLAITASSE ES mer te te ny ek te Re cach ai oe ites copays $30,156 $27,250 

Liabilities 

Current liabilities 

Short-term borrowings and current portion of long-term debt........ $ 1,269 $ 613 

ACCOUNTS DAV AIO meererett ete rere ete ees eset steam lee wiahs Syntace latch ere 1,662 1,453 

ACCIEC DAV IOll amine reaers erie mieten elas ec cos ts wre ccusi Goer anaienatry nie 778 680 

ACCHUSGINCOME AX CSaeyeemermerom Maite ene ices terete fee cere este es 358 252 

OthercurrentiliabiliticsMeamnme eer wit coe aceite eae eas 2,022 1,899 

HOLACUNTEMUNADIItCS Ree reet ne ieecreene te ete aerets 2 fucay a «hy ais kott scene ers 6,089 4,897 

continued 
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3M Company (MMM) 

3M Company (MMM) 

@ 
Best Buy Co., Inc. 

(BBY) 

P4-37.8 

P4-38.4 

P4-39. 

continued from prior page 

Long-termiGebttae wera tetot ct icye foie tenetelel ten vet Wore hol Emer 4,183 5,097 

Pension and postretirement benefits..............50--e sees ee eeee 2,013 2,227 

Otheriiabilities, ss cee: cote cuceet cer eveneteraa sy" cged-n aerate 1,854 eer 

GRete-\e ele [Ii(-oe eet kde: & ceo un ere nee Otomaneo one Eun siaic-ore DOIG O.crot 14,139 13,948 

Equity 

3M Company shareholders’ equity: Common stock, par value 

$.01 per share; Shares outstanding—2010: 711,977,608; 

Shares outstancing—-2009s97al|Os5 99) lil Oar ene mstetete tele leet isa ie Nett elena 9 9 

Additionalppald=ingcapitallieemmecmt tartar tet ret -itet tet tele titi mei ter aa 3,468 3,153 

Retained.carningS faarreiees: casei ds apes cicie eee teen tetanic ee 25,995 23,753 

FIFEASURYASLOCK ss cre MeN oe eters tales eter eet ns seater eaeioe ee Roan oN te (10,266) (10,397) 

Accumulated other comprehensive income (loss) ...............-- (3,543) (3,754) 

Total 3M Company shareholders’ equity...................+6-. 15,663 12,764 

NoncontrollingiintereSttrascepaaet ici atric te ita Sern eccrine 354 538 

STOTAIMECUITY she) as Seatetareianatoca cates coset a witloes ale steamers) mieten eRe 16,017 13,302 

Worl ele Eine! GoW nc ono vcd soon eovedsausde gt ousecnnn $30,156 $27,250 

Required 

a. 

b. 

2 HS 

Compute net operating profit after tax (NOPAT) for 2010. Assume that the combined federal and 

state statutory tax rate is 37%. 

Compute net operating assets (NOA) for 2010 and 2009. Treat noncurrent Investments as a nonoper- 

ating item. 

. Compute and disaggregate 3M’s RNOA into net operating profit margin (NOPM) and net operating 

asset turnover (NOAT) for 2010. Demonstrate that RNOA = NOPM X NOAT. 

. Compute net nonoperating obligations (NNO) for 2010 and 2009. (Hint: Include noncontrolling 

interest from the balance sheet with NNO.) Confirm the relation: NOA = NNO + Stockholders’ 

equity. 

Compute return on equity (ROE) for 2010. 

What is the nonoperating return component of ROE for 2010? 

. Comment on the difference between ROE and RNOA. What inference can we draw from this 

comparison? 

Analysis and Interpretation of Liquidity and Solvency (0) 

Refer to the financial information of 3Mi Company in P4-36 to answer the following requirements. 

Required 

a. 

b. 

Compute the current ratio and quick ratio for 2010 and 2009. Comment on any observed trends. 

Compute times interest earned and liabilities-to-equity ratios for 2010 and 2009. Comment on any 

noticeable changes. 

Summarize your findings about the company’s liquidity and solvency. Do you have any concerns 

about its ability to meet its debt obligations? 

Direct Computation of Nonoperating Return (1.0%, &, 9) 

Refer to the financial information of Mi Company in P4-36 to answer the following requirements. 

Required 

da. Compute its financial leverage (FLEV) and Spread for 2010. Recall that NNE = NOPAT — Net 
income; remember to use stockholders’ equity and net income for 3M’s shareholders (excluding 
noncontrolling interests). 

. Assume that its return on equity (ROE) for 2010 is 28.74% and its return on net operating assets 
(RNOA) is 27.88%. Confirm computations to yield the relation: ROE = RNOA + (FLEV X Spread). 

. What do your computations of the nonoperating return imply about the company’s use of borrowed 
funds? 

Analysis and Interpretation of Profitability (0%, ») 

Balance sheets and income statements for Best Buy Co., Inc., follow. 
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ROVE UG Menmatad tent fcoc ase erty Son MAD et Saab eRa DRS WS Nts UNE Ad tee $50,272 $49,694 $45,015 

COSHOTGOOS:SOl Catia aceasta craievehes stu tiec g aeRe CNR aS Pome Pena atls 37,611 37,534 34,017 

Restructuring charges—cost of goods sold.................. 24 = = 

GhOSSUDIO tare at wereear tare et Sea ora cries ceie or eincise se 12,637 12,160 10,998 

Selling, general and administrative expenses ................ 10,325 9,873 8,984 

PRES UG MUTMMNe MEMENCES =o ooo cin ciao Sub nomo Coe ede acepnoaoeay 198 52 78 

Goodwill and tradename impairment..................0.05- a — 66 

ODEKATINGIN COM Cte sate ate ert ae cetec S yaeeet e es ie intrest kh 2,114 e235) 1,870 

Other income (expense) 

Investment income: and Othe tiene: mii -eeeen arenes 51 54 35 

INVvEestimentltmoaininiemtareete cn snrmsteret shape rae eterna ve — — (111) 

IntereshexpenSern tad atintcae eee etek ata chet (87) (94) (94) 

Earnings before income tax expense and equity in income 

OMAN ATS Sen centre tere vet a cet, one netsos vol RCA Secmeniee pe Ncuartepepe ac eNOPS Pe 2,078 2,195 1,700 

IncOomestaxXcexPSnSG rep eras see cori ie cindea: 714 802 674 

Co [UNiny (In) INCOIMEC GINS. 0 coo wooo open noaedooosonbenodor 2 1 7 

Net earnings including noncontrolling interests............... 1,366 1,394 1,033 

Net earnings attributable to noncontrolling interests........... (89) (77) (30) 

Net earnings attributable to Best Buy Co., Inc................ San Sisily  & Ieee 

nillions, except per share and share amou 
Assets 

Current assets 

GashranclcasheGquivalentssevaew che mete acre meget trier re man ores $ 1,103 $ 1,826 

SHOnELEKMMNVESUMeN(Swecteecetrn eects utes cae nie cane © cies as 22 90 

RECCIVADIOSI ceteins: aired ete chore rt or Sin Ua rete OAT Ds a Meta e eae 2,348 2,020 

Merchandiseunventoriesa aamaneitsrmearhccsiae rd erase sear oa nthare tenn aeons es 5,897 5,486 

OLheMmCUnreMtaSSStS apne ere eh ae) eT eh chcse Pas ca oRee eRTIce uchremapemme nutter 1,103 1,144 

MOLANCUIMCMMASSCLS an tierce eRe Tar oie tie eaccistensineaicrs srchtta icc elerererans 10,473 10,566 

Property and equipment 

anc anasOUiCiNngS sexrete-tevcictets sie ustedes tn apts eerste wusveatts ene antec ero a eer 766 757 

EeaseholditimprovementS srinctsion ca stcuiciste rete morte ee rca whe ietetent mete 2,318 2,154 

EIXtUreS ANG SQUIDIMEN tas: senate cle hishonereotenotetatenerete lta shat notch mtehewseahal ears 4,701 4,447 

RropertyaundenmcapitallloaSean oemae eiteincioe ti ntiy temwetetaty rte ator nceenanedag tte 120 95 

7,905 7,453 

RessracclimUlatediGe6preClationimuammrm mts etic etna yseietene eek cen 4,082 3,383 

Netipropertvianciequiomentierrmra ert oriocsael tera era ctaal.tertiseiern systsnorate 3,823 4,070 

Goodwill eeee eee art oan coat oe eh ae ae sedan ease ea eee 2,454 2,452 

FAC SMAlNOS a6 Lemna tems tices cr rnataiotd ans ittcirm staves tein inva aio iia, Wee eee Orne vs 133 159 

GuUSTOMeMrelallONSOSUMeL tn me atentee cr Peeareet. later eNere totems eatace cua airetst iterate 203 279 

OW itiy Zine h Ounce (MMESUIMEMNIGs - 68650 nc cco oo veo sec goD ORS onouends gob ons 328 324 

OL SHNOMCUIMTEMPASS STS wes le rete eiatatahe cick ohsteee Rogue seh datelancr st a coats ite eal aeneen 435 452 

SOLAS SOLS Sere Re ec ees td Oe) Aran tree OME on cementite nrc $17,849 $18,302 

continued 
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@ 
Best Buy (BBY) 

Best Buy (BBY) 

P4-40.8 

P4-41.4 

continued from prior page 

Liabilities and equity 

Current liabilities 

INCCOUNES' DAVADIO 2c -tocn cies oS Goonn ciseagi em Corse nena GI ea Ry meee eae $ 4,894 $ 5,276 

Unredeemed|aifeeara liabilities terrcrererntst etter nelle tt etettetet=tetet ttt tetera ie 474 463 

Accrued compensation and related expenseS.........--.++20++e-eee- 570 544 

AGCCrUued lab ihtess ss c5.2 5 5 eeaytchevsen cies oueerer hie etnniay ex eto ete daniel ells eer ctiat ope Rene caretenn es ee 1,471 1,681 

Nexo dU y=re Wiinterol nner), Coincccceacico bin os on CORIO O CA EMQdr conte on Tec 256 316 

Shortztern debt ccm stances chavo ome isn ar leia ieee ecteel ore emer s eerie ret ete netomat 557 663 

CUingnyoelaOMN@/ [MCRETNCED! oo oacccdusdsbooamoonabrnosHensas ‘ 441 35 

Total:currentiliabilitics 7 onic: ecikas Sekee bie tear a ee oicceaee eee nanae eee 8,663 8,978 

Eong=tenniliablitioguampees. accite te niacnie Cisievalsmachet raise creasica ener wen eee 1,183 1,256 

LOMG=ter Mi Get Rat ah. cccues yeteca tet Neh aaaacitck aca ecte tte oe ct tick ctr aren) ae -e eee tea area 711 1,104 

Equity 

Best Buy Co., Inc. Shareholders’ equity 

Preferred stock, $1.00 par value: 

Authorized—400,000 shares; issued and outstanding—none........... _ _ 

Common stock, $0.10 par value: 
Authorized—1.0 billion shares; issued and outstanding— 

392,590,000 and 418,815,000 shares, respectively................... 39 42 

Additional patd=in-capital 2 ase 2 wa nad ie ae ost) che tcl enero 18 441 

Retained Garningsaae xc sacs tte cadet ch oteatual ana n sccper erect cednay stat oe ener etn eens 6,372 5,797 

Accumulate Otheg Comprehensive IinCONle eieretet teksts tet tenet ttt eet ji Sa 70. 

Total Best Buy Co., Inc. shareholders’ equity.......................... 6,602 6,320 

Noncontrolling interests fc. csevessiersce.t anracqutste ae tect src ene cateiememrie «eset gametes 690 644 

Total: CQUIRW aut ER Siae ints, eaas She ate omlians “ogntcudiwemsun tenn Gpavales permeate eee 7,292 6,964 

Totaliliabilitiestandequity teruatens << acneee etstciees Gites rein at sre tenn wee iceeteare e teti ed ate Weer $17,849 $18,302 

Required 

a. Compute net operating profit after tax (NOPAT) for 2011. Assume that the combined federal and 

state statutory tax rate is 37%. 

b. Compute net operating assets (NOA) for 2011 and 2010. (Hint: Treat the Equity and Other Invest- 

ments and the Long-Term Liabilities as operating.) 

c. Compute and disaggregate Best Buy’s RNOA into net operating profit margin (NOPM) and net 

operating asset turnover (NOAT) for 2011; confirm that RNOA = NOPM X NOAT. The median 

NOPM and NOAT for companies in Best Buy’s industry are 3.32% and 3.27%, respectively, yielding 

a median RNOA of slightly over 11%. Comment on NOPM and NOAT estimates for Best Buy in 

comparison to industry medians. 

d. Compute net nonoperating obligations (NNO) for 2011 and 2010. Confirm the relation: NOA = 

NNO + Stockholders’ equity. 

e. Compute return on equity (ROE) for 2010. 

f. Infer the nonoperating return component of ROE for 2010. 

g. Comment on the difference between ROE and RNOA. What does this relation suggest about Best 

Buy’s use of equity capital? 

Analysis and Interpretation of Liquidity and Solvency (1.04) 

Refer to the financial information of Best Buy (BBY) in P4-39 to answer the following requirements. 

Required 

ad. Compute Best Buy’s current ratio and quick ratio for 2011 and 2010. Comment on any observed 
trends. 

. Compute Best Buy’s times interest earned and its liabilities-to-equity ratios for 2011 and 2010. Com- 
ment on any noticeable change. 

. Summarize your findings about the company’s liquidity and solvency. Do you have any concerns 
about Best Buy’s ability to meet its debt obligations? 

Direct Computation of Nonoperating Return (0%, %) 

Refer to the financial information of Best Buy (BBY) in P4-39 to answer the following requirements. 
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Required 

a. Compute Best Buy’s financial leverage (FLEV) and Spread for 2011; recall, NNE = NOPAT — Net 

income. 

b. Assume that Best Buy’s return on equity (ROE) for 2011 is 19.76% and its return on net operating 

assets (RNOA) is 18.86%. Confirm computations to yield the relation: ROE = RNOA + (FLEV X 

Spread). 

c. What do your computations of the nonoperating return in parts a and b imply about the company’s 

use of borrowed funds? 

Analysis and Interpretation of Profitability (0%, %) 

Balance sheets and income statements for Inte! Corporation follow. Refer to these financial statements 

to answer the requirements. 

INTEL CORPORATION © 
n ncome 

Ain ‘ VO 

INGIUNCVENUC srrmeeraeny pers rete ete tak hae a ae ern a $43,623 $35,127 $37,586 

CosShOl SalesS tee sta tise or erin artiste tht Mea sedmtcwii ig: teens 1OmMo2 15,566 16,742 

GroSStimarginpaeny aos eet ns oe ae ene el ee eee 28,491 19,561 20,844 

Researchvandidevelopmentaace + sen aae oe amare see a. 6,576 5,653 ZZ 

Marketing, general and administrative................... 6,309 7,931 5,452 

Restructuring and asset impairment charges ............. _— 231 710 

Amortization of acquisition-related intangibles ............ 18 35 6 

Operating*expenSeSiesea ache sae at tees ranean ec cs 12,903 13,850 11,890 

OperatinGinCOMme seers an cane ele tenet eterno acta 15,588 Safa 8,954 

Gains (losses) on equity method investments, net.......... lis (147) (1,380) 

Gains (losses) on other equity investments, net............ 231 (23) (376) 

Interest ancdiothermnet ows were rteracserucciewss cmacteneriseie cris. 109 163 488 

Income lbeforeitaxess mein aae ica a etoaeishal srt en rystckepceus « 16,045 5,704 7,686 

BXOVISIOMMOMmLAXCS fsa shade.. cievaretecs ones etka aponetah oc cetera 4,581 1,389 2,394 

INGE INCOME Sem ae eS tek taiees threes beteeta caer iy: tesee eaties ts aed at $11,464 $ 4,369 $ 5,292 

_ INTEL CORPORATION 
___ Consolidated Balance Sheets _ a 

(in millions, except par value) © Sou - 2010 . - 2009 

Assets 

Current assets 

Gashtandicash equivalentS smeared. eee eer te ecrcecite ese see $ 5,498 $ 3,987 

SHOELSNIn INVESTMENTS ste neem erate totes coerce ower tice eect tiaiie sr ete ct ecwabre acne 11,294 5,285 

racingzasSets merece tsteret a te weeeethe Meee ahete ctntstolle: sates tees eA ieioanads 5,093 4,648 

Accounts receivable, net of allowance for doubtful accounts of 

S28 (GIGI 2 O09) Reaerenrt mace ere the nee ieeet onan sche <sweies Se 2,867 BOYS 

IAVENtONGSaiee renee een ee Rees te airs anere te eel wlio, ay ayrece, oy Sadia) Wong reenmrtecene olla 2,935 

DGEIEHOCtAXGaSSOES megerey artes oe ssn Sse os eee es or wie hairsne ice erie ie tellers arereneluellel 1,488 1,216 

OMOCMCUMFEMLASSOUS * erin Pe thease Sine, os astern cpe ni oon G) ep cke seas, wer ptrats, 6 1,614 813 

OLA CUTE PASSCESMe Ree tte ie atk Gea eenaka ae che Cite tor cfoconece ueteelles ers 31,611 PA Kei 

Rropertvaplantan Gre Ulommemtsmelererrsrnatete caret cre sa setsta inne siatasetotnenai 17,899 Ws) 

Marketa blereculty SECUNUGS ter erci mes em te feice ttre eas Sis usttpe oh eels leas cacy ote 1,008 KS 

OihewlondatermiInvestimemtS cee yest utecere Gel e ees wee tslie asics Eh 3,026 4,179 

GOOG Willen are crn ie taitene tn a terientnn and Rte maheuses 4,531 4,421 

OihlemONnGetehhMaSSetSmerwer ter cuca Teeet munis yc la cher telarehntnc sete alesse ners alii 5,340 

OLAS SOLS on ea RMELEUUN ie aan eet er he sc cbe ied e ctuiiic 4s Sher eeceeaeoys $63,186 $53,095 

continued 

Intel Corporation 
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/) P4-43. 

Nordstrom, Inc. 

(JWN) 

continued from prior page 

Liabilities and stockholders’ equity 

Current liabilities 

Short=ternndebteerk tae ee ee ttn ee acetic mre eet ec ere reais ener OS Si  & 172 

ACCOUNTS: Payable wemmcewneee eter cuctnitie ere eae ste ete aerate eons enterica 2,290 1,883 

Accrued compensation and benefits........-......----++s«s+5425-%- 2,888 2,448 

Accruediadvertisingiyise ariet-tek miei see stele tevo Ae llcte -uetat- tale ick toe Retain 1,007 773 

Deferred income on shipments to distributors............--..+++++00s 622 593 

©theraccruediliabilitioSt mcmama em eias ie corte niekemet nthe cetera 2,482 deca 

Totalicurrentiliabilitiosme eerie cro miore cae ere tettetate sete tens = ceisler tae temems 9,327 7,591 

Long=term income'taxes payable: 2 5.5. ee ee =e eile el 190 193 

BomG=tennmiGe tater cintycrerweteuemeuerene eros e set oie cemcueme Rane ueue yen hetctien fe e-tome tit 2,077 2,049 

Long-term deferred tax liabilities 1 ee ee ee ee www nee 926 555 

Other long-term! liabiliticsree mieraruocesetetsrstetedeltetekete ley ce-l-ye true io tien enateten ii 1,236 1,003 

Stockholders’ equity 

Preferred stock, $0.001 par value, 50 shares authorized; none issued..... _ _ 

Common stock, $0.001 par value, 10,000 shares authorized; 

5,581 issued and 5,511 outstanding (6,523 issued and 

outstanding in 2009) and capital in excess of par value............... 16,178 14,993 

Accumulated other comprehensive income (loSs)..........-+.-+-+++-55 333 393 

RetainedkearningS tere ctrariarccaancccteirs hac rilers, shape tortie ceueyeeen seen teetay enege 32,919 26,318 

Totalstockholderseequily: Mgietaleausisbe sts tatnscen sede etsksees eee Hepes eR Ee aac 49,430 41,704 

TotaliliabiliticsvanalStockholdelSmec Uity semenentnen- tenant tts tee tsa nee $63,186 $53,095 

Required 

a. 

b. 

0 HS 

Compute net operating profit after tax (NOPAT) for 2010. Assume that the combined federal and 

state statutory tax rate is 37%. 

Compute net operating assets (NOA) for 2010 and 2009. (Hint: Assume that trading assets and long- 

term marketable equity securities are investments in marketable securities and are therefore, nonop- 

erating assets; also, footnotes reveal that the other long-term investments are mainly loan receivables 

and are, therefore, operating.) 

Compute RNOA and disaggregate it into net operating profit margin (NOPM) and net operating asset 

turnover (NOAT) for 2010. Comment on the drivers of RNOA. 

. Compute net nonoperating obligations (NNO) for 2010 and 2009. Confirm the relation: NOA = 

NNO + Stockholders’ equity. 

Compute return on equity (ROE) for 2010. 

Infer the nonoperating return component of ROE for 2010. 

. Comment on the difference between ROE and RNOA. What does this relation suggest about Intel’s 

use of equity capital? 

Analysis and Interpretation of Profitability ().01, %) 

Balance sheets and income statements for Nordstrom, Inc., follow. Refer to these financial statements 

to answer the requirements. 

Si 

oe oe NORDSTROM, INC. _ 
ee _ Consolidated Statements of Earnings See 

Fiscal Years Ended ($ millions) oe 2011... 210. = 2009 

Netisales tee tcre rarae marc qaticers cnemenacvon tee eeepe Aenea een mas $9,310 $8,258 $8,272 

Creditzcardsnevenues: cams asus « o suseaenn nn eere cesta mean Rees 390 369 301 

Total KevenueSi acer terme reise if cnc tne cate moet rere tay ea eee 9,700 8,627 8,573 

Cost of sales and related buying and occupancy costs ..... (5,897) (5,328) (5,417) 
Selling, general and administrative expenses 

Retail Be ete PAPER O WN IY cig rnc eae EEE, CRE MORA EMM Cet (2,412) (2,109) (2,103) 
Credit srmrcisas Aves neakie tates cre Sea ere Rn erent ee (273) (356) (274) 

Earnings before interest and income taxes ................ 1,118 834 779 
METS HOMOEUE TNE on ccdookonoseoudsocconoudononuce (127) (138) (131) 

Earnings: beforesincome taxes. mracianie ia issn eanae 991 696 648 
INCOMeTaxsexPeNSE F eaxe myers acer ane ce cen oat el Ree (378) (255) (247) 

Netearnings ¥isascnters one oe cee ee te ee ee $ 613 $ 444 $ 401 
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Assets 

Current assets 

Gashtandicashtequivalents' ec: 14 asian ta ene) re canny» aie Rte a rrck eee $1,506 $ 795 

ACCOUNTS TECCIVADIEG! NEtt ate tare, chen rh er htt ned sene eee Ee EE 2,026 2,035 

Merchandisorinventorics meyers ae accstr rte cian eee scat tava woes 977 898 

Currentdeférreditaxassets net srsito hacia cotet sung tances skcrcuanvccoreretehers 236 238 

Prepaidiexpenses: andiothenmenc mene eis ccs einer nett tsps tes ee TAS) 88 

slOtaliGlirrentaSSetSwuapmtre ten cnc neces efter eer ime ete eden hoc ape Oe teu ce Sone 4,824 4,054 

Land, buildings and equipment (net of accumulated depreciation 

ONS S52 OranciGStS16 tera ne ae ten ere ee eee at eee eaten 2,318 2,242 

GOO WII Sere eee ecctas cs Std ooh nal ee renee ne: Se eed He PASI, 2d Valens 53 53 

OTN SIPASSOTS Hemera a renee acres ot PN a PEE TREES Ntcde FlEr ev Sharan CR eeN Ra 267 230 

SLOLAITASSSIS aerementee ier tsi okcisru cere cee Rraitnir tee sdeioy echo cae terra cote ee $7,462 $6,579 

Liabilities and Shareholders’ Equity 

Current liabilities 

IAGCOUNTS DaVADIC seer eee ee raat ARRON fre PEA hs eases $ 846 $ 726 

Accrued salaries, wages and related benefits ..................2.000- 375 336 

OthencurrentsliabiliticS ares errr cueewere tet saute cece ethene sweuucler crane 652 596 

Current pomionomlong-termiGebtscemmmreesence teense erent ierenesee ora 6 356 

oOtaliumentiiabilities McAteer nerd rear aie ares Site eae ete 1,879 2,014 

ong-tenmiGebtsnet Amare cisactocevcts womtert tan tere eles aoe ira Sapa akan PUTAS Dail 

Deferredipropertyincentives; Nets ac.) ce woke reserve isi cle else aes =e 495 469 

Othemmliabilitios Pe merisce rene ar eye Suen eenTE EER Fe OS ee Bae nee eal 292 267 

Shareholders’ equity 

Common stock, no par value: 1,000 shares authorized; 

218.0 and 217.7 shares issued and outstanding.................... 1,168 1,066 

Retained carningSarscsd acini. cette Cavers heres Man ana ete 882 525 

Accumulated other comprehensive loss ............--...-+2eeeeeees (29) (19) 

otal'shareholderseequitymaccctwn vicsee tear leur iets <tes eo rthcrs a enters eee ore 2,021 tore 

Total liabilities and shareholders’ equity............ Goes too cena cian $7,462 $6,579 

Required 

a. Compute net operating profit after tax (NOPAT) for 2011. Assume that the combined federal and 

state statutory tax rate is 37%. 

b. Compute net operating assets (NOA) for 2011 and 2010. 

c. Compute RNOA and disaggregate it into net operating profit margin (NOPM) and net operating asset 

turnover (NOAT) for 2011; confirm that RNOA = NOPM Xx NOAT. The median NOPM and NOAT 

for companies in Nordstrom’s industry are 4.46% and 2.81%, respectively, yielding a median RNOA 

of slightly over 12%. Comment on NOPM and NOAT estimates for Nordstrom in comparison to 

industry medians. 

d. Compute net nonoperating obligations (NNO) for 2011 and 2010. Confirm the relation: NOA = 

NNO + Stockholders’ equity. 

e. Compute return on equity (ROE) for 2011. 

f. Infer the nonoperating return component of ROE for 2011. 

g. Comment on the difference between ROE and RNOA. What does this relation suggest about Nord- 

strom’s use of equity capital? 

Analysis and Interpretation of Profitability (°°, 

Balance sheets and income statements for Kraft Foods, Inc., follow. Refer to these financial statements 

to answer the following requirements. 

Kraft Foods, Inc. 

(KFT) 
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INGE TEV EMU GS acer terete cere tse See ne ae eT RN Tree RACE SE eaten arise eee eee $49,207 $38,754 $40,492 

COStOf SaleStxccte arene ae ae RO ce tie er nee aC ea coed Re gem tree Sil. ce 24,819 _ 27,164 

O[CEEH MOlliencta cu say nipcomd SORA oan AAPOAO AR MUOOGoDURRO ea eA aGa0 17,902 13,935 13,328 

Selling, general and administrative expenses .........-.-+-+-e see eeeee 12,001 8,784 8,613 

/NeXXern Him UMOMLelA ING] NM COMS oo nacccaesagebnensodsoanceeemodcane 18 (64) 1,024 

Mom EwolMiClWesWes, iets onpecnnanonggououcnesuebanoneoncchuonde 6 6 92 

/Nimeladyzewiioin hi IMMETMCIONES. cc coop nonacvesboanonnobo neo, aoceaubeedor E20 26 23 

OAC esussomoncnandeAnod oe age Apo OCe ows oOo Dum DOme one 5,666 5,183 3,576 

Interest andyotheniexpenSenmetanmicicmaterst ees iste tne erehetenctcts -iei-ter-aete 2,024 1,237 1,240 

Earnings from continuing operations before income taxes................ 3,642 3,946 2,336 

Provisionitomincome:taxeStiar easeantieiters reece nether pane en et mete ceaetel iene 1,147 1,136 658 

EZ TAMiNGS iiKOlim Collins} CHOSWEWIONS » ou nono oe econehnooapeuasasocoenc 2,495 2,810 1,678 

Earnings and gain from discontinued operations, net of income taxes....... 1,644 218 | 26) 

NELCanninGS seyeemitercrars he sien sieraretana ay crehnawe aeons masete cerca ne norer aie et eater ter 4,139 3,028 2,893 

NoncontrollingpintereSt cera teictsre sctetrices oe tet) nice-ir ar hey cton i teNen site neler tems 25 Tf 9 

Netearningsiattributablelto: Kray OOS imine ee iene nent nee Sale 6 S02) 8 ayetey! 

Assets 

Cashvandicashvequivalents sik cats sctitens ci eter cee a cureo nto gea sy aera wags ane cae a eae S Qe & Bion 

Receivables (net of allowances of $246 in 2010 and $121 in 2009) .................. 6,539 5,197 

INVEMTONIOS;. MOI ye tee gacncceturece tae ensue an oes aeeridy open tcseuitone el Se a lease npc ge Re We Ree ee ar 5,310 Sail 

Deterred INCOME AKCS won cos necarsyes ot cinwan eae eee heres een ates WS erg ea ane eure cere meer 898 730 

OUMEMCUNENTASSCLS ates ae corset ete ras aren ee eps eG an ee ce ee 993 651 

TotaliGurrentiaSSets renter paacuesls sestanas ngs ast s) eiscx ape. staretcra! wie noha el ay eocitet eenious qt omen aeteione 16,221 12,454 

Propertysiplantzanclieg ui iments mote rammrc is amerrcieisea- aie nar deleier sii iey ei one ieien ee renee 13,792 10,693 

GOOdWwilliz Sees Sie tr tae nye act earns Tafa eisai ok gM pe A ERE ni eee eee 37,856 28,764 

Intangiblesassetsuinet em, ea was ate oa eee te aaa vate Sintec ns om ner de ee 25,963 13,429 

Prepaid PenSiOMmraSSetsi a aeyacreciatiatcrs acu ccearcey Cauchy corn cpee tae ears, wie cee gee Re, ie eae ae eae 86 US 

OURS ASSOTS er acraacicnce bre actar tule aaaey eisccerto te sins saa enti tAT o  tB gR re  Sa ileoual 1,259 

TotaltaSsetsay, 0k EMEA Eee At ar) SOIR SAE a1 St IG ee Pee) ONE COE 1s Se ey ee 220 $95,289 $66,714 

Liabilities 

Short=te rina orto wir Sane aew ype ree waar eh og ea ear ae ol ae Se DOMEES EA 5S 

Current portion Oflong=teninic SOU maeree meme ee ieee ee teeer ieaen aeien nl aie enn ae alls) 513 

ACCOUNTSID aval) Ores cuces laeta tea. cea tated, iste Tadeo ceeenane  waee Oe ecsmersct i cAI Pee eat 5,409 3,766 

ACCFUSCMMArKe TING Pitgeene vatirs!anecs nit sfaressaae tener GORE Recanctte afar eaten tne ree ae a Zoo 2,181 

ACCrued! GMmplOVMeNl. GOSS raccdy. ce wie nekaneneaehotane ce ctranahctta tla ane ease ac ene a 1,292 Wp llzas) 

Other current: liabilities irre... mecvreuectuleca tye ils Sere ate et ree ee ee: be 4,579 3,403 

Total current liabiltieSines ween meee tate miter cca tictsncterree ete n eck orca cna et net ene aan a 15,660 11,491 

KONG=SInml debts cpeincercnausepuit oc Gack ac oie RCLcaer ence nta Se ore eck Sete aE RCT eC aaa en ne 26,859 18,024 

Deferred income: taxes Sey..sscetis mae) tolsedie rectus kee rete a Gane Sa eI? ie ane nee 7,984 4,508 

ACCKUCC |PEMSION COSTS ise auc caen he saucers don coe core RSE ew oe dee a ar a 2,382 1,765 

ACCIUCG DOStrculementtealtincane COSTS aii tenn ne ntl aea tants te a 3,046 2,816 
Other liabilities aw pcwa idler amie oe ae EAB) «acter a cet aire eee ert ey a 3,416 2,138 

TOtal [Ait eS eras enact et tuk ae ete acng Seken och atk oid oe RL eae Te eee 59,347 40,742 

continued 



Module 4 | Analyzing and Interpreting Financial Statements 4-50 

continued from prior page 

Equity 

Common Stock, no par value (1,996,537,778 shares issued in 2010 and 

leo OOOO00SharesiisSued ii2009)) mene eet ere mete noe ee EE cee — = 

AGCHOnalipalG=iMicapitalpyene:eeseame teter ete te eset t tana eum e ne cts tened tao A Dee SEEMED SIE 5 ti 31,231 23,611 

Retamedsearnings peters. itsseespaantes. are os) SEEM wer ee Lee erp tn RAR dads th eit igs es ety ce 16,619 14,636 

NCCLS] CUE GOMPAKNEATSNOIOSSSS. 2s onwaccoowceseponbooveonnoceuoboouns (3,890) (3,955) 

Wreasuny Stocksat COStamos. = Sent Nene ai iM eee tn memerrnens sence iE eet eae Ane Mees ths (8,126) (8,416) 

Usiell Wiel FOOCS GENE ACES CCUG ar onmocoeinn boone on noob nSewons eens ooo 35,834 25,876 

INORCOMmTRONIMNGRMLGLES trearee tener an nenate eyes au over et aka sfcgess sre tare rasireey Ohio Rese REE OD 108 96 

OLA GUT Meee react Aceh Sonn thar nar RMR eae Aee Oph st ans ite APS ea aks 35,942 25,972 

fotalMiabilitiestand ec Uiky es sateen ena art EP FG LT MO SE Cie $95,289 $66,714 

Required 

P4-45.8 

P4-46.4 

P4-47. 

a. Compute net operating profit after tax (NOPAT) for 2010. Assume that the combined federal and 

state statutory tax rate is 37%. 

b. Compute net operating assets (NOA) for 2010 and 2009. 

c. Compute RNOA and disaggregate it into net operating profit margin (NOPM) and net operating 

asset turnover (NOAT) for 2011; confirm that RNOA = NOPM X NOAT. The median NOPM and 

NOAT for companies in KFT’s industry are 6.22% and 1.66, respectively, yielding a median RNOA 

of 10.3%. Comment on NOPM and NOAT estimates for KFT in comparison to industry medians. 

d. Compute net nonoperating obligations (NNO) for 2010 and 2009. Confirm the relation: NOA = 

NNO + Stockholders’ equity. 

e. Compute return on equity (ROE) for 2010. 

f. Infer the nonoperating return component of ROE for 2010. 

g. Comment on the difference between ROE and RNOA. What does this relation suggest about Kraft’s 

use of debt? 

Analysis and Interpretation of Liquidity and Solvency (04) 

Refer to the financial information of Kraft Foods, Inc., in P4-44 to answer the following requirements. 

Required 

a. Compute current ratio and quick ratio for 2010 and 2009. Comment on any observed trends. 

b. Compute times interest earned and its liabilities-to-equity ratios for 2010 and 2009. Comment on any 

noticeable change. 

c. Summarize your findings about the company’s liquidity and solvency. Do you have any concerns 

about its ability to meet its debt obligations? 

Direct Computation of Nonoperating Return (07%, >) 

Refer to the financial information of Kraft Foods, Inc., in P4-44 to answer the following requirements. 

Required 

a. Assume that 2010 net nonoperating expenses (NNE) are $(344) million and that 2010 RNOA is 

7.18%. Compute financial leverage (FLEV) and Spread for 2010. 

b. Assume that 2010 return on equity (ROE) is 13.33%. Confirm computations to yield the relation: 

ROE = RNOA + (FLEV X Spread). 

c. What do your computations of the nonoperating return in parts a and b imply about the company’s 

use of borrowed funds? 

Analysis and Interpretation of Profit Margin, Asset Turnover, and RNOA for Several 

Companies ~— 2) 

Net operating profit margin (NOPM) and net operating asset turnover (NOAT) for several selected com- 

panies for the most recent year follow. 

_ 7 2 NOPM  NOAT | 
Abbott Laboratories.............. 13.83% ilyailo 

le [> GRR ROS ee eres 3.60% Psy 

GV SiC aremiank. cca. aces acinus sine 3.92% 2.09 

ea g2 lita ace oo 8 MOR chotenenG ey Berea teeta 7.66% 0.94 

WalIGreen!S sie ane sipersss <li oe ana 3.18% 4.64 

Catenpiliaizemee cs cee tas rtie oe os 6.79% 1.18 

TArQGete sees etek se eae evra ite Be 5.04% 2.27 

Best Buyer a vorrei de cit hinsm ters 2.76% 6.83 

Kraft Foods, Inc. 

(KFT) 

Kraft Foods, Inc. 

(KFT) 

Abbott Laboratories 

(ABT) 

FedEx (FDX) 

CVS Caremark (CVS) 

Kraft (KFT) 

Walgreen’s (WAG) 

Caterpillar (CAT) 

Target (TGT) 

Best Buy (BBY) 
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Required 

a. Graph NOPM and NOAT for each of these companies. Do you see a pattern that is similar to that 

shown in this module? Explain. (The graph in the module is based on medians for selected industries; 

the graph for this problem uses fewer companies than in the module and, thus, will not be as smooth.) 

b. Consider the trade-off between profit margin and asset turnover. How can we evaluate companies on 

the profit margin and asset turnover trade-off? Explain. 

VV) P4-48.© Compute and Analyze Measures for DuPont Disaggregation Analysis (05) 

Refer to the fiscal 2011 financial data of Best Buy Co., Inc., in P4-39 to answer the following 
Best Buy (BBY) : 

requirements. 

Required 

a. Apply the basic DuPont model and compute the component measures for profit margin, asset turn- 

over, and financial leverage. 

b. Compute ROE. Confirm that ROE equals ROE computed using the component measures from part a 

(ROE = PM X AT X FL). 

c. Compute adjusted ROA (assume a tax rate of 37%). 

P4-49.© Compute and Analyze Measures for DuPont Disaggregation Analysis (9%) 

Kraft Foods (KFT) Refer to the fiscal 2010 financial data of Kraft Foods in P4-44 to answer the following requirements. 

Required 

a. Apply the basic DuPont model and compute its component measures for profit margin, asset turn- 

over, and financial leverage. 

b. Compute ROE. Confirm that ROE equals ROE computed using the component measures from part a 

(ROE = PM X AT X FL). 

c. Compute adjusted ROA (assume a tax rate of 37%). Compare the adjusted and unadjusted ROA 

ratios and explain why they differ. 

IFRS APPLICATIONS 

14-50. Compute, Disaggregate, and Interpret RNOA of Competitors (9%) 

Shell Oil Company Shell Oil Company is the U.S.-based subsidiary of Royal Dutch Shell, a multinational oil company 

Royal Dutch Shell headquartered in The Hague, The Netherlands. BP Limited is a multinational oil company headquar- 

BP Limited tered in London U.K. Selected balance sheet and income statement information and assumptions for 

both Shell and BP follow. 

See Se 22009 |. 2009 2009 Net 2008 Net 
($ mi ions ) oe - es Sales | _NOPAT Operating Assets Operating Assets 

SHellOlComPanyaaeeeeneneren knee $283,164 $11,793 $169,294 $148,070 

BRaCimiteclizce sicw aeereeniaceeleren 243,173 16,800 138,275 125,834 

a. Compute the 2009 return on net operating assets (RNOA) for each company. 

b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT) for each company. 

c. Discuss any differences in these ratios for each company. What drives the differences in RNOA ob- 

served in parts a and b? 

14-51. Compute, Disaggregate, and Interpret ROE and RNOA  (.0;. % 
OMV Group Headquartered in Vienna, OMY Group is Austria’s largest oil-producing, refining and gas station op- 

erating company. Selected fiscal year balance sheet and income statement information and assumptions 
for OMV Group follows (€ thousands). 

ee 2008. 2008 p00 tn 
- 2009 Net - Net Operating Net Operating Net Operating Stockholders’ Stockholders’ 
Sales Income _ Profit After Tax Assets Assets : Equity Equity 

Silo lip2Oame AiO out €526,104 €13,002,350 €12,028,024 €10,034,785 €9,363,243 

a. Compute the 2009 return on equity (ROE) and the 2009 return on net operating assets (RNOA). 
b. Disaggregate RNOA into net operating profit margin (NOPM) and net operating asset turnover 

(NOAT). 

c. Compute the percentage of RNOA to ROE, and compute OMV Group’s nonoperating return for 
2009. 
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14-52.8 Compute and Interpret Liquidity and Solvency Ratios (1.04) 

Schneider Electric is a multinational energy company headquartered in Rueil-Malmaison, France. Se- Schneider Electric 

lected balance sheet and income statement information and assumptions for 2008 and 2009 follows. 

$11,051 
11,888 

$13,756 
13,761 

a. Compute the current ratio for each year and discuss any trend in liquidity. Is the company sufficiently 

liquid? Explain. What additional information about the accounting numbers comprising this ratio 

might be useful in helping us assess liquidity? Explain. 

b. Compute times interest earned and the liabilities-to-equity ratio for each year and discuss any notice- 

able change. 

c. What is the overall assessment of the company’s liquidity and solvency from the analyses in parts a 

and b? Explain. 

14-53. Analysis and Interpretation of Profitability (© °°, >) 

Wm Morrison Supermarkets ple is the fourth largest chain of supermarkets in the United Kingdom, Wm Morrison Super- 

headquartered in Bradford, England. Balance sheets and income statements for Morrison follow. markets pic 

Consolidated s 

52 weeks ended 31 Ja 
MUTNOVEIIeere te reat tee tn eee eo cea ee £15,410 £14,528 £ 12,969 

CosvolSaleSsier metic eet ere ae cera (14,348) (13,615) (12,151) 

SLOSS) DIO llegar ieee terete tere miata, nt et 1,062 913 818 

@thewpopekatingtincOme terest st. center cle 65 37 30 

Administrative: expenSeS a amiest ace eisielss ie ie (224) (281) (268) 

Profits arising on fixed-asset transactions......... 4 2 32 

Operating prOlitec irate ree) unre rie ee 907 671 612 

Fin anCeiCOStS armenian cae etoa hit aed aes (60) (60) (60) 

FINANCE INCOMES ees syct. nim dete says auteyeg sa: eRe 11 44 60 

Profit beforettaxation’ sr ada. n asses cate ce ees 858 655 612 

WAXAUON GERI Cee se tee ce en emneee titi choke stem (260) (195) (58) 

ProfitetOttnesDenOd ears waters otarsttcts cia ater iar cate mm fayehs} £ 460 PeeOO4. 

WM MORRISON SUPERMARKETS plc 
Consolidated balance sheets ole a a 

-(Emillions) : ae ee 2 2010 2009 

Assets 

Non-current assets 

RropentyaplantanGrecUl Orme Mi mewtacstenstme ete falda tiniest ycisrs nets £ 7,180 £ 6,587 

[Fea SOrpre DAVIN toma crete aieiasnc tacts cae encre we Wiel sets odes arava tonars 257 250 

[nWestimentOrODentyLmmrimees states octeiwias © seve sin) cin stekciatr ers wean 229 242 

Gthermlinanclabassclsompeene eyerer iste Kine cee bolicre nee tacamane ak. tater evan -— 81 

7,666 7,160 

Current assets 

STOCKS er rete rere te a ates Bite w ow oe gate is ahi setts 577 494 

DODLONS cee eT ATEN Ook Stee oi cna se ict Geoiaanee tures 201 245 

@theminanciallasSotsreecseea st incseucurrernnets seats ete cole eye ea, cs 71 — 

CGashrancicashrequivalents wacmwrewee etek tte erro) siete ts oer 245 327 

1,094 1,066 

continued 
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Wm Morrison Super- 

markets pic 

14-54.8 

continued from prior page 

Liabilities 

Current liabilities 

Greditorse siete cir ee ree ee ne eee ec meee ersten sens (1,845) (1,915) 

Otherfinancial liabiliticSamscmrpcuss chercees cient helmet toc emer (213) (1) 

(CU aebalElelWicsintn ooo ces taucdooquapeedengmoouermDEo q000 (94) (108) 

(2,152) (2,024) 

Non-current liabilities 

@thentinancialiliabilitioserrccrromcrce cers: eae eneshette een ouetertey rieenaet (1,027) (1,049) 

Deferreditaxdiiabilitios sakes Me cere tet Sane reste etek tele a eeon- eet aueees (515) (472) 

Netipension tiabiliticSeaaerteiesels tote stereneney eaten. Nate. ACRE Arbo (17) (49) 

PROVISIONS Scns ccc aris cee cer eon, CRORE reins ee Onan) atin) eat en (100) (112) 

(1,659) (1,682) 

Neétiassets is ji. t stint cient tates hat pesos eh en cl nest ous ousroneca £4,949 £ 4,520 

Shareholders’ equity 

Galled-upishare: Capitals creat aeee omni aor ne aLeotattentens rs, PASS) fee Zoo 

Share Orernierise tee eis ale lois ety ere ces bart ahs ctets ahs alata ata tel ae 92 60 

Gapitaliredemptionireservers 2) ies Wa) alors creisic es sbalteiclehans one 6 6 

Me@rgerireSerVve in, yale eedocereesitnd cashatlt cy stedsaitclles eases eae veweaetyi ps ape toreteel 2,578 2,578 

Retained earnings and hedging reserve................-+20005- 2,008 1,613 

Total equity attributable to the owners of the Company ........ £4,949 £4,520 

1 Investment property is a nonoperating asset 

These are primarily marketable securities 

3 Stocks means inventories 

4 Debtors means accounts receivable 

5 Creditors means accounts payable 

Required 

a. Compute net operating profit after tax (NOPAT) for 2010 and 2009. Assume that marginal tax rates 

are 35.9% for 2010 and 36.0% for 2009. 

b. Compute net operating assets (NOA) for 2010 and 2009. 

d. 

Ge Sy & 

. Compute and disaggregate RNOA into net operating profit margin (NOPM) and net operating asset 

turnover (NOAT) for 2010 and 2009; assume that 2008 NOA is £4,666 million. Has the company’s 

RNOA improved or worsened? Explain. 

Compute net nonoperating obligations (NNO) for 2010 and 2009. Confirm the relation: NOA = NNO 

+ Shareholders’ equity. 

. Compute return on equity (ROE) for 2010 and 2009. (Shareholders’ equity in 2008 is £4,378 million.) 

What is the nonoperating return component of ROE for 2010 and 2009? 

. Comment on the difference between ROE and RNOA. What inference can we draw from this 

comparison? 

Analysis and Interpretation of Liquidity and Solvency (_0«) 

Wm Morrison Supermarkets ple is the fourth largest chain of supermarkets in the United Kingdom, 

headquartered in Bradford, England. Refer to the financial information for Morrisons in 14-53 to answer 
the following requirements. 

Required 

a. 

b. 
Compute the current ratio and quick ratio for 2010 and 2009. Comment on any observed trends. 
Compute times interest earned and liabilities-to-equity ratios for 2010 and 2009. Comment on any 
noticeable changes. 

. Summarize the findings about the company’s liquidity and solvency. Do we have any concerns about 
its ability to meet its debt obligations? 
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MANAGEMENT APPLICATIONS 

MA4-55. 

MA4-56. 

MA4-57. 

Gross Profit and Strategic Management (02) 

One way to increase overall profitability is to increase gross profit. This can be accomplished by rais- 

ing prices and/or by reducing manufacturing costs. 

Required 

a. Will raising prices and/or reducing manufacturing costs unambiguously increase gross profit? 

Explain. 

b. What strategy might you develop as a manager to (1) increase product prices, or (ii) reduce 

product manufacturing cost? 

Asset Turnover and Strategic Management (02) 

Increasing net operating asset turnover requires some combination of increasing sales and/or decreas- 

ing net operating assets. For the latter, many companies consider ways to reduce their investment in 

working capital (current assets less current liabilities). This can be accomplished by reducing the level 

of accounts receivable and inventories, or by increasing the level of accounts payable. 

Required 

a. Develop a list of suggested actions that you, as a manager, could undertake to achieve these three 

objectives. 

b. Describe the marketing implications of reducing receivables and inventories, and the supplier 

implications of delaying payment. How can a company reduce working capital without negatively 

impacting its performance? 

Ethics and Governance: Earnings Management (0%) 

Companies are aware that analysts focus on profitability in evaluating financial performance. Manag- 

ers have historically utilized a number of methods to improve reported profitability that are cosmetic in 

nature and do not affect “real” operating performance. These methods are subsumed under the general 

heading of “earnings management.” Justification for such actions typically includes the following 

arguments: 

e Increasing stock price by managing earnings benefits shareholders; thus, no one is hurt by these 

actions. 

¢ Earnings management is a temporary fix; such actions will be curtailed once “real” profitability 

improves, as managers expect. 

Required 

a. Identify the affected parties in any scheme to manage profits to prop up stock price. 

b. Do the ends (of earnings management) justify the means? Explain. 

c. To what extent are the objectives of managers different from those of shareholders? 

d. What governance structure can you envision that might inhibit earnings management? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Solution 

Walmart’s NOPAT is computed as follows (in $ millions): 

NOPAT = Operating profit before tax — (Tax expense + [Net interest expense  37%]) 

= $25,542 — ($7,579 + [$2,004 x 37%]) 

= $17,222 
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Mid-Module Review 2 

Solution ($ millions) 

Operating assets 

Receivables net ace. Eoycu mite ate pee acre: ew eee $ 5,089 $ 4,144 

INWENTONES . ccvacctorhosecoen onus cotn aie ea oem cen cee rey eee Reta amare 36,318 32,713 

Prepaid .expenseszandl othe tare. tei cke eee oso iee 2,960 3,128 

Propentyandieq Uipmemtsy me Ureweete ener itemise tr ten- memoir tenea et een 105,098 99,544 

Propentyauncemcapital lCaSCSy MCU mrreieret te tvi tet tetst- etait st iets nett net 2,780 2,763 

GOOGWIING. ce aise Sec stores oo oo ehateL ere ckeeedee teat ewe gone aa yeion 16,763 16,126 

Other assets and deferred charges ..............-+22eseeeeee- 4,129 3,942 

Total operating assets #52) ch sias HaSlanismera naa ea 173,137 162,360 

Operating liabilities 

Accounts payable: yas jenxae tentarpanees aetna). ae Ge, See So,00u 30,451 

AccruediliabiliticS 240. cscmeracccne pai tmeotiacrne wba eat area ace 18,701 18,734 

Accrued income taxeSs.c. cet ax oe ade ne ecu ceoarn Greiese neste neen ia 157 1,347 

Deferred income:taxesrand! Others serene en eeanicr a cnene es coeteme eter eyes 6,682 5,508 

Total operating liabilities ................. 0.0000. 59,097 56,040 

Net operating assets (NOA)............. 00.000 c cee ee ee eee $114,040 $106,320 

S222 
: = : = 15.63 
SOS ($114,040 + $106,320)/2 tb 

3 ROS hid = 23.58% 
($68,542 + $70,468)/2 

(Note: we use net income and stockholders’ equity attributable to Walmart’s shareholders.) Walmart’s RNOA 

makes up 66% of its ROE, computed as 15.63%/23.58%. 

4. NOPM = $17,222/$421,849 = 4.08% 

$421,849 

ey ($114,040 + $106,320)/2 
= 3.83 

Target...... 18.94% 11.43% 5.04% 2G 

Walmart .... 23.58% 15.63% 4.08% 3.83 

Walmart’s higher ROE is driven by higher RNOA as the nonoperating return is similar (7.96% for WMT and 

7.51% for TGT). Walmart’s higher RNOA is the result of much higher NOAT, which more than offsets its 
lower NOPM. 

Module-End Review 

Solution ($ millions) 
1. Walmart ROE = Operating return (RNOA) + Nonoperating return 

Using solutions from Mid-Module Review 2, and substituting, we get: 

23.58% = 15.62% + Nonoperating return 

7.96% = Nonoperating return 

2. Target’s ROE = Operating return (RNOA) + Nonoperating return 

18.94% = 11.43% + Nonoperating return 

7.51% = Nonoperating return 

Walmart’s ROE is higher than Target’s because of its higher RNOA. The nonoperating return is a function of 
both the relative amount of debt in their capital structures and the spread of the return on net operating assets 
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over the cost of that debt. Both companies are increasing their ROE by the use of financial leverage. Further 

analysis is warranted to investigate whether either company is taking on too much default risk by their use 

of debt. 

3. Walmart’s liabilities-to-equity ratio = Total liabilities/Total equity (We use total [consolidated] equity to be 

consistent with the consolidated liabilities in the numerator.) 

($58,484 + $40,692 + $3,150 + $6,682)/$71,247 = 1.53 
4. Target’s liabilities-to-equity ratio = Total liabilities/Total equity 

($10,070 + $18,148)/$15,487 = 1.82 

While the liabilities-to-equity ratios for both companies are higher than for the average retail company (see: 

Exhibit 4.6), neither company’s ratio is markedly out of line with medians for all publicly traded companies over 

the past decade. Further analysis is necessary to evaluate if that debt exposure is excessive. That additional analy- 

sis will examine the amount of projected debt payments (found in the long-term debt footnote) with projected net 

cash from operating activities. 



VU 1auicls 

Norvasc® 
(amlodipine besylate) 

mX ONY 

Pfizer Labs 
Division of Pfizer Inc, NY, NY 10017 

Pfizer’s business is to discover, develop, manufacture and 

market leading prescription medicines. These endeavors 

define the company’s operating activities and include 

research and development, manufacturing, advertising, 

sales, after-sale customer support, and all administrative 

functions necessary to support Pfizer’s various activities. 

Accounting for operating activities involves numerous 

estimates and choices, and GAAP often grants considerable 

latitude. To illustrate, consider the choice of when to recog- 

nize sales revenue. Should Pfizer recognize revenue when it 

receives a customer order? When it ships the drug order? 

Or, when the customer pays? GAAP requires that revenues 

be recognized when earned. It is up to the company to 

decide when that condition is met. This module identifies 

several revenue-recognition scenarios that are especially 

troublesome for companies, their auditors, regulators, and 

outside stakeholders. 

Pfizer’s key operating activity is its research and devel- 

opment (R&D). To protect its discoveries, Pfizer holds thou- 

sands of patents and applies for hundreds more each year. 

However, patents don’t protect Pfizer indefinitely—patents 

expire or fail legal challenges and, then, Pfizer’s drugs face 

competition from other drug manufacturers. In 2007, for 

example, Pfizer's sales of Zoloft and Norvasc declined by 

about $3.5 billion because patent protection expired on 

both drugs. Even the company’s blockbuster drug, Lipitor, 

Lipitor® 
(atorvastatin calcium) tablets 

Distributed by 

Parke-Davis 
Division of Pfizer Inc, NY, NY 10017 

with sales exceeding $10 billion in 2010 (16% of Pfizer’s 

total revenues), is not a panacea for what ails Pfizer—the 

Lipitor patent expired in 2011. 

Wall Street is not optimistic about Pfizer’s ability to 

replace patents that will lapse over the next decade. While 

Pfizer’s revenues have increased by over 40% in the past 

five years, its profits have decreased by about 57%, and 

Pfizer’s stock price has fallen nearly 20% percent—see 

stock price chart below. 

$30 
Pfizer Stock Price | 

$25 

N s20 

N $15 

: S S S SaaS Se 
2006 2007 2008 2009 2010 2011 

Although R&D activities generally yield future benefits 

and, thus, meet the criteria to be recorded as an asset, 

GAAP requires that companies expense most R&D costs. 

This creates balance sheets with significant “missing” 

assets. For example, the only asset that Pfizer has on its 

books specifically related to drugs that it has developed and 

Getty Images 



Reporting and 

Analyzing Operating 
Income 

LEARNING OBJECTIVES 

LO1 

LO2 

LO3 

LO4 

LO5 

LOG 

Explain and analyze accounting for income taxes. (p. 5-19) 

Module 

Explain revenue recognition criteria and identify transactions of special concern. (p. 5-5) 

Describe accounting for operating expenses, including research and development, and restructuring. (p. 5-13) 

Explain how foreign currency fluctuations affect the income statement. (p. 5-26) 

Compute earnings per share and explain the effect of dilutive securities. (p. 5-29) 

Explain accounting quality and identify areas for analysis. (p. 5-30) 

is currently marketing is the legal cost of filing the patents 

with the U.S. Patent Office. Clearly this does not capture 

their full value to Pfizer. This module explains R&D account- 

ing and the resulting financial statement implications. 

Pfizer has restructured its business several times in 

an attempt to maintain operating profit. Restructurings 

typically involve two types of costs: severance costs relat- 

ing to employee terminations and asset write-offs. GAAP 

grants leeway in how to account for restructuring activities. 

Should Pfizer expense the severance costs when the board 

of directors approves the layoffs? Or when the employees 

are actually paid? Or at some other point? This module 

discusses accounting for restructurings, including footnote 

disclosures that can help financial statement readers inter- 

pret restructuring activities. 

A necessary part of operations is paying income taxes 

on profits earned. The IRS has its own rules for computing 

taxes owed. These rules, called the Internal Revenue Code, 

are different from GAAP. Thus, it is legal (and necessary) for 

companies to prepare two sets of financial reports, one for 

shareholders and one for tax authorities. In this module, we 

will see that tax expense reported on the income statement is 

not computed as a simple percentage of pretax income. The 

module also discusses the valuation allowance that is related 

to deferred tax assets, and explains how the allowance can 

markedly affect net income. 

Earnings per share (EPS) is the most frequently 

quoted operating number in the financial press. It repre- 

sents earnings that are available to pay dividends to com- 

mon shareholders. Companies report two EPS numbers: 

basic and diluted. The latter represents the lower bound 

on EPS. It is important that we understand the difference 

between the two, and this module describes the two EPS 

computations. 

Pfizer does business around the world, transacting 

in many currencies. Indeed, many of Pfizer’s subsidiaries 

maintain their entire financial records in currencies other 

than the U.S. dollar. Consequently, to prepare its financial 

statements in $US, Pfizer must translate each transaction 

from foreign currencies into $US. This module describes 

the effects of foreign currency translation. When the dollar 

strengthens and weakens against other world currencies, 

a company’s foreign revenues and expenses increase 

or decrease in $US value even if unit volumes remain 

unchanged. It is important to understand the mechanical 

relation between foreign exchange rates and income state- 

ment items if we are to properly analyze companies with 

global operations. This module considers these issues. 

Sources: Pfizer 2010 10-K, Pfizer 2010 Annual Report; Fortune, January 

2009; BusinessWeek, January 2009. 
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MODULE 

ORGANIZATION Reporting and Analyzing Operating Income 

Operating Components Operating Components 

Above-The-Line Below-The-Line Accounting Quality 

@ Revenue and its Recognition Discontinued Operations B Reliable Information 

m Research and Development @ Extraordinary Items (Gains and B Relevant Information 

Expenses Losses) @ Financial Statement Errors 

m Restructuring Expenses and @ Earnings per Share & Nonrecurring Events 

Meee: m Manager Intervention 
Income Tax Expenses and m Predictive Ability 

Allowances 

@ Foreign Currency Translation 

Operating activities refer to a company’s primary transactions. These include the purchase of goods 

from suppliers, the conversion of goods into finished products, the promotion and distribution of goods, 

the sale of goods to customers, and post-sale customer support. For manufacturing companies, operat- 

ing activities include the conversion of goods into finished products. The income statement reports 

on these operating activities such as sales, cost of goods sold, and selling, general, and administrative 

expenses. Because they are the lifeblood of any company, operating activities must be executed suc- 

cessfully for a company to consistently succeed. 

Nonoperating activities relate to the borrowing of money and the ancillary investment activities of a 

company. They are not a company’s primary activities.' These activities are typically reported in the income 

statement as interest revenues and expenses, dividend revenues, gains losses on sales of securities, and net 

income attributable to noncontrolling interest. 

Proper identification of operating and nonoperating components is important for valuation of 

companies’ equity (stock) and debt (notes and bonds). It is important, for example, to know whether 

company profitability results from operating activities, or whether poor operating performance is being 

masked by income from nonoperating activities. (We know that income from nonoperating activities 

usually depends on a favorable investment climate, which can be short-lived.) 

Exhibit 5.1 classifies several common income components as operating or nonoperating. 

EXHIBIT 5.1 Distinguishing Operating and Nonoperating Income Components 

_ Operating Activities Nonoperating Activities 

e Sales e Interest revenues and expenses 

e Cost of goods sold ° Dividend revenues 

e Selling, general and administrative expenses ¢ Gains and losses on sales of investments 

e Depreciation expense ° Investment write-downs 

e Research and development expenses e Gains and losses on debt retirement 

e __ Restructuring expenses ¢ Gains and losses on discontinued operations 

° Income tax expenses ° Allocation of profit to noncontrolling interest 

e _ Extraordinary gains and losses (previously titled “minority interest expense”) 

e Gains and losses on sales of operating assets 

e Foreign currency translation effects 

e Operating asset write-downs 

e Other income or expenses 

' Exceptions exist; for example, income derived from investments is operating income for financial-services firms such as banks 
and insurance companies. As another example, the income derived from financing subsidiaries of manufacturing companies, 
such as Ford Motor Credit and Caterpillar Financial, is part of operating income because these activities can be viewed as exten- 
sions of the sales process. 
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The list of operating activities above includes all the familiar operating items, as well as gains 

and losses on transactions relating to operating assets and the write-down of operating assets.” The list 

also includes “other” income statement items. We treat these as operating unless the income statement 

designates them as nonoperating or footnote information indicates that some or all of these “other” 

items are nonoperating. Footnotes are usually uninformative about “other” income statement items and 

“other” balance sheet items, and GAAP does not require specific disclosure of such items unless they 

are deemed material? 

We build our discussion of operating income around Pfizer’s income statement (see Exhibit 5.2), 

which includes all of the typical operating accounts. We highlight the following topics in this module: 

@ Revenues @ Extraordinary gains and losses 

@ Research and development expenses ™ Earnings per share (EPS) 

@ Restructuring expenses @ Foreign currency translation effects 

™ Income tax expenses 

Ratios Across Industrie: _._sidzi_it__tW : : 
Over time, industries evolve and reach equilibrium levels for operating activities. For example, some 

industries require a high level of selling, general and administrative (SG&A) expenses, perhaps due 

to high advertising demands or high occupancy costs. Other industries require intense research and 

development (R&D) expenditures to remain competitive. To a large extent, these cost structures dic- 

tate the prices that firms in the industry charge—each industry prices its product or service to yield a 

sufficient level of gross profit (sales less cost of sales) to cover the operating expenses and allow the 

industry to remain viable. Review the following table of selected operating margins for companies in 

various industries (NOPM is net operating profit margin as defined in Module 4). 

Cisco Systems, Inc. (CSCO) ............. : 26.8% 19.0% 

Intel Corporation (INTC)................. ; 14.5% 25.8% 

Pizerinch(PFE) Re tiacce. chee Setar ss 0% 28.9% 12.2% 

Target: Gor y(iGil) ites. ee Scr se oe eee s 20.0% 5.0% 

BestBuy. Coninc: ABBY))) 5.2226 seca nee : 20.5% 2.8% 

Gaterpillamine: (CAT) iia. exo ys Gre octet. +, oe : 10.0% 6.8% 

Delving. (DELL) saz 5 ee eee eee aes : 11.9% 4.4% 

The Home Depot, Inc. (HD) .............. ' 23.3% 5.4% 

NIKenIne: (NKEJE on 2. cates ccs es op ees : 32.1% 10.0% 

Cheesecake Factory Inc. (CAKE) 5.8% 5.6% 

We see that Cisco, Intel and Pfizer report high gross profit margins. This does not necessarily sug- 

gest they are better managed than Dell. Instead, their industries require higher levels of gross profit 

to cover their high levels of SG&A and R&D. Dell, on the other hand, is in a highly price-competitive 

segment of the computer industry. To maintain its competitive advantage, Dell must control costs. 

Indeed, Dell reports among the lowest SG&A-to-sales ratio of the companies listed. 

2 To explain, a loss on the sale of equipment implies that the company did not depreciate the equipment quickly enough. Had the 

company recorded the “right” amount of depreciation over the years (that is, the amount of depreciation that perfectly matched 

the equipment’s economic devaluation over time), the equipment’s book value would have been exactly the same as its market 

value and no loss would have been recorded. Thus, we treat the loss on disposal in the same manner as depreciation expense —as 

operating. The same logic applies to write-downs of operating assets, which occur when the fair value of assets such as property 

and intangibles has declined below their book value. 

3 Material is an accounting term that means the item in question is important enough to make a difference to someone relying on 

the financial statements when making a business decision. Investors, for example, might find an item material if it is large enough 

to change their investment decision (whether to buy or sell the stock). This materiality judgment is in the eye of the beholder and 

this subjectivity makes materiality an elusive concept. 

5-4 
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«©» Explain rev- 

enue recognition 

criteria and identify 

transactions of 

special concern. 

OPERATING INCOME COMPONENTS 

Pfizer’s 2010 income statement in Exhibit 5.2 highlights (in blue) the operating income components 

discussed in this module. We defer discussion of cost of goods sold (cost of sales) to Module 6, which 

focuses on inventories and other operating assets. Modules 2 and 4 discuss items typically included in 

selling, general and administrative (SG&A) expenses, and Module 7 addresses the accounts related to 

acquisitions of other companies (such as amortization of intangible assets, merger-related in-process 

research and development charges, noncontrolling interest, and discontinued operations). 

Costs and expenses 

(Gio f-1e(o) Picts| [lc Veceapny Peni Ro ctea he eecinto tr oreo oe omy Orr ORE CO IIDC Co oon clo MOM OGC ODS 16,279 

SellingsiniokmationaliandfaciminiStativelexPemSOSar rect) sy:tarenetenneteteieie isle iets iinet tele tet t-te netatel 19,614 

Research: and development Expenses . oc. 6 ccce.e pele wisrssne we @ ence siege se #0 010) omeponoseibettaneliaialals 9,413 

Amontization. of intangibleiassets aia. a <.ye eset micteceme: east a eaa ectecae aietettcl = sneer te raat eter eae ear 5,404 

Acquisition-related in-process research and development charges ..........-......-+22..-- 125 

Restructuring charges and acquisition-related costs..................0- scene eeeeee 3,214 

OtherGequchions=netiny satane ae ete Comets Mint ret seents ie otal becenttene svete cueniena) eer ct saete rete ements 4,338 

Income from continuing operations before provision for taxes On income.................+--- 9,422 

Provision TOR TAXES OM MCOMOCr es hie coho econtit cc piel nie cl vue tetcnetst es ceotsre cesta atone titantron 1,124 

Income fromiContinuInG:OPEhatlONS mamuaciobea desstcuce ose ie eiskeyseg oc stehe taleol eisleueaseietar te estar tena 8,298 

Discontinued: CpeKationS—-Mee ONLAX wie cy creel eos cue cust cant cpeate cere as cectte ee amen ne telrensts epee teen (9) 

Netincome! betoreyallocation toinoncomtrolling ImtereStS: cre a es) sve eters ete te ete) « ter eieuetel cuctswenatreleestele 8,289 

EesssiNetincomeatinbutable tomoncontrollinG IMteneStS\ creer = eters ease ene cie elelene iets teen ene 32 

Netiincome:attributable:to:PfizerilinGsjssirs acest eee eest oem athe ores tee os ore na alee cere eae renee $ 8,257 

Earnings per common share—basic 

Income from continuing operations attributable to Pfizer Inc. common shareholders........... SaeOS 

DIScontinvuedioperatlonS —NEWOltax ens. sisi mer ere srereiees chore erate roletel ctrey cielo ee ee eee — 

Net income attributable to Pfizer Inc. common shareholders ................ 00 eee eee e eee SaeeOS 

Earnings per common share—diluted 

Income from continuing operations attributable to Pfizer Inc. common shareholders........... Sy HOR: 

Discontinvedioperations—newolitax... «cmehe ast eae: ete ei eco mere inno fer ee eee — 

Net income-attributable to Pfizer Inc. common shareholders =. ..2...++sss+ssneess sees eee Se 102 

VAVHI@ |mhtexe EEMASIIefe) SUES —SOEIG onoadanouysodcosonnaccoenooonoaewonasPeaoonooccheune 8,036 

Weighted-average :sinareS——Cil titer ire rere iris reir tetsi-ewtsar ee ieretrae ttt 8,074 

We begin by discussing revenue, including the revenue recognition criteria that companies must em- 

ploy and improper revenue recognition that the SEC has recently challenged. Next, we discuss Pfizer’s 

research and development expenses, restructuring charges, provision for taxes, effects of foreign cur- 
rency fluctuations, extraordinary items, and earnings per share (EPS). 

Revenue and its Recognition 

Pfizer reports $67,809 million in revenue. This revenue represents the culmination of a process that 
includes the manufacture of the drugs, their promotion, the receipt of orders, delivery to the customer, 
billing for the sale amount, and collection of the amounts owed. At what point in this process should 
Pfizer recognize its revenue and the related profit? When the drugs are delivered to the customer? 
When payment is received? And, how should Pfizer treat sales discounts or rights of return? 
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IFRS allows companies to classify income statement items by nature (materials, labor, etc.) rather 

than by function (cost of goods sold, selling expenses, etc.). Finmeccanica S.p.A. is an Italian 

manufacturing conglomerate that operates in the defense, aerospace, transport and energy sectors. 

Its 2010 IFRS income statement classifies items by nature. 

Finmeccanica SpA, Consolidated Income Statement (€ millions) = 2010 
REVENUG tater rites Mirren tn aoe PAPER a tne ene Sewanee ra trmne nay, Liesl ef ek MIE bee. 2 €18,695 

OihepoperatinghinCome sects a pane arches ceeeae te deren eet ee jeden Oe a Ea eed 627 

RawamarchialssanccomSumableSyISC Cie tyareiAty ee wae ec game eect acter 0 fae el ae ae grace (6,316) 

ULCHASCLONSECLY | COSEree tanta Leen anemic PA pees vee etn ter oe cna Be aria Cee eet (5,878) 

RESOMhelKCOStSaarmremtenr arrt are Or A eet mir ee Inne enn ROLN. oR IIR EAA Ee) ECM, AE SA YE DEO pm Oe AER (4,772) 

/NnMolalselion, ClsjeKeekevitonvetitel Timer Mis aoa Snoncsdadceono teonomcdadecsoomoosabcdor (785) 

OthemopehatinQlexPenlSesmrctucrre cetera amen stu ee ent rece en te Sree ete ee enn wee (801) 

Changes in inventories of work in progress, semi-finished and finished goods .............. (176) 

Workspentonmediby the! Group/andicapitalized iyemmrn ss erae ria seam sys sisiaieeteewanet 638 

1,232 

FAMAMCOUMC OFC wacnciewa ram ees naire yc asaic ease rauarcychets eden sind ehea Aturtey eresiay ous, ose aeons, erie nlerou sgh sad: 850 

EtG AMC CLC OSES ne: et seer ethernet oust hls Sogn (1,202) 

Share of profit (loss) of equity accounted investments .......... 0.0 c cece eee eee eee eee (14) 

NOR OClOne AKC aa ecyeaceen ces Parc eee isis eras oi cvctsnanecierse noe aie Riser oa te siuenacen or gtoren era cue sean emcee 866 

INCOME LAX CS meee seer eee eer ree MT ee Me ee eet Ry Rn te REO A Cre Ran Mere Ria ere ie a GRO te, Oe (309) 

INCUNDIO Tiber reeeece ce mutt ilar cue tia a auorias ovis iat a fo sac tense, SPC Tee hater ow eka lee cNls alte a oases acne eee © 557 

Eqtitvahotdersiofithe: Companys aaaarmacrciatek alerts chemin en ae Sep eerie Sek ate € 493 

MinorityainterestSett ng. ae) seagate th. hare ie Gwe tiiaican Dee N eatin til aloes ceased aunes aroha 64 

NGtHpro tite werk. reieats ore ae ant tad raince a ntedotecetat s abay Stn who hanes henoralaee obec mats, tale it abatiar ik cheee eg € 557 

Because Finmeccanica classifies its income statement items by nature, there is no line item for cost 

of goods sold. Instead, the manufacturing and inventory costs recognized during the period are 

reported according to their nature (raw materials and consumables used, personnel costs, other 

operating expenses) along with the amount of the net change in inventories for the period. We see 

that other than raw materials and consumables used and the net change in inventories, all the op- 

erating costs combine product and period costs. For example, personnel costs include the salaries 

and wages for all staff from the manufacturing employees to the CEO. 

GAAP specifies two revenue recognition criteria that must both be met for revenue to be rec- 

ognized on the income statement. Revenue must be (1) realized or realizable, and (2) earned.* Real- 

ized or realizable means that the seller’s net assets (assets less liabilities) increase. That is, the seller 

receives an asset, such as cash or accounts receivable, or satisfies a liability, such as deferred revenue, 

as a result of a transaction. The company does not have to wait to recognize revenue until after it col- 

lects the accounts receivable; the increase in the account receivable (asset) means that the revenue is 

realizable. Earned means that the seller has performed its duties under the terms of the sales agreement 

and that title to the product sold has passed to the buyer with no right of return or other contingencies. 

4 SEC provides guidance for revenue recognition in Staff Accounting Bulletin (SAB) 101 (http://www.sec.gov/interps/account/ 

sab101.htm) that states that revenue is realized, or realizable, and earned when each of the following criteria are met: (1) there is 

persuasive evidence that a sales agreement exists; (2) delivery has occurred or services have been rendered; (3) the seller’s price 

to the buyer is fixed or determinable; and (4) collectibility is reasonably assured. 

5-6 
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As long as Pfizer has delivered the drugs ordered by its customers, and its customers are obligated 

to make payment, Pfizer can recognize revenue. The following conditions would each argue against 

revenue recognition: 

@ Rights of return exist, other than due to routine product defects covered under product warranty. 

Consignment sales, where products are held on consignment until ultimately sold by the consignee. 

— Continuing involvement by seller in product resale, such as where the seller has an obligation for 

future performance like product updates. 

Contingency sales, such as when product sales are contingent on product performance or further 

approvals by the customer. 

Revenue is not recognized in these cases until the factors inhibiting revenue recognition are resolved. 

Companies are required to report their revenue recognition policies in footnotes to their 10-K re- 

ports. Pfizer recognizes its revenues as follows: 

Revenue Recognition—We record revenue from product sales when the goods are shipped and title 

passes to the customer. At the time of sale, we also record estimates for a variety of sales deduc- 

tions, such as sales rebates, discounts and incentives, and product returns. 

—— SS Enum ate. — EE EEE TER: i of 

Pfizer adopts the position that its revenues are earned when its products are shipped and the risks and 

rewards of the merchandise passes to its customers. At that point, Pfizer has done everything required 

and, thus, recognizes the sale in the income statement. Most companies recognize revenues using these 

same criteria. Pfizer does not recognize revenues for the gross selling price. Instead, Pfizer deducts that 

portion of gross sales that is likely to be refunded to customers through sales rebates, discounts and 

incentives (including volume purchases). Pfizer estimates the likely cost of those price reductions and 

deducts that amount from gross sales. Similarly, Pfizer does not recognize revenues for those products 

that it estimates will be returned, possibly because the drugs hit their expiration date before they are 

sold by Pfizer’s customers. In sum, Pfizer recognizes revenues for products delivered to customers, and 

for only the sales price net of anticipated discounts and returns. This is why we often see “Revenues, 

net” on companies’ income statements. 

Se pi reser act cele st pares 

Revenue is generally recognized under both U.S. GAAP and IFRS when the earning process is 

complete (when the seller has performed all obligations under the sales arrangement and no per- 

formance obligations remain) and benefits are realized or realizable. Further, there is extensive guid- 

ance under U.S. GAAP for specific industry transactions. That guidance is not present in IFRS. 

Moreover, public companies in the U.S. must follow additional guidance set by the SEC. Many 

believe that companies recognize revenue slightly earlier under IFRS than under GAAP. 

Revenue Recognition and Risk Exposure 
More than 70% of SEC accounting and auditing enforcement actions involve misstated revenues. The 

SEC’s concern about aggressive (premature) revenue recognition prompted the issuance of a special 
Staff Accounting Bulletin (SAB) 101 on the matter. The SEC provides the following examples of prob- 
lem areas to assist companies in properly recognizing revenue: 

@ Case 1: Channel stuffing. Some sellers use their market power over customers to induce (or even 
require) them to purchase more goods than they actually need. This practice, called channel stuff- 
ing, increases period-end sales and net income. If no side agreements exist for product returns, 
the practice does not violate GAAP revenue recognition guidelines, but the SEC contends that 
revenues are misrepresented and that the practice is a violation of securities laws. 



Module 5 | Reporting and Analyzing Operating Income 

@ Case 2: Barter transactions. Some barter transactions are concocted to create the illusion of rev- 

enue. Examples include the advertising swaps that dot-com companies have sometimes engaged 

in, and the excess capacity swaps of fiber optic communications businesses. The advertising swap 

relates to the simultaneous sale and purchase of advertising. The excess capacity swap relates to a 

company selling excess capacity to a competitor and, simultaneously, purchasing excess capacity 

from that competitor. Both types of swaps are exchanges of nearly identical services; they do not 

provide income or create an expense for either party. Further, these transactions do not represent 

a culmination of the normal earning process and, thus, the “earned” revenue recognition criterion 

1s not met. 

™ Case 3: Mischaracterizing transactions as arm’s-length. Transfers of inventories or other assets to 

related entities are typically not recognized as revenue until arm’s-length sales occur. Sometimes, 

companies disguise non-arm’s-length transactions as sales to unrelated entities. This practice is 

improper when the buyer is related to the seller, or the buyer is unable to pay for the merchandise 

other than from its resale. Revenue should not be recognized unless the sales process is complete, 

that is, goods have been transferred and an asset has been created (future payment from a solvent, 

independent party). 

@ Case 4: Pending execution of sales agreements. Sometimes companies boost current-period prof- 

its by recording revenue for goods delivered for which formal customer approval has yet to be 

received. The SEC’s position is that if the company’s practice is to obtain sales authorization, then 

revenue is not earned until such approval is obtained, even though product delivery is made and 

customer approval is anticipated. 

® Case 5: Gross versus net revenues. Some companies use their distribution network to sell other 

companies’ goods for a commission. There are increasing reports of companies that inflate rev- 

enues by reporting such transactions on a gross basis (separately reporting both sales and cost of 

goods sold) instead of reporting only the commission (typically a percentage of sales price). The 

incentives for such reporting are high for some dot.com companies and start-ups that believe the 

market prices of their stocks are based on revenue growth and not on profitability. Reporting rev- 

enues at gross rather than net could have enormous impact on the valuations of those companies. 

The SEC prescribes that such sales be reported on a net basis (see Business Insight on next page). 

@ Case 6: Sales on consignment. Some companies deliver goods to other companies with the under- 

standing that these goods will be ultimately sold to third parties. At the time of delivery, title does 

not pass to the second company, and the second company has no obligation to make payment to 

the seller until the product is sold. This type of transaction is called a consignment sale. The SEC’s 

position is that a sale has not occurred, and revenue is not to be recognized by the original com- 

pany, until the product is sold to a third party. Further, the middleman (consignee) cannot report 

the gross sale, and can only report its commission revenue. 

B® Case 7: Failure to take delivery. Some customers may not take delivery of the product by period- 

end. In this case, revenue is not yet earned. The earning process is only complete once the product 

is delivered and accepted. An example is a layaway sale. Even though the product is ordered, and 

even partially paid for, revenue is not recognized until the product is delivered and final payment 

is made or agreed to be made. 

@ Case 8: Nonrefundable fees. Sellers sometimes receive fees that are nonrefundable to the cus- 

tomer. An example is a health club initiation fee or a cellular phone activation fee. Some sellers 

wish to record these cash receipts as revenue to boost current sales and income. However, even 

though cash is received and nonrefundable, revenue is not recognized until the product is deliv- 

ered or the service performed. Until that time, the company reports the cash received as a liability 

(deferred revenue). Once the obligation is settled, the liability is removed and revenue is reported. 

In sum, revenue is only recognized when it is earned and when it is realized or realizable. This demands 

that the seller has performed its obligations (no contingencies exist) and the buyer is an independent 

party with the financial capacity to pay the amounts owed. 

5-8 
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Gross versus Net Revenues 

In 2011, Groupon, Inc., announced its intentions to offer stock to the public in an initial public 

offering (IPO). The company’s original SEC registration statement disclosed that the company 

recorded revenue at the gross amount it received from selling Groupons (coupons). For example, 

when Groupon sold a restaurant gift certificate for $20, it would record the full amount of $20 even 

though a hefty portion (say $9 for example) is owed the restaurant owner. By recording revenues 

at “gross,” Groupon did not comply with GAAP because it holds no inventory, does not determine 

the product or service price, and does not perform the service. The SEC intervened and Groupon 

restated revenues in an amended SEC filing in September 2011. Groupon now reports revenues 

at “net,” which is the commission on sales, rather than the total value of online coupons. Return- 

ing to our restaurant example, Groupon’s amended revenue would be $11, not $20. Footnote 

2 of its latest SEC filing reports the following. Shortly after the amended filing, Groupon’s Chief 

Operating Officer left the firm. 

Fevewes (6000s) ams rm i 
AS previouslyireponted eae aas aes «ee ene $94 $30,471 $713,365 

Restatement adjustment .............-..----++--- (89) (15,931) (400,424) 

AS TESTATC i her ter seat teeta ec sere teeta eta nus yen oveg Maret daweratte oO & $14,540 $312,941 

3 
CER Bit A [a a Le ETT 

Percentage-of-Completion Revenue Recognition 
Another revenue recognition challenge arises for companies with long-term sales contracts (span- 

ning more than one period), such as construction companies, consultants, and defense contractors. 

For these companies, revenue is often recognized using the percentage-of-completion method, which 

recognizes revenue by determining the costs incurred under the contract relative to its total expected 

costs. 

To illustrate, assume that Bayer Construction signs a $10 million contract to construct a building. 

Bayer estimates construction will take two years and will cost $7,500,000. This means the contract 

yields an expected gross profit of $2,500,000 over two years. The following table summarizes con- 

struction costs incurred each year and the revenue Bayer recognizes. 

Construction costs incurred Percentage complete — Revenue recognized _ 

$4,500,000 “ med Year hie ee $4,500,000 seo a = ON $10,000,000 x 60% = $6,000,000 

Neato Many Mi 19 $3,000,000 S2,000;000 2 4056 $10,000,000 x 40% = $4,000,000 
$7,500,000 ~ W 

This table reveals that Bayer would report $6 million in revenue and $1.5 million ($6 million — $4.5 
million) in gross profit on the construction project in the first year; it would report $4 million in revenue 
and $1 million ($4 million — $3 million) in gross profit in the second year. 

Next, assume that Bayer’s client makes a $1 million deposit at the signing of the contract and that 
Bayer submits bills to the client based on the percentage of completion. The following table reflects the 
bills sent to, and the cash received from, the client. 

ae e Revenue recognized = —™S Client billed (oo 0 | Gas 

At'signing’+ 2 eee $ 0 $ 0 $1,000,000 
Wear hema ners sin eres 6,000,000 5,000,000 2,000,000 

NOAM 2 erase sterene eee 4,000,000 4,000,000 7,000,000 
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At the signing of the contract, Bayer recognizes no revenue because construction has not begun 

and thus, Bayer has not earned any revenue. By the end of the second year, Bayer has recognized all of 

the contract revenue and the client has paid all monies owed per the accounts receivable. The following 

template captures Bayer Construction’s transactions over this two-year period (M indicates millions). 

Balance Sheet 

_Liabil- 

ities 

Contrib. 
Capital 

Rev- 

enues 

Earned 

Capital 

= Cash | Noncash _ 
Transaction Asset Assets 

_ Expen- 

= ses 

Start of year \ 

1: Record ) 
5 +1M 7 

$1 M Geposit a... aaa nes : 
received Revenue 

at contract \ 

signing | 

—4.5M —4.5M } 

$4.5M Cash = Retained j _ 
Earnings | 

+4.5M 
Costof = 

Sales 

costs 

Year 1: ; A 
Recognize 

$6M revenue Accounts = Unearned Retained | 
on partly Receivable Revenue Earnings \ 

completed e 

contract 

+5M —1M +6M 
Revenue — —= 

+6M oF 

Year 1: 

Record 

$2M cash 

received 

from client 

—2M 
Account = 

Receivable 

i aan re 

Year 2: y 

Record $3M = ~3M 
? — Retained 

construction Earnings 

Year 2: 

Recognize 

$4M Accounts == Retained | 
revenue for Receivable Earnings | 
completed 4 

contract 

+4M +4M +4M 
Revenue — — 

Year 2: 
j 

Record +7M _7M 

$7M cash Cash Accounts == 
es be 

received 
Receivable 

from client 
peo eres me ta — iS = aliases 

Income Statement 

—4.5M 

+6M 

+4M 

~ Net 

Income 

Revenue recognition policies for these types of contracts are disclosed in a manner typical to the 

following from the 2010 10-K report footnotes of Raytheon Company. 

Revenue Recognition We account for our long-term contracts . . . using the percentage-of-com- 

pletion accounting method. Under this method, revenue is recognized based on the extent of prog- 

ress towards completion of the long-term contract . .. We generally use the cost-to-cost measure 

of progress for all of our long-term contracts . . . Under the cost-to-cost measure of progress, the 

extent of progress towards completion is measured based on the ratio of costs incurred-to-date to 

the total estimated costs at completion of the contract. 
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The percentage-of-completion method of revenue recognition requires an estimate of total costs. 

This estimate is made at the beginning of the contract and is typically the one used to initially bid the 

contract. However, estimates are inherently inaccurate. If the estimate changes during the construc- 

tion period, the percentage-of-completion is computed as the total costs incurred to date divided by 

the current estimate of total anticipated costs (costs incurred to date plus total estimated costs to 

complete). 

If total construction costs are underestimated, the percentage-of-completion is overestimated 

(the denominator is too low) and revenue and gross profit to date are overstated. The estimation pro- 

cess inherent in this method has the potential for inaccurate or, even, improper revenue recognition. 

In addition, estimates of remaining costs to complete projects are difficult for the auditors to verify. 

This uncertainty adds additional risk to financial statement analysis. 

-Disney’s Revenue Recognition 

The Walt Disney Company uses a method similar to percentage-of-completion to determine the 

amount of production cost to match against film and television revenues. Following is an excerpt 

from its 10-K. 

Film and television costs include capitalizable production costs, production overhead, interest, 

development costs, and acquired production costs and are stated at the lower of cost, less accu- 

mulated amortization, or fair value. Film and television .... costs are expensed based on the ratio of 

the current period’s revenues to estimated remaining total revenues (Ultimate Revenues). Ultimate 

Revenues include revenues that will be earned within ten years from the date of the initial theatrical 

release or ... the delivery of the first episode. 

As Disney pays production costs, it records those costs on the balance sheet as inventory. Then, 

as film and television revenues are recognized, the company matches a portion of production costs 

(from inventory) against revenues in computing income. Each period, the costs recognized are equal 

to the proportion of total revenues recognized in the period to the total revenues expected over the 

life of the film or television show. Thus, estimates of both costs and income depend on the quality 

of Disney’s revenue estimates, which are, likely, imprecise. 

Recognition of Unearned Revenue 
In some industries it is common to receive cash before recording revenue. Customers might pay in 

advance for special orders, make deposits for future services, or buy concert tickets, subscriptions, or 

gift cards. In those cases, companies must record unearned revenues, a liability, and only record rev- 

enue when those products and services are provided. Specifically, deposits or advance payments are 

not recorded as revenue until the company performs the services owed or delivers the goods. Until 

then, the company’s balance sheet shows the advance payment as a liability (called unearned revenue 

or deferred revenue) because the company is obligated to deliver those products and services. 

Unearned revenue is particularly common among technology companies that sell goods and ser- 
vices as packages. These sales are called “multi-element contracts,” which are sales agreements that 
bundle goods and services that may or may not be delivered simultaneously. When delivery is de- 
layed the company must record unearned revenue. Consider for example, the sale of an Apple iPad. 
The customer not only purchases the tablet hardware but the software integral to the iPad’s function, 
additional software, and future software upgrades. How should Apple record revenue for such a 
multi-element contract? The short answer is that the total sales price is allocated among the elements 
of the contract and revenue is recognized (as it’s earned) at different points in time for each element. 
Allocating the total sales price presents a challenge because elements often do not have stand-alone 
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prices. GAAP allows companies to estimate selling prices for each element if sold separately and 

then allocate the total selling price ratably among the elements. 

More specifically, assume that on September 26, 2010 (the first day of Apple’s 2011 fiscal year), 

Apple sells 60 iPads to a customer and charges the total invoice amount of $36,000 to the customer’s 

credit card (a cash transaction). Apple disclosed the following in its 10K: 

Beginning with initial sales of iPad in April 2010, the Company has also indicated it may from 

time-to-time provide future unspecified software upgrades and features free of charge to iPad cus- 

tomers. The Company’s estimated selling price (ESP) for the embedded software upgrade right in- 

cluded with the sale of each iPad is $10. Amounts allocated to the embedded unspecified software 

upgrade rights are deferred and recognized on a straight-line basis over 24 months. 

Apple records $36,000 cash and recognizes revenue on the hardware and software components of the 

sale. The estimated selling price of $600 for the future software upgrades (60 units at $10 per unit) is 

not earned at the point of sale. Instead, Apple records a liability (unearned revenue) for this amount. 

This means that revenue of $35,400 is immediately reported and $600 is reported over the ensuing 

24 months. Apple prepares quarterly financial statements and will recognize $75 ($600 x 3/24) of the 

unearned revenue each quarter for two years. As revenue is earned, the unearned revenue account on 

the balance sheet is reduced and revenue is recorded in the income statement. The following template 

reflects the initial sales transaction and the subsequent first quarter accounting adjustment. 

Balance Sheet 

Cash Noncash Liabil- Contrib. Earned : Net 

Transaction Asset Assets __ities Capital Capital Income 

, Cash 36,000 Sep 26: \ sh 96000 

Receive +36,000 +600 +35,400 7 a5A00 alee 35,400 

$36,000 cash Cash = Unearned Retained z Craie = = +35,400 ae 

advance for Revenue Earnings ere 

| 600 products | = 

Seen see ie ee ae Ng RS woe ee eR ce ea a Bee ee ee ERe Oem! "Seen reer RNa ecea nce pena: Sees eeren On eee eT 

Dec 26: f are 

j é Re 78 Recognize 7s 75 ) +75 V vw 7 

three months’ =  Unearned Retained / Revenue — = +75 mae van 

of unearned Revenue Earnings =| Sy 
if sae) Sees 

revenue \ 75 

e: : 

Apple’s 2010 balance sheet reports the following liabilities (in millions): 

Current liabilities 

ACCOUNTS DAVADI Smee < . oes oe eter. sc SEG rae ane eeecesicints vss Shtnnamoraer ea Pave ae toys $12,015 

AGC CIUCCICKDENSCSieee alien armas eh ser Paneer tnaMs.lo 7. reisteeta‘el's i aiekastone |e) aliiels irvavsie elas wf sharenairers 28) 

DSferrochreVEMUle wants it HacmenemaMen: vis eects oe acs Percceettycyratts cays) cee nemona aus ce ars) alee) aeaneaiere: 61 Sosa beatae s 2,984 

TOLAICULTOMUULADIIUGS comme tenenee oso comme buclscs Pata enauate c) canteueieiananits .w'e-Gitaabectiect Ad age wate te 20,722 

DeferrecneVenUiG—MOn=CUING imamate: ste: Meme res.0 actos cree, tile cae eicua) oss, Gubeuseenetonsasl4) Ge ali at-ce 1,139 

OLHSMMNOMSCUCFENNADINTSS SMe osc csc PNM cnc ele RE Re, cia tus Mee EMErS oie Racal OT ee ee wile) Slee en) ae 5,531 

FOLAADIItCSHeMtRMe tet int te ae cee eh eieg a cin t t aeecuciars an crolituedsuc ia sien eel eageyins wana 8 $27,392 

The company reports deferred revenue as both current and noncurrent liabilities. These relate to the 

revenue that will be earned in the coming year ($2,984 million) and in subsequent years ($1,139). 

These are substantial liabilities to Apple because many of its products are sold with guaranteed future 

services such as software upgrades and long-term service contracts. Each quarter, the unearned revenue 

account increases by the new sales and decreases as revenue is earned. 
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L©2 Describe 

accounting for op- 

erating expenses, 

including research 

and development, 

and restructuring. 

In June 2010, the FASB and IASB published a joint exposure draft (ED) on revenue recognition, Rev- 

enue from Contracts with Customers. These new revenue recognition rules are similar to the rules for 

multi-element contracts (described above). Companies must identify separate “performance obliga- 

tions” within a contract and account for each individually. A performance obligation is an enforceable 

promise to transfer goods or services to the customer. The challenge for companies will be to identify 

the various performance obligations within a single contract. The core concept is whether or not a 

good or service is “distinct.” It is distinct if the good or service 1) can be sold separately, 2) has a 

distinct function, and 3) has a distinct profit margin. A distinct good or service is accounted for as a 

separate performance obligation. If a good or service is not distinct, it is combined with other goods 

or services that form a distinct good or service. Companies recognize revenue as performance obliga- 

tions are satisfied, that is, when the customer obtains control of the goods or services. 

For construction projects the new rules will likely yield results similar to the percentage-of- 

completion accounting method described above. This is due to the fact that the various construction 

tasks are highly interrelated and are not routinely sold independently. The critical factor is whether 

1) construction tasks are distinct and 2) control over the delivered goods and services is transferred 

to the customer continuously during the project (as opposed to at project completion). For example, 

if a company bills the customer throughout the project based either on measurable outputs such as 

milestones or on measurable inputs such as time and materials, then transfer of control is continu- 

ous and revenue will essentially be recognized on a percentage-of-completion basis. Nonetheless, 

many construction firms sent comment letters to the FASB / IASB, arguing that the new rules need- 

lessly complicate revenue recognition and impose additional costs. The new rules could be required 

as soon as 2012, but the ultimate requirements and adoption dates will depend on additional due 

process by both boards. 

Research and Development (R&D) Expenses 

R&D activities are a major expenditure for many companies, especially for those in technology and 

pharmaceutical industries. Pfizer’s R&D costs, for example, make up 14% of revenues ($9,413 mil- 

lion/$67,809 million). These expenses include employment costs for R&D personnel, R&D materials 

and supplies, R&D related contract services, and R&D fixed-asset costs. 

17% : Pfizer R&D/Revenues 
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Accounting for R&D 
Accounting for R&D is straightforward: R&D costs are expensed as incurred. The key issue is how to 
classify the expenses for financial reporting purposes. Salaries paid to researchers, and the depreciation 
and other expenses related to general-purpose research facilities, are accounted for in the usual man- 
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ner (which is to expense salaries when paid and to capitalize and depreciate general-purpose research 

facilities). However, these expenses are totaled separately and are classified as R&D in the income 

statement rather than as SG&A. An exception to this general rule relates to the purchase of R&D 

assets that are only used for a specific project and then retired when that project is complete. These 

project-specific assets are expensed when purchased. Consequently, income is reduced in the year of 

acquisition (but higher in subsequent years) relative to what the company would have reported had the 

asset been capitalized and depreciated. (Project-specific assets are said to have no “alternate use.” One 

alternate use could be reselling the asset. In that case, the asset is not considered project-specific and is 

accounted for like other long-term assets.) 

Following is a footnote excerpt from Pfizer’s 2010 annual report related to its research and devel- 

opment expenditures: 

Research and development (R&D) costs are expensed as incurred. These expenses include the 

costs of our proprietary R&D efforts, as well as costs incurred in connection with certain licensing 

arrangements. 

ce 

Pfizer capitalizes and depreciates general research facilities (those with alternate uses). All other R&D 

costs are expensed as incurred. 

IFRS accounts for research costs and development costs separately. Research costs are always 

expensed. Development costs must be capitalized if all of the following conditions are affirmed: 

Technical feasibility of completing the intangible asset. 

Intention to complete the intangible asset. 

= Ability to use or sell the intangible asset. 

u Intangible asset will generate future economic benefits (the company must demonstrate the 

existence of a market or, if for internal use, the usefulness of the intangible asset). 

= Availability of adequate resources to complete development. 

m Ability to measure reliably the expenditure attributable to the intangible asset during its 

development. 

U.S. GAAP allows for capitalization of costs related to the development of software for sale to third 

parties once the software achieves “commercial feasibility,” but is silent on the capitalization of 

other intangible assets—thus, implicitly prescribing expensing of these assets. 

Analysis of R&D 

When R&D expenses are large, such as that for technology-based and pharmaceutical companies, a 

question arises as to how we should treat those expenses in our company analysis. If R&D outlays 

are expected to yield future benefits, companies would (conceptually) understate assets and income 

because GAAP requires expensing of R&D outlays. One approach is to capitalize and amortize the 

reported R&D expenses. To illustrate, assume that a company reports the following income statement: 

SalGS Metcnts Siar come, Sterne sty s $500 

Expenses other than R&D ... 350 

R&D expenses ........... 100 

Net income (per GAAP) ..... $ 50 

Next, assume that R&D expenses create economic benefits over the next five years. Accordingly, the 

method would treat the $100 R&D expenditures as an asset and amortize it over its useful life. Specifi- 

cally, the adjusted balance sheet would reflect the $80 of unamortized R&D assets remaining, com- 
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puted as $100 in R&D asset less $20 in R&D amortization (current-year equity is also $80 greater from 

the $80 of expenses postponed to future years). The adjusted income statement would reflect the $20 

amortization of the $100 R&D asset as follows (computed as $100/5 years): 

SaleSa tener net are $500 
Expenses other than R&D .. . 350 

R&D amortization......... 20 

Nevincome serra cm etcriae $130 

This adjusted income makes the company look more profitable than GAAP would. (However, if the com- 

pany is not experiencing abnormal growth and the $100 annual R&D expenditures continue as usual, then 

after the five-year initial amortization period the R&D amortization in the adjusted income statement will 

approximate the R&D expenses in the GAAP income statement.) 

While this analysis might be conceptually appealing, it has problems. First, determining the pro- 

portion of R&D expenses that creates future economic benefits is extremely subjective. GAAP income 

statements do not distinguish between research and that of development and, instead, report them as 

one combined item. As users of financial reports, we have little basis to make such an allocation, let 

alone decide if outlays meet certain criteria. Second, there is considerable judgment in determining the 

period over which future economic benefits will occur. Some intangible assets such as patents are pro- 

tected for specific lengths of time, but most other intangibles have no such defined period of potential 

benefit. Third, the manner in which future benefits will be realized is uncertain, so amortization of an 

R&D asset would be arbitrary. A straight-line method (as in our example above) would be easy, but 

would it reflect the asset’s pattern of use? 

For these reasons, we do not advise routinely creating pro forma net income and balance sheet 

numbers by capitalizing and amortizing R&D expenses. (An exception might be for growth compa- 

nies that have yet to reach a steady level of R&D outlays, for companies with product breakthroughs, 

and for companies that require financial comparisons to IFRS-compliant reports.) Further, for com- 

panies that spend about the same amount each year on R&D, the income statement adjustment would 

be small. To see this, recall our example above: if the company spends $100 on R&D each year, then 

after five years, the amortization of previously capitalized amounts will be $100 (5 X $20) which 

is exactly the same as the R&D expense itself. However, the balance sheet adjustment can be more 

substantial as the R&D asset is “missing” entirely from the GAAP balance sheet (in the same way 

that benefits from the payment of wages or advertising are missing). Hence, when we compute ratios 

that involve income and assets (such as ROA or RNOA) or income and equity (such as ROBE), the 

effects of expensing R&D are likely to overstate such ratios (from the absence of R&D assets in 

balance sheets). 

A similar conclusion is reached in a recent study (Danielson and Press, “When Does R&D Ex- 

pense Distort Profitability Estimates?” Journal of Applied Finance, 2005): 

. . . the accounting and finance literatures provide no guidance as to when potential distortion 

in accounting-based return measures makes an adjustment necessary. The expensing of R&D 

costs affects both the income statement and balance sheet, and therefore has an uncertain 

impact on a firm’s accounting rate of return. It is possible for the income statement and balance 

sheet errors to cancel out—resulting in a small difference between adjusted and unadjusted 

accounting rates of return—even for a firm with high R&D costs. Thus, it is not obvious when 

complex and time-consuming adjustments for historical R&D costs are an essential step in a 
profitability analysis. 

OI ey pensar ENS £5 
Tainan 

The study concludes that: “unadjusted ROA and adjusted (for R&D costs) ROA typically rank firm 
profitability in a similar order. Thus, unadjusted ROA is a reasonable proxy for firms’ underlying 
economic profitability in many research applications, and complex adjustment procedures are often 
unnecessary.” 
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Consequently, what analysis and/or adjustment for R&D expenses should we implement? Un- 

fortunately, there is no simple computational adjustment. Instead, we begin our quantitative analysis 

by comparing common-sized R&D expenditures over time and across companies in the same indus- 

try (see Business Insight below). Differences in R&D outlays and marked departures from industry 

benchmarks call for further analysis. For our qualitative analysis, we look to the MD&A section of the 

10-K, along with external sources of information, to gauge the effectiveness of the company’s R&D 

efforts. Pharmaceutical companies typically disclose the drugs under development (“pipeline”) as well 

as newly patented drugs. We can also evaluate new product introductions resulting from R&D expen- 

ditures. However, the disclosures for technology companies (and most other companies) are typically 

not as detailed. For those companies, we must seek information about new product introductions and 

other successes that management highlights in the MD&A. 

Pfizer spent $9.4 billion in 2010 for R&D compared with its revenues of $67.8 billion, or about 13.9%. 

This reflects a high percent of revenues devoted to R&D for the pharmaceutical industry. Following 

is the R&D-expense-to-sales ratio for Pfizer and some of its competitors. 

PHZEN nen, WA eee hee oe 13.9% 15.7% 16.5% 

Bristol-Meyers Squibb....... 18.3 19.4 19.8 

Merncksse reese soe 23.9 Zils 20.1 

Btn ily Peers tecsetee teres hehe P21) 2 19.8 18.9 

Abbott Laboratories......... 10.6 8.9 9.1 

Restructuring Expenses and Incentives 

Restructuring expenses are substantial in many income statements. Because of their magnitude, GAAP 

requires enhanced disclosure, either as a separate line item in the income statement or as a footnote. 

Restructuring costs typically include three components: 

1. Employee severance or relocation costs 

2. Asset write-downs 

3. Other restructuring costs 

The first part, employee severance or relocation costs, represents accrued (estimated) costs to 

terminate or relocate employees as part of a restructuring program. To accrue those expenses, the 

company must: 

@ Estimate total costs of terminating or relocating selected employees; these costs might include sev- 

erance pay (typically a number of weeks of pay based on the employee’s tenure with the company), 

outplacement costs, and relocation or retraining costs for remaining employees. 

@ Report total estimated costs as an expense (and a liability) in the period the restructuring program 

is announced. Subsequent payments to employees reduce the restructuring accrual (the liability). 

The second part of restructuring costs is asset write-downs, also called write-offs or charge-offs. 

Restructuring activities usually involve closure or relocation of manufacturing or administrative facili- 

ties. This can require the write-down of assets whose fair value is less than book value. For example, re- 

structurings can necessitate the write-down of long-term assets (such as plant assets or goodwill) and of 

inventories. Recall that asset cost is first recorded on the balance sheet and is subsequently transferred 

from the balance sheet to the income statement as expense when the asset is used. The write-down of 

an asset accelerates this process for a portion, or all, of the asset cost. Write-downs have no cash flow 

effects unless the write-down has some potential tax consequences. 

The third part of restructuring costs is typically labeled “Other” and includes costs of vacating du- 

plicative facilities, fees to terminate contracts (such as lease agreements and service contracts), and other 
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Pfizer explains its restructuring efforts as follows in its 2010 10-K: 

We have incurred significant costs in connection with our cost-reduction initiatives (several programs 

initiated since 2005) and our acquisition of Wyeth on October 15, 2009. Since the acquisition of 

Wyeth, our cost-reduction initiatives that were announced on January 26, 2009 have been incorpo- 

rated into a comprehensive plan to integrate Wyeth’s operations, generate cost savings and capture 

synergies across the combined company. We are focusing our efforts on achieving an appropriate 

cost structure for the combined company. The components of restructuring charges associated with 

all of our cost-reduction initiatives and the acquisition of Wyeth follow: 

‘Incurred ~— December: cem| 
“(Millions of dollars) ; 2 2008-2010 = 2010 == 2010 

Employee termination costs............. $ 8,846 $6,688 $2,158 

AssetiimpainmentStee ese se scene ener 2,322 2,322 — 

Othersah eee ee ee ee 902 801 101 

Ota ye eta Rote ene Sue acetie, eeeemae ieemitn scorer eens $12,070 $9,811 $2,259 

Financial statement effects of Pfizer’s accounting for restructuring costs are illustrated in the follow- 

ing template ($ millions). 

Balance Sheet Income Statement 

Cash 1 Noncash ___Liabil- Contrib. _ Earned 
Transaction Asset Assets ities Capital — Capital 

2005-2010: \ 

Record total ~2,322 +9,748 -12,070 4 +12,070 
restructuring Accumulated == Restructuring Retained 4 — Restructuring == —12,070 

expense and Depreciation Liability Earnings \ Expense 

liability | 
1 

2005-2010: \ 
Paid $7,489 —7,489 —7,489 j 

= Restructuring i = = 
cash toward Cash Mabiiity 5 — 

liability | 

The template reflects five years’ restructuring transactions. From 2005 to 2010, Pfizer estimated 

total restructuring costs of $12,070 million and discloses the three usual types of restructuring 

costs of employee termination, asset impairment, and other. Asset impairments ($2,322 million) 

do not involve cash. Pfizer shifts the asset cost from the balance sheet to the income statement 

(by increasing the assets’ accumulated depreciation by $2,322 million). Employee termination and 

other costs will eventually be settled in cash and so Pfizer accrues $9,748 million on its balance 

sheet as a restructuring liability for those estimated costs (employee termination costs of $8,846 

million plus other costs of $902 million). Over the five years, Pfizer pays $7,489 to settle the re- 

structuring liability ($6,688 million + $801 million). GAAP requires disclosure of the initial liability, 

along with subsequent reductions or reversals of amounts not ultimately used. Pfizer includes the 

remaining $2,259 million in Other current liabilities ($1.6 billion) and Other noncurrent liabilities 

($652 million) on its 2010 balance sheet. 

exit costs (such as legal and asset-appraisal fees). Companies estimate and accrue these costs and reduce 
the restructuring liability as those costs are paid in cash. 

The financial statement effects of restructuring charges can be large and frequent. We must remember 
that management determines the amount of restructuring costs and when to recognize them. As such, it 
is not uncommon for a company to time recognition of restructuring costs in a period when its income is 
already depressed. This behavior is referred to as a big bath. 
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U.S. GAAP has relatively stringent rules relating to restructuring costs in an effort to mitigate abuses. 

For example, a company is required to have a formal restructuring plan that is approved by its board of 

directors before any restructuring charges are accrued. Also, a company must identify the relevant em- 

ployees and notify them of its plan. In each subsequent year, the company must disclose in its footnotes 

the original amount of the liability (accrual), how much of that liability is settled in the current period 

(such as employee payments), how much of the original liability has been reversed because of original 

cost overestimation, any new accruals for unforeseen costs, and the current balance of the liability. This 

creates more transparent financial statements, which presumably deters earnings management. 

RESEARCH INSIGHT 

Research has investigated the circumstances and effects of restructuring costs. Some research 

finds that stock prices increase when a company announces a restructuring as if the market appre- 

ciates the company’s candor. Research also finds that many companies that reduce income through 

restructuring costs later reverse a portion of those costs, resulting in a substantial income boost 

for the period of reversal. These reversals often occur when the company would have otherwise 

reported an earnings decline. Whether or not the market responds favorably to trimming the fat or 

simply disregards restructuring costs as transitory and, thus, as uninformative, managers have in- 

centives to characterize such income-decreasing items as “one-time” on the income statement and 

routinely exclude such charges in non-GAAP, pro forma disclosures. These incentives often derive 

from contracts such as debt covenants and managerial bonus plans. 

Restructuring costs are typically large and, as such, greatly affect reported profits. Our analysis 

must consider whether these costs are properly chargeable to the accounting period in which they are 

recognized. Following are some guidelines relating to the components of restructuring costs: 

Employee Severance or Relocation Costs and Other Costs GAAP permits recognition of 

costs relating to employee separation or relocation that are incremental and that do not benefit future 

periods. Similarly, other accrued costs must be related to the restructuring and not to expenses that 

would otherwise have been incurred in the future. Thus, accrual of these costs is treated like other li- 

ability accruals. We must, however, be aware of over- or understated costs and their effect on current 

and future profitability. GAAP requires a reconciliation of this restructuring accrual in future years 

(see Business Insight on Pfizer’s restructuring). A reconciliation reveals either overstatements or un- 

derstatements: overstatements are followed by a reversal of the restructuring liability, and understate- 

ments are followed by further accruals. Should a company develop a reputation for recurring reversals 

or understatements, its management loses credibility. 

Asset Write-downs Asset write-downs accelerate (or catch up) the depreciation process to reflect as- 

set impairment. Impairment implies the loss of cash-generating capability and, likely, occurs over several 

years. Thus, prior periods’ profits are arguably not as high as reported, and the current period’s profit is 
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not as low. This measurement error is difficult to estimate and, thus, many analysts do not adjust balance 

sheets and income statements for write-downs. At a minimum, however, we must recognize the qualita- 

tive implications of restructuring costs for the profitability of recent prior periods and the current period. 

MANAGERIAL DECISION 

You are analyzing the 10-K of a company that reports a large restructuring expense, involving em- 

ployee severance and asset write-downs. How do you interpret and treat this cost in your analysis 

of the company’s current and future profitability? [Answer, p. 5-37] 

se ep ST TERE ORS SPN eS CERES RESEND SACP OES ESE PAST SS SE TT ST TS ST TT SE ISS SSSI LESS SEIS ITS 

MID-MODULE REVIEW 1 

Merck & Co., Inc., reports the following income statements for 2008 through 2010. 

2010. 2008 2008 
$45,987 $27,428 $23,850 

Costs, expenses and other 

MENETIEIS Zine] (SROCUCHON «on qnecncconenueaneccor 18,396 9,019 5,583 

Marketing and administrative.................... 13,245 8,543 7,377 

Research and development ....................- 10,991 5,845 4,805 

RESHUCTUTINGICOSIS feepeete cnelenteena mieten iene artemeren: 985 1,634 1,033 

=o (UIA? NarevovnAle) elon) ENMINEWES, onc ncn cuaecvaancnce (587) (2,235) (2,561) 

Other (income) expense, net...............-.000- 1,304 (10,668) (2,318) 

44,334 12,138 13,919 

INCOME DEIOLE taX@S ieacmecant terre ten heae idee eee eri tia sree 1,653 15,290 9,931 

(haXSSIOMUINCOMOs. cardasa sang sanweosna car ananituere Gases eeeeate 671 2,268 1,999 

Netiinconieawcrrcrat tie cr acwsusel cee een Renee nea a $ 982 $13,022 $ 7,932 

Required 
1. Merck’s revenue recognition policy, as outlined in footnotes to its 10-K, includes the following: “Revenues 

from sales of products are recognized when title and risk of loss passes to the customer.” Evaluate Merck’s 

revenue recognition policy. 

2. Merck’s research and development (R&D) efforts often require specialized equipment and facilities that can- 

not be used for any other purpose. How does Merck account for costs related to this specialized equipment 

and facilities? Would Merck account for these costs differently if they had alternate uses? Explain. 

3. Merck reports restructuring expense each year. What are the general categories of restructuring expenses? 

How do accrual accounting and disclosure requirements prevent companies from intentionally overstating 

restructuring expenses in one year (referred to as taking a “big bath”) and reversing the unused expenses in 

a future year? 

The solution is on page 5-58. 

Income Tax Expenses and Allowances 

© Explainand Companies prepare financial statements for shareholders using GAAP. When these companies file their 
analyze accounting income tax returns, they prepare financial statements using the /nternal Revenue Code (IRC). These 
for income taxes. two different sets of accounting rules recognize revenues and expenses differently in many cases and, 

as a result, can yield markedly different levels of income. In general, companies desire to report lower 
income to taxing authorities than they do to their shareholders so that they can reduce their tax liability 
and increase after-tax cash flow. This practice is acceptable so long as the financial statements are pre- 
pared in conformity with GAAP and tax returns are filed in accordance with the IRC. 
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As an example, consider the depreciation of long-term assets. For shareholder reports, companies 

typically depreciate long-term assets using straight-line depreciation (meaning the same amount of 

depreciation expense is reported each year over the useful life of the asset). However, for reports sent 

to tax authorities, companies use an accelerated method of depreciation (meaning more depreciation 

is taken in the early years of the asset’s life and less depreciation in later years). When a company de- 

preciates assets at an accelerated rate for tax purposes, the depreciation deduction for tax purposes is 

higher and taxable income is lower in the early years of the assets’ lives. As a result, tax payments are 

reduced and after-tax cash flow is increased. That excess cash can then be reinvested in the business to 

increase its returns to shareholders. 

To illustrate, assume that Pfizer purchases an asset with a five-year life. It depreciates that asset 

using the straight-line method (equal expense per year) when reporting to shareholders and depreciates 

the asset at a faster rate (accelerated depreciation) for tax purposes. Annual (full year) depreciation 

expense under these two methods is depicted in Exhibit 5.3. 

EXHIBIT 5.3 Straight-Line vs Accelerated Depreciation 

250 

@29 Straight-line depreciation 

® 200 ‘ @=” Accelerated depreciation 
5 

rom 
ui 
= 100 
2 
S 
1) 
2100 
ro 
o 
a 

50 

1 2 3 4 5 
Years (no partial years) 

During the first 2.5 years in this example, depreciation is higher in the company’s tax returns 

than it is in its report to shareholders. In the last 2.5 years, this is reversed, with lower depreciation 

expense for tax purposes. Taxable income and tax payments are, therefore, higher during the last 

2.5 years. The same total amount of depreciation is recognized under both methods over the five- 

year life of the asset. Only the timing of the recognition of the expense differs.° 

We use this timing concept to illustrate the accounting for a deferred tax liability. Assume that 

a company purchases a depreciable asset with a cost of $100 and a two-year useful life. For financial 

reporting purposes (for GAAP-based reports for shareholders), it depreciates the asset using the 

straight-line method, which yields depreciation expense of $50 per year. For tax reporting (when 

filing income tax returns), it depreciates the asset on an accelerated basis, which yields depreciation 

deduction of $75 in the first year and $25 in the second year (the same total amount of depreciation 

is reported under the two depreciation methods; only the amount of depreciation reported per year 

differs). Assume that this company reports income before depreciation and taxes of $200 and that its 

tax rate is 40%. Its income statements, for both financial reporting and tax reporting, for the asset’s 

first year are in Exhibit 5.4A. 

5 The Modified Accelerated Cost Recovery System (MACRS) is the current method of accelerated asset depreciation required 

by the United States income tax code. Under MACRS, all assets are divided into classes that dictate the number of years over 

which an asset’s cost is “recovered” and the percentage of the asset cost that can be depreciated per year is fixed by regulation. 

For a five-year asset, such as in our example, the MACRS depreciation percentages per year are 20%, 32%, 19.2%, 11.52%, 

11.52%, and 5.76%. MACRS assumes that assets are acquired in the middle of the year, hence a half-year depreciation in Year | 

and a half-year depreciation in Year 6. The point at which straight-line depreciation exceeds MACRS depreciation is after about 

2.5 years as assumed in the example. 
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fea Cle 

) hoome beforeideoreciatlon emia teers aren $200 $200 

Depreciation ter ac crcticnsit see ee mares omsrate renee Bed pags 

| Income before tax mete sere eer ieee 150 125 

Rinconenac(40l4) cao toute fet mene 60. [expense] 50 [cash pale 

ENetincome teree «:scadess aunee tet Mee ae $ 90 75 

This company records income tax expense and a related deferred tax liability for the first year as re- 

flected in the following financial statement effects template: 

Year 1 Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned Expen- _ — Net 
Transaction Asset Assets ities Capital Capital J enues ses Income 

= oie 
TE 60 oo 

DTL yo Record tax 4 

Cash 50 expense: yy 

ie =5)0) +10 —60 7 +60 —60 ar —ti« UNIS : Te _* 
DIL d h Cash = Deferred Retained ; Tax — 

ae ASIII SEIS Tax Liability Earnings 4 Expense 
exh because of | | 

50 deferral of tax | 

The reduction in cash reflects the payment of taxes owed to the taxing authority. The increase in 

deferred tax liability represents an estimate of additional tax that will be payable in the second year 

(which is the tax liability deferred in the first year). This liability for a future tax payment arises be- 

cause second-year depreciation expense for tax purposes will be only $25, resulting in taxes payable 

of $70, which is $10 more than the income tax expense the company reports in its income statement to 

shareholders in Year 2 (see Exhibit 5.4B). 

EXHIBIT 5.4B Year 2 Income Statements: Financial Reporting vs Tax Reporting 

Nee Financial Reporting Tax Reporting 
Income before depreciation $200 $200 

Depreciation Sarmriecss seth ekinieer ince eee 50 25 

IncOme:Defore tas) mo ccm. tle reieiaea eee ewatcteton es 450 We 

Incomeltaxc(40,9o) herr ri eet te erent eee nes 60 [expense] 70 [cash paid] 

INGHIA COMME ewig contre teaser: it ior tee ar teehee tte areer $ 90 $105 

At the end of Year 1, the company knows that this additional tax must be paid in Year 2 because the 

financial reporting and tax reporting depreciation schedules are set when the asset is placed in service. 

Given these known amounts, the company accrues the deferred tax liability in Year | in the same manner 

as it would accrue any estimated future liability, say for wages payable, by recognizing a liability and the 

related expense. 

At the end of Year 2, the additional income tax is paid and the company’s deferred tax liability is 

now satisfied. Financial statement effects related to the tax payment and expense in Year 2 are reflected 

in the following template: 

Year 2 Balance Sheet Income Statement 

Cash . Noncash __Liabil- Contrib. | Earned Rev- Expen- et 
Transaction Asset Assets ities Capital Capital ( enues ses Income a 

. Record tax expense: \ 
70 cash exceeds -70 =10 —60 / +60 —60 

= TE expense because Cash = Deferred Retained 7 = Tax = 

DTL deferred taxes are Feil Earnings "| Expense 
10 reversed 
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The income tax expense for financial reporting purposes is $60 each year. However, the cash payment 

for taxes is $70 in Year 2; the $10 excess reduces the deferred tax liability accrued in Year 1. 

This example demonstrates how accelerated depreciation for tax reporting and straight-line for 

financial reporting creates deferred tax liabilities. Other differences between tax reporting and financial 

reporting create other types of deferred tax accounts. Deferred tax assets arise when the tax payment 

is greater than the tax expense for financial reporting purposes (opposite of the illustration above). 

Restructuring accruals are one source of deferred tax assets. In the year in which a company ap- 

proves a reorganization plan, it will accrue a restructuring liability for estimated employee severance 

payments and other costs and it will write down assets to their market values (this reduces the net book 

value of those assets on the balance sheet). However, tax authorities do not recognize these accrual ac- 

counting transactions until they are realized. In particular, for tax purposes, restructuring costs are not 

deductible until paid in the future, and asset write-downs are not deductible until the loss is realized 

when the asset is sold. As a result, the restructuring accrual is not a liability for tax reporting until the 

company makes the payment, and the write-down of assets is not a deductible expense for tax purposes 

until the assets are sold. Both of these differences (the liability and the assets) give rise to a deferred tax 

asset. The deferred tax asset cost will be transferred to the income statement in the future as an expense 

when the company pays the restructuring costs and sells the impaired assets for a loss. 

Another common deferred tax asset relates to tax loss carryforwards. Specifically, when a com- 

pany reports a loss for tax purposes, it can carry back that loss for up to two years to recoup previous 

taxes paid. Any unused losses can be carried forward for up to twenty years to reduce future taxes. This 

creates a benefit (an “asset”) for tax reporting for which there is no corresponding financial reporting 

asset. Thus, the company records a deferred tax asset but only if the company is “more likely than not” 

to be able to recoup past taxes. This depends on the company’s assessment of whether it will have suf- 

ficient profits in the future. 

Companies are required to establish a deferred tax asset valuation allowance for deferred tax as- 

sets when the future realization of their benefits is uncertain. The effect on financial statements of es- 

tablishing such an allowance is to reduce reported assets, increase tax expense, and reduce equity (this 

is similar to accounting for the write-down of any asset). During 2010, Pfizer increased its valuation 

allowance from $353 million to $894 million. Increases in the valuation allowance reduce net income 

on a dollar-for-dollar basis. The increase in the valuation allowance during 2010, decreased net income 

by $541 million ($894 million — $353 million). These effects are reversed if the allowance is reversed 

in the future when, and if, realization of such tax benefits becomes more likely. 

Disclosures Relating to Income Taxes 
Pfizer’s tax footnote to its income statement is shown in Exhibit 5.5. Pfizer’s $1,124 million tax expense 

reported in its income statement (called the provision) consists of the following two components: 

1. Current tax expense. Current tax expense 

is determined from the company’s tax re- 

turns; it is the amount payable (in cash) to 

tax authorities (some of these taxes have 

been paid during the year as the company 

makes installments). Pfizer labels this 

“Current income taxes” and reports sepa- 

rate amounts for taxes to federal, state, lo- 

cal, and international tax authorities. 

2. Deferred tax expense. Deferred tax expense 

is the effect on tax expense from changes in 

deferred tax liabilities and deferred tax as- 

sets. Pfizer labels this “Deferred income taxes” and reports separate amounts for deferrals related to 

U.S. and international tax rules. 

$ millions 

In financial statement footnotes, companies must disclose the components of deferred tax liabili- 

ties and assets. Pfizer’s deferred tax footnote to its balance sheet (shown in Exhibit 5.6) reports total 

deferred tax assets of $15,027 million and total deferred tax liabilities of $29,646 million. On the bal- 

ance sheet companies report deferred tax assets and liabilities as either current or noncurrent based on 

25% 

20% 

15% 

10% 

5% 

0% 
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United States 

Current income taxes 

[cre Pete | fea SPR Se as FSO RA oe et Re RR RS cir $(2,774) $10,169 $ 707 

State andilocale sarc sok onstrate cr ereretntions oer lear oer er cena (313) wa 154 

Deferred income taxes 

Federale eet), eee Nae SEAS Reed nate eee ste Swan aee ats ae one 2,033 (10,002) 106 

Staterand: localit SEs ee Y aRyetares sereite Gder cee SEWN Peta) ot (6) (93) (136) 

Total WSs tax (DeMetit)ONOVISIOMP erererete et eyete dette eters ot elietien=tglal apes =tetiel = (1,060) 145 831 

International 

Gurrentincometaxesrs. wes ccretet ee oe ere ere he cman a anezerteterete 2,258 1,539 2,115 

Deferrediincome taxes Stra. eens eee See cere oo etenonstors onto eons (74) 513 (1,301) 

Total intenmationalitax DrOVISIOM ia erence atenererene ete tete tates etetenelietaraitonans 2,184 2,052 814 

WeieellfolronieM ol teheS CM MNGOMMND sc oncccandonsosbandncasone Ass $ 1,124 $ 2,197 $1,645 

when the benefit (payment) is expected to be received (made). Companies are permitted to net some 

deferred tax assets and liabilities, and also to combine deferred taxes with other accounts on the bal- 

ance sheet. Thus, for some companies, it is impossible to completely reconcile the tax footnote to the 

balance sheet. Many of Pfizer’s deferred tax assets relate to accrued liabilities or asset write-downs 

arising from expenses included in financial reporting income, but not yet recognized for tax reporting 

(such as employee benefits and restructuring accruals). Pfizer has recorded a valuation allowance of 

$894 million. These various items all yield future reductions of the company’s tax payments and are, 

therefore, classified as assets. 

EXHIBIT 5.6 Deferred Taxes Footnote for Pfizer 

Prepaid/deferred items............. $ 1,321 (112) $ 1,330 $ (60) 

INVENTIONES weensrsloicicatemecetcie ce ee cites eke 132 (59) 437 (859) 

lntangiblesis sa.am alocsccts cieue des. = Gaeieus @ ~ SE Sere ccs 1,165 (17,104) 949 (19,802) 

PropentyaplanttanG eCGuIpIMe tarsi reir nteieieersne 420 (2,146) 715 (2,014) 

Employeeibenetits asec eterolots cys soe cianscnrtoso aus eke 4,479 (56) 4,786 (66) 

Restructurings and other charges ................. 1,359 (70) 884 (8) 

Legal and product liability reserves ................ 1,411 — 1,010 — 

Net operating loss/credit carryforwards............. 4,575 —_ 4,658 —_— 

Wnremitted earmingS.s.cce > cc ee ini es ee seen — (9,524) — (7,057) 

State and local tax adjustments................... 452 — 747 — 

Allothetaetrs + tn quueir etch oe cs were or aIM ete ate areca 607 (575) 744 (187) 

SUDtOtal ep ss se erenee Pesos coettevoct ss case occas eee eee 15,921 (29,646) 16,260 (30,053) 

Valuationrallowanceieerre sc sere caele ericte ene etree (894) = (353) — 

Totalideferreditaxes er. > cin eeeeiierens cine mictecucied Cone $15,027 $(29,646) $15,907 $(30,053) 

Netideferned!taxcliabilityierims. -stevel erence eraker ere reece $(14,619) $(14,146) 

Pfizer’s deferred tax liabilities relate to a varied assortment of items. As we illustrate above, 
Pfizer uses accelerated depreciation in its tax return, which results in a deferred tax liability of $2,146 
million. The deferred tax asset relating to employee benefits arises from the accrual of pension ex- 
pense for financial reporting, but has not yet been funded with cash contributions. The deferred tax 
liability relating to unremitted earnings results from investments that Pfizer has in affiliated com- 
panies. Pfizer reports income related to those investments, but the income is not taxable until the 
companies actually pay dividends to Pfizer. Thus, reported profit is greater than taxable income anda 
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deferred tax liability is recognized (we discuss accounting for intercompany investments in Module 

7). Pfizer will pay taxes on the subsidiaries’ profits when the subsidiaries pay dividends in the future 

and then the deferred tax liability will be reduced. Finally, the deferred tax asset of net operating loss 

carryforwards relates to losses that Pfizer has reported for tax purposes that the company is carrying 

forward to reduce future tax liability as explained above. 

Pfizer’s 2010 income before tax is $9,422 million. Its tax expense of $1,124 million represents 

an effective tax rate of 11.9%. The effective tax rate is defined as tax expense divided by pretax 

income ($1,124 million/$9,422 million = 11.9%).° By comparison, the federal statutory tax rate for 

corporations (the rate prescribed in tax regulations) is 35%. Companies must provide a schedule that 

reconciles the effective tax rate (11.9% for Pfizer) with the Federal statutory rate of 35%. Following 

is the schedule that Pfizer reports in its 10-K. 

Reconciliation of the U.S. statutory income tax rate to our effective tax rate for income from 

continuing operations follows: 

Year Ended Dec. 31 2010 2009 2008 

U:Sestatutony income taxirate oan eee eee ee 35.0% 35.0% 35.0% 

Earnings taxed at other than U.S. statutory rate............ 2.5 (9.3) (20.2) 

Resolution of certain tax positions....................-.. (26.4) — (3.1) 

Sales of biopharmaceutical companies................... _— (3-4) (4.3) 

U:Sahealthcare legislation sess = a sirsecnetciersicine aiatine aoe 2.8 — — 

U.S. research tax credit and manufacturing deduction....... (2.3) (1.3) (1.2) 

FegalisetiementS srmiumcocanten cr ree tomer ee eee ne 0.4 (1.6) 9.0 

ACQUIFCC IP R&D er sercerettersctoue teres ctor tst se oterein cre cree corayets 0.5 0.2 2.1 

Wrethtacquisition-related COStS. me secur eis cee is oie 0.5 2.4 _ 

FAWOU GI MOL Fae, uses; a cota von o mmere ie Sieh a eee gicach char ee eipere (1.1) —_ (0.3) 

Effective tax rate for income from continuing operations ..... 11.9% 20.3% 17.0% 

In addition to federal taxes (paid to the IRS), companies also pay taxes to state, local, and foreign juris- 

dictions where they operate. These tax rates are typically lower than the statutory rate of 35%. In 2010, 

Pfizer’s effective tax rate was reduced by 26.4% as a result of favorable rulings in litigation with taxing 

authorities. Also, several miscellaneous items increased Pfizer’s effective tax rate by 3.3%, resulting 

in a net decrease of 23.1%. 

In sum, Pfizer’s effective tax rate for 2010 is 11.9%, which is 23.1 percentage points below the 

35% statutory rate. In 2009, however, the effective tax rate was 20.3% and in 2008 it was 17%. Fluc- 

tuations, such as these, in the effective tax rate are not uncommon and highlight the difference between 

income reported under GAAP and that computed using multiple tax codes and tax incentives under 

which companies operate. Appendix SA explains accounting for deferred taxes in more detail. 

Analysis of Income Tax Disclosures 
Analysis of deferred taxes can yield useful insights. Some revenue accruals (such as accounts receiv- 

able for longer-term contracts) increase deferred tax liabilities as GAAP income exceeds tax income 

(similar to the effect of using straight-line depreciation for financial reporting purposes and accelerated 

depreciation for tax returns). 
An increase in deferred tax liabilities indicates that a company is reporting higher GAAP income 

relative to taxable income and can indicate the company is managing earnings upwards. The differ- 

ence between reported corporate profits and taxable income increased substantially in the late 1990s, 

just prior to huge asset write-offs. CFO Magazine (November 2002) implied that such differences are 

important for analysis and should be monitored: 

6 This is the effective tax rate for all of Pfizer’s income. In the previous module we compute the tax rate on operating profit by 

first deducting the taxes related to nonoperating income (or adding back the tax shield related to nonoperating expenses). The 

effective tax rate on total income, is a weighted average of the two rates (operating and nonoperating). 

5-24 
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Fueling the sense that something [was] amiss [was] the growing gap between the two sets of num- 

bers. In 1992, there was no significant difference between pretax book income and taxable net . 

income . . . By 1996, according to IRS data, a $92.5 billion gap had appeared. By 1998 [prior to the : 

market decline], the gap was $159 billion—a fourth of the total taxable income reported . . . If people 

had seen numbers showing very significant differences between book numbers for trading and tax 

numbers, they would have wondered if those [income] numbers were completely real. 

Although an increase in deferred tax liabilities can legitimately result, for example, from an increase 

in depreciable assets and the use of accelerated depreciation for tax purposes, we must be aware of the 

possibility that such an increase arises from improper revenue recognition in that the company might 

not be reporting those revenues to tax authorities. 

Adequacy of Deferred Tax Asset Valuation 
Analysis of the deferred tax asset valuation account provides us with additional insight. This analysis 

involves (1) assessing the adequacy of the valuation allowance and (2) determining how and why the 

valuation account changed during the period and how that change affects net income. 

When a company reports a deferred tax asset, the company implies that it will, more likely than 

not, receive a future tax benefit equal to the deferred tax asset. If the company is uncertain about the 

future tax benefit, it records an allowance to reduce the asset. How can we gauge the adequacy of a 

valuation allowance account? We might assess the reasons for the valuation account (typically reported 

in the tax footnote). We might examine other companies in the industry for similar allowances. We 

might also review the MD&A for any doubt on company prospects for future profitability. 

We can quantify our analysis in at least three ways. First, we can examine the allowance as a per- 

centage of the deferred tax assets. For Pfizer, this 2010 percentage is 5.62%; see below. We also want 

to gather data from other pharmaceutical companies and compare the sizes of their allowance accounts 

relative to their related deferred tax assets. The important point is that we must be comfortable with the 

size of the valuation account and remember that management has control over the adequacy and reporting 

of the allowance account (with audit assurances). 

2010 =< 2000 
$15,921 $16,260 

$ 894 $ 353 

5.62% 2.17% 

Second, we can examine changes in the allowance account. During a year, circumstances change 

and the company might be more or less assured of receiving the tax benefit. In that case, the company 

might decrease or increase its allowance account. The valuation allowance in 2010 is considerably 

larger than the previous year even though the deferred tax asset arising from net operating losses has 

decreased. This implies that during the year, Pfizer has revised downward the amount of net operating 

losses that the company expects to be able to use to reduce future taxes. 

Third, we can quantify how a change in the valuation allowance affects net income and its effec- 
tive tax rate (see Exhibit 5.7). To see this, recall that increases in the valuation allowance affect tax 

expense in the same direction, dollar for dollar. This in turn, affects net income (in the opposite direc- 
tion) again, dollar for dollar. For Pfizer, its 2010 valuation allowance increased by $541 million ($353 
million to $894 million), which increased tax expense and decreased net income by $541 million. This 
is not a large effect on income for Pfizer. However, changes in valuation allowances can have (and have 
had) marked effects on net income for numerous companies. One final note, reductions in the deferred 
tax asset valuation account can occur as a result of unused loss carryforwards; in that case, a company 
reduces the deferred tax asset and the related valuation allowance, which is similar in concept to the 
write-off of an account receivable discussed in Module 6. For our analysis, we must remember, how- 
ever, that in the absence of expiring loss carryforwards, a company can increase current-period income 
by deliberately decreasing the valuation allowance. Knowing that such decreases can boost net income, 
companies might deliberately create too large a valuation allowance in one or more prior years and use 
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it as a cookie jar reserve to boost income in future periods. We want to assess the details of the valua- 

tion account and changes therein from company footnotes and from the MD&A. 

EXHIBIT 5.7 Effect of Deferred Tax Asset Valuation Account on Tax Expense 

Income lbetoretaxdercw ser rath ain tee cnet mee econ on 

RLAXCOXPCNSC mate meant make hess erin SEN oe kent be ccc is a pea tino 

Effective tax rate (Tax expense/Income before tax).......... 

Tax expense before change in valuation account ........... 

Effective tax rate before change in valuation account........ 

MID-MODULE REVIEW 2 

Change in valuation allowance. .................0000000e 

Impact of valuation allowance change on net income........ 

Refer to the Merck & Co., Inc., 2010 income statement in Mid-Module Review 1. Merck provides the following 

additional information in footnotes to its 10-K. 

Taxes on income consisted of: 

Years Ended December 31 ($ in millions 
Current provision 

Federale erennn cassie cee «ee ETS 

EOrel Olea ttt tan tte ech ree cc eh coe Suceenae sess mk tses 

SUGLG cated rato) are eee ee ree See aee cB ad 

Deferred provision 

Federale Seite. heatse cts Gatien acl hy nak 

FEOUCIO MD 5 aegcneon sete, Sie ecg ass ees apatite musbicn Saas 

SVEGis We 8 He ee ote eee Get er ome een 

Required 
1 

$ 399 $ (55) $1,054 

1,446 495 292 
(82) 7 123 

| 7a 447 1,469 

764 2,095 419 

acag (437) 56 
(79) 163 55 

(1,092) 1,821 530 

$ 671 $2,268 $1,999 

What is the total income tax expense that Merck reports in its 2010 income statement? 

2. What amount of its total tax expense did (or will) Merck pay in cash (that is, what amount is currently 

payable)? 

3. Explain how Merck calculates its income tax expense. 

The solution is on page 5-59. 

Foreign Currency Translation Effects 

Many companies conduct international operations and transact business in currencies other than 04 Explain how 

$US. It is common for companies to purchase assets in foreign currencies, borrow money in foreign foreign currency 

currencies, and transact business with their customers in foreign currencies. Increasingly many com- __ fluctuations af- 

panies have subsidiaries whose balance sheets and income statements are prepared in foreign fect the income 

currencies. statement. 

Financial statements prepared according to U.S. GAAP must be reported in $US. This means 

that the financial statements of any foreign subsidiaries must be translated into $US before consoli- 

dation with the U.S. parent company. This translation process can markedly alter both the balance 

sheet and income statement. We discuss income statement effects of foreign currency translation in 

this module; we discuss the effects on stockholders’ equity in Module 9. 
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Effects of Foreign Currency Transactions on Income 

A change in the strength of the $US vis-a-vis foreign currencies has a direct effect on the $US equiva- 

lent for revenues, expenses, and income of the foreign subsidiary because revenues and expenses are 

translated at the average exchange rate for the period. Exhibit 5.8 shows those financial effects. 

EXHIBIT 5.8 Income Statement Effects from Foreign Currency Movements 

| $US Weakens........ Increase Increase Increase 

$US Strengthens ..... Decrease Decrease Decrease 

Specifically, when the foreign currency strengthens (implying $US weakens), the subsidiary’s rev- 

enues and expenses translate into more $US and, thus, reported income is higher than if the curren- 

cies had not fluctuated. On the other hand, when the $US strengthens, the subsidiary’s revenues, 

expenses, and income decrease in $US terms. (The profit effect assumes that revenues exceed ex- 

penses; if expenses exceed revenues, a loss occurs, which increases if the $US weakens and de- 

creases if the $US strengthens.) 

Pfizer discusses how currency fluctuations affect its income statement in the following excerpt 

from footnotes to the company’s 2010 10-K. 

Revenues by Segr Noridwide US _ International 
Biopharmaceutical $58,523 $25,962 $32,561 

Diversified 8,966 2,981 5,985 

Corporate and Other 320 103 217 

$67,809 $29,046 $38,763 

Revenues increased . . . [partly due to] the favorable impact of foreign exchange, which increased 

revenues by approximately $1.1 billion, or 2%. Worldwide Biopharmaceutical revenues in 2010 

were $58.5 billion, an increase of 29% compared to 2009, due to the weakening of the U.S. dollar 

relative to other currencies, primarily the Canadian dollar, Australian dollar, Japanese yen and Bra- 

zilian real, which favorably impacted Biopharmaceutical revenues by approximately $900 million, 

or 2%. 

The $US weakened against many foreign currencies for several years preceding and including 2010. 

Thus, each unit of foreign currency purchased more $US. Therefore, revenues and expenses denomi- 

nated in foreign currencies were translated to higher $US equivalents, yielding increased revenues and 

profits even when unit volumes remained unchanged. Pfizer also discloses that it attempts to dampen 

the effect that these fluctuations have on reported profit: 

Foreign Exchange Risk A significant portion of our revenues and earnings is exposed to changes 

in foreign exchange rates. We seek to manage our foreign exchange risk in part through operational 

means, including managing same-currency revenues in relation to same-currency costs and same- 

currency assets in relation to same-currency liabilities. 

The phrase “operational means” indicates that the company structures its transactions in $US rather 
than a foreign currency or attempts to match same-currency revenues and expenses (or assets and li- 
abilities) to minimize the effects of currency fluctuatinos. Foreign currency financial instruments are 
common and include forward and futures contracts, which lock in future currency values. We explain 
how these instruments (called derivatives) work in Appendix 7C. In sum, we must be cognizant of the 
effects of currency fluctuations on reported revenues, expenses, and profits for companies with sub- 
stantial foreign-currency transactions. 
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OPERATING COMPONENTS BELOW-THE-LINE 
Pfizer’s income statement includes a subtotal labeled “income from continuing operations.” Histori- 

cally, this presentation highlighted the nonrecurring (transitory) portions of the income statement so 

that they could be eliminated to facilitate the projection of future profitability. The word “continuing” 

was meant to imply that income was purged of one-time items, as these were presented “‘below-the-line,” 

that is, below income from continuing operations. Two categories of items are presented below-the-line:’ 

1. Discontinued operations Net income (loss) from business segments that have been or will be 

sold, and any gains (losses) on net assets related to those segments sold in the current period. 

2. Extraordinary items Gains or losses from events that are both unusual and infrequent. 

Discontinued operations are generally viewed as nonoperating, and we discuss their accounting 

treatment in Module 7. Explanation of the accounting for extraordinary items follows. 

Extraordinary Items 

Extraordinary items refer to events that are both unusual and infrequent. Their effects are reported 

following income from continuing operations. Management determines whether an event is unusual 

and infrequent (with auditor approval) for financial reporting purposes. Further, management often has 

incentives to classify unfavorable items as extraordinary because they will be reported separately, after 

income from continuing operations (below-the-line). These incentives derive from managers’ beliefs 

that investors tend to focus more on items included in income from continuing operations and less on 

nonrecurring items that are not included in continuing operations. 

GAAP provides the following guidance in determining whether or not an item is extraordinary: 

@ Unusual nature. The underlying event or transaction must possess a high degree of abnormality 

and be clearly unrelated to, or only incidentally related to, the ordinary activities of the entity. 

B Infrequency of occurrence. The underlying event or transaction must be of a type that would not 

reasonably be expected to recur in the foreseeable future. 

The following items are generally not reported as extraordinary items: 

Gains and losses on retirement of debt® 

Write-down or write-off of operating or nonoperating assets 

Foreign currency gains and losses 

Gains and losses from disposal of specific assets or business segment 

Effects of a strike 

Accrual adjustments related to long-term contracts 

Costs of a takeover defense 

Extraordinary items are reported separately (net of tax) and below income from continuing operations 

on the income statement. 

7 Prior accounting standards included a third category, changes in accounting principles. This category included voluntary and 

mandated changes in accounting policies utilized by a company, such as a change in the depreciation method. Under current 

GAAP, changes in accounting principles are no longer reported below-the-line. Instead, they are applied retrospectively (unless 

it is impractical to do so, in which case they are applied at the earliest practical date). No cumulative effect adjustment is made 

to income as was the case in prior standards. Instead, changes in depreciation methods are now accounted for as changes in 

estimates, which are applied prospectively. 

8 Until recently, gains and losses on debt retirement were treated as extraordinary items. To explain, understand that debt is 

accounted for at historical cost, just like the accounting for equipment. The market price of debt, however, is determined by 

fluctuations in interest rates. As a result, if a company retires (pays off) its debt before maturity, the cash paid to settle the debt 

often differs from the debt amount reported on the balance sheet, resulting in gains and losses on retirement. These gains and 

losses were formerly treated as extraordinary. Following passage of SFAS 145, these gains and losses are no longer automatically 

treated as extraordinary, but instead must be unusual and infrequent to be designated as extraordinary. 
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1.05 Compute 

earnings per share 

and explain the 

effect of dilutive 

securities. 

eae ses 

IFRS does not permit the reporting of income and expense items as “extraordinary.” The IASB justi- 

fied its position in IAS1 as follows: “The Board decided that items treated as extraordinary result 

from the normal business risks faced by an entity and do not warrant presentation in a separate 

component of the income statement. The nature or function of a transaction or other event, rather 

than its frequency, should determine its presentation within the income statement. Items currently 

classified as ‘extraordinary’ are only a subset of the items of income and expense that may warrant 

disclosure to assist users in predicting an entity’s future performance” (IAS1). 

Earnings Per Share 

The income statement reports earnings per share (EPS) numbers. Most firms report two EPS numbers: 

basic and diluted. The difference between the two measures is shown in Exhibit 5.9. 

EXHIBIT 5.9 Basic and Diluted EPS Computations 

Basic EPS 

Diluted EPS 

Basic EPS is computed as: (Net income — Dividends on preferred stock)/Weighted average number of 

common shares outstanding during the year. Subtracting preferred stock dividends yields the income 

available for dividend payments to common shareholders. Computation of diluted EPS reflects the ad- 

ditional shares that would be issued if all stock options, warrants, and convertible securities had been con- 

verted into common shares at the beginning of the year or when issued, if issued during the year. Diluted 

EPS never exceeds basic EPS. 

Pfizer reports Basic EPS of $1.03 in 2010 and Diluted EPS of $1.02. Given the near identical re- 

sults for basic and diluted EPS, we know that Pfizer has few dilutive securities. PDL Biopharma, Inc., 

however, reports a dilution of 26% in its EPS as evident from its following disclosure: 

| year ended December 31 (in thousands, except per share). --—s-2010 «= 2009-Ss«-2008_~ 
Basic net income per share $ 0.73 $ 1.59 $ 0.58 

Dilutecdinetincomeriperrsharenemimemeic mice eect nes eee ences $ 0.54 $ 1.07 $ 0.47 

PDL Biopharma reports the following dilutive effects on EPS: 

2010 2009 2008 

$ 91,874 $189,660 $ 68,387 

5,087 7,079 10,450 

$ 96,961 $196,739 $ 78,837 

Denominator 

Total weighted-average shares used to compute income per basic share. . 126,578 119,402 118,728 
EeChon GiUtive:StOCKIO DON Sammi ts tt ttn =n as 9 18 50 
Restricted’Stock iene o's cre tite tis crn ene Raia nee ne ee 103 42 10 
Assumed conversion of convertible noteS...............e.eeeeeeeeee SO mil 64,938 49,081 

Shares used to compute income per dilluted share from continuing 

operations and net income per dilluted share ...................... 178,801 184,400 167,869 
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Both the numerator and the denominator in the EPS calculation are affected by dilutive securities. If 

all the convertible notes had been exchanged for stock at the start of the year, the company would not 

have had to pay interest on these notes during the year. Therefore, the after-tax interest is added to net 

income in the numerator. 

The denominator in the diluted earnings per share calculation presumes a worst case scenario that 

all employees holding options exercise their right to purchase common shares and all convertible notes 

are converted to common shares as of the beginning of the year. In that event, PDL Biopharma will is- 

sue an additional 52,223 thousand shares, thus increasing the denominator by that amount and reducing 

earnings per share from $0.73 to $0.54? 
Analysts and investors often use EPS figures to compare operating results for companies of different 

sizes under the assumption that the number of shares outstanding is proportional to the income level (that 

is, a company twice the size of another will report double the income and will have double the common 

shares outstanding, leaving EPS approximately equal for the two companies). This assumption is errone- 

ous. Management controls the number of common shares outstanding and there is no relation between 

firm size and number of shares outstanding. Different companies also have different philosophies regard- 

ing share issuance and repurchase. For example, consider that most companies report annual EPS of less 

than $5, while Berkshire Hathaway reported EPS of $7,928 in 2010! This is because Berkshire Hatha- 

way has so few common shares outstanding, not necessarily because it has stellar profits. 

ACCOUNTING QUALITY 
We conclude our coverage of operating income with a discussion of accounting quality. As we saw 

in earlier modules, there are at least two main uses of financial reports: evaluation and valuation. Fi- 

nancial statement readers use the reported numbers from financial statements along with information 

in the notes and Management Discussion and Analysis (MD&A), to evaluate company profitability, 

liquidity, solvency and other financial characteristics. Those users also evaluate its managers and board 

of directors with a view to assessing the results of past operating, investing and financing decisions. 

The evaluation of financial reports is also used to value the company, a process that includes forecast- 

ing operating, investing and financing results. In a later module we consider more fully the forecasting 

process. For now, it is important to understand that both uses of financial information (evaluation and 

valuation) demand high-quality accounting information. 

What is high-quality accounting information? Although there is not a single definition of high 

quality information, there are factors that enhance information quality. 

Reliable High-quality accounting information is reliable. In particular, information is reliable when: 

@ Balance sheet numbers represent economic reality: all included assets will yield future economic 

benefits and there are no unrecorded assets; all liabilities are recorded and measured at economi- 

cally appropriate amounts. Assets and liabilities are properly labeled and classified as current or 

noncurrent. Accounts have not been aggregated so as to obscure their true nature. 

@ Income statement numbers reflect economic earnings: revenues reflect all sales activity during the pe- 

riod and only those sales for that period; expenses are complete and properly measured. Items are prop- 

erly labeled and any netting or aggregation of numbers does not obscure their true nature or amount. 

@ Reported cash flows accurately portray all of the cash that flowed in and out of the company dur- 

ing the period. 

Relevant High-quality accounting information is relevant. In particular information is relevant when: 

° The effects of dilutive securities are only included if they are, in fact, dilutive. Securities that are antidilutive would actually 

increase EPS, and are, thus, excluded from the computation. An example of an antidilutive security is employee stock options 

whose exercise price is greater than the stock’s current market price. These underwater (or out-of-the-money) options are an- 

tidilutive and are, therefore, excluded from the EPS computation. PDL Biopharma provides the following explanation for this 

exclusion in its footnotes: 

“We excluded 0.3 million, 2.5 million and 10.3 million of outstanding stock options from our diluted earnings per share cal- 
culations for the years ended December 31, 2010, 2009 and 2008, respectively, because the option exercise prices were 
greater than the average market prices of our common stock during these periods; therefore, their effect was anti-dilutive.” 

LOG Explain 

accounting quality 

and identify areas 

for analysis. 
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@ Reported earnings and cash flow numbers can be used to forecast the amount and timing of future 

earnings and cash flows. This attribute is referred to as “relevance” and we return to it In our fore- 

casting module. 

= Footnotes provide additional quantitative and qualitative information that is accurate and com- 

plete. Sometimes a balance sheet or income statement number is not the best indicator of current 

value or is not predictive of future expectations. For example, LIFO inventory is reported on the 

balance sheet but the footnotes augment relevance by reporting the FIFO value of inventory. 

There are several ways that accounting quality is diminished. (For a good discussion of this issue, see 

Dechow, P., and C. Schrand. “Earnings quality,” The Research Foundation of CFA Institute. Charlot- 

tesville, VA 2004). 

Unintentional Errors 
We must understand that there are errors in financial statements. Two reports signed by external audi- 

tors (one concerning adequacy of the company’s internal controls and one disclosing the audit opinion) 

provide some assurance that financial statements are free from material misstatement. However, those 

reports do not guarantee no errors; instead, they assert that any remaining errors are not large enough 

to affect the decisions of financial statement readers. 

One-time Events 
In the ordinary course of business, companies record one-time transactions that are not expected to 

recur. For example, a lawsuit is settled or commodity prices spike and the company earns a windfall 

profit. While these nonrecurring events are reliably measured and reported, by definition they cannot 

be used to predict future periods’ events. Those specific line items are not relevant and our expecta- 

tions about future earnings must not be swayed by such events. The challenge is in determining which 

items reported on the income statement are truly one-time events. Often companies highlight the exis- 

tence of one-time items by reporting “pro forma” earnings in company financial statements and press 

releases. Pro forma income commonly begins with GAAP income from continuing operations (which 

excludes discontinued operations and extraordinary items), and then adjusts for other one-time items 

including restructuring charges, large gains and losses, and acquisition expenses (goodwill amortiza- 

tion and other acquisition costs). SEC Regulation G requires that companies reconcile such non-GAAP 

information to GAAP numbers so that financial statement readers can have a basis for comparison and 

can determine if the excluded items truly are one-time items. For example, in 2010 Merck & Co., Inc., 

reported the following “pro forma” (non-GAAP) information in its Form 10-K. 

(in millions) Loe es 2010, 
Pretax:income’as reported (uindemGAAP Me vraye sewsene cre terete cases ence net meee $ 1,653 

Increase (decrease) for excluded items: 

Purchase. accounting adjustments sare esita saeveuren eit cn eterna een Sea 9,007 

ReEStructuring COSTS. <ncsae ecck 4 aac te caneaey «co tabinccvelnadtia ore eatay aie Mreienecene Ck Oe ces aCe ae ee 1,986 

Mergererelated COStS sis caructstecentt tus tote fersica (hea, 3 Cobette one ahs, ths fore OR See Riera once ee ete 396 

Other items: 

Vioxx Liability reserve s¢2.2 Ba Bnet PO SOE RN Oh POS ee See ee ee 950 

GainiontAstraZenecalasset Option) OXELCIS@ eae merern nie nerenenn Nanna ene reece eae esen= nnn (443) 

Gainirelated to: the: MSP’Partmershipiesiccertseie cre crete cherie tere ee ares cree — 

GainfonMerial:divestiture siereessrvect nena txsro or iccer cre teceusinte ata nearer on cre ee ee — 

Gain on;distribution frompAZeP seer. is: sometccct ora Rah-Wencis acest htckeice toes eee — 

13,549 

laxesromincomeyasireporteciuncders GAA Deemer weet i te ten ne ce 671 
Estimated tax benefit (expense) on excluded items..............00ce cece ccc eceececcucee 1,798 
JaxcbenetittrompmoreignientitvataxyratechanGeS stati 391 
Tax charge related to U.S. health care reform legislation............ 0.0. ccc e cee eececeeeee (147) 

Non-GAAP: taxes’om InCOMme te Moisi, cl och omen ie a cieceeioe eee ee Pf ie) 

Non-GAAP net INCOME. Nett wco exc iS rete eens Me oe OT pen ne ae ne Cnn en $10,836 
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This footnote indicates that Merck considers over $10 billion of net expenses, including the $2 

billion restructuring costs, as one-time charges that, if included, portray an inaccurate picture of its 

performance during the period. Pfizer’s non-GAAP income of $10,836 million is more than ten times 

larger than the reported GAAP income of $982. 

i=)2,G a Scala) Pro Forma Earnings en CO . 

In 2010, more than half the companies that comprise the Dow Jones Index reported non-GAAP 

numbers when reporting quarterly net income. (See listing at: Larcker, D. and B. Tayan, “Pro Forma 

Earnings: What’s Wrong with GAAP? August 20, 2010, http://ssrn.com/abstract=1678066.) Despite 

the potential for abuse, investors often perceive certain non-GAAP earnings as more permanent 

than GAAP earnings because pro forma numbers allegedly provide better indication of future earn- 

ings power. For this reason, Wall Street analysts’ earnings estimates typically use non-GAAP met- 

rics, or “Street” earnings. Recent research reports two results that show how investors’ use of pro 

forma earnings is changing. First, investors appear to pay more attention to pro forma earnings in 

the post-SOX period (after 2003), which suggests that SOX improved the credibility of non-GAAP 

disclosures. Second, investors discount earnings announcements in which managers make aggres- 

sive exclusions that are potentially misleading and, hence, stock values seem to reflect investors’ 

ability to discern accounting quality. (Black, D., E. Black, T. Christensen, and W. Heninger “Has the Regulation of Pro 
Forma Reporting in the U.S. Changed Investors’ Perceptions of Adjusted Earnings Disclosures?” November 23, 2010, http:// 
ssrn.com/abstract=18 18903) 

Deliberate Manager Intervention 
Ideally, all reported numbers are free from deliberate managerial intervention. This implies that the 

numbers are unbiased because managers have been impartial when choosing accounting policies and 

when exercising their discretion over reported numbers. However, history is rife with examples where 

this is not the case: managers can and do “manage” earnings and balance sheet numbers. Sometimes 

accounting quality is impugned because managers’ intervention in the reporting process involves fraud. 

For example, in 2009, Ramalinga Raju, the CEO of Satyam (an Indian information-technology con- 

glomerate), was arrested for reporting fictitious cash and profits of over $1 billion. However, more 

frequently, earnings management involves subtle, small increases in net income designed to achieve 

an outcome such as meeting analysts’ forecasts or avoiding losses. While it is more often the case that 

“managed” earnings (and assets) are inflated, some managers underreport their true earnings (and as- 

sets). The highest quality accounting reports are free from biases in both directions; they are accurate 

because they are not over- or understated. 

Reliable Numbers That Are Not Predictive 
Companies can experience changes in economic events that impair the predictive ability of reliable 

numbers. For example, in June 2011, Marathon Oil announced that it was breaking the company 

into two new companies: Marathon Oil, which will engage in upstream oil and gas exploration and 

development activities, and Marathon Petroleum, which will run refineries and distribute products 

to retail and other customers. The company’s 2010 financial statements, while reliable, were no longer 

relevant because the company’s structure was so changed that users could not use its 2010 revenues 

and expenses to forecast 2011 net income. Expectations about future earnings were markedly altered. 

Assessing and Remediating Accounting Quality 

There is no tried and true formula for assessing accounting quality or for identifying earnings manage- 

ment. But, at a minimum, we can implement the following analysis and remediation techniques: 

™ Read both reports from the external auditor and take special note of any deviation from boilerplate 

language. 

@ Peruse the footnote on accounting policies (typically footnote 1) and compare the company’s poli- 

cies to its industry peers. Deviations from the norm can signal opportunism. 
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Missing analysts’ earnings forecasts can cause stock prices to tumble. Therefore, managers aim 

to meet or beat the Street’s expectation, sometimes resorting to earnings management involving 

accounting accruals, and other times using real actions (such as channel stuffing). These deliber- 

ate manager interventions reduce accounting quality. One way analysts and researchers detect 

potential earnings management is to identify unusual accruals and reversals (negative accruals) and 

quantify their effect on earnings. Of particular interest are unusual accruals that move EPS enough 

to meet or beat analysts’ earnings forecasts; such accruals raise suspicion of managerial opportun- 

ism. Consider the case of Green Mountain Coffee; its consensus EPS forecast was $0.38 for the 

second quarter of fiscal 2011. When the company reported second-quarter earnings, they beat the 

consensus forecast by $0.10 per share, a 26% margin! The company’s stock price shot up nearly 

20% to $75.98. But a closer inspection of Green Mountain Coffee’s financial statements reveals that 

the wide margin by which the company beat earnings forecast was not due to stellar performance 

but to an accounting anomaly. Its statement of cash flows reveals an unusual (negative) accrual of 

$22,259 thousand for sales returns for the second quarter of fiscal 2011. GAAP requires that firms 

report revenues net of anticipated sales returns. Companies use their historical experience with 

product returns to determine the sales returns expense (a debit on the income statement) with an 

offsetting entry to a sales-return allowance (a credit balance on the balance sheet). When customers 

return products, the company reduces the allowance for sales returns on the balance sheet. At the 

end of the quarter, the company estimates sales returns for the current quarters’ sales, records the 

appropriate expense on the income statement, and updates the sales-return allowance. It is atypi- 

cal for a company to have a negative expense for sales returns. A negative sales-return expense 

(a “reversal”) increases revenues and earnings. This is what Green Mountain Coffee reported in 2Q 

2011. On an after-tax basis, the reversal increased Green Mountain Coffee’s net income by $14,468 

thousand or about $0.10 per share (147,558,595 shares diluted outstanding at March 26, 2011). A 

skeptical analyst might conclude that it recorded a negative accrual to beat the Street’s expecta- 

tions. Such behavior hinders the quality of reported earnings. 

™@ Examine changes in accounting policies. What would the company have reported absent the 

change? Did the new policy help it avoid reporting a loss or violating a debt covenant? 

= Compare key ratios over time. Follow up on marked increases or decreases in ratios, read foot- 

notes and the MD&A to see how management explains such changes. Follow up on ratios that do 

not change when a change is expected. For example, during the tech bubble, Worldcom, Inc., 

reported an expense-to-revenue ratio (ER ratio) of 42% quarter after quarter, despite the worsen- 

ing of economic conditions. Later it was discovered that managers had deliberately underreported 

expenses to maintain the ER ratio. The lesson is that sometimes “no change” signals managerial 
intervention. 

B Review ratios of competitors and consider macro economic conditions and how they have shifted 

over time. Are the ratios reasonable in light of current conditions? Are changes in the income state- 

ment aligning with changes on the balance sheet? 

m Identify nonrecurring items and separately assess their impact on company performance and posi- 
tion. Take care when using pro forma numbers reported by the company. 

@ Recast financial statements as necessary to reflect an accounting policy(ies) that is more in line 
with competitors or one that better reflects economically relevant numbers. We illustrate recasting 
at several points in future modules. For example, we can convert LIFO inventory to FIFO and we 
can capitalize operating leases. 

GLOBAL ACCOUNTING 
We discussed the reporting of operating income, including revenue measurement and the timing of rev- 
enue recognition. However, companies reporting under IFRS are likely to recognize revenues earlier 
for the following three reasons: 
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The purported motive for reporting pro forma income is to eliminate transitory (one-time) items to 

enhance year-to-year comparability. Although this might be justified on the basis that pro forma 

income has greater predictive ability, important information is lost in the process. One role for ac- 

counting is to report how effective management has been in its stewardship of invested capital. As- 

set write-downs, liability accruals, and other charges that are eliminated in calculating pro forma in- 

come often reflect outcomes of poor management decisions. Our analysis must not blindly eliminate 

information contained in nonrecurring items by focusing solely on pro forma income. Critics of pro 

forma income also argue that the items excluded by managers from GAAP income are inconsistent 

across companies and time. They contend that a major motive for pro forma income is to mislead 

stakeholders. Legendary investor Warren Buffett puts pro forma in context: “When companies or 

investment professionals use terms such as ‘EBITDA’ and ‘pro forma,’ they want you to unthink- 

ingly accept concepts that are dangerously flawed.” (Berkshire Hathaway, Annual Report) 

1. U.S. GAAP has specific guidance about what constitutes revenue, how revenue is measured, and 

the timing of its recognition. Also, U.S. GAAP has extensive, industry-specific revenue recogni- 

tion guidelines. IFRS is not specific about the timing and measurement of revenue recognition and 

does not provide industry-specific guidance. With less detailed guidance, the general management 

preference for reporting income earlier will likely prevail. 

2. AU.S. GAAP revenue-recognition criterion is that the sales price be fixed or determinable. This 

means that if a sale involves contingent consideration, no revenue is recognized until the contin- 

gency is resolved. IFRS considers the probability that economic benefits will flow to the seller and 

records such benefits as revenue if they can be reliably measured. This means contingent revenue 

is recognized earlier under IFRS. 

3. For multiple-element contracts, both U.S. GAAP and IFRS allocate revenue based on relative fair 

values of the elements. However, IFRS requires fair-value estimates that are less restrictive. 

For these reasons, our analysis of companies reporting under IFRS is likely to find more aggressive 

reporting and higher revenues (and net income). This front-loading of revenues is likely more pro- 

nounced for high revenue-growth companies and for industries with more multiple-element contracts. 

We also discussed several expenses in this module, including research and development. There 

are differences between U.S. GAAP and IFRS for R&D. U.S. GAAP expenses all R&D costs whereas 

IFRS allows capitalization and subsequent amortization of certain development costs. For some com- 

panies and some industries this can create differences for both the balance sheet and income statement. 

For analysis purposes, we must review the R&D footnote of IFRS companies to determine the devel- 

opment costs capitalized for the period and the amount of amortization of previously capitalized costs. 

The difference between these two amounts represents the additional pretax expense that would be 

reported under U.S. GAAP. The IFRS intangible asset footnote reports the unamortized development 

costs, which represents the net asset that would not appear on a U.S. GAAP balance sheet (with the 

off-setting entries to deferred taxes and retained earnings). 

The module also considered restructuring expenses. There are differences between IFRS and U.S. 

GAAP on restructuring, but most are minor. The following differences relate to timing: 

@ Under IFRS, restructuring expense is recognized when there is a binding contract or a plan for the 

restructuring and if the affected employees expect the plan to be implemented. Under U.S. GAAP, 

restructuring expense can be recognized earlier because the trigger is managerial approval of a 

plan. 

@ Under IFRS, compensation for employees who will be terminated is recognized when employees 

are deemed redundant. Under U.S. GAAP, restructuring expense can be recognized later, when the 

employees have been informed. 

The following difference relates to the restructuring expense amount: 

® Consistent with other accruals under IFRS, a restructuring provision is recorded at its best esti- 

mate. This is usually the expected value or, in the case of a range of possible outcomes that are 
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equally likely, the provision is recorded at the midpoint of the range. The U.S. GAAP estimate is 

at the most-likely outcome; and if there is a range of possible outcomes, the provision is recorded 

as the minimum amount of the range. 

This means that the financial statement differences between IFRS and U.S. GAAP for restructurings 

cannot be predicted unequivocally. We must review the restructuring footnote; and remember that cu- 

mulative expense is the same under both reporting systems. 

We also described tax expenses. There are three notable differences: two affect the income state- 

ment and one affects the balance sheet. With respect to the income statement: 

1. Both U.S. GAAP and IFRS recognize deferred tax assets for timing differences and unused tax 

losses. However, under U.S. GAAP, a valuation allowance is set up if it is more likely than not 

(probability > 50%) that some portion of the deferred tax assets will not be utilized. Under IFRS, 

the deferred tax asset is only recognized to the extent that the future benefit is probable (probability 

> 50%). That is, there is no deferred tax asset if the company does not expect to earn enough tax- 

able profit in the future to use the tax credit. This means there are no valuation allowances in IFRS 

(although sometimes a company reports the “unrecognized portion” of deferred tax assets). The 

net effect on income is identical but our review of an IFRS tax footnote will not involve assessing 

the adequacy of the allowance or the extent to which changes in the allowance affect net income. 

2. Under IFRS, deferred tax assets on employee stock options are computed based on the options’ in- 

trinsic value at each reporting date. In contrast, GAAP uses historical value. This results in partial 

mark-to-market accounting for the IFRS deferred tax asset and introduces volatility in tax expense. 

We must review footnotes carefully to determine any potential income statement impact of IFRS 

revalued deferred tax assets. 

With respect to the balance sheet, all deferred tax assets and liabilities are classified as long-term under 

IFRS. This will impact metrics and ratios that involve current assets and liabilities and could affect our 

comparative assessment of liquidity. 

Finally, recall that separate reporting of extraordinary items is not permitted under IFRS. When 

comparing U.S. GAAP to IFRS, we include any extraordinary items with other expenses, according to 

their function. 

MODULE-END REVIEW 

Refer to the Merck & Co., Inc., 2010 income statement in the Mid-Module Review. 

Required 
1. Assume that during 2010 the $US weakened with respect to the currencies in which Merck conducts its busi- 

ness. How would that weakening affect Merck’s income statement? 

2. What is the difference between basic and diluted earnings per share? 

The solution is on page 5-59. 

APPENDIX SA: Expanded Explanation of 

Deferred Taxes 

The module provided an example of how different depreciation methods for tax and financial reporting create a 
deferred tax liability. That example showed that total depreciation over the life of the asset is the same under both 
tax and financial reporting, and that the only difference is the timing of the expense or tax deduction. Because 
depreciation differs each year, the amount at which the equipment is reported will differ as well for book and tax 
purposes (cost less accumulated depreciation is called net book value for financial reporting purposes and tax basis 
for tax purposes). These book vs tax differences are eliminated at the end of the asset’s useful life. 

To understand this concept more completely, we modify the example from the module to include a third year. 
Assume that the company purchases PPE assets at the start of Year 1 for $120. For financial reporting purposes, 
the company uses straight-line depreciation and records depreciation of $40 each year (with zero salvage). For tax 
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purposes, assume that the company takes tax depreciation deductions of $60, $50, and $10. Exhibit 5A.1 reports 

the annual depreciation along with the asset’s net book value and its tax basis, for each year-end. 

EXHIBIT 5A.1_ Book and Tax Depreciation and Carrying Value 

At purchase: PPE carrying value .... $120 $120 $0 $0 

Year 1: Depreciation.............. (40) (60) 

End of Year 1: PPE carrying value .. . 80 60 $20 $ 8 $ 8 

($80 — $60) ($20 x 40%) ($8 — $0) 

Veale2aDepreciatlonie se 4. sissies (40) (50) 

End of Year 2: PPE carrying value .. . 40 10 $30 $12 $ 4 
($40 — $10) ($30 x 40%) ($12 — $8) 

Year 82Depreciationviss... sn. sie. (40) (10) 

End of Year 3: PPE carrying value .. . 0 0 $0 $0 $(12) 
($0 — $0) ($0 — $12) 

The third column in Exhibit 5A.1 shows the “book-tax” difference, which is the difference between GAAP net 

book value and the tax basis at the end of each year. The fourth column shows the deferred tax liability at the end 

of each period, computed as the book-tax differences times the tax rate. We see from the fourth column that when 

the financial reporting net book value is greater than the tax basis, the company has a deferred tax liability on its 

balance sheet (as in Years | and 2). Companies’ footnotes provide information about deferred taxes. For example, 

Pfizer’s footnote reports a deferred tax liability (net) of $1,726 for its property, plant and equipment, which indi- 

cates that tax basis for PPE is less than GAAP net book value, on average, for Pfizer’s PPE. 

Accounting standards require a company to first compute the taxes it owes (per its tax return), then to com- 

pute any changes in deferred tax liabilities and assets, and finally to compute tax expense reported in the income 

statement (as a residual amount). Thus, tax expense is not computed as pretax income multiplied by the company’s 

tax rate as we might initially expect. Instead, tax expense is computed as follows: 

Tax Expense = Taxes Paid — Increase (or + Decrease) in Deferred Tax Assets + Increase (or — Decrease) in Deferred Liabilities 

The far-right column in Exhibit 5A.1 shows the deferred tax expense per year, which is the amount added to, 

or subtracted from, taxes paid, to arrive at tax expense. If we assume this company had $100 of pre-depreciation 

income, its taxable income and tax expense (assuming a 40% rate) follows: 

oe _ TaxesPaid —_— Deferred Tax Expense Total Tax Expense 
(11a lacie aa ete ee $16 $ 8 $24 

($100 — $60) x 40% 

NY Oale Oday. eat. ciciaad.l.a heh: ote $20 $ 4 $24 
($100 — $50) x 40% 

VEER oo Se See ee eee $36 $(12) $24 
($100 — $10) x 40% 

In this example, the timing difference between the financial reporting and tax reporting derives from PPE and 

creates a deferred tax liability. Other differences between the two sets of books create other types of deferred tax 

accounts. Exhibit 5A.2 shows the relation between the financial reporting and tax reporting net book values, and 

the resulting deferred taxes (liability or asset) on the balance sheet. 

EXHIBIT 5A.2 Sources of Deferred Tax Assets and Liabilities 

oo oe | i ONSEN 

Financial reporting net book value > Tax reporting net book value —+» Deferred tax liability on balance sheet 

Financial reporting net book value < Tax reporting net book value —+ Deferred tax asset on balance sheet 

For Liabilities... _ Oo: — oo oe hm oo |. 

Financial reporting net book value < Tax reporting net book value —+ Deferred tax liability on balance sheet 

Financial reporting net book value > Tax reporting net book value —» Deferred tax asset on balance sheet 
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Abercrombie & Fitch 

(ANF) 

A common deferred tax asset relates to accrued restructuring costs (a liability for financial reporting purposes). 

Restructuring costs are not deductible for tax purposes until paid in the future and, thus, there is no accrual re- 

structuring liability for tax reporting, which means it has a tax basis of $0. To explain how this timing difference 

affects tax expense, assume that a company accrues $300 of restructuring costs in Year | and settles the liability 

in Year 2 as follows: 

Year 1: Accrue restructuring costs... $(300) $ 

End of Year 1: Liability book value... $300 GS @ $300 $120 $(120) 

($300 — $0) ($300 x 40%) ($120 — $0) 

Year 2: Pay restructuring costs ..... $(300) 
End of Year 2: Liability book value... $ 0 0 S © Ss @ $120 

($0 — $0) ($0 « 40%) ($120 — $0) 

Timing differences created by the restructuring liability yield a deferred tax asset in Year 1. Timing differences 

disappear in Year 2 when the company pays cash for restructuring costs. To see how tax expense is determined, 

assume that this company has $500 of pre-restructuring income; computations follow: 

. Expense Total Tax Expense 

NEE as oe wd $200 | $(120) $ 80 

($500 — $0) x 40% 

NCEE eA AG eee $ 80 $ 120 $200 

($500 — $300) x 40% 

Deferred tax accounts derive from timing differences between GAAP expenses and tax deductions. This creates 

differences between the net book value and the tax basis for many assets and liabilities. Pfizer’s deferred tax foot- 

note (see Exhibit 5.6) reports several deferred tax assets and liabilities that explain its book-tax difference and the 

tax basis. For example, in 2010, its deferred tax liability associated with PPE is $1,726 million ($2,146 million 

liability less $420 million asset). This reflects the cumulative tax savings to Pfizer from accelerated depreciation 

for its PPE. If we assume a tax rate of 35%, we can compute the book-tax difference for Pfizer’s PPE as $4,931 

million ($1,726 million/0.35). Its balance sheet reveals total PPE of $19,123, which implies that the tax basis for 

these assets is $14,192 million ($19,123 — $4,931). 

GUIDANCE ANSWERS 

MANAGERIAL DECISION © 

Typically, restructuring charges have three components: asset write-downs (such as inventories, property, plant, 

and goodwill), severance costs, and other restructuring-related expenses. Write-downs occur when the cash- 

flow-generating ability of an asset declines, thus reducing its current market value below its book value reported 

on the balance sheet. Arguably, this decline in cash-flow-generating ability did not occur solely in the current 

year and, most likely, has developed over several periods. It is not uncommon for companies to delay loss rec- 
ognition, such as write-downs of assets. Thus, prior period income is, arguably, not as high as reported, and the 
current period loss is not as great as reported. Turning to severance and other costs, GAAP permits restructur- 
ing expense to include only those costs that are incremental and will not benefit future periods. The accrual of 
restructuring-related expenses can be viewed like other accruals; that is, it might be over- or understated. In 
future periods, the required reconciliation of the restructuring accrual will provide insight into the adequacy of 
the accrual in that earlier period. 

DISCUSSION QUESTIONS 
Q5-1. | What are the criteria that guide firms in recognition of revenue? What does each of the criteria mean? 

How are the criteria met for a company like Abercrombie & Fitch, a clothing retailer? How are the 
criteria met for a construction company that builds offices under long-term contracts with developers? 

Q5-2. Why are extraordinary items reported separately from continuing operations in the income statement? 
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Q5-3. What are the criteria for categorizing an event as an extraordinary item? Provide an example of an 

event that would properly be categorized as an extraordinary item and one that would not. How does 

this accounting treatment differ for IFRS? 

Q5-4. What is the difference between basic earnings per share and diluted earnings per share? Are 

potentially dilutive securities always included in the EPS computation? 

Q5-5. What effect, if any, does a weakening $US have on reported sales and net income for companies 

operating outside the United States? 

Q5-6. Identify the three typical categories of restructuring costs and their effects on the balance sheet 

and the income statement. Explain the concept of a big bath and why restructuring costs are often 

identified with this event. 

Q5-7. What is the current U.S. GAAP accounting treatment for research and development costs? How does 

this accounting treatment differ for IFRS? Why are R&D costs normally not capitalized under U.S. 

GAAP? 

Q5-8. | Under what circumstances will deferred taxes likely result in a cash outflow? 

Q5-9. — What is the concept of pro forma income and why has this income measure been criticized? 

Q5-10. What is unearned revenue? Provide three examples of unearned revenue. 

Assignments with the @ logo in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

MS5-11. Computing Percentage-of-Completion Revenues (1.07%) 

Bartov Corporation agreed to build a warehouse for a client at an agreed contract price of $2,500,000. 

Expected (and actual) costs for the warehouse follow: 2012, $400,000; 2013, $1,000,000; and 2014, 

$500,000. The company completed the warehouse in 2014. Compute revenues, expenses, and income 

for each year 2012 through 2014 using the percentage-of-completion method. (Round percents to the 

nearest whole number.) 

MS5-12. Applying the Financial Statement Effects Template. (.©*) 

Refer to the information for Bartov Corporation in M5-11. 

a. Use the financial statement effects template to record contract revenues and expenses for each year 

2012 through 2014 using the percentage-of-completion method. 

b. Prepare journal entries and T-accounts to record contract revenues and expenses for each year 2012 

through 2014 using the percentage-of-completion method. 

M5-13. Assessing Revenue Recognition of Companies |. ') 

Identify and explain when each of the following companies should recognize revenue. 

a. the GAP: The GAP is a retailer of clothing items for all ages. The GAP (GPS) 

b. Merck & Company: Merck engages in developing, manufacturing, and marketing pharmaceutical Merck & Company 
products. It sells its drugs to retailers like CYS and Walgreen. we 

c. Deere & Company: Deere manufactures heavy equipment. It sells equipment to a network of in- Deere & Company (DE) 

dependent distributors, who in turn sell the equipment to customers. Deere provides financing and 

insurance services both to distributors and customers. 

d. Bank of America: Bank of America is a banking institution. It lends money to individuals and cor- Bank of America (BAC) 

porations and invests excess funds in marketable securities. 

e. Johnson Controls: Johnson Controls manufactures products for the government under long-term — Johnson Controls (JC!) 

contracts. 

MS5-14. Assessing Risk Exposure to Revenue Recognition (0%) 

BannerAD Corporation manages a Website that sells products on consignment from sellers. It pays these 

sellers a portion of the sales price, and charges a commission. Identify two potential revenue recognition 

problems relating to such sales. 

MS5-15. Estimating Revenue Recognition with Right of Return (.9°) 

The GAP offers an unconditional return policy. It normally expects 2% of sales at retail selling prices | The GAP (GPS) 

to be returned before the return period expires. Assuming that The GAP records total sales of $5 million 

for the current period, what amount of net sales should it record for this period? 

M5-16. Assessing Research and Development Expenses {L02) Fe ita RE 

Abbott Laboratories reports the following (summary) income statement. (ABT) 
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Net'Saless acjogrissere ssh sustenance $35,167 

Costiof products; Sold aeewiseitre iit (14,665) 

Research and development* ..........--- (4,038) 

Selling, general and administrative ........ (10,376) 

Pretax operating earnings .........------ $ 6,088 

* Includes acquired in process research and development. 

a. Compute the percent of net sales that Abbott Laboratories spends on research and development 

(R&D). Compare this level of expenditure with the percentages for other companies that are dis- 

cussed in the Business Insight box on page 5-4. How would you assess the appropriateness of its 

R&D expense level? 

b. Describe how accounting for R&D expenditures affects Abbott Laboratories’ balance sheet and in- 

come statement. 

/) M5-17. Interpreting Foreign Currency Translation Disclosure (0+) 

: , Bristol-Myers Squibb (BMY) reports the following table in its 10-K report relating to the change in 
Bristol-Myers Squibb 

(BMY) sales from 2009 to 2010. 

UW SaineusaleSere OO 3% 3% —_ 

Foreign net sales ....... (1)% 2% (4)% 1% 

Total net sales.......... 4% 2% 1% 1% 

a. Did U.S. net sales increase or decrease during the year? By what percentage? How much of this 

change is attributable to volume versus price changes? 

b. By what percentage did foreign net sales change during the year? How much of this change is at- 

tributable to volume versus price changes? 

c. Why does the change in total net sales (4%) not equal the sum of the changes in U.S. (6%) and for- 

eign net sales (—1%)? 

MS-18. Analyzing Income Tax Disclosure (>) 

Dell Inc. (DELL) Dell Inc. reports the following footnote disclosure to its 10-K report ($ millions). 

The provision for income taxes consisted of the following: 

Federal 

Curentemgat :'s4eaqne eer eee ee ee ee $597 

Deferred ie cngsate ots Sindee ieratetare tants etre ak ee tes ee (95) 

502 
State 

Current’... 3 solos Geeta ee ee ee 66 

Deferred’ 3 aSsebeet cen aes ae Pee 9 

(fs) 
Foreign 

Currencies cence erect tte coke te eee 97 

a. What amount of income tax expense does Dell report in its income statement for 2011? 
b. How much of Dell’s income tax expense is current (as opposed to deferred)? 
c. Why do deferred tax assets and liabilities arise? How do they impact the tax expense that Dell reports 

in its 2011 income statement? 
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Defining and Computing Earnings per Share (_05) 

Cleantech Solutions International reports the following information in footnotes to its 2010 Form 
10-K. 

Net income available to common shareholders for basic and 

flier MEN HMSO TNE? COMME SHE oo bce accoeoooobenononeocencue $11,074,332 

Weighted average common shares outstanding—basic.................. 17,879,940 

Effect of dilutive securities: 

Series AicOnveniblelprefenred| Stocks me semecieten ieee el ieieiensieieieieierele 4,980,272 

WarrantStrsn ter rasan ana Siashectes te ec tea tems at eee, MRP 2,936,609 

Weighted average common shares outstanding—diluted................. 25,396,821 

a. Explain the concepts of basic and diluted earnings per share. 

b. Compute basic and diluted EPS for 2010. 

c. What is the effect of dilutive securities on EPS, in percentage terms? 

Assessing Revenue Recognition for Advance Payments (07) 

Koonce Company operates a performing arts center. The company sells tickets for its upcoming season 

of six Broadway musicals and receives $420,000 cash. The performances occur monthly over the next six 

months. 

a. When should Koonce record revenue for the Broadway musical series? 

b. Use the financial statement effects template to show the $420,000 cash receipt and recognition of the 

first month’s revenue. 

Reporting Unearned Revenue (07) 

Target Corporation sells gift cards that can be used at any of the company’s Target or Greatland stores. 

Target encodes information on the card’s magnetic strip about the card’s value, the date it expires (typi- 

cally two years after issuance), and the store where it was purchased. 

a. How will Target’s balance sheet reflect the gift card? Will the balance sheet amount of these cards be 

classified as current or noncurrent? 

b. When does Target record revenue from the gift card? 

EXERCISES 

E5-22. 

ES-23. 

Assessing Revenue Recognition Timing (1.0%) 

Explain when each of the following businesses should recognize revenues: 

a. A clothing retailer like The Limited. 

b. A contractor like Boeing Company that performs work under long-term government contracts. 

c. A grocery store like Supervalu. 

d. A producer of television shows like \iI’Y that syndicates its content to television stations. 

e. Aresidential real estate developer that constructs only speculative houses and later sells these houses 

to buyers. 

f. A banking institution like Bank of America that lends money for home mortgages. 

g. A manufacturer like Harley-Davidson. 

h. A publisher of magazines such as ‘Time-Warner. 

Assessing Revenue Recognition Timing and Income Measurement (|. |) 

Explain when each of the following businesses should recognize revenue and identify any income mea- 

surement issues that could arise. 

a. RealMoney.Com, a division of TheStreet.Com, provides investment advice to customers for an up- 

front fee. It provides these customers with password-protected access to its Website where customers 

can download investment reports. RealMoney has an obligation to provide updates on its Website. 

b. Oracle develops general ledger and other business application software that it sells to its customers. 

The customer pays an up-front fee for the right to use the software and a monthly fee for support 

services. 

c. Intuit develops tax preparation software that it sells to its customers for a flat fee. No further pay- 

ment is required and the software cannot be returned, only exchanged if defective. 

Cleantech Solutions 

International (CLNT) 

Target Corporation 

(TGT) 

Limited (LTD) 

Boeing Co. (BA) 

Supervalu, Inc. (SVU) 

MTV 

Bank of America (BAC) 

Harley-Davidson (HOG) 

Time-Warner (TWX) 

TheStreet.com (TSCM) 

Oracle (ORCL) 

Intuit (INTU) 
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E5-24. 
General Electric 

Company (GE) 

‘/) E5-25. 

/) E5-26. 

FedEx Corp (FDX) 

d. A developer of computer games sells its software with a 10-day right of return period during which 

the software can be returned for a full refund. After the 10-day period has expired, the software can- 

not be returned. 

Constructing and Assessing Income Statements Using Percentage-of-Completion (—°7) 

Assume that General Electric Company agreed in May 2011 to construct a nuclear generator for 

NSTAR, a utility company serving the Boston area. The contract price of $500 million is to be paid as 

follows: $200 million at the time of signing; $100 million on December 31, 2011; and $200 million at 

completion in May 2012. General Electric incurred the following costs in constructing the generator: 

$100 million in 2011, and $300 million in 2012. 

a. Compute the amount of General Electric’s revenue, expense, and income for both 2011 and 2012 

under the percentage-of-completion revenue recognition method. 

b. Discuss whether or not you believe the percentage-of-completion method provides a good measure 

of General Electric’s performance under the contract. 

Constructing and Assessing Income Statements Using Percentage-of-Completion (07+) 

On March 15, 2012, Frankel Construction contracted to build a shopping center at a contract price of $120 

million. The schedule of expected (which equals actual) cash collections and contract costs follows: 

‘Year Cash Collections - Cost Incurred 

AQ vis oo $ 30 million $15 million 

ZO odo 06 50 million 40 million 

PAO eo 45 40 million 30 million 

Totaliaeer $120 million $85 million 

a. Calculate the amount of revenue, expense, and net income for each of the three years 2012 through 

2014 using the percentage-of-completion revenue recognition method. (Round percents to the near- 

est whole number.) 

b. Discuss whether or not the percentage-of-completion method provides a good measure of this con- 

struction company’s performance under the contract. 

Interpreting the Income Tax Expense Footnote (92) 

The income tax footnote to the financial statements of FedEx Corporation follows. 

The components of the provision for income taxes for the years ended May 31 were as follows: 

Silent 2009 2008 
Current provision 

Domestic 

Federalkomnte tamer re $ 36 $ (35) $514 

Statcralncllocalaraeerse mre 54 18 74 

FOreiGil tise aene ra cutee ncearae 207 214 242 

297 197 830 

Deferred provision (benefit) 

Domestic 

Recderal capaci ere re canes 408 327 31 

Salle cl) |OCall stain 15 48 (2) 

FOPGIQMaararenises Naph cided Atavers (10) 32 

413 382 61 

Provision for income taxes....... $710 $579 $891 | 

a. What is the amount of income tax expense reported in FedEx’s 2010, 2009, and 2008 income 
statements? 

b. What percentage of total tax expense is currently payable in each year? 

c. One possible reason for the $408 million federal deferred tax expense in 2010 is that deferred tax 
liabilities increased during that year. Provide an example that gives rise to an increase in the deferred 
tax liability. 

Oat met ye ES 

a8 
Ege 
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E5-27. Identifying Operating Income Components (2) 

Following is the income statement information from Apollo Medical Devices. Identify the components 

that we would consider operating. 

2010 
INGESalOSt wis eect. arte tone AnD ad ae eee eR ES le Nee A Ae leks $5,164,771 

Costofisalesibeforeispecialichargesparrnser nriner eran user ace einen ina nena una 1,382,235 

Specialhinventony Obsolescence charges emmicesn nis eaten Aenea ear 27,876 

[LotaliCOSHORSAleS te wepece ventions sot a Shates oar stal Stone re abe tines ns anoiah acc ak Ot nat 1,410,111 

GKOSSFOIOL Leeann eater tray ceeneee tenet wr si Tee ee Se SC Greene Wer ee et os PES tern ae Der aED 3,754,660 

Selling, general and administrative expense ................0. eee eee eee eee eee 1,770,667 

Researchjancicevelopment ExoenSem me sie e res minnninn aaa een e rete 631,086 

Mergeizanckacquisition'coStsmmenemigs anaes ee ree | ee ee ea 46,914 

In-process|research and development-charges. «= ......4.....04c550+s50s2-55 12,244 

Eitigation:settloments sts a crade.csenrn nei oe GM EMeETT iciwa.cttesee ein uta mean Sedaerco ean. 16,500 

(©) Yel KEW ALS IM SL LO) Uns ects che CecennGee ea GREATS Seen ORM CRO Atns om ROMER Heit coi nin tharos a ate 1,277,249 

IMtereStexpoMmSe em che rtss cre ars cea tes Sateen a or teacnteaarc ceTR Re EER yer NT (67,372) 

I MLSFESEAIMC ONG Semerstercteeet seat ater. Cara aie favin Sre NS ponerse nt ink tea mM aeen TRAC RA 2,076 

GainroneciSpoOsall Of TixeC ASSETS waehereenete a meewee yc cis See tenives: «mcr ct ieee aa Te PE 4,929 

ImpPaikmenkonmanketable Securities mererme atta cere naes oc eres (5,222) 

Othenincometexpense) nel wy penerwrne cet erie: ce ateencarte, (ais pea enc dw bone cia me (2,857) 

SelM MUNG ES SECS) NT ROMEMENES.. 4 ood Oba oabuone Saou bed won mone be nd one domeoad 1,208,803 

IEOMETAXcOX DENSE R erent n gana nant tore i MR Oe eet rk Oh eas Cate Ne ieee Ry 2 301,367 

NetiearninGSmar crt: han orreamrct te eke icin cece ap ene een cgnksaas regs ene $ 907,436 

E5-28. Identifying Operating Income Components  (!.2) 

Following is the Deere & Company income statement for 2010. Deere & Company (DE) 

-($ millions) . 200 
Net Sales and Revenues 

INGHSAIOS SMe teeta awe Ore AE ka terete, 20m reece eo Ae ihe Me eet Te ee hee $23,573.2 

Einancerancinterest iMCOne.csccsrs ast siermtir ee ke eerern ae ayer cccre aiyemeds 1,825.3 

OUMeMINGONIS erway ere wee ete ee cee ee ee etree trai tee eee amen am heer eee 606.1 

i Ot al Sepa ir area tea mien err eon gai rir earl er ite is eatin oleic aD 26,004.6 

Costs and Expenses 

Costion Salesian pemeretaeeaes. S RI re ees Re) AA ts aes: 17,398.8 

Research and development expenses... . 0.0... 2.0.0 eee eee 1,052.4 

Selling, administrative and general expenses -...........-.-eseessn- 7>,e\o\s},1/ 

InteresexpenS@st ea oa ate a cpsenc arse eit areas See es Fae sinha lla Cae es 811.4 

OihemoperallinGrexMenSes = amas esc emer teers Ba es ee nreare wesueeR 748.1 

Otel maretnneen ree ceen ceca s Piaes s,s. eaeretn ert curds ites Wis ase steeet ect Aeris ae 22,979.4 

Income of Consolidated Group before Income Taxes ...............-. 3,025.2 

PrOViSlOMfOnINCOMO:tAXCSata wars octane kel Redeens cos tape ciee ants auersseteue schon 1,161.6 

Income Oneonsolidated (Groupie saree mist tort no noeh a reaper ara = 1,863.6 

Equity-in-income of unconsolidated affiliates........................ NO 

NGEINCOMEC Mee RET Inet tree Ras een cmon cs aiotc nds thn siete ols aomle wie 1,874.3 

Net income attributable to noncontrolling interests.................-. 9.3 

Net income attributable to Deere & Company..............0 eee ee eee $ 1,865.0 

Notes: 

e Income statement includes John Deere commercial and consumer tractor segment, a finance subsidiary 

that provides loan and lease financing relating to the sales of those tractors, and a health care segment 

that provides managed health care services for the company and certain outside customers. 

¢ Equity in income of unconsolidated affiliates refers to income John Deere has earned on investments in 

affiliated (but unconsolidated) companies. These are generally investments made for strategic purposes. 

a. Identify the components in its income statement that you would consider operating. 
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b. Discuss your treatment of the company’s finance and interest income that relates to financing of its 

John Deere lawn and garden, and commercial tractors. 

E5-29. Assessing the Income Tax Footnote (9%) 

Colgate-Palmolive (CL) Colgate-Palmoliye reports the following income tax footnote disclosure in its 10-K report. 

Deferred Tax Balances at December 31 (In millions) 
Deferred tax liabilities 

IntangibleraSSetssaneroersss ames eici se at tenement ee $(463) $(440) 

PION oletnti Elale] COIS oe on once nono or onouae sence (344) (320) 

OTN SRA aera ete ORES Rent een tre acne Rarer area (116) (157) 

923) 917) 

Deferred tax assets 

Pension and other retiree benefits..................-2.05- 471 389 

TaxqOSsrand taxichecitacalihyOnWcll CS mene teettaete nema teams nema 130 153 

Accruediliabilities:2 33 satescieeaceciers a citichsleseraceies 4 atsuele tener tta sales 145 134 

Stock=baSediCOMPemSallOM wreteme sete iene ican tence ena ito emer ne nee 108 103 

Othe rehe: tok oa tcl Rae ek yer gue eae decfetioned ee errara cnet eee Re 163 163 

Valuation ‘allowanCe@s. ae cesvan-ciacke see eltee ceno chen ene tee ter (1) (2) 

1,016 940 

Netideferred: incomentaxesimysa rei inlet nst mee wants serene senna $ 93 S 2 

a. Colgate reports $344 million of deferred tax liabilities in 2010 relating to “Property.” Explain how 

such liabilities arise. 

b. Describe how a deferred tax asset can arise from pension and other retiree benefits. 

c. Colgate reports $130 million in deferred tax assets for 2010 relating to tax loss and credit carryfor- 

wards. Describe how tax loss carryforwards arise and under what conditions the resulting deferred 

tax assets will be realized. 

d. Colgate has established a deferred tax asset valuation allowance of $1 million for 2010. What is the 

purpose of this allowance? How did the decrease in this allowance of $1 million from 2009 to 2010 

affect net income? 

e. Colgate’s income statement reports income tax expense of $1,117 million. Assume that cash paid for 

income tax is $1,123 million and that taxes payable increased by $64 million. Use the financial state- 

ment effects template to record tax expense for 2010. (Hint: Show the effects of changes in deferred 

taxes.) 

(vy) E5-30. Analyzing and Assessing Research and Development Expenses (02) 

: Advanced Micro Devices (AMD) and Intel (INTC) are competitors in the computer processor indus- 
Advanced Micro ae A Aap : : 
Devices (AMD) try. Following is a table ($ millions) of sales and R&D expenses for both companies. 

Intel Corp. (INTC) 

AMD R&DExpense —— Sales_—_—sCINTC R&D Expense _——Sales_- 
ONO hc & ove $1,405 $6,494 AON 4 5 ao. $6,576 $43,623 

2009Remere WA 5,403 2009 tera: 5,653 St WAT 

ZOO Sine 1,848 5,808 2008 eee Ones 37,586 

a. What percentage of sales are AMD and INTC spending on research and development? 

b. How are AMD and INTC’s balance sheets and income statements affected by the accounting for 
R&D costs? 

c. How can one evaluate the effectiveness of R&D spending? Does the difference in R&D as a percent- 
age of sales necessarily imply that one company is more heavily invested in R&D? Why might this 
not be the case? 

E5-31. Analyzing and Interpreting Foreign Currency Translation Effects (04) 
Kellogg Co. (K) Kellogg Co, reports the following table and discussion in its 2010 10-K. 
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The following tables provide an analysis of net sales and operating profit performance for 2010 

versus 2009: 

PZONOMECSAES sssacanacce 

> Corporate Consolidated 

$— $12,397 

OOS) ist! SEUSS sano nhenne $— $12,575 

% change—2010 vs. 2009: 

Volume (tonnage) ....... SASH) =2.4% —3.4% 4.3% — =P 

PMGINCHIMDS soc bis owes 6 OY  =O.8% BLY) =2.8% — 0.8% 

Subtotal—internal business —1.9% =D 4.8% 2.0% _ = 1.8% 

Foreign currency impact... . 0.6% =D  =(BI% WN) _— —0.1% 

ilotalichangemeneneeane sar 18% =8i% =41% iIe1r% — —1.4% 

(Dollars in millions), 
2010 operating profit 

_ Corporate Consolidated | 
$(155) $1,990 

2009 operating profit $(181) $2,001 

% change—2010 vs. 2009: 

Internal business........ = 7% 8.2% —2.4% —29.5% 14.2% —0.1% 

Foreign currency impact.. 0.7%  -—34% —-12.3% 15.2% — —0.5% 

Totalichangeameas Sener =] 0% 48% —14.7% —14.3% 14.2% —0.6% 

Foreign exchange risk Our Company is exposed to fluctuations in foreign currency cash flows 

related to third-party purchases, intercompany transactions, and when applicable, nonfunctional 

currency denominated third-party debt. Our Company is also exposed to fluctuations in the value 

of foreign currency investments in subsidiaries and cash flows related to repatriation of these in- 

vestments. Additionally, our Company is exposed to volatility in the translation of foreign currency 

earnings to U.S. Dollars. Primary exposures include the U.S. Dollar versus the British Pound, 

Euro, Australian Dollar, Canadian Dollar, and Mexican Peso, and in the case of inter-subsidiary 

transactions, the British Pound versus the Euro. We assess foreign currency risk based on trans- 

actional cash flows and translational volatility and enter into forward contracts, options, and cur- 

rency swaps to reduce fluctuations in net long or short currency positions. Forward contracts and 

options are generally less than 18 months duration. Currency swap agreements are established 

in conjunction with the term of underlying debt issuances. 

. Before the effects of foreign currency rates, total consolidated sales decreased by 1.3% during 2010. 

What geographic segment accounted for this overall decline? 

. How did foreign currency exchange rates affect sales at each of the geographic segments? What can 

we infer about the strength of the U.S. dollar vis-a-vis the currencies in Kellogg’s segments? 

. Operating profit declined modestly on a consolidated basis. Which geographic segments exhibited 

the lowest and which the highest change in profit during the year? Explain. 

. Describe how the accounting for foreign exchange translation affects reported sales and profits. 

. How does Kellogg Co. manage the risk related to its foreign exchange exposure? Describe the finan- 

cial statement effects of this risk management activity. 

Interpreting Revenue Recognition for Gift Cards (9) 

Footnotes to the 2010 annual report of Barnes & Noble disclose the following: 

The Barnes & Noble Member program entitles Members to receive the following benefits: 40% 

discount off the current hardcover Barnes & Noble store bestsellers, 20% discount off all adult 

hardcover books, 10% discount off Barnes & Noble sale price of other eligible items, unlimited 

free express shipping on orders made on Barnes & Noble.com, as well as periodic special pro- 

motions at Barnes & Noble stores and online at Barnes&Noble.com. The annual fee of $25.00 

is non-refundable after the first 30 days. Revenue is recognized over the twelve-month period 

based upon historical spending patterns for Barnes & Noble Members. 

5-44 

Barnes & Noble (BKS) 
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Amazon.com (AMZN) 

Pfizer (PFE) 

a. Explain in layman terms how Barnes & Noble accounts for the cash received for its membership 

program. When does Barnes & Noble record revenue from this program? 

. How does Barnes & Noble’s balance sheet reflect those membership fees? 

Does the 40% discount affect Barnes & Noble’s income statement when membership fees are received? 

PROBLEMS 

P5-33. 

PS-34. 

Analyzing and Interpreting Revenue Recognition Policies and Risks (.0*) 

Amazon.com, Inc., provides the following explanation of its revenue recognition policies in its 10-K 

report. 

On January 1, 2010, we prospectively adopted ASU 2009-13, which amends Accounting Stan- 

dards Codification (“ASC”) Topic 605, Revenue Recognition. Under this new standard, we al- 

locate revenue in arrangements with multiple deliverables using estimated selling prices (ESP) if 

we do not have vendor-specific objective evidence or third-party evidence of the selling prices 

of the deliverables. Estimated selling prices are management’s best estimates of the prices that 

we would charge our customers if we were to sell the standalone elements separately. 

Sales of our Kindle e-reader are considered arrangements with multiple deliverables, con- 

sisting of the device, 3G wireless access and delivery for some models, and software upgrades. 

Under the prior accounting standard, we accounted for sales of the Kindle ratably over the 

average estimated life of the device. Accordingly, revenue and associated product cost of the 

device through December 31, 2009, were deferred at the time of sale and recognized on a 

straight-line basis over the two-year average estimated economic life. 

As of January 2010, we account for the sale of the Kindle as multiple deliverables. The reve- 

nue related to the device, which is the substantial portion of the total sale price, and related costs 

are recognized upon delivery. Revenue related to 3G wireless access and delivery and software 

upgrades is amortized over the average life of the device, which remains estimated at two years. 

Because we have adopted ASU 2009-13 prospectively, we are recognizing $508 million 

throughout 2010 and 2011 for revenue previously deferred under the prior accounting standard. 

Required 

a. 

d. 

es 

What is a multiple-element contract? What product does Amazon sell that involves a multiple- 

element contract? Explain. 

Explain how companies account for multiple-element contracts, in general. 

’, Compare the accounting for the Kindle under the old and new accounting standards for revenue rec- 

ognition. Amazon discloses that $508 million of previously deferred revenue will now be recognized 

earlier. Explain. 

Assume that Amazon sells a Kindle with 3G capabilities for $180 and the company estimates a sell- 

ing price (ESP) of $20 per unit for 3G access and future software upgrades. Compute the revenue that 

Amazon would recognize at the point of sale under the old and the new accounting standards. 

Use the financial statement effects template to record the initial sale of a Kindle and the accounting 

adjustment required at the end of the first quarter for the new accounting standards. 

Analyzing and Interpreting Income Tax Disclosures (1.02) 

The 2010 income statement for Pfizer is reproduced in this module. Pfizer also reports the following 
footnote relating to its income taxes in its 2010 10-K report. 

Deferred Taxes Deferred taxes arise as a result of basis differentials between financial state- 
ment accounting and tax amounts. The tax effect of the major items recorded as deferred tax 
assets and liabilities, shown before jurisdictional netting, as of December 31 is as follows: 

continued 
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(Millions ofdollars) Assets (Liabilities) 
Prepaid/deferred items................ $1,321 $ (112) $1,330 $(60) 

INVONtONiGS Peart ore ser aie eer: 132 (59) 437 (859) 

IntangibleSiaraccen eet terete ee 1,165 (17,104) 949 (19,802) 

Property, plant and equipment.......... 420 (2,146) alo (2,014) 

EMPIOVESIDSnelitSsneyeeener nn etaenrer 4,479 (56) 4,786 (66) 

Restructurings and other charges ....... 1,359 (70) 884 (8) 

Legal and product liability reserves...... 14a — 1,010 = 

Net operating loss/credit carryforwards. . . 4,575 — 4,658 — 

WnremitteceahninG Sameer nnn —_ (9,524) — (7,057) 

State and local tax adjustments......... 452 _ 747 _— 

AIMOtH Ogee epee tate Sacer wis tates eR 607 (575) 744 (187) 

Subtotal temeeetrciete ene eee Sener 15,921 (29,646) 16,260 (30,053) 

VEE GIOWAINEE <5 5cc0ncaconencnne (894) — (353) = 

Total deferred taxes .................. $15,027 (29,646) $15,907 (30,053) 

Net deferred tax liability............... $(14,619) $(14,146) 

Required 

Ce 

b. 

Describe the terms “deferred tax liabilities” and “deferred tax assets.” Provide an example of how 

these accounts can arise. 

Intangible assets (other than goodwill) acquired in the purchase of a company are depreciated 

(amortized) similar to buildings and equipment (see Module 7 for a discussion). Describe how the 

deferred tax liability of $17,104 million relating to intangibles arose. 

. Pfizer has many employee benefit plans, such as a long-term health plan and a pension plan. Some 

of these are generating deferred tax assets and others are generating deferred tax liabilities. Explain 

the timing of the recognition of expenses under these plans that would give rise to these different 

outcomes. 

. Pfizer reports a deferred tax liability labelled “unremitted earnings.” This relates to an investment 

in an affiliated company for which Pfizer is recording income, but has not yet received dividends. 

Generally, investment income is taxed when received. Explain what information the deferred tax 

liability for unremitted earnings conveys. 

Pfizer reports a deferred tax asset relating to net operating loss carryforwards. Explain what loss 

carryforwards are. 

Pfizer reports a valuation allowance of $894 million in 2010. Explain why Pfizer has established 

this allowance and its effect on reported profit. Pfizer’s valuation allowance was $353 million in 

2009. Compute the change in its allowance during 2010 and explain how that change affected 2010 

tax expense and net income. 

P5-35. Analyzing and Interpreting Income Components and Disclosures ().02) 

The income statement for Xerox Corporation follows. 

Year ended December 31 (in millions) 2010 2009 2008 

Revenue 

Equinmientsalesmemesmert act riaricte scarce naave rca eareiecc ninguna onepenraemart a's, 69 S Gisiay  & Sifsete 65 aixeye) 

Slippliass DapemanGiotnehaawemt yas shake segeya yale cheese lolet ag cslisioun ou uoe vests ee 3,377 3,096 3,646 

Sales anes ee | tia Retna, sisi woh eeseaimaneatals SAY Fieiy Ba See eg 7,234 6,646 8,325 

Senvices outsourcing andreitalSimemer) ae semen terstetens tease stents cial orsie ea = 13,739 7,820 8,485 

Finan iMCOMIG wh mere sensors. ey rk nies IMR Sy Aa aia aas Mas 660 al) 798 

Ota ROVEMUCSI seamen sites le che ce cliiecs. mia Ete jerieshec eye) susie: Gro a aye ete as 21,633 15,179 17,608 

continued 

@ 
Xerox Corporation 

(XRX) 
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continued from prior page 

Costs and Expenses 

Costiofisales oor c ctsrre tates eee eestor nee cnc eennCceberier euch cal one Ronen ef ieleta Meters 4,741 4,395 5,519 

Cost of service, outsourcing and rentals. 2.2... ----..0---eeen ees eens 9,195 4,488 4,929 

Equipment financing mtorost mms ce venetstetn cia ctelstel steiner ental steele eis atelncnar= 246 PA 305 

Research, development and engineering expenses ..........---..++-05s 781 840 884 

Selling, administrative and general expenses ...........--00 eee eee eee 4,594 4,149 4,534 

Restructuring and asset impairment charges .......-.-..-++eee eee ees 483 (8) 429 

Acquisition-related/COstS marraemece area eee ees ochre ier Moneey eins The 72 — 

Amortizationonintangible’aSSets ere armies nets rele ete ena ner ee 312 60 54 

Other CxpenSes: Nets etn sventeeyethebvorns erate seus esclene © lacey aon osetia Ualiees uae 389 285 1,033 

jlotaliCosts;andiExpenSeSmarpeasriece tele Giacieiers letersi nite 20,818 14,552 17,687 

Income (Loss) before Income Taxes, and Equity Income................--. 815 627 (79) 

Income:taxiexpense’ (benefit): ae eis w fag crit css wns Memmitee swat semen 256 152 (231) 

Equity in net income of unconsolidated affiliates.....................--- 78 41 113 

Netincomet as isetkerotrcl ree oe et tus ecgree atternsa icy cork Sha, © Rune eee peer tats 637 516 265 

Less: Net income attributable to noncontrolling interests ................- 31 31 35 

NetincomerAttribttable;tOnX Cro Xena eae rin tera rate ete say ete tet rene $ 606 $ 485 $ 230 

Notes: 

¢ The income statement includes sales of Xerox copiers and revenue earned by a finance subsidiary that provides loan and lease 

financing relating to the sales of those copiers. 

¢ Equity in net income of unconsolidated affiliates refers to income Xerox has earned on investments in affiliated (but 

unconsolidated) companies. 

Required 

a. Xerox reports several sources of income. How should revenue be recognized for each of these busi- 

ness activities? Explain. 

b. Compute the relative size of Sales revenue (total) and of revenue from Service, outsourcing and rent- 

als. Hint: Scale each type of revenue by Total revenue. Which type of revenue grew more in 2010? 

c. Xerox reports research, development and engineering expenses (R&D) each year. Compare R&D 

spending over the three years. Hint: Scale R&D by Total revenue each year. What might explain the 

change in 2010? 

d. Xerox reports restructuring costs each year. (1) Describe the three typical categories of restructur- 

ing costs and the accounting for each. (2) How do you recommend treating these costs for analysis 

purposes? (3) Should regular recurring restructuring costs be treated differently than isolated occur- 

rences of such costs for analysis purposes? (4) What does the $(8) expense in 2009 imply about one 
or more previous year’s accruals? 

e. Xerox reports $389 million in expenses in 2010 labeled as “Other expenses, net.” How can a com- 

pany use such an account to potentially obscure its actual financial performance? 

P5-36. Analyzing and Interpreting Income Tax Footnote (1.0) 
Ahold Ahold, a grocery and retail company located in The Netherlands, reports the following footnote for 

income taxes in its 2010 annual report. 

The following table specifies the current and deferred tax components of income taxes in the 
income statement: 

For year ended (€ million) pe ees 

Current income taxes 

Domestic taxes—the Netherlands.................... €169 € 68 
Foreign taxes 

United States oar a sch ani tar ai eae ae ee en ee 
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Deferred income taxes 

Domestic taxes—the Netherlands.................... 10 ye) 

Foreign taxes 

United: States ameta cemetery reenter ra retin cae ne ene 33 4 

Europe—Otner crc. hee eee ent et ees ee Loree 7 (25) 

ilotalideferreditax expense snes nia: ericiern eine 50 31 

slotaliincome tax expensesneaeastieer re eta ane €271 €148 

[easesand' financings ae attelscte el elvis sete a ena €222 €197 

Pensions and other post-employment benefits.......... 46 52 

PIOVISIONS Bee rete eterno chekctae ee Mere arte polertey cer ake Pce ment It 131 137 

Denvativestandiloansimeracete merce. eee «oats camera cis i 6 

InteieSte rete cts cocci eet Cee acre ce tem eia ers 35 36 

QUINN E c adig otro Oe Se See ee Eee eeiows 52 27 

Total gross temporary differences .................... 493 455 

Unrecognised temporary differences.................. (20) (17) 

Total recognised temporary differences................ 473 438 

ilaxjlosses andicreditSi@re. pierce ee ne eee 572 544 

Unrecognised tax losses and credits.................. (459) (434) 

Total recognised tax losses and credits................ WS 110 

lotalicietenred: tax ‘assets mem erecetee ees cicrsitie cis eens 586 548 

Property, plant and equipment and intangible assets .... . (245) (191) 

INVentOnies eie-eetetet ce ecetcees cence suc ccckoy costes ecu tasers are haven cers (103) (92) 

GAUSS ics Sacer okt PDMS CIEE CT MET ROR eRe HE. ce CRE RTE TE (5) (9) 

otal (deterred taxiliabilitiS =e sesreetiecrernnererereetae nee ee 353) 292) 

Netideterreditax:aSsetS Sianaces stig. sone atin eee €233 €256 

Deferred income tax assets and liabilities are offset on the balance sheet when there is a legally 

enforceable right to offset current tax assets against current tax liabilities and when the deferred 

income taxes relate to income taxes levied by the same fiscal authority. 

 _—_— pies TROP RRRNRREEED i Te SEE. 

Required 

a. 

b. 

What income tax expense does Ahold report in its 2010 income statement? How much of this ex- 

pense is currently payable? 

Ahold reports deferred tax liabilities relating to property, plant and equipment. Describe how these li- 

abilities arise. How likely is it that these liabilities will be paid? Specifically, describe a scenario that 

will (i) defer these taxes indefinitely, and (ii) will result in these liabilities requiring payment within 

the near future. 

Ahold reports a deferred tax asset relating to provisions. Footnotes to financial statements indicate 

that these provisions relate, in part, to self-insurance accruals. When a company self-insures, it does 

not purchase insurance from a third-party insurance company. Instead, it records an expense and re- 

lated liability to reflect the probable payment of losses that can occur in the future. Explain why this 

accrual (provision) results in a deferred tax asset. 

Ahold reports deferred tax assets relating to tax losses and credits. Explain how these arise and how 

they will result in a future benefit. 

The company reports unrecognized temporary differences and unrecognized tax losses and credits. 

These are the IFRS equivalent of valuation allowances in U.S. GAAP. Why did the company set up 

these unrecognised portions of deferred tax assets? How did the increase in the combined unrecog- 

nized amounts from 2009 to 2010 affect net income? How can a company use these accounts to meet 

its income targets in a particular year? 
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/) P5-37.4 Analyzing and Interpreting Tax Footnote (Financial Statement Effects Template) (0°) 

Under Armour, Inc., reports total tax expense of $40,442 (in thousands) on its income statement for 

year ended December 31, 2010, and paid cash of $38,773 (in thousands) for taxes. The tax footnote in 

the company’s 10-K filing, reports the following deferred tax information. 

Under Armour (UA) 

Deferred tax assets and liabilities consisted of the following: 

Deferred tax assets 

State tax credits, net of federal tax impact ............. i.e $ — 

Tax basis inventory adjustment ...............-...4-- 3,052 1,874 

Inventory obsolescence reserveS...........--2-+20+-- 2,264 2,800 

Allowance for doubtful accounts and other reserves...... 8,996 7,042 

Foreign net operating loss carryforward ............... 10,917 9,476 

Siock-basedicompensatl © eprint tenn ener tenn 8,790 5,450 

Intangible-aSSet ga wyanwartere mo citieks «Gi sce ere crepereneia les 372 1,068 

Deferredirent@eeercctac 6 ac coon cts sie eee tes tae een eens 2,975 1,728 

DeferredicompenSatlonteracws setts octet teastets tert retewets 1,449 1,105 

OU Green percent rece Sear tate naire ret cee onc pec ioas Panes 2,709 Son 

otal deterred tax assets weepspeamaencysces oe cusereae ener 43,274 33,694 

LESS? VelUElionM EIOWEINGE sucntaccdonduednecuasdaace (1,765) — 

jotalinetdeferreditax-assetsiy. sn eee eee eae 41,509 33,694 

Deferred tax liabilities 

PrepaidiiexDenseS =. ..c.2c15 = as.5 a= oe eka Seekers (1,865) (1,133) 

PODS DEM Elilel SOUPOMMEM: oo oocrcucovoncuencooor (3,104) (5,783) 

jotalideterreditaxiliabiliticSssees eerie ene eerie (4,969) (6,916) 

otalideferreditaxtassetsanc terierenene tei rennet sian ae $36,540 $26,778 

Required 

a. Under Armour’s deferred tax assets increased during the most recent fiscal year. What explains the 

increase? 

b. Did Under Armour’s deferred tax liabilities increase or decrease during the most recent fiscal year? 

Explain how the change arose. 

c. The company recorded a valuation allowance during 2010. This allowance relates to foreign net 

operating tax losses. Explain how tax losses give rise to deferred tax assets. Why does the company 

record a valuation account? What proportion of these losses, at December 31, 2010, does the com- 

pany believe will likely expire unused? 

d. Explain how the valuation allowance affected 2010 net income. 

e. Use the financial statement effects template to record Under Armour’s income tax expense for the 
fiscal year 2010 along with the changes in both deferred tax assets and liabilities. Assume that the 
amount needed to balance the tax transaction represents the amount payable to tax authorities. 

VV) P5-38. Analyzing and Interpreting Restructuring Costs and Effects (1.02) 

FewichtEree rating Hewlett-Packard, Inc., reports the following footnote disclosure (excerpted) in its 2010 10-K relating 
(HPQ) to its restructuring programs. 

Fiscal 2010 Acquisitions On July 1, 2010, HP completed the acquisition of Palm and initiated 
a plan to restructure the operations of Palm, including severance for Palm employees, contract 
cancellation costs and other items. The total expected cost of the plan is $46 million. 

On April 12, 2010, HP completed the acquisition of 3Com. In connection with the acquisition, 
HP’s management approved and initiated a plan to restructure the operation of 3Com, including 

a: Sees oe 

continued 
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severance costs and costs to vacate duplicative facilities. The total expected cost of the plan 

is $42 million. In fiscal 2010, HP recorded restructuring charges of approximately $18 million. 

Fiscal 2010 ES Restructuring Plan On June 1, 2010, HP’s management announced a plan 

to restructure its enterprise services business. The total expected cost of the plan that will be 

recorded as restructuring charges is approximately $1.0 billion, including severance costs to 

eliminate approximately 9,000 positions and infrastructure charges. For fiscal 2010, a restruc- 

turing charge of $650 million was recorded primarily related to severance costs. As of October 

31, 2010, approximately 2,100 positions have been eliminated. 

Fiscal 2009 Restructuring Plan \n May 2009, HP’s management approved and initiated a 

restructuring plan to structurally change and improve the effectiveness of several businesses. 

The total expected cost of the plan is $292 million in severance-related costs associated with 

the planned elimination of approximately 5,000 positions. As of October 31, 2010, approxi- 

mately 4,200 positions had been eliminated. 

Fiscal 2008 HP/EDS Restructuring Plan \n connection with the acquisition of EDS on Au- 

gust 26, 2008, HP’s management approved and initiated a restructuring plan to combine and 

align HP’s services businesses, eliminate duplicative overhead functions and consolidate and 

vacate duplicative facilities. The restructuring plan is expected to be implemented over four 

years at a total expected cost of $3.4 billion. 

The adjustments to the accrued restructuring expenses related to all of HP’s restructuring plans 

described above for the twelve months ended October 31, 2010, were as follows: 

Fecal Nome 
Balance, year2010  =—=—_ settlements Balance, 

ue c = October charges Cash = &other October 
In millions Hs = 31,2009 (reversals) payments adjustments 31, 2010 

Fiscal 2010 acquisitions......... $ — $ 64 $= (20) $— $ 44 

Fiscal 2010 ES Plan: 

SeVElANCe: .. Dee ean. =< aes 4 —_ 630 (55) 45 620 

InfrasthiCture wes reer ee = _— 20 (6) (10) 4 

Totale2 OO LES Rlanvamermiemn ater c —_— 650 (61) SiS) 624 

Eiscalke OOS) Planer an etme er 248 (5) (177) (9) 57 

Fiscal 2008 HP/EDS Plan: 

SEVGlran COs mets oti cunts ha caeeyes wes 747 236 (873) (35) 75 

Infrasinuicturemgerne > wre ce gaan ae 419 193 (185) (19) 408 

Totali2008) HP/EDS Planin sssreee 1,166 429 (1,058) (64) 483 

Total restructuring plans......... Lila Gilets} GGL) (28) $1,208 

Required 

a. Briefly describe the company’s 2010 restructuring program. Provide two examples of common non- 

cash charges associated with corporate restructuring activities. 

b. Using the financial statement effects template, show the effects on financial statements of the (1) 

2010 restructuring charge of $1,138 million, and (2) 2010 cash payment of $1,316 million. 

c. Assume that instead of accurately estimating the anticipated restructuring charge in 2010, the com- 

pany overestimated them by $30 million. How would this overestimation affect financial statements 

in (1) 2010, and (2) 2011 when severance costs are paid in cash? 

d. Consider the 2010 ES restructuring. The company reports that total charges will amount to $1 billion. 

What is the effect on the 2010 income statement from this restructuring? Why do investors care to 

know the total charge if it does not impact current-period earnings? 

Analyzing and Interpreting Income Tax Footnote (_9>) 

Consider the following income tax footnote information for the E. 1. du Pont de Nemours and Company. DuPont (DD) 



5-51 Module 5 | Reporting and Analyzing Operating Income 

Provision for Income Taxes 

(Smittons) Pot 200 
Current tax expense (benefit) 

ULSt tederalher eect re cre en Mem crater merece $(109) 
USestaterandilocalhersnereeme crate netomat teeters = 

Interitationalisteecaac meee critmera cee tereted mace tenenerch terres _ 454 

345 

Deferred tax expense (benefit) 
WSB federal Peter merece caer cm wcnana ete oie, ie ertatetterer sire ee 245 

WESestateanc!locallees sem: ey seaetiantete ceepatemectr cus tsea remanent 3 

Internationale ae tee eae este ce een ee eam tear ee 66 

314 

EHOW Tele INCOME WEES. on acco enn cee oaenoceunsoonde $659 

The significant components of deferred tax assets and liabilities are as follows: 

ae e010 og 
-($ millions) - Asset Liability Asset Liability 

Depreciation $ — $1,614 $ — $1,515 
Accrued employee benefits................ 3,731 81 3,899 98 

OthepacciliediexpenSeSwnreeieiereteen ener: 928 369 1,029 366 

INVENTORIES Zereey ete eee ante rus ose canara eles 273 154 197 148 

Unrealized exchange gains ................ 34 _ S) —_— 

Tax loss/tax credit carryforwards/backs ...... 2,680 _ 3,023 _ 

Investment in subsidiaries and affiliates....... 41 279 45 ATES) 

AmontizatiomonintanGiloleSeessenrietsiite ira 53 636 80 558 

Oe ry seerc eres ont reais cee winch iaeaa wuss 314 144 291 152 

8,054 $3,277 eee) = SIZ 

VAIUEWIOMEIIOWAMO® oo ocoacscccoo tun agaces (1,666) (1,759) 

$3,111 $3,698 

— — 2010 2009 2008 
Statutory U.S. federal income tax rate...............5.. 35.0% 35.0% 35.0% 

Exchangegains/lOSSCSi ae reep- sere seater aie ieee eee 0.2 (2.6) (0.2) 

Domestic‘ opelatlonS taxv.1s.ne sresract «see eat eataep ete ee iereieoee (2.0) (1.4) (2.8) 

Lower effective tax rates on international operations-net (13.6) (11.8) (14.3) 

Tax Settlements sep teteiewteectencus hthaisbets are tier anes eie cheaters (1.8) (0.2) (1.8) 

17.8% 19.0% 15.9% 

' Principally reflects the benefit of non-taxable exchange gains and losses resulting from remeasurement of 

foreign currency denominated monetary assets and liabilities. 

Required 

a. What is the total amount of income tax expense that DuPont reports in its 2010 income statement? 

What portion of this expense does DuPont expect to pay in 2011? 

b. Explain how the deferred tax liability called “depreciation” arises. Under what circumstances will the 
company settle this liability? Under what circumstances might this liability be deferred indefinitely? 

c. Explain how the deferred tax asset called “accrued employee benefits” arises. Why is it recognized 
as an asset? 

d. Explain how the deferred tax asset called “tax loss/tax credit carryforwards/backs” arises. Under 
what circumstances will DuPont realize the benefits of this asset? 

e. DuPont reports a 2010 valuation allowance of $1,666 million. How does this valuation allowance 
arise? How did the change in valuation allowance for 2010 affect net income? Valuation allowances 
typically relate to questions about the realizability of tax loss carryforwards. Under what circum- 
stances might DuPont not realize the benefits of its tax loss carryforwards? 
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f. Dupont’s footnote reports the effective income tax rates (EITR) for the three-year period. What ex- 

plains the difference between the U.S. statutory rate and the company’s EITR? 

P5-40. Assessing Revenue Recognition, R&D Expense, EPS, and Income Taxes (07%, 2, 2, 5) 

Following are the income statement and relevant footnotes from the 10-K of Intuit, Inc. Intuit, Inc. (INTU) 

TotalimetireVventicmecs.ceece ee yar ielciaiee Lee beeen eases cok ac S455 3,109 2,993 

Costs and expenses 

Cost of revenue 

COSHOLOOGUCKKEVENUG ma acier tam emer me reT mere iistas Chcnsstae 5 144 156 154 

Cost of service and other revenue ...............0.00 2 eaee 460 422 381 

AMonization Ot acquired technology n.m. ssa ac. oe cere. 49 59 55 

SEllINGrANGlimMarcketing terres seetor eckson ses ee ake eee Seieees cece 976 907 841 

Researchand.Gevclopment emmeser ne wise ethcie cccinare iceseme re: aa 573 556 593 

GeneralrancradininiStrativic terest ve oie epapeacines tee. elena Streets os 348 284 290 

Amortization of other acquired intangible assets................ 42 42 35 

HM OtaliGOStSrancdiexDenSeSreara:sacmtem nec eae nance elaine kre yeee 2,592 2,426 2,349 

Operating income from continuing operations................ 863 683 644 

WMLCESTOX DEMISE sancete. can thla nee sem se PER as bene eta tects wile ohne entree fe (61) (51) (52) 

InterestandOtneminCOMCuwenscs tm sock mmc tole gclznoe fustaces ehels ahi 13 21 46 

Gain on sale of outsourced payroll assetS...............2 00 ee eee —_ — 52 

Income from continuing operations before income taxes........... 815 653 690 

INGOMEeLTAXEPLOVISION Meter mittee cleats see she ers areca ae ey emer ay eects 276 206 243 

Net income from continuing operations....................0000- 539 447 447 

Net income (loss) from discontinued operations ................-. 35 — 30 

ING THIINCO TIC eee otter sehen peat) roca ccs hen aiie nlbacy Cosa ay <0 SA EOUN ONS $ 574 $ 447 Seen 

Basic net income per share from continuing operations............ Sele $ 1.39 Selec 

Basic net income (loss) per share from discontinued operations ..... 0.11 _ 0.09 

Basicinst income DEMSlaleRess -ereeatee sion cl tam aia eter tel nites. coer. $ 1.82 $ 1.39 $ 1.45 

Diluted net income per share from continuing operations........... $ 1.66 Sales 8 1.62 

Diluted net income (loss) per share from discontinued operations .... 0.11 — 0.09 

Dillitecinstincome:pelgshare wematacir cache Seiehatsines het acne ecient Gh aere7e Sees $ 1.44 

The following table presents the composition of shares used in the computation of basic and diluted 

net income per share for the periods indicated. 

Twelve Months Ended July 31 
(In millions, except per share amounts) 2010 2009 2008 

Denominator: 

Shares used in basic per share amounts: 

Weighted average common shares outstanding ....... 316 322 329 

Shares used in diluted per share amounts: 

Weighted average common shares outstanding ....... 316 322 329 

Dilutive common equivalent shares from stock 

options and restricted stock awards............... 8, ens 10 

Dilutive weighted average common shares outstanding. . . 325 330 339 

continued 
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continued from prior page 

Revenue Recognition 

We derive revenue from the sale of packaged software products, license fees, software sub- 

scriptions, product support, hosting services, payroll services, merchant services, professional 

services, transaction fees and multiple element arrangements that may include any combina- 

tion of these items. 

Product Revenue We recognize revenue from the sale of our packaged software products and 

supplies when legal title transfers, which is generally when our customers download products 

from the Web, when we ship the products or, when products are delivered to retailers. We sell 

some products on consignment to certain retailers. We recognize revenue for these consign- 

ment transactions only when the end-user sale has occurred. For products that are sold on a 

subscription basis and include periodic updates, we recognize revenue ratably over the con- 

tractual time period. 

Service Revenue We recognize revenue from payroll processing and payroll tax filing ser- 

vices as the services are performed, provided we have no other remaining obligations to these 

customers. 

Multiple Element Arrangements We enter into certain revenue arrangements for which we are 

obligated to deliver multiple products and/or services (multiple elements). For these arrange- 

ments, which generally include software products, we allocate and defer revenue for the unde- 

livered elements based on their vendor-specific objective evidence of fair value (VSOE). VSOE 

is the price charged when that element is sold separately. In situations where VSOE exists for 

all elements (delivered and undelivered), we allocate the total revenue to be earned under the 

arrangement among the various elements, based on their relative fair value. 

Income Taxes 

Differences between income taxes calculated using the federal statutory income tax rate of 

35% and the provision for income taxes from continuing operations were as follows for the 

periods indicated: 

Income from continuing operations before 

INCOMEILAXES Hes = atc aha ky hee da Sean ee eae $815 $653 $690 

SHEUUNOIAY Neteleeall MOOMMSIEN occ can sce cconeedcse oes an oouE $285 $229 $242 

State income tax, net of federal benefit.................... 27 9 29 

Federal research and experimentation credits............... (8) (20) (7) 

Domestic production activities deduction.................. (14) (11) (12) 

Shate-based COmPehSatiO teen ent ta rennet ti aan as 4 4 — 

laxexemphintereSte: e eeeiwertie Otten co arentia toe eee ieee (2) (5) (12) 

SOS O)/ Mo MAWS, QPACWOMB co coco srenoceocerepsaedoue (20) — 

Others net Pigs SESH Ae ka ccpocdoa: «ce Oe See 4 —= 

Total provision for income taxes from continuing operations ... $276 $206 $243 

Significant deferred tax assets and liabilities were as follows at the dates indicated: 

July 31 (In millions) 7 : 2010 - 2009 
Deferred tax assets 

Accruals and reserves not currently deductible............. $ 30 Sell 
Déferred: rents Cunmee corer sci cr ee eee eee 10 12 
Accrued and deferred compensation...................-. 18 1 
LOSS Elnel web Chel CZUMATCMWENCS oo cco pene owomsencaocae: 63 46 
ROI Ne LAN EMEC Mlbo. a op op meno neha nani ooo wodeae 8 5 
Slnelies oe Slel COMMSNEEUO sooo soc donnetnoocboameaonaaar 89 92 
Other net Biya ateerta, heer ee ae eee tee ee tee eee Pee 4 11 

‘Total: deferred’tax assets cance, ene eer ae ee ore ane 222 198 

Deferred tax liabilities 

Intangiblé:assets®, <tr cease nee ae ae ees Ree 55 59 
Oth erinOk sleet sores e AAP ites tak ewe eR de we 1 5 

lotalidcichredtaxdiab|liticsiae est a ni 56 64 

continued 
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“duly 34 (In millions) BHO 2008 
lotalmetideterreditaxasscisman.p i ee ee eee 166 134 

Valuationjallowancommes rere ce ere rtet erie Pe ae ese oa a (8) (6) 

Total net deferred tax assets, net of valuation allowance...... $158 $128 

We have provided a valuation allowance related to the benefits of certain state and foreign net 

operating loss carryforwards that we believe are unlikely to be realized. The valuation allowance 

increased $2 million during the twelve months ended July 31, 2010, primarily due to state net 

operating loss carryforwards acquired in business combinations. These primarily California net 

operating loss carryforwards are unlikely to be realized as a result of the California legislation 

enacted in 2009 and effective for our fiscal 2012 which limits expected sources of future Cali- 

fornia taxable income for fiscal 2012 and beyond. 

Required 

a. Describe the differences in revenue recognition between product sales and after-sale services. How 

does the company recognize revenue for consignment sales? For products sold on a subscription 

basis? How is service revenue recognized? 

Some of the company’s sales involve multiple element arrangements. In general, what are these 

arrangements? How does the company account for such sales? 

. Intuit reports $573 million of Research and Development expense, up from $556 million in the prior 

year. 

i. What kind of research activities would we expect for a company like Intuit? 

ii. Given the kind of research activities described in part 1, how does the accounting for Intuit’s 

R&D costs differ from the way that those costs would have been accounted for had Intuit used 

IFRS for financial reporting? 

Intuit’s earnings per share (EPS) is $1.77 on a diluted basis, compared with its basic EPS of $1.82. 

What factor(s) accounts for this dilution? 

Drawing on Intuit’s income tax footnote, prepare a table in percentages showing computation of 

its effective tax rate for each of the three fiscal years. What tax-related items, if any, would we not 

expect to continue into fiscal year 2011? 

Intuit reports deferred tax assets of $222 million. 

i. Describe how deferred tax assets relating to accruals arise. 

ii. Explain how deferred tax assets relating to loss carryforwards arise. 

ili. Intuit reports an increase of its deferred tax asset valuation allowance of $2 million in 2010. 

How does this affect Intuit’s income? 

Analyzing Unearned Revenue Disclosures (10°) 

The following disclosures are from the August 29, 2010, annual report of Costco Wholesale Corporation. 

Revenue Recognition We generally recognize sales, net of estimated returns, at the time 

the member takes possession of merchandise or receives services. When we collect pay- 

ment from customers prior to the transfer of ownership of merchandise or the performance of 

services, the amount received is generally recorded as deferred revenue on the consolidated 

balance sheets until the sale or service is completed. Membership fee revenue represents 

annual membership fees paid by our members. We account for membership fee revenue, net 

of estimated refunds, on a deferred basis, whereby revenue is recognized ratably over the 

one-year membership period. 

52 weeks ended 52 weeks ended 52 weeks ended 
Revenue ($ millions) -—» August 29,2010 August 30, 2009 August 31, 2008 
Net sales. . = 4 Bs Ae $76,255 $69,889 $70,977 

Membership fees..........-- 1,691 1,533 1,506 

Total revenue. ..........5 $77,946 $71,422 $72,483 

continued 

@ 
Costco Wholesale 

(COST) 
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Short-term DOnnOW IGS eens en tenner G 2 $ 16 

ING OWNS [SWEIE: Gn obacaconanenace po mune 5,947 5,450 

Accrued salaries and benefits .............. a7All 1,418 

Accrued sales and other taxes.............-- 322 302 

Deferred membership fees...............-- 869 824 

Current portion long-term debt ............- 0 80 

Other currentliabilitiGS eee es necro ee 1,328 1,191 

TotalicurrentiliabilitiGS ase. eerie ieee $10,063 $9,281 

The components of the deferred tax assets and liabilities are as follows (in $ millions): 

Equity compensations teens amin ae Semin ee $112 $117 . 
Deferred income/membership fees .............-- 118 94 . 

Accrued liabilities and reserves ...............--- 392 408 @ 

OUT Gr rr ers Seen er nN re NN eR anne 35 48 

otalideferreditaxcaSSeisie ae eee ete eee 657 667 & 

[POO Eiiel SOMONE oc cnc nc sopesnanodebnoue 414 403 p 

MERE NEINCISS TMWEANIOMIES cacccostonenansosoeauwe 170 184 Pa 
So —_— CS 

Total deferred tax liabilities...................... 584 587 
= —— a 

Nem@efenechtaxcaSSc sinister $ 73 $ 80 bs 

Required 

a. Explain in layman terms how Costco accounts for the cash received for its membership fees. 

b. Use the balance sheet information on Costco’s Deferred Membership Fees liability account and its 

income statement revenues related to Membership Fees earned during 2010 to compute the cash that 

Costco received during 2010 for membership fees. 

c. Use the financial statement effects template to show the effect of the cash Costco received during 

2010 for membership fees and the recognition of membership fees revenue for 2010. 

d. Costco reports a deferred tax asset related to deferred income/membership fees. Explain in layman 

terms how this asset arises. When will Costco receive the benefit associated with this asset? 

IFRS APPLICATIONS 

15-42. Assessing Research and Development Expenses (02) 

Dr. Reddy’s Dr. Reddy’s Laboratories, an Indian pharmaceutical company whose stock is traded in the U.S., reports 

Laboratories (RDY) the following (summary) income statement (reported under IFRS). 

Selling, general and administrative .......... 501 

Research and development................ 84 

Other (income) expense, net ............... 179 

SSUES TOM COTES. co usnconopasncuone $  45* 

*difference due to rounding 

a. Compute the percent of revenues that Dr. Reddy’s Laboratories spends on research and develop- 
ment (R&D). Compare this level of expenditure with the percentages for other companies that are 
discussed in the Business Insight box on page 5-4. How would you assess the appropriateness of its 
R&D expense level? 
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b. Describe how accounting for R&D expenditures affects Dr. Reddy’s Laboratories’ balance sheet and 

income statement. How would this accounting have been different if the company had reported under 

U.S. GAAP? 

15-43. Assessing Research and Development Expenses (1.02) 

Headquartered in Rome, Italy, Finmeccanica S.p.A. is a multinational conglomerate operating in the — Finmeccanica S.p.A. 

defense and aerospace sectors. The company uses IFRS for its financial reports and disclosed the fol- 

lowing in its 2010 annual report: 

Balancelbeginning oy calgaeras irri nrer ni rere 624 474 

Development costs capitalised during the year.......... 

AMON SAtIOM mews rape aioe Shree Barcie sc edie Sepeccaster struc ieumicrs 

Required 

a. Under IFRS, what six criteria did Finmeccanica have to meet in order to capitalize development 

costs? 

b. The company reported total research and development R&D expenditures of €2,030 in 2010 and 

€1,982 in 2009. Assume that these amounts include the development costs capitalized during the 

year (above). What proportion of total R&D costs did the company capitalize in each year? 

c. The development costs (intangible asset) is reduced by €53 in 2010 and €18 in 2009 for impairment. 

Explain how an intangible asset could become impaired. How did this impairment affect Finmec- 

canica’s income statement in 2010? Is this an operating or a nonoperating item? 

d. If Finmeccanica had always used U.S. GAAP to account for research and development costs, what 

would have been the difference in net income for 2010? 

15-44. Assessing Research and Development Expenses (2) 

Headquartered in Rome, Italy, Finmeccanica S.p.A. is a multinational conglomerate operating in the — Finmeccanica S.p.A. 

defense and aerospace sectors. The company uses IFRS for its financial reports and disclosed the fol- 

lowing in its 2010 annual report: 

Research and development costs for Finmeccanica’s Energy Sector for the year ended 31 De- 

cember 2010 came to €38, up 6% over 2009 (€36). Research and development activities for 

the Energy Sector focused primarily on the following items in 2010: 

e Gas turbines: AE94.3A turbine development projects to raise power, efficiency and 

operational flexibility, while complying with requirements on pollutants in exhaust gas, 

and projects to retrofit the AE94.2 turbine to increase the power and extend the life of the 

Class E turbine; 

e Steam turbines: international projects investigating the behaviour of special materials 

(extremely high temperature steels and super alloys) with a view to developing the 

“ultrasupercritical” turbine (with a power rating in excess of 300 MW); 

e Generators: development work on the new air-cooled 400-MVA model intended to 
complement the large, high-performance gas turbines. 

Required 

a. How are R&D costs accounted for under IFRS? 

b. For each of the three energy sector R&D items described above, determine if the item meets the 

criteria for capitalization under IFRS. 

15-45. Analyzing Unearned Revenue Transactions and Multiple-Element Arrangements 0") Rosearchin Motion 

Research in Motion reports the following financial statement data and footnote information. (RIMM) 
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Revenue 

SEWChWENS ENNCNGUNEE «oo cconconcanceec $16,416 $12,536 $ 9,411 

SenviCelamCiSOlLWale =iennntn iene ea 3,491 LZ __ 1,654 

Totalirevenuease sy weieseinia seus cases 19,907 14,953 11,065 

Cost of sales 

ETCMBIS ElnCl ONE oan oocsueacuseoue 10,516 7,979 Als) 

Service and software ................ 566 390 250 

Rell GOS? OF SEIES. cn cua cononsowesaon _ 11,082 __ 8,369 __ 5,968 

Grossimargin eensee ose scene sate 8,825 6,584 5,097 

Operating expenses 

Research and development........... 1,351 965 685 

Selling, marketing and administration . . . 2,400 1,907 1,495 

AIMONUIZAION secre rytercee eee ae. crescent her sneer «tec 438 310 195 

Litigattionis eer teas et eesiem ceestee eae 0) 164 0 

Total operating expenses............. 4,189 3,346 2,375 

Income from operations.............. 4,636 3,238 2,/22 

Investment income, net.............. 8 28 79 

Income before income taxes .......... 4,644 3,266 2,801 

Provision for income taxes...........- 1,233 809 908 

N6tINCOMe ere ete te ee eee $ 3,411 $ 2,457 $ 1,893 

Earnings per share 

BasicCigusr ti i ee ec iare ane 6.36 4.35 BS's) 

BiNUtCC Sierererie Suse rs sn ta eomice er eepates 6.34 4.31 3.30 

Revenue Recognition 

Multiple-element arrangements The Company enters into revenue arrangements that may 

consist of multiple deliverables of its product and service offerings. The Company’s typical 

multiple-element arrangements involve: (i) handheld devices with services and (ii) software with 

technical support services. 

For the Company’s arrangements involving multiple deliverables of handheld devices with 

services, the consideration from the arrangement is allocated to each respective element based 

on its relative selling price, using vendor-specific objective evidence of selling price (VSOE). 

In certain limited instances when the Company is unable to establish the selling price using 

VSOE, the Company attempts to establish selling price of each element based on acceptable 

third party evidence of selling price (TPE); however, the Company is generally unable to reliably 

determine the selling prices of similar competitor products and services on a stand-alone basis. 

In these instances, the Company uses best estimated selling price (BESP) in its allocation of 

arrangement consideration. The objective of BESP is to determine the price at which the Com- 

pany would transact a sale if the product or service was sold on a stand-alone basis. 

The Company regularly reviews VSOE, TPE and BESP, and maintains internal controls 

over the establishment and updates of these estimates. There were no material impacts to the 

amount of revenue recognized during the year, nor does the Company expect a material impact 

in the near term, from changes in VSOE, TPE or BESP. 

Required 

a. Research in Motion has sales contracts that consist of multiple deliverables bundled for one price. What 
are the two typical deliverables? 

b. The footnotes report that, “Price protection is accrued as a reduction to revenue based on estimates of 
future price reductions, provided the price reduction can be reliably estimated and all other revenue 
recognition criteria have been met.” Assume that the company believes that prices on the current Black- 
berry models will decrease by 10% in the coming year. Explain how the company would record this 
fact. 
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c. Explain in layman terms how Research in Motion records revenue from sales of bundled hardware and 

software. 

d. Assume that a customer makes a volume purchase of 200 Blackberry Playbook tablets. The total dis- 

counted sales price is $480 per unit and the sale is on account. Because there is no reliable VSOE, RIM 

estimates a BESP of $476 for the hardware and services and of $84 for the software technical support. 

This second deliverable involves free future software upgrades for two years. Allocate the consideration 

received for the 200 units to each respective element in the arrangement, based on its relative selling 

price. 

e. Use the financial statement effects template to record the original sale in part d., above, and the account- 

ing adjustment at the end of the first fiscal year after the sale. 

f. The income statement reports two types of revenue. Compare the relative magnitude of each revenue 

type. Hint: Scale each by total revenues. 

g. The income statement reports cost of sales for both types of revenue. Which of the two has a higher 

gross margin? Explain why this might be the case. 

MANAGEMENT APPLICATIONS 

MAS-46. Managing Foreign Currency Risk (04) 

Fluctuations in foreign currency exchange rates can result in increased volatility of revenues, expenses, 

and profits. Companies generally attempt to reduce this volatility. 

a. Identify two possible solutions to reduce the volatility effect of foreign exchange rate fluctuations. 

b. What costs would arise if you implemented each of your solutions? 

MAS5-47. Ethics and Governance: Revenue Recognition (07) 

GAAP offers latitude in determining when revenue is earned. Assume that a company that normally 

required acceptance by its customers prior to recording revenue as earned, delivers a product to a cus- 

tomer near the end of the quarter. The company believes that customer acceptance is assured, but cannot 

obtain it prior to quarter-end. Recording the revenue would assure “making its numbers” for the quarter. 

Although formal acceptance is not obtained, the sales person records the sale, fully intending to obtain 

written acceptance as soon as possible. 

a. What are the revenue recognition requirements in this case? 

b. What are the ethical issues relating to this sale? 

c. Assume you are on the board of directors of this company. What safeguards can you put in place 

to provide assurance that the company’s revenue recognition policy is followed? 

MAS5-48. Ethics and Governance: Earnings Management (.©°2) 

Assume that you are CEO of a company. Your company has reported a loss for the current year. Since 

it cannot carry back the entire loss to recoup taxes paid in prior years, it records a loss carryforward as 

a deferred tax asset. Your expectation is that future profitability will be sufficient to realize the tax ben- 

efits of the carryforward. Your chief financial officer approaches you with an idea to create a deferred 

tax valuation allowance that will reduce the deferred tax asset, increase tax expense for the year, and 

increase your reported loss. He reasons that the company’s stock price will not be reduced markedly by 

the additional reported loss since a loss year has already been factored into the current price. Further, 

this deferred tax valuation allowance will create a reserve that can be used in future years to increase 

profit (via reversal of the allowance) if needed to meet analyst expectations. 

a. What stakeholders are potentially affected by the CFO’s proposal? 

b. How do you respond to the proposal? Justify your response. 

SOLUTIONS TO REVIEW PROBLEMS : 

Mid-Module Review 1 

Solution 
1. Revenues are only recognized when the earning process is complete. Merck delivers its product before the 

customer is obligated to make payment. Passage of title typically constitutes delivery. Merck’s policy appears 

to be reasonable given its product and GAAP requirements. 
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2. All R&D related equipment and/or facilities that have no alternative use must be expensed under GAAP. 

Assets that have other uses are capitalized and depreciated like other plant assets. R&D costs are aggre- 

gated into one line item (research and development expense) on Merck’s income statement. Other costs are 

reported under materials and production and/or marketing and administrative expenses. 

Restructuring expenses generally fall into three categories: severance costs, asset write-offs, and other costs. 

Restructuring programs must be approved by the board of directors before they are recognized in financial 

statements. Further, companies are required to disclose the initial liability accrual together with the portion 

that was subsequently utilized or reversed, if any. Because the restructuring accrual is an estimate, overesti- 

mates and subsequent reversals are possible. Should the company develop a reputation for recurring rever- 

sals, it will lose credibility with analysts and other stakeholders. 

Mid-Module Review 2 

Solution 

1. 

ee 

Se 

Total income tax expense is $671 million. 

$1,763 million is currently payable or has already been paid during 2010. 

Income tax expense is the sum of current taxes (that is, currently payable as determined from the com- 

pany’s tax returns) plus the change in deferred tax assets and liabilities. It is a calculated figure, not a 

percentage that is applied to pretax income. For 2010, reported tax expense was reduced by the deferred 

provision (a liability) of $1,092 million. 

Module-End Review 

Solution 

1. Income statement accounts that are denominated in foreign currencies must be translated into $US before the 

financial statements are publicly disclosed. When the $US weakens, each foreign currency unit is worth more 

$US. Consequently, each account in Merck’s income statement is larger because the dollar weakened. Because 

Merck reported positive earnings (a profit) for 2010, net income also would be larger. 

Basic earnings per share is equal to net income (less preferred dividends) divided by the weighted aver- 

age number of common shares outstanding during the period. Diluted EPS considers the effects of dilutive 

securities. In diluted EPS, the denominator increases by the additional shares that would have been issued 

assuming exercise of all options and conversion of all convertible securities. The numerator is also adjusted 

for any preferred dividends and/or interest that would not have been paid upon conversion. 
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Cisco Systems, Inc., manufactures and sells networking 

and communications products for transporting data, voice, 

and video within buildings, across town, and around the 

world. Cisco’s products are everywhere; here are a few 

applications: 

e Schoolchildren can view a virtual science experiment 

from a neighborhood center’s Cisco-outfitted computer 

room. 

e Airline passengers can check flight information and 

print boarding passes at convenient Cisco kiosks. 

e Hospital nurses check medication levels at patients’ 

bedsides using Cisco handheld devices and wireless 

networks. 

e Auto designers in Japan, assembly technicians in the 

U.S., and component makers worldwide exchange 

manufacturing data over a Cisco network in real time. 

e Police rely on citywide Cisco wireless networks to 

deliver fingerprint files, mug shots, and voicemail to 

mobile units. 

e Customers call their banks’ Cisco Internet Protocol (IP) 

based center, where account profiles appear to call 

agents. 

e Companies shore up their databases with Cisco net- 

work security. 

6-1 

Cisco reported 2010 net income of $7.7 billion on $40 bil- 

lion in sales, and a return on net operating assets (RNOA) 

of 45%. In 2001, Cisco reported a Joss of $1 billion after 

recording $2.25 billion of restructuring costs, including 

costs related to the severance of 6,000 employees and the 

write-off of obsolete inventory and other assets. 

Cisco’s turnaround is remarkable. Sales have 

increased by over 60% in the past five years, and its return 

on net operating assets has remained at over 40% during 

this period, which reflects Cisco’s effective asset (balance 

sheet) management. Recall that RNOA comprises both 

a profitability component and a productivity component 

(see Module 4). The productivity component (reflected in 

net operating asset turnover, NOAT) is measured as sales 

divided by average net operating assets. Effective man- 

agement of operating assets is crucial to achieving a high 

RNOA. We focus on three important operating assets in 

this module: accounts receivable, inventories, and prop- 

erty, plant and equipment (PPE). 

As part of their overall marketing efforts, companies 

extend credit to customers. At Cisco, for example, accounts 

receivable are an important asset because nearly all sales 

are on account. While favorable credit terms stimulate 

sales, the resulting accounts receivable are costly. First, 

accounts receivable are generally non-interest bearing and 

tie up a company’s working capital in non-earning assets. 

Getty Images 
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LEARNING OBJECTIVES 

LO1 

profit. (p. 6-3) 

LO2 

costing methods. (p. 6-13) 

LOS 

methods, disposals and impairments. (p. 6-26) 

Module 

Describe accounting for accounts receivable and the importance of the allowance for uncollectible accounts in determining 

Explain accounting for inventories and assess the effects on the balance sheet and income statement from different inventory 

Describe accounting for property, plant and equipment and explain the impacts on profit and cash flows from depreciation 

Second, receivables expose the company to collectibility 

risk—the risk that some customers won’t pay. Third, com- 

panies incur the administrative costs associated with billing 

and collection. These costs must be weighed against the 

costs of other marketing tools, like advertising, sales incen- 

tives, and price discounts. Management of receivables is 

critical to financial success. 

Inventories are significant assets at many companies, 

particularly for manufacturers such as Cisco, where inven- 

tories consist of raw materials (the basic product inputs), 

work in process (the cost of partially completed products), 

and finished goods (completed products awaiting sale). 

Inventories are also costly to maintain. The cost of buying 

and manufacturing the goods must be financed and inven- 

tories must be stored, moved, and insured. Consequently, 

companies prefer lower inventory levels whenever pos- 

sible. However, companies must be careful to hold enough 

inventory. If they reduce inventory quantities too far, they 

risk inventory stock-outs, that is, not having enough inven- 

tory to meet demand. Management of inventories is also a 

critical activity. 

Property, plant and equipment (PPE) is often the 

largest, and usually the most important, asset on the bal- 

ance sheet. Companies need administrative offices, IT 

and R&D facilities, regional sales and customer service 

offices, manufacturing and distribution facilities, vehicles, 

computers, and a host of other fixed assets. Fixed asset 

costs are substantial and are indirectly linked to sales 

and profits. Consequently, fixed-asset investments are 

often difficult to justify and, once acquired, fixed assets 

are often difficult to divest. Effective management of PPE 

assets usually requires management review of the entire 

value chain. 

John Chambers, CEO of Cisco, recalls a conversation 

he once had with the legendary Jack Welch, former Chair- 

man of GE. Following Cisco’s announced restructuring 

program in 2001, Welch commented, “John, you’ll never 

have a great company until you go through the really 

tough times. What builds a company is not just how you 

handle the successes, but it’s the way you handle the real 

challenges.” Cisco survived the tech bubble burst and 

is now reporting impressive financial results. To ensure 

future financial performance, however, Cisco must effec- 

tively manage both its income statement and its operating 

assets. 

Sources: BusinessWeek, 2012, 2006 and 2003; Cisco Systems 10-K, 2011; 

Cisco Systems Annual Report, 2011; Fortune, April 2009. 

6-2 
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_©>* Describe 

accounting 

for accounts 

receivable and 

the importance 

of the allowance 

for uncollectible 

accounts in 

determining profit. 

MODULE 

ORGANIZATION Reporting and Analyzing Operating Assets 

Inventories Property, Plant & Equipment Accounts Receivable 

Inventory Costing Methods = Depreciation and Book 

Value 

= Asset Sales and 

Impairments 

= Footnote Disclosures 

& Turnover of Property, Plant 

and Equipment 

Allowance for Uncollectible 

Accounts 

i Footnote Disclosures 

m Adequacy of Allowance and 

Income Shifting 

m Accounts Receivable 

Turnover 

Footnote Disclosures 

Effects of Inventory Costing 

Gross Profit Analysis 

Inventory Turnover 

SEER mS SRE Ft SS ie aa 

Managing net operating assets is crucial to creating shareholder value. To manage and assess net op- 

erating assets, we need to understand how they are measured and reported. This module describes 

the reporting and measuring of operating working capital, mainly receivables and inventories, and of 

long-term operating assets such as property, plant, and equipment. We do not discuss other long-term 

operating assets, such as equity investments in affiliated companies, investment in intangible assets, 

and nonoperating investments in marketable securities, as they are covered in other modules. 

Receivables are usually a major part of operating working capital. They must be carefully man- 

aged as they represent a substantial asset for most companies and are an important marketing tool. 

GAAP requires companies to report receivables at the amount they expect to collect. This requires 

estimation of uncollectible accounts. The receivables reported on the balance sheet, and the expenses 

reported on the income statement, reflect management’s estimate of uncollectible amounts. Accord- 

ingly, it is important that companies accurately assess uncollectible accounts and timely report them. 

It is also necessary that readers of financial reports understand management’s accounting choices and 

their effects on reported balance sheets and income statements. 

Inventory is another major component of operating working capital. Inventories usually constitute 

one of the three largest assets (along with receivables and long-term operating assets). Also, cost of 

goods sold, which flows from inventory, is the largest expense category for retailing and manufactur- 

ing companies. GAAP allows several methods for inventory accounting, and inventory-costing choices 

can markedly impact balance sheets and income statements, especially for companies experiencing 

relatively high inflation, coupled with slowly turning inventories. 

Long-term plant assets are often the largest component of operating assets. Indeed, long-term op- 

erating assets are typically the largest asset for manufacturing companies, and their related depreciation 

expense is typically second only in amount to cost of goods sold in the income statement. GAAP allows 

different accounting methods for computing depreciation, which can significantly impact the income 

statement and the balance sheet. When companies dispose of fixed assets, a gain or loss may result. 

Understanding these gains and losses on asset sales is important as we assess performance. Further, 

asset write-downs (impairments) not only affect companies’ current financial performance, but also 

future profitability. We must understand these effects when we forecast future income statements. This 
module considers all of these fixed asset accounting choices and consequences. 

ACCOUNTS RECEIVABLE 
Our focus on operating assets begins with accounts receivable. To help frame our discussion, we refer 
to the following graphic as we proceed through the module: 
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Sales Cash Current liabilities 

Cost of goods sold Accounts receivable, net Long-term liabilities 

Selling, general & administrative Inventory 

Income taxes Property, plant, and equipment, net Shareholders’ equity 

Net income Investments 

The graphic highlights the balance sheet and income statement effects of accounts receivable. This sec- 

tion explains the accounting, reporting, and analysis of these highlighted items. 

Retail companies transact mostly in cash. But other companies, including those that sell to other 

firms, usually do not expect cash upon delivery. Instead, they offer credit terms and have credit sales 

or sales on account.' An account receivable on the seller’s balance sheet is always matched by a corre- 

sponding account payable on the buyer’s balance sheet. Accounts receivable are reported on the seller’s 

balance sheet at net realizable value, which is the net amount the seller expects to collect. 

Sellers do not expect to collect all accounts receivable; they anticipate that some buyers will be unable 

to pay their accounts when they come due. For example, buyers can suffer business downturns that limit 

the cash available to meet liabilities. Then, buyers must decide which liabilities to pay. Typically, finan- 

cially distressed companies decide to pay off liabilities to the IRS, to banks, and to bondholders because 

those creditors have enforcement powers and can quickly seize assets and disrupt operations, leading to 

bankruptcy and eventual liquidation. Buyers also try to cover their payroll, as they cannot exist without 

employees. Then, if there is cash remaining, buyers will pay suppliers to ensure continued flow of goods. 

Accounts payable are unsecured liabilities, meaning that buyers have not pledged collateral to 

guarantee payment of amounts owed. As a result, when a company declares bankruptcy, accounts pay- 

able are comingled with other unsecured creditors (after the IRS and the secured creditors), and are 

typically not paid in full. Consequently, there is risk in the collectibility of accounts receivable. This 

collectibility risk is crucial to analysis of accounts receivable. 

Cisco reports $4,929 million of accounts receivable in the current asset section of its fiscal year- 

end 2010 balance sheet. 

Cash and cash equivalents 

INVESTMENTS: seers Let Seca ened ce ate ec a nreceeee ee Atersmnk RAaM Bh VAS CDC ARE RE aA 

Accounts receivable, net of allowance for doubtful accounts of $235 ......... 

INVONTOMGS ts se cca. caer asin ic tPRR Rett ee RMS Oks FORT Sees, dd sata Sats 

Cisco reports its receivables net of allowances for doubtful (uncollectible) accounts of $235 million. 

This means the total amount owed to Cisco is $5,164 million ($4,929 million + $235 million), but 

Cisco estimates that $235 million are uncollectible and reports on its balance sheet only the amount it 

expects to collect. 

We might ask why buyers would sell to companies from whom they do not expect to collect. The 

answer is they would not have extended credit if they knew beforehand which companies would eventu- 

ally not pay. For example, Cisco probably cannot identify precisely those companies that constitute the 

$235 million in uncollectible accounts. Yet, it knows from past experience that a certain portion of its 

' An example of common credit terms are 2/10, net 30. These terms indicate that the seller offers the buyer an early-pay incen- 

tive, in this case a 2% discount off the cost if the buyer pays within 10 days of billing. If the buyer does not take advantage of 

the discount, it must pay 100% of the invoice cost within 30 days of billing. From the seller’s standpoint, offering the discount 

is often warranted because it speeds up cash collections and then the seller can invest the cash to yield a return greater than the 

early-payment discount. The buyer often wishes to avail itself of attractive discounts even if it has to borrow money to do so. If 

the discount is not taken, however, the buyer should withhold payment as long as possible (at least for the full net period) so as 

to maximize its available cash. Meanwhile, the seller will exert whatever pressure it can to collect the amount due as quickly as 

possible. Thus, it is normal for there to be some tension between sellers and buyers. 

6-4 
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receivables will prove uncollectible. GAAP requires companies to estimate the dollar amount of uncol- 

lectible accounts (even if managers cannot identify specific accounts that are uncollectible), and to report 

accounts receivable at the resulting net realizable value (total receivables less an allowance for uncollect- 

ible accounts). 

Allowance for Uncollectible Accounts 

Companies typically use an aging analysis to estimate the amount of uncollectible accounts. This requires 

an analysis of receivables as of the balance sheet date. Specifically, customer accounts are categorized 

by the number of days that the related invoices have been unpaid (outstanding). Based on prior experi- 

ence, or on other available statistics, uncollectible percentages are applied to each category, with larger 

percentages applied to older accounts. The result of this analysis is a dollar amount for the allowance for 

uncollectible accounts (also called allowance for doubtful accounts) at the balance sheet date. 

Aging Analysis 
To illustrate, Exhibit 6.1 shows an aging analysis for a seller with $100,000 of gross accounts receivable at 

period-end. The current accounts are those that are still within their original credit period. As an example, 

if a seller’s credit terms are 2/10, net 30, all invoices that have been outstanding for 30 days or fewer are 

current. Accounts listed as 1-60 days past due are those | to 60 days past their due date. This would include 

an account that is 45 days outstanding for a net 30-day invoice. This same logic applies to all categories. 

EXHIBIT 6.1 Aging of Accounts Receivable 

Estimated Percent. -—_—sEstimated Uncollectible _ 
ge of Bi _ Un os Accounts — 

Gurmentinaes fe: staked ie $ 50,000 $1,000 

1-60 days past due ........ 30,000 3 900 

61-90 days past due ....... 15,000 4 600 

Over 90 days past due...... 5,000 8 400 

lOtal eee mercer rs rice gic $100,000 $2,900 

Exhibit 6.1 also reflects the seller’s experience with uncollectible accounts, which manifests itself in 

the uncollectible percentages for each aged category. For example, on average, 3% of buyers’ accounts 

that are 1-60 days past due prove uncollectible for this seller. Hence, the company estimates a potential 

loss of $900 for the $30,000 in receivables | to 60 days past due. 

Reporting Receivables 
The seller represented in Exhibit 6.1 reports its accounts receivable on the balance sheet as follows: 

Accounts receivable, net of $2,900 in allowances......... $97,100 

Assume that, as of the end of the previous accounting period, the company had estimated total uncol- 
lectible accounts of $2,200 based on an aging analysis of the receivables at that time. Also assume that 
the company did not write off any accounts receivable during the period. The reconciliation of its al- 
lowance account for the period follows: 

Beginning allowance for uncollectible accounts .................... $ 2,200 
Add: Provision for uncollectible accounts (bad debts expense) ........ 700 

ESSER WINE HONS Ci COCOW IMS TOCEINEIN Es oc oon ono annasendounuones 0 

Ending allowance for uncollectible accounts....................00- $ 2,900 

The aging analysis revealed that the allowance for uncollectible accounts is $700 too low and therefore, the 
company increased the allowance accordingly. This adjustment affects the financial statements as follows: 

1. Accounts receivable are reduced by an additional $700 on the balance sheet (receivables are re- 
ported net of the allowance account). 
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2. A $700 expense, called bad debts expense, is reported in the income statement (usually part of 

SG&A expense). This reduces pretax profit by the same amount? 

The allowance for uncollectible accounts, a contra-asset account, increases with new provisions (ad- 
ditional bad debts expense) and decreases as accounts are written off. Individual accounts are written 
off when the seller identifies them as uncollectible. (A write-off reduces both accounts receivable and 
the allowance for uncollectible accounts as described below.) As with all permanent accounts on the 
balance sheet, the ending balance of the allowance account is the beginning balance for next period. 

Writing Off Accounts 
To illustrate the write-off of an account receivable, assume that subsequent to the period-end shown 

above, the seller receives notice that one of its customers, owing $500 at the time, has declared bank- 

ruptcy. The seller’s attorneys believe that legal costs in attempting to collect this receivable would 

likely exceed the amount owed. So, the seller decides not to pursue collection and to write off this ac- 

count. The write-off has the following effects: 

1. Gross accounts receivable are reduced from $100,000 to $99,500. 

2. Allowance for uncollectible accounts is reduced from $2,900 to $2,400. 

After the write-off, the seller’s balance sheet appears as follows: 

Accounts receivable, net of $2,400 in allowances................ $97,100 

Exhibit 6.2 shows the effects of this write-off on the individual accounts. 

EXHIBIT 6.2 Effects of an Accounts Receivable Write-Off 

= Before ey 

AGCOUNtS receivable mene. ot mats erat ae ohne nies $100,000 $(500) $99,500 

Less: Allowance for uncollectible accounts......... 2,900 (500) 2,400 

Accounts receivable, net of allowance............. $ 97,100 $97,100 

The balance of net accounts receivable is the same before and after the write-off. This is always the 

case. The write-off of an account is a non-event from an accounting point of view. That is, total assets 

do not change, liabilities stay the same, and equity is unaffected as there is no net income effect. The 

write-off affects individual asset accounts, but not total assets. 

Let’s next consider what happens when additional information arrives that alters management’s ex- 

pectations of uncollectible accounts. To illustrate, assume that sometime after the write-off above, the 

seller realizes that it has underestimated uncollectible accounts and that $3,000 (not $2,400) of the re- 

maining $99,500 accounts receivable are uncollectible. The company must increase the allowance for un- 

collectible accounts by $600. The additional $600 provision has the following financial statement effects: 

1. Allowance for uncollectible accounts increases by $600 to the revised estimated balance of $3,000; 

and accounts receivable (net of the allowance for uncollectible accounts) declines by $600 from 

$97,100 to $96,500 (or $99,500 — $3,000). 

2. A $600 bad debts expense is added to the income statement, which reduces pretax income. Recall 

that in the prior period, the seller reported $700 of bad debts expense when the allowance account 

was increased from $2,200 to $2,900. 

2 Companies can also estimate uncollectible accounts using the percentage of sales method. The percentage of sales method 

computes bad debts expense directly, as a percentage of sales and the allowance for uncollectible accounts is estimated indirectly. 

In contrast, the aging method computes the allowance balance directly and the bad debts expense is the amount required to bring 

the allowance account up to (or down to) the amount determined by the aging analysis. To illustrate, if the company in Exhibit 6.1 

reports sales of $100,000 and estimates the provision at 1% of sales, it would report a bad debts expense of $1,000 and an allow- 

ance balance of $3,200 instead of the $700 bad debts expense and the $2,900 allowance as determined using the aging analysis. 

The two methods nearly always report different values for the allowance, net accounts receivable, and bad debts expense. 
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AR 100,060 

Sales 100,000 
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AR 500 
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500 
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BDE 600 

AU 600 
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600 

AU 

600 

Analyzing Receivable Transactions 
To summarize, recording bad debts expense increases the allowance for uncollectible accounts, which 

affects both the balance sheet and income statement. Importantly, the financial statement effects occur 

when the allowance is estimated, and not when accounts are written off. In this way, bad debts expense is 

matched with sales on the income statement, and accounts receivable are reported net of uncollectible ac- 

counts on the balance sheet. Exhibit 6.3 illustrates each of the transactions discussed in this section using 

the financial statement effects template: 

EXHIBIT 6.3 Financial Statement Effects of Key Accounts Receivable Transactions 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned BE Rev- __ _Expen- “Net 

Transaction Asset Assets __ities Capital Capital _ enues ses Income 

\ 

a. Credit +100,000 +100,000 | +100,000 
sales of Accounts = Retained id Sales Ww = +100,000 

$100,000 Receivable Earnings i 
: 1 

EP end spars ciel at OPS eRe app te taney SAA EAE Pe bes tnt ia heed Mate ee PRPS Pes ey ne he. Pee ec a 3 

b. Increase 

allowance for —700 -700 +700 
uncollectible PU NE Retained —/ — BadDebts = -—700 

Palle aes Earnings j Expense 
accounts by Accounts g | P 

$700 | 

Got aft ee enn Maree ehrntes te eneee OS eee renge tet sere eerreeeR eet ea est ee Ft 

, —500 N 
cr Write off Nenentte \ 

$500 in Receivable y 
accounts +500 = / a — 

receivable Allowance for f 
Uncollectible \ 

Accounts \ 

d. Increase 

allowancetey aru for —600 +600 
uncollectible ifeesanenaes = Retained — BadDebts =  —600 

accounts by ecotinic Earnings | Expense 

$600 

Footnote and MD&A Disclosures 

To illustrate the typical accounts receivable disclosure, consider Cisco’s discussion of its allowance for 

uncollectible accounts (from its MD&A): 

Allowances for Receivables and Sales Returns 

The allowances for receivables were as follows (in millions, except percentages): 

July 31,2010 July 25, 2009 

Allowance for doubtful accounts............... $235 $216 
Percentage of gross accounts receivable ........ 4.6% 6.4% 
Allowance for lease receivables................ $207 $213 
Percentage of gross lease receivables........... 8.6% 10.7% 
Allowance for loan receivables................. 3 78 $ 88 
Percentage of gross loan receivables............ 5.8% 10.2% 

The allowances are based on our assessment of the collectibility of customer accounts. We regu- 
larly review the adequacy of these allowances by considering factors such as historical experience, 
credit quality, age of the receivable balances, and economic conditions that may affect a customer’s 

continued 
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ability to pay. In addition, we perform credit reviews and statistical portfolio analysis to assess the 

credit quality of our receivables. We also consider the concentration of receivables outstanding 

with a particular customer in assessing the adequacy of our allowances. Our allowance percent- 

ages declined in fiscal 2010 compared with fiscal 2009 due to improved portfolio management as 

we moved out of the challenging economic environment in fiscal 2009. Our allowance percentages 

for accounts receivable and lease receivables represent a return to approximately the levels we 

experienced prior to fiscal 2009, consistent with changes we have observed in the macroeconomic 

environment. If a major customer’s creditworthiness deteriorates, or if actual defaults are higher 

than our historical experience, or if other circumstances arise, our estimates of the recoverability of 

amounts due to us could be overstated, and additional allowances could be required, which could 

have an adverse impact on our revenue. 

Cisco’s allowance for uncollectible accounts decreased as a percentage of gross receivables from the 

prior year, from 6.4% to 4.6%. As the economy emerged from recession in 2010, Cisco estimated that 

collectibility of its receivables would improve and then reduced its estimate of uncollectible accounts. 

This reduction increased income for that year. However, Cisco alludes to the level of estimation re- 

quired and cautions the reader that additional allowances (provisions) could be required under certain 

circumstances, and that would adversely affect profit. 

Cisco provides a footnote reconciliation of its allowance for uncollectible (doubtful) accounts for 

the past three years as shown in Exhibit 6.4. 

le Accounts 

Smilons- Allowance rte 
Year ended July 26, 2008 

Balance: al peqinning OfmsSCally Calenae trees epi tetany eees $166 

PrOviSiOQitn sacha cries erie. Serna: Ae Se acieresaldieriov tds il. dcioovaue tt be ate 34 

Wihite-OnsianG:othelgen cm cee sess oes enter. sets oe Pea E mae _ (23) 

Balancelavencdotsmiscal yeatatrotehanks cyl vederctturs ats qaaie denerer bier aest dhe $177 

Year ended July 25, 2009 

Balancer beginning Olliscal Vealan air tet teen iterate oes $177 

PhOVISIOM Meyer tte cence tee oie, concen at eeesene ort cementite sce eee ee 54 

WViite-Ol Sian cs OuneClacenmmacterrcapt ener. oticue scterettts ate ctetece ns eetnete oe _(15) 

BalanceatencvoniSCalvGal cncayce sresteme en costes arte es rensatene we caiccdur mea owner $216 

Year ended July 31, 2010 

Balanceat beginningiofliscalsyeatprmeract-necieeieiel siete tere iiss oie oe $216 

(PALOMA FSUO AIG cf neces GOR 0 x3 imino choke, a CIPI ES eee ce OR Ceca aT Cian Careenor Leena ae cre F 44 

Wirite-offsandotheipeinatm sact- ist) Ein cer michatier as She S REL oe eet: _ (25) 

Balancetat endo fiSCall WEar tas ocr. ner ote ett igre tel Cathe hiereit aise, coments eaten $235 

Reconciling Cisco’s allowance account provides insight into the level of the provision (expense) each 

year relative to the actual write-offs. Over the three-year period ended in 2010, Cisco wrote off $63 mil- 

lion of uncollectible accounts ($23 million + $15 million + $25 million) and increased its allowance 

by $132 million ($34 million + $54 million + $44 million), resulting in a net increase of $69 million 

($235 million — $166 million). The allowance for uncollectible accounts as a percentage of gross ac- 

counts receivable was 4.6% in 2010, as the economy emerged from recession, about the same level that 

Cisco reported in 2008 as the economy entered recession. 

Analysis Implications 

This section considers analysis of accounts receivable and the allowance for uncollectible accounts. 
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Adequacy of Allowance Account 

A company makes two representations when reporting accounts receivable (net) in the current asset 

section of its balance sheet: 

1. It expects to collect the amount reported on the balance sheet (remember, accounts receivable are 

reported net of allowance for uncollectible accounts). 

2. It expects to collect the amount within the next year (implied by the classification of accounts 

receivable as a current asset). 

From an analysis viewpoint, we scrutinize the adequacy of a company’s provision for its uncollectible 

accounts. If the provision is inadequate, the cash ultimately collected will be less than the net receiv- 

ables reported on the balance sheet. 

How can an outsider assess the adequacy of the allowance account? One answer 1s to compare 

the allowance account to gross accounts receivable for the company and for its competitors. For 

Cisco, the 2010 percentage is 4.6% (see above), a 28% decline from the level it reported in 2009. 

What does such a decline signify? Perhaps the overall economic environment has improved, render- 

ing write-offs less likely. Perhaps the company has improved its credit underwriting or receivables 

collection efforts. The MD&A section of the 10-K report is likely to discuss such new initiatives. Or 

perhaps the company’s customer mix has changed and it is now selling to more creditworthy custom- 

ers (or, it eliminated a risky class of customers). 

The important point is that we must be comfortable with the percentage of uncollectible accounts 

reported by the company. We must remember that management controls the size of the allowance 

account—albeit with audit assurances. 

Income Shifting 
We noted that the financial statement effects of uncollectible accounts transpire when the allowance 

is increased for new bad debts expense and not when the allowance is decreased for the write-off of 

uncollectible accounts. It is also important to note that management controls the amount and timing 

of the bad debts expense. Although external auditors assess the reasonableness of the allowance for 

uncollectible accounts, they do not possess management’s inside knowledge and experience. This puts 

the auditors at an information disadvantage, particularly if any dispute arises. 

Studies show that many companies use the allowance for uncollectible accounts to shift income 

from one year into another. For example, a company can increase current-period income by deliberately 

underestimating bad debts expense. However, in the future it will become apparent that the bad debts 

expense was too low when the company’s write-offs exceed the balance in the allowance account. Then, 

the company will need to increase the allowance to make up for the earlier period’s underestimate. As 

an example, consider a company that accurately estimates that it has $1,000 of uncollectible accounts at 

the end of 2011. Assume that the current balance in the allowance for uncollectible accounts is $200. But 

instead of recording bad debts expense of $800 as needed to have an adequate ($1,000) allowance, the 

company records only $100 of bad debts expense and reports an allowance of $300 at the end of 2011. 

Now if the company’s original estimate was accurate, in 2012 it will write off accounts totaling $1,000. 

The write- offs ($1,000) are greater than the allowance balance ($300) and the company will need to 

increase the allowance by recording an additional $700 in 2012. The effect of this is that the company 

borrowed $700 of income from 2012 to report higher income in 2011. This is called “income shifting.” 

Why would a company want to shift income from a later period into the current period? Perhaps 

it is a lean year and the company is in danger of missing income targets. For example, internal targets 

influence manager bonuses and external targets set by the market influence stock prices. Or, perhaps 

the company is in danger of defaulting on loan agreements tied to income levels. The reality is that 

income pressures are great and these pressures can cause managers to bend (or even break) the rules. 

Companies can just as easily shift income from the current period to one or more future periods 
by overestimating the current period bad debts expense and allowance for uncollectible accounts. Why 
would a company want to shift income to one or more future periods? Perhaps current times are good 
and the company wants to “bank” some of that income for future periods, sometimes called a cookie 
jar reserve. It can then draw on that reserve, if necessary, to boost income in one or more future lean 
years. Another reason for a company to shift income from the current period is that it does not wish to 
unduly inflate market expectations for future period income. Or perhaps the company is experiencing a 
very bad year and it feels that overestimating the provision will not drive income materially lower than 
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it is. Thus, it decides to take a big bath (a large loss) and create a reserve that can be used in future 
periods. (Sears provides an interesting case as described in the Business Insight box.) 

A column several years ago in The Wall Street Journal reported on an equity analyst that asserted 

Sears’ earnings growth was aided by a balance sheet maneuver of three years earlier that softened 

the impact of soaring levels of bad credit card debt. Namely, despite soaring credit losses, Sears had 

reported an earnings increase. How so? The analyst explained that Sears had markedly increased 

its allowance for uncollectible accounts in that earlier year (to a level twice that of similar companies) 

and had reported the related bad debts expense in that year when its earnings were high. The result- 

ing reserve was much higher than needed. Then, when earnings were low, Sears charged its credit 

losses to the allowance for uncollectible accounts. However, since the balance of the allowance for 

uncollectible accounts was so large, no increase in that account was necessary and little or no bad 

debts expense was reported. Why is this a concern? The overstated reserve allowed Sears to prop up 

its earnings at a time when losses in its credit card unit were soaring. The analyst concluded that the 

increase in Sears’ year-to-date earnings has depended entirely on its over-reserved allowance. 

Use of the allowance for uncollectible accounts to shift income is a source of concern. This is 

especially so for banks where the allowance for loan losses is a large component of banks’ balance 

sheets and loan loss expense is a major component of reported income. Our analysis must scrutinize 

the allowance for uncollectible accounts to identify any changes from past practices or industry norms 

and, then, to justify those changes before accepting them as valid. 

Accounts Receivable Turnover and Average Collection Period 
The net operating asset turnover (NOAT) is sales divided by average net operating assets. An important 

component of this measure is the accounts receivable turnover (ART), which is defined as:° 

Accounts Receivable Turnover = Sales/Average Accounts Receivable, gross 

Accounts receivable turnover reveals how many times receivables have turned (been collected) during 

the period. More turns indicate that receivables are being collected more quickly. 

A companion measure to accounts receivable turnover is the average collection period (ACP) for 

accounts receivable, also called days sales outstanding, which is defined as: 

Average Collection Period = Accounts Receivable, gross/Average Daily Sales 

where average daily sales equals sales divided by 365 days. The average collection period indicates 

how long, on average, the receivables are outstanding before being collected.t 

To illustrate, Cisco’s 2010 total net sales (products and services) are $40,040 million, gross ac- 

counts receivable are $5,164 million at year-end, and $3,393 million at the prior year-end (average is 

3 Technically, the numerator should be net credit sales because receivables arise from credit sales. Including cash sales in the 

numerator inflates the ratio. Typically, outsiders do not know the level of cash sales and, therefore, must use total sales to calcu- 

late the turnover ratio. 

4 The average collection period computation in this module uses ending accounts receivable. This focuses the analysis on the 

most current receivables. Cisco uses a variant of this approach, described in its MD&A section as follows: Accounts receivable/ 

Average annualized 4Q sales (or AR/[(4Q Sales < 4)/365]). Arguably, Cisco’s variant focuses even more on the most recent 

collection period because ending accounts receivable relate more closely to 4Q sales than to reported annual sales. Most analysts 

use the reported annual sales instead of the annualized 4Q sales because the former are easily accessed in financial statement 

databases. As an alternative, we could also examine average daily sales in average accounts receivable (Average accounts receiv- 

able/Average daily sales). The approach we use in the text addresses the average collection period of current (ending) accounts 

receivable, and the latter approach examines the average collection period of average accounts receivable. Finally, some analysts 

use “net” and not “gross” receivables. The concern with using net is that it introduces management's allowance policy as another 

variable in this analysis. The “correct” ratio depends on the issue we wish to investigate. It is important to choose the formula 

that best answers the question we are asking. 
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$4,278.5 million). Thus, its accounts receivable turnover is 9.36, computed as $40 ,040/$4 278.5, and its 

average collection period (days sales outstanding) is 47 days, computed as $5,164/($40 040/365 days). 

The accounts receivable turnover and the average collection period yield valuable insights on at 

least two dimensions: 

1. Receivables quality Changes in receivable turnover (and collection period) speak to accounts re- 

ceivable quality. If turnover slows (collection period lengthens), the reason could be deterioration 

in collectibility. However, there are at least three alternative explanations: 

a. 

~ 

A seller can extend its credit terms. If the seller is attempting to enter new markets or take 

market share from competitors, it may extend credit terms to attract buyers. 

A seller can take on longer-paying customers. For example, facing increased competition, 

automobile and other manufacturing companies began leasing their products, thus reducing 

customers’ cash outlays and stimulating sales. Moving away from cash sales and toward leas- 

ing reduced receivables turnover and increased the collection period. 

The seller can increase the allowance provision. Receivables turnover is sometimes computed 

using net receivables (after the allowance for uncollectible accounts). In this case, overesti- 

mating the provision reduces net receivables and increases the turnover ratio. Accordingly, 

the apparent improvement in turnover could be incorrectly attributed to improved operating 

performance rather than a decline in the quality of the receivables. 

Asset utilization Asset turnover is an important financial performance measure used both by man- 

agers for internal performance goals, as well as by the market in evaluating companies. High- 

performing companies must be both effective (controlling margins and operating expenses) and 

efficient (getting the most out of their asset base). An increase in receivables ties up cash. As 

well, slower-turning receivables carry increased risk of loss. One of the first “low-hanging fruits” 

that companies pursue in efforts to improve overall asset utilization is efficiency in receivables 

collection. 

The following chart shows the average collection period for accounts receivable of Cisco and four peer 

competitors that Cisco indentifies in its 10-K. 

Days 

Average Collection Period of Receivables for Cisco and Competitors 

Cisco Hewlett- Juniper IBM Symantec 
Packard Network 

ee ek als a TERE Se 

Cisco’s average collection period of 47 days compares favorably with its primary competitors. Compa- 
nies in this industry generally report average collection periods of 40-60 days. 

To appreciate differences in average collection periods across industries, let’s compare the average 
collection periods across a number of industries as follows: 
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Department stores 

Hotels 

Hospitals 

Publishing 

Pharmaceuticals 

Department stores and hotels have the shortest collection periods. For those industries, receivables are 

minimal because sales are made mainly via cash, check or credit card. Most of the other industries in 

the table have collection periods ranging from 40 to 60 days. This corresponds with typical credit terms 

offered on commercial transactions. Pharmaceutical companies and hospitals have longer collection 

periods because they often require payment from third-party insurers and government agencies such as 

Medicare and the Veterans’ Administration. 

MANAGERIAL DECISION 

You are analyzing your receivables turnover report for the period and you are concerned that the 

average collection period is lengthening. What specific actions can you take to reduce the average 

collection period? [Answer, p. 6-37] 

MID-MODULE REVIEW 1 

At December 31, 2012, assume that Hewlett-Packard had a balance of $770,000 in its Accounts Receivable account 

and a balance of $7,000 in its Allowance for Uncollectible Accounts. The company then analyzed and aged its 

accounts receivable as shown below. Assume that HP experienced past losses as follows: 1% of current balances, 

5% of balances 1-60 days past due, 15% of balances 61-180 days past due, and 40% of balances over 180 days past 

due. The company bases its provision for credit losses on the aging analysis. 

CU a on oS Stetuie 5 Dee Be 6 $468,000 

150) CEVA (SEECUR ie a doaeeinies oor 244,000 

61-180 days past due............ 38,000 

Over 180 days past due........... 20,000 

Total accounts receivable.......... $770,000 

continued 
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LO2 Explain 

accounting for 

inventories and 

assess the effects 

on the balance 

sheet and income 

statement from 

different inventory 

costing methods. 

Required 
1. What amount of uncollectible accounts (bad debts) expense will HP report in its 2012 income statement? 

2. Show how Accounts Receivable and the Allowance for Uncollectible Accounts appear in its December 31, 

2012, balance sheet. 

3. Assume that HP’s allowance for uncollectible accounts has maintained an historical average of 2% of gross 

accounts receivable. How do you interpret the current allowance percentage? 

The solution is on page 6-52. 

INVENTORY 
The second major component of operating working capital is inventory. To help frame this discus- 

sion, we refer to the following graphic that highlights inventory, a major asset for manufacturers and 

merchandisers. The graphic also highlights cost of goods sold on the income statement, which reflects 

the matching of inventory costs to related sales. This section explains the accounting, reporting, and 

analysis of inventory and related items. 

Sales Cash Current liabilities 

Cost of goods sold Accounts receivable, net Long-term liabilities 

Selling, general & administrative Inventory 

Income taxes Property, plant, and equipment, net Shareholders’ equity 

Net income Investments 

Inventory is reported on the balance sheet at its purchase price or the cost to manufacture goods that are 

internally produced. Inventory costs vary over time with changes in market conditions. Consequently, 

the cost per unit of the goods available for sale varies from period to period—even if the quantity of 

goods available remains the same. 

When inventory is purchased or produced, it is “capitalized.” That is, it is carried on the balance 

sheet as an asset until it is sold, at which time its cost is transferred from the balance sheet to the in- 

come statement as an expense (cost of goods sold). The process by which costs are removed from the 

balance sheet is important. For example, if higher cost units are transferred from the balance sheet, 

then cost of goods sold is higher and gross profit (sales less cost of goods sold) is lower. Conversely, 

if lower cost units are transferred to cost of goods sold, gross profit is higher. The remainder of this 

section discusses the accounting for inventory including the mechanics, reporting, and analysis of 

inventory costing. 

Capitalization of Inventory Cost 

Capitalization means that a cost is recorded on the balance sheet and is not immediately expensed 
on the income statement. Once costs are capitalized, they remain on the balance sheet as assets until 
they are used up, at which time they are transferred from the balance sheet to the income statement as 
expense. If costs are capitalized rather than expensed, then assets, current income, and current equity 
are all higher. 

For purchased inventories (such as merchandise), the amount of cost capitalized is the purchase 
price. For manufacturers, cost capitalization is more difficult, as manufacturing costs consist of 
three components: cost of direct materials used in the product, cost of direct labor to manufacture 
the product, and manufacturing overhead. Direct materials cost is relatively easy to compute. Design 
specifications list the components of each product, and their purchase costs are readily determined. 
The direct labor cost per unit of inventory is based on how long each unit takes to construct and the 
rates for each labor class working on that product. Overhead costs are also capitalized into inventory, 
and include the costs of plant asset depreciation, utilities, supervisory personnel, and other costs that 
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contribute to manufacturing activities —that is, all costs of manufacturing other than direct materials 

and direct labor. (How these costs are assigned to individual units and across multiple products is a 

managerial accounting topic.) 

When inventories are sold, their costs are transferred from the balance sheet to the income state- 

ment as cost of goods sold (COGS). COGS is then deducted from sales to yield gross profit: 

Gross Profit = Sales — Cost of Goods Sold 

The manner in which inventory costs are transferred from the balance sheet to the income statement 

affects both the level of inventories reported on the balance sheet and the amount of gross profit (and 

net income) reported on the income statement. 

Inventory Costing Methods 

Exhibit 6.5 shows the computation of cost of goods sold. 

EXHIBIT 6.5 Cost of Goods Sold Computation 

Beginning inventory (prior period balance sheet) 

+ Inventory purchased and/or produced 

Cost of goods available for sale 

— Ending inventory (current period balance sheet) 

Cost of goods sold (current period income statement) 

The cost of inventory available at the beginning of a period is a carryover from the ending inventory 

balance of the prior period. Current period inventory purchases (or costs of newly manufactured inven- 

tories) are added to the beginning inventory balance, yielding the total cost of goods (inventory) avail- 

able for sale. Then, the goods available are either sold, and end up in cost of goods sold for the period 

(reported on the income statement), or the goods available remain unsold and are still in inventory at 

the end of the period (reported on the balance sheet). Exhibit 6.6 shows this cost flow graphically. 

EXHIBIT 6.6 Inventory Cost Flows to Financial Statements 

psec as 

cay 
ay 

re 

Understanding the flow of inventory costs is important. If all inventory purchased or manufactured 

during the period is sold, then COGS is equal to the cost of the goods purchased or manufactured. 

However, when inventory remains at the end of a period, companies must distinguish the cost of the in- 

ventories that were sold from the cost of the inventories that remain. GAAP allows for several options. 
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Exhibit 6.7 illustrates the partial inventory records of a company. 

EXHIBIT 6.7 Summary Inventory Records 

IMVeiiony OM JEMUEIN NW, ZFOV2: oocccvecsbaccrascn 500 units @$100 per unit $ 50,000 

Inventonyjipurchasediin: 2012 eee eens 200 units @ $150 per unit 30,000 

Total cost of goods available for sale in 2012 ..... 700 units $ 80,000 

[Memieny Selle] (MAOI2Z .scccncccccenovcgocenen 450 units §@ $250 per unit $112,500 

This company began the period with 500 units of inventory that were purchased or manufactured for 

$50,000 ($100 each). During the period the company purchased and/or manufactured an additional 200 

units costing $30,000. The total cost of goods available for sale for this period equals $80,000. 

The company sold 450 units during 2012 for $250 per unit for total sales of $112,500. Accordingly, 

the company must remove the cost of the 450 units sold from the inventory account on the balance 

sheet and match this cost against the revenues generated from the sale. An important question is which 

costs should management remove from the balance sheet and report as cost of goods sold in the income 

statement? Three inventory costing methods (FIFO, LIFO and average cost) are common and all are 

acceptable under GAAP. 

First-In, First-Out (FIFO) 
The FIFO inventory costing method transfers costs from inventory in the order that they were initially 

recorded. That is, FIFO assumes that the first costs recorded in inventory (first-in) are the first costs 

transferred from inventory (first-out). Applying FIFO to the data in Exhibit 6.7 means that the costs of 

the 450 units sold comes from beginning inventory, which consists of 500 units costing $100 each. The 

company’s cost of goods sold and gross profit, using FIFO, is computed as follows: 

Sale Saat cats Seboen by tae ote ee aoe a ew ace ee $112,500 

COES (AS OBC CHEM: oacaccccavacdnnssusnenc 45,000 

Grossiprofit Beane hs th et, tee Se eee ee $ 67,500 

The cost remaining in inventory and reported on the 2012 year-end balance sheet is $35,000 ($80,000 

goods available for sale less $45,000 COGS). The following financial statement effects template cap- 

tures the transaction. 

Balance Sheet Income Statement 

Cash Noncash 2 Liabil- Contrib. Earned Rev- Expen- Net 

Transaction Asset Assets ities Capital Capital ( enues _ ses ~ Income 

ag te Soe 50 \ 
units usin = ) gf g —45,000 — 45,000 / _ +45,000 » 

ee FIFO costing ene Retained / Cost of = —45,000 
45000 (490 @ $100 Earnings | Goods Sold 

each) | 

Last-In, First-Out (LIFO) 
The LIFO inventory costing method transfers the most recent inventory costs from the balance sheet 
to COGS. That is, the LIFO method assumes that the most recent inventory purchases (last-in) are the 
first costs transferred from inventory (first-out). The company’s cost of goods sold and gross profit, 
using LIFO, is computed as follows: 

Salsa ks sss ees eae eer ee eee ae a ee $112,500 

COGS 2001S / 50 oem Un ae eee $30,000 

FXO) OO XP WIM aco cc nc con nee 25,000 55,000 

Grossiprofitse eigen Conn ee eee $ 57,500 
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The cost remaining in inventory and reported on the company’s 2012 balance sheet is $25,000 (com- 
puted as $80,000 — $55,000). This is reflected in our financial statements effects template as follows. 

Balance Sheet Income Statement 

Cash Noncash _ Liabil- Contrib. Earned = Expen- _ ~ Net 

Transaction Asset Assets ities Capital Capital be enues “ses _— Income 

Sold 450 \ ee ae ie 
units using Ms coGs 
LIFO ti prs 00000 7 : +55,000 55,000 

(200 at a leg = Retained ‘ — Costof == —55,000 INV 
Earnings | Goods Sold 55,000 

+ (250 @ | 
$100) | 

aa om as = 

Average Cost (AC) 
The average cost method computes the cost of goods sold as an average of the cost to purchase or 

manufacture all of the inventories that were available for sale during the period. To calculate the av- 

erage cost of $114.286 per unit the company divides the total cost of goods available for sale by the 

number of units available for sale ($80,000/700 units). The company’s sales, cost of sales, and gross 

profit follow. 

Dal OS eee ee ee tas cement Cutie on tec aiteateett ater $112,500 

COGS (450 @ $114.286 per unit)..............00-- 51,429 

GrOSS'DIOTILA Saar a Aerie eect ret ean kee a ree $ 61,071 

The cost remaining in inventory and reported on the company’s 2012 balance sheet is $28,571 ($80,000 

— $51,429). This is reflected in our financial statements effects template as follows. 

Balance Sheet 

Cash Noncash ___Liabil- Contrib. Earned __ Expen- _ ~ Net 
Transaction Asset Assets _ities Capital Capital _ enues ses Income 

Sold 450 \ : INV eer 
units using eerie -51,429 +51,429 cogs 
average cost i 5 = Retained = / =) Cost of ae —aoll,420 51,429 
method (450 MeO Earnings Goods Sold SS 

@ $114,286) . | 

It is important to understand that the inventory costing method a company chooses is independent 

of the actual flow of inventory. The method choice determines COGS and ending inventory but not 

the actual physical inventory sold. For example, many grocery chains use LIFO inventory but cer- 

tainly do not sell the freshest products first. (Companies do not frequently change inventory costing 

methods. Companies can adopt a new inventory costing method if doing so enhances the quality of 

the company’s financial reports. Also, IRS regulations prohibit certain inventory costing method 

changes.) 

Lower of Cost or Market 

Companies must write down the carrying amount of inventories on the balance sheet if the reported 

cost (using FIFO, for example) exceeds market value (determined by current replacement cost). This 

process is called reporting inventories at the lower of cost or market and creates the following finan- 

cial statement effects: 

m@ Inventory book value is written down to current market value (replacement cost), reducing inven- 

tory and total assets. 

m@ Inventory write-down is reflected as an expense (part of cost of goods sold) on the income state- 

ment, reducing current period gross profit, income, and equity. 



6-17 Module 6 | Reporting and Analyzing Operating Assets 

To illustrate, assume that a company has inventory on its balance sheet at a cost of $27,000. Manage- 

ment learns that the inventory’s replacement cost is $23,000 and writes inventories down to a balance 

of $23,000. The following financial statement effects template shows the adjustment. 

Balance Sheet Income Statement 

Cash Noncash __Liabil- Earned Expen- _ — Net 

Transaction Asset Assets _ities Capital = ses Income 

COGS 4,000 \ 
a so00 Write down \ INV 4,000 j 

—4,000 ) +4,000 cos inventory —4,000 Retained Z — Costof z= —4,000 
aptet. from $27,000 Inventory Earnings 

—— T4000, LO GOUE 
( Goods Sold 
} 
4 

The inventory write-down (a noncash expense) is reflected in cost of goods sold and reduces gross 

profit by $4,000. Inventory write-downs are included in cost of goods sold. They are nor reported 

in selling, general, and administrative expenses, which is common for other asset write-downs. The 

most common occurrence of inventory write-downs is in connection with restructuring activities. 

The write-down of inventories can potentially shift income from one period to another. If, for 

example, inventories were written down below current replacement cost, future gross profit would 

be increased via lower future cost of goods sold. GAAP anticipates this possibility by requiring 

that inventories not be written down below a floor that is equal to net realizable value less a normal 

markup. Although this still allows some discretion (and the ability to manage income), the auditors 

must assess net realizable value and markups. 

Like GAAP, IFRS measures inventories at the lower of cost or market. The cost of inventory generally 

is determined using the FIFO (first-in, first-out) or weighted average cost method; use of the LIFO 

(last-in, first-out) method is prohibited under IFRS. 

Footnote Disclosures 

Notes to financial statements describe the inventory accounting method a company uses. To illustrate, 

Cisco reports $1,327 million in inventory on its 2010 balance sheet as a current asset. Cisco includes a 

general footnote on inventory along with more specific disclosures in other footnotes. Following is an 

excerpt from Cisco’s general footnote on inventories. 

Inventories. Inventories are stated at the lower of cost or market. Cost is computed using stan- 

dard cost, which approximates actual cost, on a first-in, first-out basis. The Company provides 

inventory write-downs based on excess and obsolete inventories determined primarily by future 
demand forecasts. The write-down is measured as the difference between the cost of the inventory 
and market based upon assumptions about future demand and charged to the provision for inven- 
tory, which is a component of cost of sales. At the point of the loss recognition, a new, lower-cost 
basis for that inventory is established, and subsequent changes in facts and circumstances do not 
result in the restoration or increase in that newly established cost basis. 

This footnote includes at least two items of interest for our analysis of inventory: 

1. Cisco uses the FIFO method of inventory costing. 

2. Inventories are reported at the lower of cost or market (LCM). For example, if the current value 
of Cisco’s inventories is less than its reported cost, Cisco would set up an “allowance” for inven- 
tories, similar to the allowance for uncollectible accounts. The inventory allowance reduces the 
reported inventory amount to the current (lower) market value. 
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Cisco also includes a more detailed inventory footnote as follows: 

ui — duysi2010 uty 28, 2000 
RaWwamateials mene nein ta aco p inci, ke caters are ce Sy Bly $ 165 

NVOLIGIN DEO CCSS tacaue ue eu sne ae ON Mine aa Rant te 5 tena rawe take Weld ee ee) 50 33 

Finished goods 

Distributor inventory and deferred cost of sales.......... $ 587 $ 382 

Manuitacitiningiinishedigoodssaes aes eierrent ites 260 310 

OtalmtinishecdiGOOdS meee me tit ee ee erse ce reer 847 692 

Senvice-relatediSpareSts ere ater te ihe ee ee 161 151 

DSTROMSUENION SVSIGMMS coro gone ob on bands dhe ge Hoan 52 33 

LlOtaleMen santo ere ete eon ec ere ROOM oe itr onie aata $1,327 $1,074 

This disclosure separately reports inventory costs by the following stages in the production cycle: 

m@ Raw materials and supplies These are costs of direct materials and inputs into the production 

process including, for example, chemicals in raw state, plastic and steel for manufacturing, and 

incidental direct materials such as screws and lubricants. 

@ Work in process These are costs of partly finished products (also called work-in-progress). 

@ Finished goods These are the costs of products that are completed and awaiting sale. 

Why do companies disclose such details about inventory? First, investment in inventory is typically 

large—markedly impacting both balance sheets and income statements. Second, risks of inventory 

losses are often high, due to technical obsolescence and consumer tastes. This is an important issue for 

a company such as Cisco that operates in a technology-sensitive industry. Indeed, Cisco reported a loss 

of over $2 billion in 2001 when the tech bubble burst, demand dried up, and the company had to write 

down unsalable inventories. Third, inventory details can provide insight into future performance— both 

good and bad. Fourth, high inventory levels result in substantial costs for the company, such as the 

following: 

@ Financing costs to hold inventories (when not purchased on credit or when held beyond credit period) 

@ Storage costs (such as warehousing and related facilities) 

@ Handling costs (including wages) 

@ Insurance costs 

Consequently, companies seek to minimize inventory levels provided this does not exceed the cost of 

holding insufficient inventory, called stock-outs. Stock-outs result in lost sales and production delays 

if machines and employees must be reconfigured to fill order backlogs. Cisco’s total inventories have 

remained at 2005 levels despite a $15.2 billion increase in sales. 

Financial Statement Effects of Inventory Costing 

This section describes the financial statement effects of different inventory costing methods. 

Income Statement Effects 
The three inventory costing methods yield differing levels of gross profit as Exhibit 6.8 shows. 

EXHIBIT 6.8 Income Effects from Inventory Costing Methods 

| : oe . Sales Cost of Goods Sold Gross Profit _ 

FIR QM etc peter concn tanner a $112,500 $45,000 $67,500 

RON oo foc ore On Eee 112,500 55,000 57,500 

AVElAGS COSt cress cise 3 112,500 51,429 61,071 

Recall that inventory costs rose during this period from $100 per unit to $150 per unit. The higher gross 

profit reported under FIFO arises because FIFO matches older, lower-cost inventory against current 
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selling prices. To generalize: in an inflationary environment, FIFO yields higher gross profit than do 

LIFO or average cost methods. 

In recent years, the gross profit impact from using the FIFO method has been minimal for compa- 

nies due to lower rates of inflation and increased management focus on reducing inventory quantities 

through improved manufacturing processes and better inventory controls. The FIFO gross profit effect 

can still arise, however, with companies subject to high inflation and slow inventory turnover. 

Balance Sheet Effects 
In our illustration above, the ending inventory using LIFO is less than that reported using FIFO. In 

periods of rising costs, LIFO inventories are markedly lower than under FIFO. As a result, balance 

sheets using LIFO do not accurately represent the cost that a company would incur to replace its current 

investment in inventories. 
Caterpillar (CAT), for example, reports 2010 inventories under LIFO costing $9,587 million. 

As disclosed in the footnotes to its 10-K (see below), if CAT valued these inventories using FIFO, the 

reported amount would be $2,575 million greater, a 27% increase. This suggests that CAT’s balance 

sheet omits over $2,575 million in inventories. 

Cash Flow Effects 
Unlike for most other accounting method choices, inventory costing methods affect taxable income 

and, thus, taxes paid. When a company adopts LIFO in its tax filings, the IRS requires it to also use 

LIFO for financial reporting purposes (in its 10-K). This requirement is known as the LIFO conformity 

rule. In an inflationary economy, using FIFO results in higher taxable income and, consequently, higher 

taxes payable. Conversely, using LIFO reduces the tax liability. 

Caterpillar, Inc., discloses the following inventory information in its 2010 10-K: 

Inventories are stated at the lower of cost or market. Cost is principally determined using the last-in, 

first-out (LIFO) method. The value of inventories on the LIFO basis represented about 70% of total 

inventories at December 31, 2010, 2009 and 2008. 

If the FIFO (first-in, first-out) method had been in use, inventories would have been $2,575 mil- 

lion, $3,022 million and $3,216 million higher than reported at December 31, 2010, 2009 and 2008, 

respectively. 

CAT uses LIFO for most of its inventories.° The use of LIFO has reduced the carrying amount of 2010 

inventories by $2,575 million. Had it used FIFO, its inventories would have been reported at $12,162 

million ($9,587 million + $2,575 million) rather than the $9,587 million that is reported on its balance 

sheet as of 2010. This difference, referred to as the LIFO reserve, is the amount that must be added to 

LIFO inventories to adjust them to their FIFO value. 

FIFO Inventory = LIFO Inventory + LIFO Reserve 

This relation also impacts cost of goods sold (COGS) as follows: 

FIFO COGS = LIFO COGS — Increase in LIFO Reserve (or + Decrease) 

Use of LIFO reduced CAT’s inventories by $2,575 million, resulting in a cumulative increase in 
cost of goods sold and a cumulative decrease in gross profit and pretax profit of that same amount .® 
Because CAT also uses LIFO for tax purposes, the decrease in pretax profits reduced CAT’s cumulative 

> Neither the IRS nor GAAP requires use of a single inventory costing method. That is, companies are allowed to, and frequently 
do, use different inventory costing methods for different types of inventory (such as spare parts versus finished goods). 

® Recall: Cost of Goods Sold = Beginning Inventories + Purchases — Ending Inventories. Thus, as ending inventories decrease, 
cost of goods sold increases. 
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tax bill by about $901 million ($2,575 million X 35% assumed corporate tax rate). This had real cash 

flow consequences: CAT’s cumulative operating cash flow was $901 million higher because CAT used 

LIFO instead of FIFO. The increased cash flow from tax savings is often cited as a compelling reason 

for management to adopt LIFO. 

Because companies use different inventory costing methods, their financial statements are often 

not comparable. The problem is most serious when companies hold large amounts of inventory and 

when prices markedly rise or fall. To compare companies using different inventory costing methods, 

say LIFO and FIFO, we need to adjust the LIFO numbers to their FIFO equivalents or vice versa. 

For example, one way to compare CAT with another company that uses FIFO, is to add CAT’s LIFO 

reserve to its LIFO inventory. As explained above, this $2,575 million increase in 2010 inventories 

would have increased its cumulative pretax profits by $2,575 million and taxes by $901 million. Thus, 

to adjust the 2010 balance sheet we increase inventories by $2,575 million, tax liabilities by $901 mil- 

lion (the extra taxes CAT would have had to pay under FIFO), and equity by the difference of $1,674 

million (computed as $2,575 — $901). 

To adjust CAT’s 2010 income statement from LIFO to FIFO, we use the change in LIFO reserve. 

For CAT, the LIFO reserve decreased by $447 million during 2010, from $3,022 million in 2009 to 

$2,575 million in 2010. This means that had it been using FIFO, its COGS would have been $447 mil- 

lion higher, and 2010 gross profit and pretax income would have been $447 million lower. In 2010, CAT 

would have paid $156 million less in taxes had it used FIFO ($447 million X 35% assumed tax rate). 

Bases cL LIFO and Stock Prices 
The value-relevance of inventory disclosures depends at least partly on whether investors rely more 

on the income statement or the balance sheet to assess future cash flows. Under LIFO, cost of 

goods sold reflects current costs, whereas FIFO ending inventory reflects current costs. This implies 

that LIFO enhances the usefulness of the income statement to the detriment of the balance sheet. 

This trade-off partly motivates the required LIFO reserve disclosure (the adjustment necessary to 

restate LIFO ending inventory and cost of good sold to FIFO). Research suggests that LIFO-based 

income statements better reflect stock prices than do FIFO income statements that are restated 

using the LIFO reserve. Research also shows a negative relation between stock prices and LIFO 

reserve—meaning that higher magnitudes of LIFO reserve are associated with lower stock prices. 

This is consistent with the LIFO reserve being viewed as an inflation indicator (for either current or 

future inventory costs), which the market views as detrimental to company value. 

Tools of Inventory Analysis 

This section describes several useful tools for analysis of inventory and related accounts. 

Gross Profit Analysis 
The gross profit margin (GPM) is gross profit divided by sales. This important ratio is closely moni- 

tored by management and outsiders. Exhibit 6.9 shows the gross profit margin on Cisco’s sales for the 

past three years. 

EXHIBIT 6.9. Gross Profit Margin for Cisco 

‘ecvesr = Ot ttt 
Prodtict:salessien esterase acts oe $40,040 $36,117 $39,540 

Product cost of goods sold......... 14,397 13,023 14,194 

GIOSS DrOliten came ee a ciminas wa as $25,643 $23,094 $25,346 

(Gross) Profitanmarginarite teen ser 64.0% 63.9% 64.1% 

The gross profit margin is commonly used instead of the dollar amount of gross profit as the GPM al- 

lows for comparisons across companies and over time. A decline in GPM is usually cause for concern 
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since it indicates that the company has less ability to pass on increased product cost to customers or 

that the company is not effectively managing product costs. Some possible reasons for a GPM decline 

follow: 

@ Product line is stale. Perhaps products are out of fashion and the company must resort to mark- 

downs to reduce overstocked inventories. Or, perhaps the product lines have lost their technologi- 

cal edge, yielding reduced demand. 

™@ New competitors enter the market. Perhaps substitute products are now available from competi- 

tors, yielding increased pressure to reduce selling prices. 

® General decline in economic activity. Perhaps an economic downturn reduces product demand. 

B Inventory is overstocked. Perhaps the company overproduced goods and finds itself in an over- 

stock position. This can require reduced selling prices to move inventory. 

@ Manufacturing costs have increased. This could be due to poor planning, production glitches, or 

unfavorable supply chain reconfiguration. 

B® Changes in product mix. Perhaps the company is selling a higher proportion of low margin goods. 

Cisco’s gross profit margin on product sales increased by 0.1 percentage points (63.9% to 64.0%) 

over the past year. Following is Cisco’s discussion of its gross profit taken from its 2010 10-K: 

Gross Margin In fiscal 2010, our gross margin percentage increased by 0.1 percentage points 

compared with fiscal 2009, driven by a slightly higher product gross margin percentage coupled 

with an unchanged service gross margin percentage. The higher product gross margin percentage 

was primarily due to lower overall manufacturing costs, higher shipment volume, and favorable 

product mix. Partially offsetting the product gross margin increase were higher sales discounts 

and rebates, and lower product pricing. The service gross margin percentage remained unchanged 

from period to period with the increase in gross margin from technical support services being offset 

by a decline in gross margin for advanced services. Our product and service gross margins may be 

impacted by uncertain economic conditions as well as our movement into market adjacencies and 

could decline if any of the factors that impact our gross margins are adversely affected in future 

periods. 

Cisco’s gross profit margin increased in 2010 because of lower manufacturing costs, higher shipment 

volume, and favorable product mix. This increase was partially offset by increased sales discounts. 

There are a number of factors that can adversely affect gross profit margins: changes in product mix, 

introduction of new products at lower introductory prices to gain market share, increases in production 

costs, sales discounts, inventory obsolescence and warranty costs, and changes in production volume. 

Competitive pressures mean that companies rarely have the opportunity to completely control 
gross profit with price increases. Improvements in gross profit on existing product lines typically arise 
from better management of supply chains, production processes, or distribution networks. Companies 
that succeed do so because of better performance on basic business processes. This is one of Cisco’s 
primary objectives. 

Inventory Turnover 
Inventory turnover (INVT) reflects the management of inventory and is computed as follows: 

Inventory Turnover = Cost of Goods Sold/Average Inventory 

Cost of goods sold is in the numerator because inventory is reported at cost. Inventory turnover indi- 
cates how many times inventory turns (is sold) during a period. More turns indicate that inventory is 
being sold more quickly, which decreases the risk of obsolete inventory and increases liquidity. 
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Average inventory days outstanding (AIDO), also called days inventory outstanding, is a com- 

panion measure to inventory turnover and is computed as follows: 

Average Inventory Days Outstanding = Inventory/Average Daily Cost of Goods Sold 

where average daily cost of goods sold equals cost of goods sold divided by 365 days.’ 

For Cisco, cost of products sold, in 2010, is $11,620 million, inventory at year-end is $1,327 mil- 

lion, inventory at prior year-end was $1,074 million (average is $1,200.5 million). Thus, its inventory 

turnover is 9.7, computed as $11,620 million/$1,200.5 million, which implies that, in 2010, Cisco sold 

its average inventory 9.7 times. Its 2010 average inventory days outstanding is 42 days, computed as 

$1,327 million/($11,620 million/365 days), which implies that it takes Cisco 42 days to sell its year-end 

inventory. 

Overall, analysis of inventory turnover and days outstanding is important for at least two reasons: 

1. Inventory quality. Inventory turnover can be compared over time and across competitors. Higher 

turnover is viewed favorably, because it implies that products are salable, preferably without 

undue discounting (we would compare profit margins to assess discounting). Conversely, lower 

turnover implies that inventory is on the shelves for a longer period of time, perhaps from exces- 

sive purchases or production, missed fashion trends or technological advances, increased com- 

petition, and so forth. Our conclusions about higher or lower turnover must consider alternative 

explanations including the following: 

e Product mix can include more (or less) higher margin, slower turning inventories. This can oc- 

cur from business acquisitions that consolidate different types of inventory. 

¢ Acompany can change its promotion policies. Increased, effective advertising is likely to in- 

crease inventory turnover. Advertising expense is in SG&A, not COGS. This means the addi- 

tional advertising cost is in operating expenses, but the benefit is in gross profit and turnover. If 

the promotion campaign is successful, the positive effects in margin and turnover should more 

than offset the promotion cost in SG&A. 

¢ A company can realize improvements in manufacturing efficiency and lower investments in 

direct materials and work-in-process inventories. Such improvements reduce inventory and, 

consequently, increase inventory turnover. Although a good sign, it does not yield any informa- 

tion about the desirability of a company’s product line. 

2. Asset utilization. Companies strive to optimize their inventory investment. Carrying too much 

inventory is expensive, and too little inventory risks stock-outs and lost sales (current and future). 

Companies can make the following operational changes to reduce inventory. 

¢ Improved manufacturing processes can eliminate bottlenecks and the consequent buildup of 

work-in-process inventories. 

e Just-in-time (JIT) deliveries from suppliers, which provide raw materials to the production line 

when needed, can reduce the level of raw materials and associated holding costs. 

¢ Demand-pull production, in which raw materials are released into the production process when 

final goods are demanded by customers instead of producing for estimated demand, can reduce 

inventory levels. Dell Computer, for example, does not manufacture a computer until it re- 

ceives the customer’s order; thus, Dell produces for actual, rather than estimated, demand. 

Reducing inventories reduces inventory carrying costs, thus improving profitability and increas- 

ing cash flows. The reduction in inventory is reflected as an operating cash inflow in the statement of 

cash flows. 

7 Similar to the average receivables collection period, this formula examines the average daily COGS in ending inventories to 

focus analysis on current inventories. One can also examine average daily COGS in average inventories (Average inventories/ 

Average daily COGS). These two approaches address different issues: the first addresses the average days outstanding of current 

ending inventories, and the second examines the average days outstanding of average inventories. It is important that we first 

identify the issue under investigation and then choose the formula that best addresses that issue. 

6-22 
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There is normal tension between the sales side of a company that argues for depth and breadth of 

inventory, and the finance side that monitors inventory carrying costs and seeks to maximize cash flow. 

Companies, therefore, seek to optimize inventory investment, not minimize it. . 

Following is a chart comparing Cisco’s average inventory days outstanding with its peer companies. 

Average Inventory Days Outstanding for Cisco and Competitors 

Cisco Hewlett- IBM Dell 
Packard 

Cisco’s average inventory days outstanding of 42 days compares favorably with its peers. Cisco’s 

2010 10-K provides the following comments regarding inventory management: 

We believe that in any rapidly shifting supply and demand environment such as the one we experi- 

enced in fiscal 2010, shifts in lead times, inventory levels, purchase commitments, and manufactur- 

ing outputs will occur. During fiscal 2010, we experienced longer than normal lead times on several 

of our products and we continue to see challenges at some of our component suppliers. This was 

attributable in part to increasing demand driven by the improvement in our overall markets. In ad- 

dition, and similar to what is happening throughout the industry, the longer than normal lead times 

also stemmed from supplier constraints based upon their labor and other actions taken during the 

global economic downturn. While we may continue to experience longer than normal lead times, 

our lead times improved on the majority of our products in the second half of fiscal 2010, and at the 

end of fiscal 2010, product lead times to customers were within a normal range for the majority of 

our products. We have increased our efforts in procuring components in order to meet customer 

expectations, which have contributed to an increase in purchase commitments. If, however, lead 

times for key components lengthen further, our operating results for a particular future period could 

be adversely affected if we further increase our purchase commitments, which could lead to excess 

and obsolete inventory charges. 

Dell’s average inventory days outstanding of nine days is markedly lower than other companies 

shown in this graph. Dell has traditionally focused on excellence in this area, and views this as a com- 

petitive advantage. Dell’s 2010 10-K reports the following: 

We utilize several suppliers to manufacture sub-assemblies for our products. Our efficient supply 

chain management allows us to enter into flexible and mutually beneficial purchase arrangements 

with our suppliers in order to minimize inventory risk. Consistent with industry practice, we acquire 

raw materials or other goods and services, including product components, by issuing to suppli- 

ers authorizations to purchase based on our projected demand and manufacturing needs. These 

continued 
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purchase orders are typically fulfilled within 30 days and are entered into during the ordinary course 

of business in order to establish best pricing and continuity of supply for our production. The fol- 

lowing table presents the components of our cash conversion cycle for the fourth quarter of each of 

the past three fiscal years. The slight increase in DSI from January 29, 2010, was primarily attribut- 

able to the optimization of our supply chain requiring an increase in strategic purchases of materials 

and finished goods inventory. 

Days of sales outstanding ............. 

Days of supply in inventory ........... 

Daysimaccounts payablemuannmcr rte 

Casniconve4rsion CYClO amnesia 

Dell describes its cash conversion cycle, which measures the days from initial investment of cash in inven- 

tories to collection of the receivable arising from credit sales and repayment of amounts due to inventory 

suppliers. Normally, this is a positive number. Companies continually strive to reduce the cash conversion 

cycle to reduce the amount of investment in net operating assets (NOA), thereby improving the return on 

net operating assets (RNOA) and increasing cash flow. For Dell, its cash conversion cycle is negative be- 

cause the company takes longer to pay its suppliers than the time invested in inventories and receivables. 

This is mainly the result of Dell’s manufacturing process that effectively reduces raw materials, work-in- 

process, and finished goods inventories. Bottom line: Dell’s operating efficiency is generating excess cash 

that can be invested in operating assets to further increase profitability. 

Returning to the average inventory days outstanding, it is instructive to compare this measure 

across selected industries. 

Average Inventory Days Outstanding by Industry 

Publishing 

Grocery stores 

Department stores 

Mfg—machinery 

Mfg—home furnishings 

Days 

secs 

Publishing companies and grocery stores carry 20-30 days’ inventory at any point in time. Inventories 

are low in the publishing industry because newspapers are printed and sold daily, and grocery stores do 

not carry large amounts of retail inventories. On the other hand, manufacturers must carry raw materials, 

work-in-process and finished goods inventories. 

MANAGERIAL DECISION 

You are analyzing your inventory turnover report for the month and are concerned that the average 

inventory days outstanding is lengthening. What actions can you take to reduce average inventory 

days outstanding? [Answer, p. 6-37] 

Biss 

6-24 
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LIFO Liquidations 

When companies acquire inventory at different costs, they are required to account for each cost level 

as a separate inventory pool or layer (for example, there are the $100 and $150 units in our Exhibit 

6.7 illustration). When companies reduce inventory levels, older inventory costs flow to the income 

statement. These older LIFO costs are often markedly different from current replacement costs. 

Given the usual inflationary environment, sales of older pools often yield a boost to gross profit as 

older, lower costs are matched against current selling prices on the income statement. 

The increase in gross profit resulting from a reduction of inventory quantities in the presence of 

rising costs is called LIFO liquidation. The effect of LIFO liquidation is evident in the following foot- 

note from Newell Rubbermaid’s 2010 10-K: 

Inventory costs include direct materials, direct labor and manufacturing overhead, or when finished 

goods are sourced, the cost is the amount paid to the third party. Cost of certain domestic inven- 

tories (approximately 52.0% and 51.7% of gross inventory costs at December 31, 2010 and 2009, 

respectively) was determined by the LIFO method; for the balance, cost was determined using the 

FIFO method. As of December 31, 2010 and 2009, LIFO reserves were $30.1 million and $24.2 

million, respectively. The net income recognized by the Company related to the liquidation of LIFO 

based inventories in 2010 and 2009 was $8.7 million and $16.9 million, respectively. 

Newell Rubbermaid reports that reductions in inventory quantities in 2010 led to the sale (at cur- 

rent selling prices) of products that carried lower costs from prior years. As a result of these inventory 

reductions, COGS were lower, which increased income by $8.7 million. 

MID-MODULE REVIEW 2 

At the beginning of the current period, assume that Hewlett-Packard (HP) holds 1,000 units of a certain product 

with a unit cost of $18. A summary of purchases during the current period follows: 

i Units | Unit Cost Cost 

Beginning Inventory.......... 1,000 $18.00 $18,000 

Purchases: HE eee actersnenenes 1,800 18.25 32,850 

ice Roearerer eto ehe 800 18.50 14,800 

Cone eee oe 1,200 19.00 22,800 

Goods available forsale....... 4,800 $88,450 

During the current period, HP sells 2,800 units. 

Required 
1. Assume that HP uses the first-in, first-out (FIFO) method for this product. Compute the product’s cost of 

goods sold for the current period and the ending inventory balance. 
2. Assume that HP uses the last-in, first-out (LIFO) method for this product. Compute the product’s cost of 

goods sold for the current period and the ending inventory balance. 

3. Assume that HP uses the average cost (AC) method for this product. Compute the product’s cost of goods 
sold for the current period and the ending inventory balance. 

4. As manager, which of these three inventory costing methods would you choose: 

a. ‘To reflect what is probably the physical flow of goods? Explain. 

b. To minimize income taxes for the period? Explain. 

5. Assume that HP utilizes the LIFO method and delays purchasing lot #3 until the next period. Compute cost 
of goods sold under this scenario and discuss how the LIFO liquidation affects profit. 

The solution is on page 6-52. 
NE SSS SSS SSAA SSSESSIS SSIS SSNS NCES SSSA SSAA SRSA NS SSS See le tee cn so Snes enaessansaanonnessndaana 
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PROPERTY, PLANT AND EQUIPMENT (PPE) 
Many companies’ largest operating asset is property, plant, and equipment. To frame our PPE discus- 

sion, the following graphic highlights long-term operating assets on the balance sheet, and selling, 

general and administrative expenses on the income statement. The latter includes depreciation and 

asset write-downs that match the assets’ cost against sales derived from the assets. (Depreciation on 

manufacturing facilities is included in cost of goods sold.) This section explains the accounting, report- 

ing, and analysis of PPE and related items. 

Balance Sheet . 

Cash Current liabilities 

Cost of goods sold Accounts receivable, net Long-term liabilities 

Selling, general & administrative Inventory 

Income taxes Property, plant, and equipment, net Shareholders’ equity 

Net income Investments 

Capitalization of Asset Costs 

Companies capitalize costs as an asset on the balance sheet only if that asset possesses both of the fol- 

lowing characteristics: 

1. The asset is owned or controlled by the company and results from a past transaction. 

2. The asset provides future expected benefits. 

Owning the asset means the company has title to the asset as provided in a purchase contract. (Assets 

acquired under leases are also capitalized if certain conditions are met—see Module 10.) Future ex- 

pected benefits usually refer to future cash inflows. Companies capitalize the full cost to acquire the 

WorldCom’s CEO, Bernie Ebbers, and chief financial officer, Scott Sullivan, were convicted in 

2005 of cooking the books so the company would not show a loss for 2001 and subsequent quar- 

ters. Specifically, WorldCom incurred large costs in anticipation of an increase in Internet-related 

business that did not materialize. Instead of expensing the costs as GAAP requires and report- 

ing a loss in the WorldCom income statement, executives shifted the costs to the balance sheet. 

By capitalizing these costs (recording them on the balance sheet) as PPE, WorldCom was able 

to disguise these costs as assets, thereby inflating current profitability. Although the WorldCom 

case involved massive fraud, which is difficult for outsiders to detect, an astute analyst might have 

suspected something was amiss from analysis of WorldCom’s long-term asset turnover (Sales/ 

Average long-term assets) as shown below. The obvious decline in turnover reveals that World- 

Com’s assets constituted an ever-increasing percent of total sales during periods leading up to 

2002. This finding does not, in itself, imply fraud. It does, however, raise serious questions that 

analysts should have posed to WorldCom executives in analyst meetings. 

WorldCom PPE Turnover 

(=) wow 

Turnover 

Quarters 

1.63 Describe 

accounting for 

property, plant 

and equipment 

and explain the 

impacts on profit 

and cash flows 

from depreciation 

methods, disposals 

and impairments. 
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asset, including the purchase price, transportation, setup, and all other costs necessary to get the asset 

into service. This is called the asset’s acquisition cost. 

Companies can only capitalize asset costs that are directly linked to future cash inflows, and the 

costs capitalized as an asset can be no greater than the related expected future cash inflows. This means 

that if a company reports a $200 asset, we can reasonably expect that it will derive at least $200 in 

expected cash inflows from the use and ultimate disposal of the asset. 

The directly linked condition for capitalization of asset cost is important. When a company ac- 

quires a machine, it capitalizes the cost because the company expects the machine’s output to yield 

cash inflows from the sale of products associated with the machine and from the cash received when 

the company eventually disposes of the machine. On the other hand, when it comes to research and 

development (R&D) activities, it is more difficult to directly link expected cash inflows with the R&D 

expenditures because R&D activities are often unsuccessful. Further, companies cannot reliably esti- 

mate the future cash flows from successful R&D activities. Accordingly, GAAP requires that R&D ex- 

penditures be expensed when paid. Similar arguments are applied to advertising, promotion and wages 

to justify expensing of those costs. Each of these latter examples relates to items or activities that we 

generally think will create intangible assets. That is, we reasonably expect R&D efforts and advertising 

campaigns to produce results. If not, companies would not pursue them. 

We also generally view employee activities as generating future benefits. Indeed, we often refer 

to the human resources (asset) of a company. However, the link between these items or activities and 

their outputs is not as direct as GAAP requires for capitalizing such costs. The nonrecognition of these 

assets is one reason why it is difficult to analyze and value knowledge-based companies and such com- 

panies are less suited to traditional ROE disaggregation analysis. Capitalization and non-capitalization 

of costs can markedly impact financial statements and our analysis inferences and assessment of a 

company as an investment prospect. 

Depreciation 

Once the cost of PPE is capitalized on the balance sheet as an asset, it must be systematically trans- 

ferred from the balance sheet to the income statement as depreciation expense to match the asset’s cost 

to the revenues it generates. The depreciation process requires the following estimates: 

1. Useful life. Period of time over which the asset is expected to generate cash inflows or other mea- 

surable benefits 

2. Salvage value. Expected disposal amount at the end of the asset’s useful life 

3. Depreciation rate. An estimate of how the asset will be used up over its useful life 

Management must determine each of these factors when the asset is acquired. Depreciation commences 

immediately upon asset acquisition and use. Management also can revise estimates that determine de- 
preciation during the asset’s useful life. 

The depreciation base, also called nonrecoverable cost, is the amount to be depreciated. The 

depreciation base is the acquisition cost less estimated salvage value. This means that at the end of the 

asset’s useful life, only the salvage value remains on the balance sheet. 

Depreciation method relates to the manner in which the asset is used up. Companies choose from 
three methods by determining which of the following assumptions best describes the asset’s use: 

1. Asset is used up by the same amount each period. 

2. Asset is used up more in the early years of its useful life. 

3. Asset is used up in proportion to its actual usage. 

A company can depreciate different assets using different depreciation methods (and different useful 
lives). After a depreciation method is chosen, however, the company must generally stick with that 
method throughout the asset’s useful life. This is not to say that companies cannot change depreciation 
methods, but changes must be justified as providing more useful financial reports. 

The using up of an asset generally relates to physical or technological obsolescence. Physical 
obsolescence relates to an asset’s diminished capacity to produce output. Technological obsolescence 
relates to an asset’s diminished efficiency in producing output in a competitive manner. 
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All depreciation methods have the following general formula: 

Depreciation Expense = Depreciation Base < Depreciation Rate 

Remembering this general formula helps us understand the depreciation process. Also, each deprecia- 

tion method reports the same amount of depreciation expense over the life of the asset. The only dif- 

ference is in the amount of depreciation expense reported for a given period. To illustrate, consider a 

machine with the following details: $100,000 cost, $10,000 salvage value, and a five-year useful life. 

We look at two of the most common methods of depreciation. 

Straight-Line Method 
Under the straight-line (SL) method, depreciation expense is recognized evenly over the estimated use- 

ful life of the asset as follows: 

Cost — Salvage value 1/Estimated useful life 

= $100,000 — $10,000 = 1/5 years 
= $90,000 = 20% 

Depreciation expense per year for this asset is $18,000, computed as $90,000 < 20%. For the asset’s 

first full year of usage, $18,000 of depreciation expense is reported in the income statement. (If an asset 

is purchased midyear, it is typically depreciated only for the portion of the year it is used. For example, 

had the asset in this illustration been purchased on May 31, the company would report $10,500 of de- 

preciation in the first year, computed as 7/12 X $18,000, assuming the company has a December 31 

year-end.) This depreciation is reflected in the company’s financial statements as follows: 

Balance Sheet — _ Income Statement 

Cash | Noncash _ Liabil- | Contrib. | Earned Expen- _ ~Net _ 
Transaction Asset Assets ities Capital — Capital ses __ Income 

DE 18,000 

Record 
~18,000 —18,000 +18,000 ame. $18,000 , oe DE 

: ‘ Accumulated == Retained — Depreciation == — 18,000 See 
Straight-line Depreciation Earnings Expense ed) 

depreciation ee ees cool 

The accumulated depreciation (contra asset) account increases by $18,000, thus reducing net PPE by 

the same amount. Also, $18,000 of the asset cost is transferred from the balance sheet to the income 

statement as depreciation expense. At the end of the first year the asset is reported on the balance sheet 

as follows: 

Machine saticOStemrme iinet rien $100,000 

Less accumulated depreciation...... 18,000 

Net book value Machine, net (end of Year 1)......... $ 82,000 

Accumulated depreciation is the sum of all depreciation expense that has been recorded to date. The 

asset net book value (NBYV), or carrying value, is cost less accumulated depreciation. Although the 

word value is used here, it does not refer to market value. Depreciation is a cost allocation concept 

(transfer of costs from the balance sheet to the income statement), not a valuation concept. 

In the second year of usage, another $18,000 of depreciation expense is recorded in the income 

statement and the net book value of the asset on the balance sheet follows: 

Machinesaticostenme seminal: seat $100,000 

Less accumulated depreciation...... 36,000 

Net book value Machine, net (end of Year 2)......... $ 64,000 
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DE 40,000 

AD 40,000 

40,000 

Accumulated depreciation of $36,000 now includes the sum of the first and second years’ depreciation, 

and the net book value of the asset is now reduced to $64,000. After the fifth year, a total of $90,000 of 

accumulated depreciation will be recorded ($18,000 per year X 5 years), yielding a net book value for 

the machine of $10,000. The net book value at the end of the machine’s useful life is exactly equal to 

the salvage value that management estimated when the asset was acquired. 

Double-Declining-Balance Method 
GAAPalso allows accelerated methods of depreciation, the most common being the double-declining- 

balance method. This method records more depreciation in the early years of an asset’s useful life 

(hence the term accelerated) and less depreciation in later years. At the end of the asset’s useful life, 

the balance sheet will still report a net book value equal to the asset’s salvage value. The difference 

between straight-line and accelerated depreciation methods is not in the total amount of depreciation, 

but in the rate at which costs are transferred from the balance sheet to the income statement. 

For the double-declining-balance (DDB) method, the depreciation base is net book value, which 

declines over the life of the asset (this is why the method is called “declining balance”). The deprecia- 

tion rate is twice the straight-line (SL) rate (which explains the word “double’’). The depreciation base 

and rate for the asset in our illustrative example are computed as follows: 

Depreciation Rate 

2 x SLrate = 2 x 20% = 40% Net Book Value = Cost — Accumulated Depreciation 

The depreciation expense for the first year is $40,000, computed as $100,000 * 40%. This depreciation 

is reflected in the company’s financial statements as follows: 

Balance Sheet Income Statement 

Cash | Noncash __ Liabil- Contrib. | Earned Expen- _ ~ Net 
Transaction Asset Assets ities © Capital Capital enues ses Income 

Record —40,000 —40,000 || +40,000 
$40,000 DDB Accumulated = Retained a — Depreciation == —40,000 
depreciation Depreciation Earnings 7 Expense 

\ 

The accumulated depreciation (contra asset) account increases by $40,000 which reduces net PPE 

(compare this to the $18 000 depreciation under straight-line). This means that $40,000 of the asset cost 
is transferred from the balance sheet to the income statement as depreciation expense. At the end of the 
first year, the asset is reported on the balance sheet as follows: 

Machinewat:cOStamsni serie ene $100,000 

Less accumulated depreciation...... 40,000 

Net book value Machine, net (end of Year 1)......... $ 60,000 

In the second year, the net book value of the asset is the new depreciable base, and the company records 
depreciation of $24,000 ($60,000 x 40%) in the income statement. At the end of the second year, the 
net book value of the asset on the balance sheet is: 

Machinesaticosttemey ease bin ieee $100,000 

Less accumulated depreciation...... 64,000 

Net book value Machine, net (end of Year 2)......... $ 36,000 

Under the double-declining-balance method, a company continues to record depreciation expense in 
this manner until the salvage value is reached, at which point the depreciation process is discontinued. 
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This leaves a net book value equal to the salvage value, as with the straight-line method.’ The DDB 
depreciation schedule for the life of this asset is in Exhibit 6.10. 

EXHIBIT 6.10 Double-Declining-Balance Depreciation Schedule 

Pear Motes ee $100,000 $40,000 $60,000 

Be ee cst atte 2s 60,000 24,000 36,000 

Bhaice cu PeRCIE se: 36,000 14,400 21,600 

SAsaets peaseoas Cas 21,600 8,640 12,960 

Py SH EPIOe 12,960 2,960* 10,000 

*The formula value of $5,184 ($12,960 = 40%) is not reported because it would depreciate the 

asset below salvage value; only the $2,960 needed to reach salvage value is reported. 

Exhibit 6.11 shows the depreciation expense and net book value for both the SL and DDB methods. 

During the first two years, the DDB method yields a higher depreciation expense compared to the SL 

method. Beginning in the third year, this pattern reverses and the SL method produces higher deprecia- 

tion expense. Over the asset’s life, the same $90,000 of asset cost is transferred to the income statement 

as depreciation expense, leaving a salvage value of $10,000 on the balance sheet under both methods. 

EXHIBIT 6.11 Comparison of Straight-Line and Double-Declining-Balance Depreciation 

ht 

eI 
bcs eee $18,000 $82,000 $40,000 $60,000 
Zab 18,000 64,000 24,000 36,000 All meen 
Beem ey Ne! 18,000 46,000 14,400 21,600 eu o yer 

the same salvage 
LR PS OS. 18,000 28,000 8,640 12,960 Hea 

Seca aera 18,000 + 10,000 2,960 10,000 
eae SaaS Total depreciation 
$90,000 . $90,000 expense over as- 

Died set life is identical 

for all methods 

Companies typically use the SL method for financial reporting purposes and an accelerated deprecia- 

tion method for tax returns.’ The reason is that in early years the SL depreciation yields higher income 

on shareholder reports, whereas accelerated depreciation yields lower taxable income. Even though 

this relation reverses in later years, companies prefer to have the tax savings sooner rather than later 

so that the cash savings can be invested to produce earnings. Further, the reversal may never occur—if 

depreciable assets are growing at a fast enough rate, the additional first year’s depreciation on newly 

acquired assets more than offsets the lower depreciation expense on older assets, yielding a “perma- 

nent” reduction in taxable income and taxes paid.'° 

Asset Sales and Impairments 

This section discusses gains and losses from asset sales, and the computation and disclosure of asset 

impairments. 

8 A variant of DDB allows for a change from DDB to SL at the point when SL depreciation exceeds that for DDB. 

° The IRS mandates the use of MACRS (Modified Accelerated Cost Recovery System) for tax purposes. This method specifies 

the useful life for various classes of assets, assumes no salvage value, and generally uses the double-declining-balance method. 

10 A third, common depreciation method is units-of-production, which depreciates assets according to use. Specifically, the deprecia- 

tion base is cost less salvage value, and the depreciation rate is the units produced and sold during the year compared with the total 

expected units to be produced and sold. For example, if a truck is driven 10,000 miles out of a total expected 100,000 miles, 10% of 

its nonrecoverable cost is reflected as depreciation expense. This method is common for extractive industries like timber and coal. 
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Gains and Losses on Asset Sales 
The gain or loss on the sale (disposition) of a long-term asset is computed as follows. 

Gain or Loss on Asset Sale = Proceeds from Sale — Net Book Value of Asset Sold 

An asset’s net book value is its acquisition cost less accumulated depreciation. When an asset is sold, 

its acquisition cost and related accumulated depreciation are both removed from the balance sheet and 

any gain or loss is reported in income from continuing operations. 

Gains and losses on asset sales can be large, and analysts must be aware that these gains and losses 

are usually transitory operating income components. Financial statements do not typically report gains 

and losses from asset sales because, if the gain or loss is small (immaterial), companies include the item 

in selling, general and administrative expenses. Footnotes can sometimes be informative. To illustrate, 

International Paper Company provides the following footnote disclosure relating to the sale of its for- 

estlands ($ millions): 

In the fourth quarter, the Company completed sales of 5.1 million acres of forestlands for $6.1 

billion, including $1.4 billion in cash and $4.7 billion in installment notes, resulting in pre-tax gains 

totaling $4.4 billion. 

International Paper sold forestlands, carried on its balance sheet at a net book value of $1.7 billion 

(computed as $6.1 billion sale less $4.4 billion gain), for $6.1 billion. The impacts on its financial 

statements follow: 

Income Statement Balance Sheet _ 
Cash 1.4 Bil ; i - 

N.Rec. 4.7 Bil. eee ae i : : a : 

PPE 17 Bi _ Cash Noncash _ Liabil- | Contrib. | Earned _ Expen- Net 

ch Transaction «Asset ~ Assets ~_ities == Capital ~~— Capital enues ses Income 
asi = i aE ad i 

1.4 Bil. =.7 Bil, 
Notes Rec. ’ FE tland } . 

Emenee S60 +1.4 Bil. Spann +4.4 Bil. <7 +4.4 Bil. 
PPE Cash 47 Bil. = Retained 7 Gainon — = +44 Bil. 

1.7 Bil. forestlands +4.7 Bil. Earnings Asset Sale 
ean Notes 

Pw Receivable a : 

Asset Impairments 

Property, plant, and equipment (PPE) assets are reported at their net book values (original cost less 

accumulated depreciation). This is the case even if the market values of these assets increase subse- 

quent to acquisition. As a result, there can be unrecognized gains hidden within the balance sheet. 

On the other hand, if market values of PPE assets subsequently decrease —and the asset value is 

deemed to be permanently impaired—then companies must write off the impaired cost and recognize 

losses on those assets. Impairment of PPE assets is determined by comparing the asset’s net book 

value to the sum of the asset’s expected future (undiscounted) cash flows. If the sum of expected 
cash flow is greater than net book value, there is no impairment. However, if the sum of the expected 
cash flow is less than net book value, the asset is deemed impaired and it is written down to its cur- 
rent fair value (generally, the present value of those expected cash flows). Exhibit 6.12 depicts this 
impairment analysis. 

EXHIBIT 6.12 Impairment Analysis of Long-Term Assets 
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When a company takes an impairment charge, assets are reduced by the amount of the write-down 

and the loss is recognized in the income statement. To illustrate, a footnote to the 2011 10-K of Star- 

bucks Corporation reports the following about asset impairments: 

Asset Impairment When facts and circumstances indicate that the carrying values of long-lived 

assets may not be recoverable, we evaluate long-lived assets for impairment. We first compare the 

carrying value of the asset to the asset’s estimated future cash flows (undiscounted). If the estimated 

future cash flows are less than the carrying value of the asset, we calculate an impairment loss based 

on the asset’s estimated fair value. For store assets, the fair value of the assets is estimated using 

a discounted cash flow model based on future store revenues and operating costs, using internal 

projections . . . We recognized net impairment and disposition losses of $67.7 million, $224.4 mil- 

lion and $325.0 million in fiscal 2010, 2009 and 2008, respectively, primarily due to underperforming 

company-operated retail stores. The net losses in fiscal 2009 and 2008 include $129.2 million and 

$201.6 million, respectively, of asset impairments related primarily to the US and International store 

closures as part of Starbucks store portfolio rationalization which began in fiscal 2008. 

Starbucks’s pretax write-down of impaired assets affected its financial statements as follows: 

Balance Sheet Income Statement 

Cash Noncash as Liabil- Contrib. Earned Rev- __ Expen- ~ Net 

Transaction Asset Assets ities Capital Capital enues ses -s«'Income az e77 mi. 
\ PPE 67.7 Mil. 

Write-down ~67.7 Mil. 67.7 Mil. | +67.7 Mil. ae 
long-lived SPER a) Retained / Ber Acsctqen Ol :Came 677.1 
assets by a Earnings vA Impairment “= Mil. 

$67.7 Mil \ Expense PPE 
: 2 # es : \ : 67.7 Mil. 

Starbucks wrote down the carrying value (net book value) of its long-lived assets by $67.7 million. This 

write-down accelerated the transfer of the asset’s cost from the balance sheet to the income statement. 

Consequently, Starbucks recognized a pretax expense of $67.7 million in the current year rather than 

over time via the depreciation process. 

It is important to note that management determines if and when to recognize asset impairments. 

Thus, there is room for management to opportunistically over- or underestimate asset impairments. 

Write-downs of long-term assets are often recognized in connection with a restructuring program. 

Analysis of asset write-downs presents at least two potential challenges: 

= Insufficient write-down. Assets sometimes are impaired but an impairment charge is not recog- 

nized. This can arise if management is overly optimistic about future prospects or is reluctant to 

recognize the full impairment in income. 

2. Aggressive write-down. This big bath scenario can arise if income is already very low in a given 

year. Management’s view is that the market will not penalize the company’s stock for an extra 

write-off when the year was already bad. Taking a larger impairment charge purges the balance 

sheet of costs that would otherwise hit future years’ income. 

GAAP does not condone either of these cases. Yet, because management must estimate future cash 

flows for the impairment test, it has some degree of control over the timing and amount of the asset 

write-off and can use that discretion to manage reported income. 

Like GAAP, companies reporting under IFRS must periodically assess long-lived assets for possible 

impairment. Unlike the two-step GAAP approach, IFRS use a one-step approach: firms compare an 

asset’s net book value to its current fair value (estimated as discounted expected future cash flows) to 

test for impairment and then reduce net book value to that fair value. Another IFRS difference is that 

PPE can be revalued upwards to fair value if fair value can be measured reliably. 
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Footnote Disclosures 

Cisco reports the following PPE asset amounts in its balance sheet: 

duly $3, 2010 © July 25, 2009 
SB isntavaiteneae $3,941 $4,043 

In addition to its balance sheet disclosure, Cisco provides two footnotes that more fully describe its 

PPE assets: 

1. Summary of Significant Accounting Policies. This footnote describes Cisco’s accounting for PPE 

assets in general terms: 

Depreciation and Amortization Property and equipment are stated at cost, less accumulated 

depreciation and amortization. Depreciation and amortization are computed using the straight-line 

method over the following periods. 

BUIGINGS ae pecs eon cee epee ee emer sits ante horace 25 years 

SWileline} MOOV: ona acoscannaacsocccemnaee 10 years 

UT ATURE Ne OID URES oo co on o't-g dota eco ome a mene 5 years 

EcaseholdiimprovenentSeancete-etet casts tna cere Shorter of remaining lease term or 5 years 

Computer equipment and related software.......... 30 to 36 months 

Production, engineering, and other equipment....... Up to 5 years 

Operatinglease:assetSaucs. starrer arto Based on lease term—generally up to 3 years 

There are two items of interest in this disclosure: (a) Cisco, like most publicly traded companies, 

depreciates its PPE assets using the straight-line method (for tax purposes it uses an accelerated 

method). (b) Cisco provides general disclosures on the useful lives of its assets: 30 months to 

25 years. We will discuss a method to more accurately estimate the useful lives in the next 

section. 

2. Supplemental balance sheet information. This footnote provides a breakdown of Cisco’s PPE as- 

sets by category as well as the balance in the accumulated depreciation account: 

‘Property and equipment, net (millions) = =—————=~*~*S*S=Sw ly 91, 2010 ly 25, 2009 
Land, buildings, and building & leasehold improvements .......... $ 4,470 $ 4,618 

Computer equipment and related software....................4. 1,405 1,823 

Production, engineering, and other equipment .................. 4,702 5,075 

Operatingulease:asscls. mene mine Sete iierss eur Orrae Siirate nearer 255 227 

UK ILUKO sam CTIXLULOS "ate ee etal cain ae pie eae enchn ay cons Sr eet et eee 476 465 

11,308 12,208 

Less accumulated depreciation and amortization................ (7,367) (8,165) 

TOU SS ate tacire recta: cath nae wee eat sien Dinieen eet ooucte seein en Aer ete $ 3,941 $ 4,043 

Analysis Implications 

This section explains how to measure long-term asset utilization and asset age. 

PPE Turnover 
A crucial issue in analyzing PPE assets is determining their productivity (utilization). For example, 
what level of plant assets is necessary to generate a dollar of revenues? How capital intensive are the 
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company and its competitors? To address these and similar questions, we use PPE turnover, defined 

as follows: 

PPE Turnover (PPET) = Sales/Average PPE Assets, net 

Cisco’s 2010 PPE turnover is 10.0 ($40,040 million/[($3,941 million + $4,043 million)/2]). (We 

use net PPE in the computation above; arguments for using gross PPE are not as compelling as 

with receivables because managers have less latitude over accumulated depreciation vis-a-vis the 

allowance for uncollectibles.) This turnover places Cisco somewhat higher than most of its peers 

(see chart that follows). 

PPE Turnover for Cisco and Its Peer Companies 

Symantec 

IBM 

Juniper Networks 

Hewlett-Packard 

Cisco 

PPE Turnover 

Sein 

Higher PPE turnover is preferable to lower. A higher PPE turnover implies a lower capital invest- 

ment for a given level of sales. Higher turnover, therefore, increases profitability because the com- 

pany avoids asset carrying costs and because the freed-up assets can generate operating cash flow. 

(PPE turnover that is markedly higher than competitors may hint that the company leases equipment 

instead of owning it; see Module 10 for explanation.) 

PPE turnover is lower for capital-intensive manufacturing companies than it is for companies in 

service or knowledge-based industries. To this point, consider the following chart of PPE turnover for 

selected industries. 

PPE Turnover for Selected Industries 

Department stores 

Mfg—home furnishings 

Mfg—machinery 

Grocery stores 

Publishing 

PPE Turnover 
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Publishers and grocery stores are not capital-intensive businesses. Their PPE turnover rates are, cor- 

respondingly, higher than for other industries. 

MANAGERIAL DECISION | 

You are the manager for a main operating division of your company. You are concerned that a declin- 

ing PPE turnover is adversely affecting your division’s return on net operating assets. What specific 

actions can you take to increase PPE turnover? [Answer, p. 6-37] 

Useful Life and Percent Used Up 

Cisco reports that the useful lives of its depreciable assets range from 30 months for computer equip- 

ment to 25 years for buildings. The longer an asset’s useful life, the lower the annual depreciation 

expense reported in the income statement and the higher the income each year. It might be of interest, 

therefore, to know whether a company’s useful life estimates are more conservative or more aggressive 

than its competitors. 
If we assume straight-line (SL) depreciation and zero salvage value, we can estimate the average 

useful life for depreciable assets as follows: 

Average Useful Life = Depreciable Asset Cost/Depreciation Expense 

For Cisco, the estimated useful life for its plant assets is 5.6 years ($11,308 million/$2,030 million). 

Land cost is nearly always excluded from gross PPE cost because land is a nondepreciable asset. How- 

ever, Cisco does not provide a breakout of land cost in its footnotes and Cisco does not report deprecia- 

tion expense as a separate line item on the income statement. Therefore, we use the depreciation and 

amortization expense of $2,030 million reported in the statement of cash flows. (For many companies, 

amortization expense is like depreciation, and often relates, in part, to tangible assets such as leasehold 

improvements. However, if amortization relates to intangible assets such as patents and copyrights, the 

amortization should be subtracted from total depreciation and amortization before estimating useful life.) 

We can also estimate the proportion of a company’s depreciable assets that have already been 

transferred to the income statement. This ratio reflects the percent of depreciable assets that are no 

longer productive —as follows: 

Percent Used Up = Accumulated Depreciation/Depreciable Asset Cost 

Cisco’s assets are 65% used up, computed as $7,367 million/$11,308 million. If a company replaced all 

of its assets evenly each year, the percent used up ratio would be 50%. Cisco’s depreciable assets are 

slightly older than this benchmark. Knowing the degree to which a company’s assets are used up is of 

interest in forecasting future cash flows. If, for example, depreciable assets are 80% used up, we might 

anticipate a higher level of capital expenditures in the near future. We also expect that older assets are 

less efficient and will incur higher maintenance costs. 

GLOBAL ACCOUNTING 

Both GAAP and IFRS account similarly for operating assets. Although similarities in accounting dwarf 

any differences, we highlight some of the more notable differences. 

Accounts Receivable Accounts receivable are accounted for identically with one notable excep- 
tion. Under IFRS, all receivables are treated as financial assets. This means that future cash flows from 
accounts receivable must be discounted and reported at net present value. This measurement applies to 
both short-term and long-term receivables, assuming the effect of discounting is material. For analysis 
purposes, we review the notes to determine the discount rate used by the company using IFRS and as- 
sess the significance of any discounting. Ratios using accounts receivable (such as turnover ratios and 
current ratios) can be affected. 
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Inventory There are three notable differences in accounting for inventory: 

1. 

2. 

IFRS does not permit use of the LIFO method; in this module, we discussed the needed adjust- 

ments when analyzing a company that uses LIFO. 

Under U.S. GAAP, inventory is carried at lower of cost or market; under IFRS it is lower of cost 

or net realizable value. This means that GAAP inventory write-downs are larger than under IFRS 

because of the floor effect for market value, described earlier in the module. We analyze notes to 

determine if inventory write-downs are large. If so, GAAP cost of sales can be much higher, which 

can depress gross profit margins and operating income. This can impact ratios such as inventory 

turnover, but we cannot determine the direction, which depends on the relative size of the write- 

down and its impact on cost of sales versus total inventory. (When using LIFO, inventory write- 

downs are less frequent because the “cost” of LIFO inventory is the oldest costs, which are often 

low relative to current market replacement values.) 

. IFRS permits companies to reverse inventory write-downs; GAAP does not. This means that if 

markets recover and inventory previously “impaired” regains some or all of its value, it can be 

revalued upwards. IFRS notes disclose this revaluation, if material, which permits us to recompute 

inventory and cost of sales amounts that are comparable to GAAP. 

Fixed Assets In accounting for fixed assets, four notable differences deserve mention: 

Lie GAAP requires the total cost of a fixed asset to be capitalized and depreciated over its useful life. 

Under IFRS, fixed assets are disaggregated into individual components and then each component 

is separately depreciated over its useful life. Thus, assets with components with vastly different 

useful lives, can yield depreciation expense using IFRS that is markedly different from that com- 

puted using GAAP. This means that income, and net book values of assets on the balance sheet, 

can differ for two otherwise identical companies using GAAP versus IFRS. Ratios using plant as- 

sets are also impacted. We must review notes regarding depreciation of asset components to make 

this assessment. 

Property, plant and equipment can be carried at depreciated cost under U.S. GAAP and IFRS, but 

can be revalued at fair market value under IFRS. The latter will cause IFRS book values of PPE 

to be higher. Few companies have opted to revalue assets upwards but in some industries, such as 

real estate, the practice is common. 

U.S. GAAP applies a two-step approach for determining impairments. Step 1: compare book value 

to undiscounted expected future cash flows; and Step 2: if book value is higher, measure impair- 

ment using discounted expected future cash flows. IFRS uses discounted expected future cash 

flows for both steps, which means IFRS uses one step. This results in more asset impairments 

under IFRS. 

IFRS fair-value impairments for fixed assets can be reversed; that is, written back up after being 

written down. The notes to PPE articulate such reversals. 

MODULE-END REVIEW 

On January 2, assume that Hewlett-Packard purchases equipment that fabricates a key-product part. The equipment 

costs $95,000, and its estimated useful life is five years, after which it is expected to be sold for $10,000. 

Required 
Hie 

ee 

Bs 

Compute depreciation expense for each year of the equipment’s useful life for each of the following deprecia- 

tion methods: 

a. Straight-line 

b. Double-declining-balance 

Show how HP reports the equipment on its balance sheet at the end of the third year assuming straight-line 

depreciation. 

Assume that this is the only depreciable asset the company owns and that it uses straight-line depreciation. 

Estimate the useful life and the percent used up for this asset at the end of the third year. 

6-36 
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4. Assume that HP estimates that, at the end of the third year, the equipment will generate $40,000 in cash flow 

over its remaining life and that it has a current fair value of $36,000. Is the equipment impaired? If so, what 

is the effect on HP’s financial statements? 

5. Instead of the facts in part 4, assume that, at the end of the third year, HP sells the equipment for $50,000 

cash. What amount of gain or loss does HP report from this sale? 

The solution is on page 6-53. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

First, we must realize that extending credit is an important tool in the marketing of your products, often as 

important as advertising and promotion. Given that receivables are necessary, there are certain ways to speed 

their collection. (1) We can better screen the customers to whom we extend credit. (2) We can negotiate ad- 

vance or progress payments from customers. (3) We can use bank letters of credit or other automatic drafting 

procedures that obviate billing. (4) We can make sure products are sent as ordered, to reduce disputes. (5) We 

can improve administration of past-due accounts to provide for more timely notices of delinquencies and bet- 

ter collection procedures. 

MANAGERIAL DECISION 

Companies need inventories to avoid lost sales opportunities; however, there are several ways to minimize 

inventory needs. (1) We can reduce product costs by improving product design to eliminate costly features that 

customers don’t value. (2) We can use more cost-efficient suppliers; possibly producing in lower wage-rate 

parts of the world. (3) We can reduce raw material inventories with just-in-time delivery from suppliers. (4) We 

can eliminate production bottlenecks that increase work-in-process inventories. (5) We can manufacture for 

orders rather than for estimated demand to reduce finished goods inventories. (6) We can improve warehous- 

ing and distribution to reduce duplicate inventories. (7) We can monitor product sales and adjust product mix 

as demand changes to reduce finished goods inventories. 

MANAGERIAL DECISION 

PPE is a difficult asset to reduce. Because companies need long-term operating assets, managers usually 

try to maximize throughput to reduce unit costs. Also, many companies form alliances to share administra- 

tive, production, logistics, customer service, IT, and other functions. These alliances take many forms (such 

as joint ventures) and are designed to spread ownership of assets among many users. The goal is to identify 

underutilized assets and to increase capacity utilization. Another solution might be to reconfigure the value 

chain from raw material to end user. Examples include the sharing of IT, or manufacturing facilities, outsourcing 

of production or administration such as customer service centers, and the use of special purpose entities for 

asset securitization (See Module 10). 

DISCUSSION QUESTIONS 

Q6-1. | Explain how management can shift income from one period into another by its estimation of 
uncollectible accounts. 

Q6-2. | Why do relatively stable inventory costs across periods reduce the importance of management’s 
choice of an inventory costing method? 

Q6-3. Explain why using the FIFO inventory costing method will increase gross profit during periods of 
rising inventory costs. 

Q6-4. If inventory costs are rising, which inventory costing method—first-in, first-out; last-in, first-out; 
or average cost—yields the (a) lowest ending inventory? (b) lowest net income? (c) largest ending 
inventory? (d) largest net income? (e) greatest cash flow, assuming the same method is used for tax 
purposes? 
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Q6-6. 

Q6-7. 

Q6-8. 

Q6-9. 
Q6-10. 

Q6-L1. 
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Even though it may not reflect their physical flow of goods, why might companies adopt last-in, 
first-out inventory costing in periods when costs are consistently rising? 

In a recent annual report, Kaiser Aluminum Corporation made the following statement in 

reference to its inventories: “The Company recorded pretax charges of approximately $19.4 million 

because of a reduction in the carrying values of its inventories caused principally by prevailing 

lower prices for alumina, primary aluminum, and fabricated products.” What basic accounting 

principle caused Kaiser Aluminum to record this $19.4 million pretax charge? Briefly describe the 

rationale for this principle. 

Why is depreciation expense necessary to properly match revenues and expenses? 

How might a company revise its depreciation expense computation due to a change in an asset’s 

estimated useful life or salvage value? 

When is a PPE asset considered to be impaired? How is an impairment loss computed? 

What is the benefit of accelerated depreciation for income tax purposes when the total depreciation 

taken over the asset’s life is identical under any method of depreciation? 

What factors determine the gain or loss on the sale of a PPE asset? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

Mo-12. 

M6-13. 

M6-14. 

Estimating Uncollectible Accounts and Reporting Accounts Receivable {1.0 1) 

Mohan Company estimates its uncollectible accounts by aging its accounts receivable and applying 

percentages to various aged categories of accounts. Mohan computes a total of $2,100 in estimated 

uncollectible accounts as of its current year-end. Its Accounts Receivable has a balance of $98,000, 

and its Allowance for Uncollectible Accounts has an unused balance of $500 before any year-end 

adjustments. 

a. What amount of bad debts expense will Mohan report in its income statement for the current year? 

b. Determine the net amount of accounts receivable reported in current assets at year-end. 

Interpreting the Allowance Method for Accounts Receivable (1.0%) 

At a recent board of directors meeting of Ascot, Inc., one of the directors expressed concern over the 

allowance for uncollectible accounts appearing in the company’s balance sheet. “I don’t understand this 

account,” he said. “Why don’t we just show accounts receivable at the amount owed to us and get rid of 

that allowance?” Respond to the director’s question; include in your response (a) an explanation of why 

the company has an allowance account, (b) what the balance sheet presentation of accounts receivable is 

intended to show, and (c) how accrual accounting (as opposed to the cash-basis accounting) affects the 

presentation of accounts receivable. 

Analyzing the Allowance for Uncollectible Accounts (1.07%) 

Following is the current asset section from the Kraft Foods, Inc., balance sheet. 

iS milions) i a 72010, 2000 
Gash-and:eash quivalentsrrncntycpyeeica wad a caincae Giiciceus Se seks =o crse cre $ 2,481 $ 2,101 

Receivables (net of allowances of $246 in 2010 and $121 in 2009) .......... 6,539 5,197 

TH VENILOMOS LG ein tee areata er ota Seen cee ret ceca cavis dete pene Rae casa kia cane yoo STMTAS) 

DSTeMmochineGimouaxOSiemercacarerira wien asc dne rend cr ctaee cde there ee rjmickerain tess 898 730 

OTMERCUIME LASS CLSH tater oe cts ard stale erate cub acne tees pe cycetpee tos oremciey ocwaen the 993 651 

FTOLAIG UNTIL ASSELS Caren: Sct ren eRe ttn te See AV aia: | ak Sata at $16,221 $12,454 

a. Compute the gross amount of accounts receivable for both 2010 and 2009. Compute the percentage 

of the allowance for uncollectible accounts relative to the gross amount of accounts receivable for 

each of those years. 

b. Compute the relative size of net accounts receivable to total assets; the latter were $95,289 million 

and $66,714 million for 2010 and 2009, respectively. Interpret the quality of Kraft’s receivables for 

2010 compared to 2009. (As additional background, net earnings attributable to the company were 

$4,114 million and $3,021 million for 2010 and 2009, respectively.) 

Kaiser Aluminum 

Corporation (KALU) 

Kraft Foods, Inc. (KFT) 
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Meo-15. 

Procter & Gamble 

(PG) 

Colgate-Palmolive 

(CL) 

M6-16. 

Mo-17. 

Mo-18. 

Abercrombie & Fitch 

(ANF) 

TJX Companies (TJX) 
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Evaluating Accounts Receivable Turnover for Competitors (L071) ' 

Procter & Gamble (PG) and Colgate-Palmolive (CL) report the following sales and accounts receivable 

balances ($ millions) for 2010 and 2009. 

$1,610 

1,626 

$15,564 

15,327 

$5,335 

5,836 

$78,938 
76,694 

a. Compute the accounts receivable turnover for both companies for 2010. 

b. Identify and discuss a potential explanation for the difference between these competitors’ accounts 

receivable turnover. 

Computing Cost of Goods Sold and Ending Inventory under FIFO, LIFO, and Average 

Cost (LO2) 

Assume that Gode Company reports the following initial balance and subsequent purchase of inventory. 

1,000 units @ $100 each $100,000 

2,000 units @ $150 each 300,000 

3,000 units $400,000 

Inventory balance at beginning of year ..................-.. 

Inventory purchased during the year................-..---. 

Cost of goods available for sale during the year............. 

Assume that 1,700 units are sold during the year. Compute the cost of goods sold for the year and the 

inventory on the year-end balance sheet under the following inventory costing methods: 

a. FIFO 

b. LIFO 

c. Average Cost 

Computing Cost of Goods Sold and Ending Inventory under FIFO, LIFO and Average Cost (92) 

Bartov Corporation reports the following beginning inventory and inventory purchases. 

Inventory balance at beginning of year .................... 400 units @ $10 each $ 4,000 

INVeEmOnaOUncnase@aUining| tle) y Cal terse tele ilies n ne nnn 700 units @ $12 each 8,400 

Cost of goods available for sale during the year............. 1,100 units $12,400 

Bartovy sells 600 of its inventory units during the year. Compute the cost of goods sold for the year and 

the inventory on the year-end balance sheet under the following inventory costing methods: 

(nae ol 010) 

INO 

c. Average Cost 

Computing and Evaluating Inventory Turnover for Two Companies (1.02) 

Abercrombie & Fitch (ANF) and TJX Companies (TJX) report the following information in their 

respective January 2011 10-K reports relating to their 2010 and 2009 fiscal years. 

Abercrombie & Fitch - TJXCompanies 

ee - Cost of oe : = osrot oF 
$millions Sales Goods Sold Inventories Sales ~—- Goods Sold_ Inventories | 
OOK Ba $3,469 $1,257 $386 $21,942 $16,040 $2,765 
2000 rekon 2,929 1,045 Bil 20,288 14,968 2,532 

a. Compute the 2010 inventory turnover for each of these two retailers. 
b. Discuss any difference you observe in inventory turnover between these two companies. Does the 

difference confirm your expectations given their respective business models? Explain. (Hint: ANF 
is a higher-end retailer and TJX sells more value-priced clothing.) 

c. Describe ways that a retailer can improve its inventory turnover. 
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M6-20. 

Mo-21. 
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Computing Depreciation under Straight-Line and Double-Declining-Balance (1.03) 

A delivery van costing $18,000 is expected to have a $1,500 salvage value at the end of its useful life of 

five years. Assume that the truck was purchased on January |. Compute the depreciation expense for the 

first two calendar years under the following depreciation methods: 

a. Straight-line 

b. Double-declining-balance 

Computing Depreciation under Straight-Line and Double-Declining-Balance for Partial 

Years (LO3) 

A company with a calendar year-end, purchases a machine costing $145,800 on May 1, 2011. The 

machine is expected to be obsolete after three years (36 months) and, thereafter, no longer useful to 

the company. The estimated salvage value is $5,400. The company’s depreciation policy is to record 

depreciation for the portion of the year that the asset is in service. Compute depreciation expense for 

both 2011 and 2012 under the following depreciation methods: 

a. Straight-line 

b. Double-declining-balance 

Computing and Comparing PPE Turnover for Two Companies (03) 

Texas Instruments (TXN) and Intel Corporation (INTC) report the following information. 

ZOMOR RS ccecrane kts $43,623 $17,899 $13,966 $3,680 

2OOG: ria sesuectaty es 35,127 17,225 10,427 3,158 

a. Compute the 2010 PPE turnover for both companies. Comment on any difference observed. 

b. Discuss ways in which high-tech manufacturing companies like these can increase their PPE 

turnover. 

EXERCISES 

E6-22. 

E6-23. 

Estimating Uncollectible Accounts and Reporting Accounts Receivable (0%) 

LaFond Company analyzes its accounts receivable at December 31, and arrives at the aged categories 

below along with the percentages that are estimated as uncollectible. 

Age Group Accounts Receivable —_—Estimated Loss %_ 
O-s0idayspast dues serene sone a ee $ 90,000 1% 

Sil_-OUldayS PAaStiGUCar-ewmrte ares stmt 20,000 2 

Gil=cOrdays Past GUC). .eie ae ne 11,000 5) 

iiZil=iS0 days past duct Riraciia teed: 6,000 10 

Over 180 days past due............. 4,000 25 

Totallaccounts recelvablew... 2.5... $131,000 

The unused balance of the allowance for uncollectible accounts is $520 on December 31, before any 

adjustments. 

a. What amount of bad debts expense will LaFond report in its income statement for the year? 

b. Use the financial statement effects template to record LaFond’s bad debts expense for the year. 

c. What is the balance of accounts receivable on its December 31 balance sheet? 

Analyzing and Reporting Receivable Transactions and Uncollectible Accounts (using percentage 

of sales method) (0%) 
At the beginning of the year, Penman Company had the following account balances. 

/NSCOUIMSIRECANEISNS wide ae o DOD OOo ean eee $122,000 

Allowance for Uncollectible Accounts .......... 7,900 

Texas Instruments 

(TXN) 

Intel Corporation 

(INTC) 
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During the year, Penman’s credit sales were $1,173,000 and collections on accounts receivable were 

$1,150,000. The following additional transactions occurred during the year. 

Feb. 17 Wrote off Nissim’s account, $3,600. 

May 28 Wrote off Weiss’s account, $2,400. 

Dec. 15 Wrote off Ohlson’s account, $900. 

Dec. 31 Recorded the bad debts expense assuming that Penman’s policy is to record bad debts expense 

as 0.8% of credit sales. (Hint: The allowance account is increased by 0.8% of credit sales 

regardless of write-offs.) 

Compute the ending balances in accounts receivable and the allowance for uncollectible accounts. Show 

how Penman’s December 31 balance sheet reports the two accounts. 

(/) E6-24. Interpreting the Accounts Receivable Footnote (\.>%) 

Hewlett-Packard Company (HPQ) reports the following in its 2010 10-K report. 
Hewlett-Packard 

(HPQ) 

INCOMING RACE NEOs cpa cneaaasahaneoeusencouccseone $18,481 $16,537 

HPQ footnotes to its 10-K provide the following additional information relating to its allowance for 

doubtful accounts. 

Heh Bete see 

Allowance for dou 

PEI MCS, NSC IAAMING CH ONMOC! os necocc Roc neeoeenseocece $629 $553 $226 

Increase in allowance from acquisition.................... iG _ 245 

AdditioniofbackiGebtsiprovisiOmimms cei risiscnnens sien erent ten 80 282 226 

DedtictionssnetionKreCOVvenicSs= erect iaten stay east (191) (206) (144) 

Balancevend) Of DEnOG eae rctecrsieiorecieteeie crarn cette ta sears eae $525 $629 $553 

a. What is the gross amount of accounts receivables for HPQ in fiscal 2010 and 2009? 

b. What is the percentage of the allowance for doubtful accounts to gross accounts receivable for 2010 

and 2009? 

c. What amount of bad debts expense did HPQ report each year 2008 through 2010 (ignore increase 

in allowance from acquisitions)? How does bad debts expense compare with the amounts of its 

accounts receivable actually written off? (Identify the amounts and explain.) 

d. Explain the changes in the allowance for doubtful accounts from 2008 through 2010. Does it appear 

that HPQ increased or decreased its allowance for doubtful accounts in any particular year beyond 

what seems reasonable? As background, total assets were $124,503, $114,799 and $113,331 for 

2010, 2009 and 2008, respectively, and net earnings attributable to the company were $8,761, 

$7,660 and $8 329 ($ millions). 

E6-25. Estimating Bad Debts Expense and Reporting Receivables (1.0%) 

At December 31, Sunil Company had a balance of $375,000 in its accounts receivable and an unused 

balance of $4,200 in its allowance for uncollectible accounts. The company then aged its accounts as 

follows: 

LOA calhe Ss Sak eh Rae eee SRS tes $304,000 

TSO CEWS OEISWONUE) woaccconoucoue 44,000 

61-180 days pastdue ............ 18,000 

Over 180 days past due........... 9,000 

Total accounts receivable.......... $375,000 

The company has experienced losses as follows: 1% of current balances, 5% of balances 1-60 days past 
due, 15% of balances 61-180 days past due, and 40% of balances over 180 days past due. The company 
continues to base its allowance for uncollectible accounts on this aging analysis and percentages. 

a. What amount of bad debts expense does Sunil report on its income statement for the year? 
b. Show how Sunil’s December 31 balance sheet will report the accounts receivable and the allowance 

for uncollectible accounts. 
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Estimating Uncollectible Accounts and Reporting Receivables over Multiple Periods (0%) 

Barth Company, which has been in business for three years, makes all of its sales on credit and does not 

offer cash discounts. Its credit sales, customer collections, and write-offs of uncollectible accounts for 

its first three years follow: 

Yea - Sale -ollectio col 
2000 Rae $751,000 $733,000 $5,300 

ZOOM era 876,000 864,000 5,800 

POW hoc Gals 972,000 938,000 6,500 

a. Barth recognizes bad debts expense as 1% of sales. (Hint: This means the allowance account is 

increased by 1% of credit sales regardless of any write-offs and unused balances.) What does 

Barth’s 2011 balance sheet report for accounts receivable and the allowance for uncollectible 

accounts? What total amount of bad debts expense appears on Barth’s income statement for each of 

the three years? 

b. Comment on the appropriateness of the 1% rate used to provide for bad debts based on your 

analysis in part a. 

Applying and Analyzing Inventory Costing Methods (1.02) /) 

At the beginning of the current period, Chen carried 1,000 units of its product with a unit cost of $20. A 

summary of purchases during the current period follows: 

Beginning Inventory...... 1,000 $20 $20,000 

Purchasesidil@eim. nicrele 1,800 22 39,600 

OCG GE a 2 es 800 26 20,800 

EEG eg aes els cin ta 1,200 29 34,800 

During the current period, Chen sold 2,800 units. 

a. Assume that Chen uses the first-in, first-out method. Compute both cost of goods sold for the 

current period and the ending inventory balance. Use the financial statement effects template to 

record cost of goods sold for the period. 

b. Assume that Chen uses the last-in, first-out method. Compute both cost of goods sold for the 

current period and the ending inventory balance. 

c. Assume that Chen uses the average cost method. Compute both cost of goods sold for the current 

period and the ending inventory balance. 

d. Which of these three inventory costing methods would you choose to: 

1. Reflect what is probably the physical flow of goods? Explain. 

2. Minimize income taxes for the period? Explain. 

3. Report the largest amount of income for the period? Explain. 

Analyzing an Inventory Footnote Disclosure (1.02) VV) 

General Electric Company reports the following footnote in its 10-K report. 

Company (GE) 

December 31 (In millions) 2010 = 2009 

Raw materials and work in process..... $ 6,973 $ 7,581 

Finished GoodStaes-rnae > amen imke 4,435 4,105 

WrbileckshipmentS serene nacho ater antere 456 759 

11,864 12,445 

Hessirevalliationntos El @ maracas terete (404) (529) 

$11,460 $11,916 

The company reports its inventories using the LIFO inventory costing method. 

a. What is the balance in inventories reported on GE’s 2010 balance sheet? 

b. What would GE’s 2010 balance sheet have reported for inventories had the company used FIFO 

inventory costing? 

General Electric 

6-42 
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c. What cumulative effect has GE’s choice of LIFO over FIFO had on its pretax income as of year- 

end 2010? Explain. 

d. Assume GE has a 35% income tax rate. As of the 2010 year-end, how much has GE saved in taxes 

by choosing LIFO over FIFO method for costing inventory? Has the use of LIFO increased or 

decreased GE’s cumulative taxes paid? 

e. What effect has the use of LIFO inventory costing had on GE’s pretax income and tax expense for 

2010 only (assume a 35% income tax rate)? 

vy) E6-29. Computing Cost of Sales and Ending Inventory (02) 

Stocken Company has the following financial records for the current period. 

Beginning inventory...... 100 $46 

Purchases: #1........... 650 42 

HOR Amc tetas 550 38 

HOURS Geeta 200 36 

Ending inventory is 350 units. Compute the ending inventory and the cost of goods sold for the current 

period using (a) first-in, first out, (b) average cost, and (c) last-in, first-out. 

E6-30. Analyzing an Inventory Footnote Disclosure (02) 

Deere & Co. (DE) The inventory footnote from the Deere & Company’s 2010 10-K follows. 

Inventories Most inventories owned by Deere & Company and its U.S. equipment subsidiaries 

are valued at cost, on the “last-in, first-out” (LIFO) basis. Remaining inventories are generally 

valued at the lower of cost, on the “first-in, first-out” (FIFO) basis, or market. The value of 

gross inventories on the LIFO basis represented 59 percent of worldwide gross inventories at 

FIFO value on October 31, 2010 and 2009. If all inventories had been valued on a FIFO basis, 

estimated inventories by major classification at October 31 in millions of dollars would have 

been as follows: 

Raw materials and supplies . ; Sieh & Cue 

Work-in=OrOCOSSiyr. eerste 483 387 

La PN ae a ee cs ek ete 
Finished goods and parts.......... PL TTT 2,437 

Weel FIRO VAG anccnccubanesce 4,461 3,764 

Less adjustment to LIFO value...... 1,398 1,367 

INVeNntOneSsawe eran weer ye $3,063 $2,397 

TE ee 
cee 

This footnote reveals that not all of Deere’s inventories are reported using the same inventory costing 

method (companies can use different inventory costing methods for different inventory pools). 

a. What amount does Deere report for inventories on its 2010 balance sheet? 

b. What would Deere have reported as inventories on its 2010 balance sheet had the company used 

FIFO inventory costing for all of its inventories? 

c. What cumulative effect has the use of LIFO inventory costing had, as of year-end 2010, on Deere’s 

pretax income compared with the pretax income it would have reported had it used FIFO inventory 

costing for all of its inventories? Explain. 

d. Assuming a 35% income tax rate, by what cumulative dollar amount has Deere’s tax expense been 

affected by use of LIFO inventory costing as of year-end 2010? Has the use of LIFO inventory 

costing increased or decreased Deere’s cumulative tax expense? 

e. What effect has the use of LIFO inventory costing had on Deere’s pretax income and tax expense 

for 2010 only (assume a 35% income tax rate)? 

@ K6-31. Computing Straight-Line and Double-Declining-Balance Depreciation (02) 
On January 2, Haskins Company purchases a laser cutting machine for use in fabrication of a part for 
one of its key products. The machine cost $80,000, and its estimated useful life is five years, after which 
the expected salvage value is $5,000. For both parts a and b below: (1) Compute depreciation expense 
for each year of the machine’s five-year useful life under that depreciation method. (2) Use the financial 
statements effects template to show the effect of depreciation for the first year only for that method. 
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a. Straight-line 

b. Double-declining-balance 

E6-32. Computing Depreciation, Net Book Value, and Gain or Loss on Asset Sale (1.0) 

Sloan Company owns an executive plane that originally cost $800,000. It has recorded straight-line 

depreciation on the plane for six full years, calculated assuming an $80,000 expected salvage value at the 

end of its estimated 10-year useful life. Sloan disposes of the plane at the end of the sixth year. 

a. At the disposal date, what is the (1) cumulative depreciation expense and (2) net book value of the 

plane? 

b. How much gain or loss is reported at disposal if the sales price is: 

1. Acash amount equal to the plane’s net book value. 

2. $195,000 cash. 

3. $600,000 cash. 

E6-33. Computing Straight-Line and Double-Declining-Balance Depreciation (03) 

On January 2, 2011, Dechow Company purchases a machine that manufactures a part for one of its key 

products. The machine cost $218,700 and is estimated to have a useful life of six years, with an expected 

salvage value of $23 400. Compute depreciation expense for 2011 and 2012 for the following depreciation 

methods. (When equipment is used exclusively in the manufacturing process, the depreciation is more 

accurately recorded as part of cost of goods sold and not as depreciation expense.) 

a. Straight-line. 

b. Double-declining-balance. 

E6-34. Computing Depreciation, Net Book Value, and Gain or Loss on Asset Sale (/.03) 

Palepu Company owns and operates a delivery van that originally cost $27,200. Palepu has recorded 

straight-line depreciation on the van for three years, calculated assuming a $2,000 expected salvage 

value at the end of its estimated six-year useful life. Depreciation was last recorded at the end of the third 

year, at which time Palepu disposes of this van. 

a. Compute the net book value of the van on the disposal date. 

b. Compute the gain or loss on sale of the van if the disposal proceeds are: 

1. A cash amount equal to the van’s net book value. 

2. $15,000 cash. 
3. $12,000 cash. 

E6-35. Estimating Useful Life and Percent Used Up (02>) 

The property and equipment footnote from the Deere & Company balance sheet follows. Deere & Co. (DE) 

Property and Depreciation A summary of property and equipment at October 31 follows: 

Metis 
Property and Equipment ($ millions) = (Years) =. 2010 2009 

WT el 6 ac. Rich seo a Ea $ 116 

Buildings and building equipment .......... a3 2,144 

Machinery and equipment...............- 11 3,826 

Diess patterns tOolSyetCawer secrete aca. a= 1,081 

NUR TG fpaeteae retrace tea ca tcsitone) Gy azcereuca oun feyeyieusr’ 5 672 

Consthuction/ in DrOGreSS wee an. ee 362 

lotaliatiCOSt serrate cicins oi aie <= 8,201 

Less accumulated depreciation............ 4,744 

TRO tale eS cana wk MESA AS or etwas, SOLD tee $3,457 

Property and equipment is stated at cost less accumulated depreciation. Total property and 

equipment additions in 2010, 2009 and 2008 were $802 million, $798 million and $1,147 million 
and depreciation was $540 million, $513 million and $467 million, respectively. 

a. Compute the estimated useful life of Deere’s depreciable assets at year-end 2010. (Hint: Exclude 

land and construction in progress.) How does this estimate compare with the useful lives reported 

in Deere’s footnote disclosure? 

b. Estimate the percent used up of Deere’s depreciable assets at year-end 2010. How do you interpret 

this figure? 
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E6-36. Computing and Evaluating Receivables, Inventory and PPE Turnovers (0%, @, ©) 

Intel Corp. (INTC) Intel Corporation reports the following financial statement amounts in its 2010 10-K report. 

Cost of © 
"Goods Sold Receivables and eqt 

$37,586 $16,742 $1,712 $3,744 $17,544 
35,127 15,566 2,273 2,935 17,225 
43,623 15,132 2,867 3,757 17,899 

a. Compute the receivables, inventory, and PPE turnover ratios for both 2009 and 2010. 

b. What changes are evident in the turnover rates of Intel for these years? Discuss ways in which a 

company such as Intel can improve receivables, inventory, and PPE turnover ratios. 

(vy) E6-37. Computing and Assessing Plant Asset Impairment (9°) 

On July 1, Zeibart Company purchases equipment for $225,000. The equipment has an estimated useful 

life of 10 years and expected salvage value of $25,000. The company uses straight-line depreciation. 

Four years later, economic factors cause the fair value of the equipment to decline to $90,000. On this 

date, Zeibart examines the equipment for impairment and estimates $125,000 in undiscounted expected 

cash inflows from this equipment. 

a. Compute the annual depreciation expense relating to this equipment. 

b. Compute the equipment’s net book value at the end of the fourth year. 

c. Apply the test of impairment to this equipment as of the end of the fourth year. Is the equipment 

impaired? Show supporting computations. 

d. If the equipment is impaired at the end of the fourth year, compute the impairment loss. 

PROBLEMS 

P6-38. Evaluating Turnover Rates for Different Companies (|.©°, 2. 3) 

Best Buy (BBY) Following are asset turnover rates for accounts receivable; inventory; and property, plant, and equipment 

Caterpillar (CAT) (PPE) for Best Buy (retailer), Caterpillar (manufacturer of heavy equipment), Dell (computers), 

Dell (DELL) Verizon (communications) and Walmart (department store). 

Verizon (VZ) _ a 

Walmart (WMT) Oe ae ee 
Plant, Property > 

_ and Equipment Turnover 
12.74 

3.42 

29.75 

1.19 

4.12 

Required 

a. Interpret and explain difference in receivables turnover for the retailer (Best Buy) vis-a-vis that for 

the manufacturer (Caterpillar). What reason can you give for a 91.38 turnover for Walmart? 

b. Interpret and explain the difference in inventory turnover for Dell versus Caterpillar. 

c. Why is the PPE turnover for Caterpillar and Verizon low compared with other companies on this list? 

d. What are some general observations you might draw regarding the relative levels of these turnover 

rates across the different industries? 

VV) P6-39. Interpreting Accounts Receivable and Its Footnote Disclosure (4) 

Following is the current asset section from the W.\V. Grainger, Inc., balance sheet. 

W.W. Grainger, Inc. # : 

(Gww) As of December 31 ($ 000s) _ 2010 2009. = nba. 

CashrandicashiecUiValentS me rser iets sen iene an nee $ 313,454 $ 459,871 | $ 396,290 
Accounts receivable (less allowances for 

doubtful accounts of $24,552, $25,850 
ANGI S264 6 leineSPECLIVEly) me eunert eta tann neem 762,895 624,910 589,416 

INVentorieS—=Net sce te ari nee ee 991,577 889,679 1,009,932 
Prepaid expenses and other assets................ 87,125 88,364 73,359 
Deferredtincome'taxes’ 1". setae ee eee 44,627 42,023 52,556 
Prepaid income taxes: x. t- samen ee ee 38,393 26,668 22,556 

Total: current: assets. 2.02. cee er meee eee $2,238,071 $2,131,515 $2,144,109 
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Grainger reports the following footnote relating to its receivables. 

Allowance for Doubtful Accounts The following table shows the activity in the allowance 
for doubtful accounts. 

Vs ars Ended December 3: | 10 ae 
ZeIEMGS El OSIMAMNING) Chi fede] o.oo ncneovasnaonne $25,850 $26,481 $25,830 

Provision for uncollectible accounts ............... 6,718 10,748 12,924 

Write-off of uncollectible accounts, less recoveries. . . . (8,302) (12,254) (11,501) 

Foreign currency translation impact................ 286 875 (772) 

[SEIETNOS EM CHICHONOEMOC 2o0nnenadoccedseemanamen $24,552 $25,850 $26,481 

Required 

a. What amount do customers owe Grainger at each of the year-ends 2008 through 2010? 

b. What percentage of its total accounts receivable does Grainger feel are uncollectible? (Hint: 

Percentage of uncollectible accounts = Allowance for uncollectible accounts/Gross accounts 

receivable) 

c. What amount of bad debts expense did Grainger report in its income statement for each of the years 

2008 through 2010? 

d. Explain the change in the balance of the allowance for uncollectible accounts since 2008. 

Specifically, did the allowance increase or decrease as a percentage of gross accounts receivable, 

and why? 

e. If Grainger had kept its 2010 allowance for uncollectible accounts at the same percentage of gross 

accounts receivable as it was in 2008, by what amount would its profit have changed (ignore 

taxes)? Explain. 

f. Overall, what is your assessment of Grainger’s allowance for uncollectible accounts and the related 

bad debts expense? As background, total assets were $3,904 377, $3,726,332 and $3,515,417 for 

2010, 2009 and 2008, respectively, and net earnings attributable to the company were $510,865, 

$430,466 and $475,355 ($ 000s). 

Analyzing and Interpreting Receivables and Related Ratios (07) 

Following is the current asset section from Intuit’s balance sheet. 

eye emiions = tt atte 
CashranGdicasm-eQuivalentS garni. amounts seis aises mcr opens eieionoe ate) eens $ 214 $ 679 

IVOSUTOMTS neoeterereee ais ters cust sie note searerciacrictioNal taper satel aia atest cen yey ear wenn 1,408 668 

Accounts receivable, net of allowance for doubtful accounts 

OGD Clie STIG MES SCICUIE NE aac. 5 bien oma EADOUe DOOR Moos Ae onec 135 
IMGOmenaxest SCelVablOue aces chte nore cre sir erauneuvcene woteki eee tarens 27 67 

DotenreduimCOmetaXxeSiats crssaisteteetcrenciorcts. «Meets aiaisache se tater cite: caren Wily 92 

57 Prepaid expenses and other current assetS...............0-00 eee 43 

Current assets of discontinued operations .............. eee eee 12 

Current assets before funds held for customers ..........-+++055 1,958 1,696 

FUNGSIIe GuLOGUSLOMIENSs Mire eer ithe a he chcecscneiccctade soups cule a cceurons canis 337 272 

TOLAGUIMENLASS OLS tebee RT eae Leer tetoke aia ote ehne GER ANON ee Sea $2,295 $1,968 

Total revenues were $3,455 million ($1,412 million in product sales and $2,043 million in service 

revenues and other) in 2010. 

Required 

a. What are Intuit’s gross accounts receivable at the end of 2010 and 2009? 

b. For both 2010 and 2009, compute the ratio of the allowance for uncollectible accounts to gross 

receivables. What trend do you observe? 

c. Compute the receivables turnover ratio and the average collection period for 2010 based on gross 

receivables computed in part a. Does the collection period (days sales in receivables) appear 

reasonable given Intuit’s lines of business (Intuit’s products include QuickBooks, TurboTax and 

Quicken, which it sells to consumers and small businesses)? Explain. 

Intuit, Inc. (INTU) 

6-46 
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d. Is the percentage of Intuit’s allowance for uncollectible accounts to gross accounts receivable 

consistent with what you expect for Intuit’s line of business? Explain. 

e. Intuit discloses the following table related to its allowance for uncollectible accounts from its 10-K. 

Comment on the change in the allowance account during 2008 through 2010. 

alance at “Additions — 
3eginning Charged to. 

(in rations)” of Period Expense — Deductions — Period _ Incc 

Year ended aah 31, 2010 \ 

Allowance for doubtful accounts .... $16 $23 $(17) $22 @ $574 $5,198 

Year ended July 31, 2009 r 
Allowance for doubtful accounts .... $16 $14 $(14) $16 & 447 4,826 

Year ended July 31, 2008 Z 
Allowance for doubtful accounts .... $15 $15 $(14) $16 § 477 4,667 

P6-41. Analyzing and Interpreting Inventories and Related Ratios and Disclosures |.92) 

Dow Chemical (DOW) The current asset section from The Dow Chemical Company’s 2010 annual report follows. 

December 31. ee 

Cash and cash eaten RAM ARDS ie rene ne eat arch Rae, eae yy cca $ 7,039 $ 2,846 

Accounts and notes receivable 

Trade (net of allowance for doubtful receivables—2010: $128; 2009: $160).... 4,616 5,656 

Others pe cad ssn mo netere cle once rere cein ei ep mean heritage ole tone eee cr eee rer eet eat eo 4,428 3,539 

INVENTOR SSH eect Monegeiori cose eteacks hs a nals, caches ciamiaye Ganboon tect eae eee ae ci 7,087 6,847 

Deferrediincometaxassets—cunremty: amc sc ets eye cies ae ee ieee eee itels 611 654 

TOtal CUMENTKASSETS oh dite steen tees ore rc NTI co arn See tone ee $23,781 $19,542 

The Dow Chemical inventory footnote follows. 

The following table provides a breakdown of inventories: 

Inver ntories at December 31 (In millions) _ as 2010 2009 

FMS aeehCeCCS onc ononancinosasuuodogon ee $4,289 $3,887 

WOrKsIn OrOCCSS:cecesteee «rserons bene reucteree oeneneron tease 1,498 1,593 

RawimaterialSeutnceincccce kceaee teiteemen eeen on 644 671 

SUPPlIOS 52 Sateis oda ot) Aaastigietey ratte nen heuer estos 656 696 

TOtalténVentOrieS:cese sca cela ence er eee $7,087 $6,847 

The reserves reducing inventories from a FIFO basis to a LIFO basis amounted to $1,003 

million at December 31, 2010 and $818 million at December 31, 2009. Inventories valued on 

a LIFO basis, principally hydrocarbon and U.S. chemicals and plastics product inventories, 

represented 29 percent of the total inventories at December 31, 2010 and December 31, 2009. 

A reduction of certain inventories resulted in the liquidation of some of the Company’s 

LIFO inventory layers, increasing pretax income $159 million in 2010 and $84 million in 2009 
and decreasing pretax income $45 million in 2008. 

Required 

a. What inventory costing method does Dow Chemical use? As of 2010, what is the effect on cumulative 
pretax income and cash flow of using this inventory costing method? (Assume a 35% tax rate.) What is 
the effect on 2010 pretax income and cash flow of using this inventory costing method. 

b. Compute inventory turnover and average inventory days outstanding for 2010 (2010 cost of goods 
sold is $45,780 million). Comment on the level of these two ratios. Is the level what you expect 
given Dow’s industry? Explain. 

c. Explain why a reduction of inventory quantities increased income in 2009 and 2010, but decreased 
income in 2008. 
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Estimating Useful Life and Percent Used Up (1.02) 

The property and equipment section of the Abbott Laboratories 2010 balance sheet follows. Abbott Laboratories 
(ABT) 

 December31 

LAN me Psst OTe Ns, bs Scns ae Peps eee $ 648,988 $ 546,204 $ 509,606 

BUIIGING Saft. Green eres i). ke OS eet. Or i 4,334,236 4,010,439 3,698,861 

EQUIDITION( meme: fete citer: Sees Rare wee aie. Meer 2 11,613,618 919-3255450 9 105366;267 

CORSIUGHON (MEMOS ESS poncrcoosannobnoensanc 577,460 604,813 613,939 

17,374,302 16,486,906 15,188,673 

Less: accumulated depreciation and amortization .. 9,403,346 8,867,417 7,969,507 

Net Propentyranclecuipmentmemennamiernernenn nnn: $ 7,970,956 $ 7,619,489 $ 7,219,166 

The company also provides the following disclosure relating to the useful lives of its depreciable assets. 

Property and Equipment—Depreciation and amortization are provided on a straight-line basis 

over the estimated useful lives of the assets. The following table shows estimated useful lives 

of property and equipment. 

Classification — Estimated UsefulLives 
BuilcingSaenseeeaiae 10 to 50 years (average 27 years) 

Equipment ts smiase 3 to 20 years (average 11 years) 

During 2010, the company reported $1,207,450 ($ 000s) for depreciation expense. 

Required 

a. Compute the estimated useful life of Abbott Laboratories’ depreciable assets. How does this 

compare with its useful lives footnote disclosure above? 

b. Compute the estimated percent used up of Abbott Laboratories’ depreciable assets. How do you 

interpret this figure? 

Interpreting and Applying Disclosures on Property and Equipment (03) 

Following are selected disclosures from the Rohm and Haas Company (a specialty chemical company) 

2007 10-K. 
Rohm and Haas 

Company (ROH) 

Land, Building and Equipment, Net 

(in millions) 2007 2006. 

Weave lin, 5 ov citance anh Pao fers 5 Oh ca RCaaG Ocha Cee eee $ 146 $142 
Buildings and improvements.................- 1,855 1,729 

Machinery and equipment.................... (eS BE 

GapitalizacrintereStercaetama. ater: «cy sees ene ees 352 340 
SOnstrucuOomanm OhOGleSSian wate aes = cre cide cee 271 218 

Land, buildings, and equipment, gross .......... 8,779 8,150 

Less: Accumulated depreciation ............... 5,908 5,481 

Ghee) oss Peni o ortwche Cee Cees eee ae eee $2,871 $2,669 

The principal lives (in years) used in determining depreciation rates of various assets are: 

buildings and improvement (10-50); machinery and equipment (5-20); automobiles, trucks 

and tank cars (3-10); furniture and fixtures, laboratory equipment and other assets (5-10); 

capitalized software (5-7). The principal life used in determining the depreciation rate for 

leasehold improvements is the years remaining in the lease term or the useful life (in years) of 

the asset, whichever is shorter. 

continued 
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Volkswagen Group 

Daimler AG 

Statoil ASA 

continued from prior page 

Impairment of Long-lived Assets Long-lived assets, other than investments, goodwill and 

indefinite-lived intangible assets, are depreciated over their estimated useful lives, and are 

reviewed for impairment whenever changes in circumstances indicate the carrying value of the 

asset may not be recoverable. Such circumstances would include items such as a significant 

decrease in the market price of a long-lived asset, a significant adverse change in the manner 

the asset is being used or planned to be used or in its physical condition or a history of 

operating or cash flow losses associated with the use of the asset . . . When such events or 

changes occur, we assess the recoverability of the asset by comparing the carrying value of 

the asset to the expected future cash flows associated with the asset’s planned future use 

and eventual disposition of the asset, if applicable . . . We utilize marketplace assumptions to 

calculate the discounted cash flows used in determining the asset’s fair value . . . For the year 

ended December 31, 2007, we recognized approximately $24 million of fixed asset impairment 

charges. 

Required 

da. Compute the PPE turnover for 2007 (Sales in 2007 are $8,897 million). Does the level of its 

PPE turnover suggest that Rohm and Haas is capital intensive? Explain. (Hint: The median PPE 

turnover for all publicly traded companies is approximately 5.03 in 2007.) 

. Rohm and Haas reported depreciation expense of $412 million in 2007. Estimate the useful life, on 

average, for its depreciable PPE assets. 

By what percentage are Rohm and Haas’ assets “used up” at year-end 2007? What implication does 

the assets used up computation have for forecasting cash flows? 

. Rohm and Haas reports an asset impairment charge in 2007. How do companies determine if assets 

are impaired? How do asset impairment charges affect Rohm and Haas’ cash flows for 2007? How 

would we treat these charges for analysis purposes? 

IFRS APPLICATIONS 

16-44. Computing and Evaluating Inventory Turnover for Two Companies (_°2) 

European car makers, Volkswagen Group (headquartered in Wolfsburg, Germany) and Daimler AG 

(headquartered in Stuttgart, Germany) report the following information. 

Daimler 

i . ee Costof ee 

(Euros in millions) - _ Sales Goods Sold Inventories | Sales = Goods Sold_Inventories" 

ZOOS A memes tecntotas €113,808 €96,612 €17,816 €98,469 €76,910 €16,805 
2000 na eiaaeteae: 105,187 91,608 14,124 78,924 65,567 12,845 

Required 

a. Compute the 2009 inventory turnover and the 2009 gross profit margin (in %) for each of these two 

companies. 

b. Discuss any difference in inventory turnover and gross profit margin between these two companies. 

Does the difference confirm expectations given their respective business models? Explain. 

c. How could the companies improve inventory turnover? 

16-45. Estimating Useful Life and Percent Used Up (1.05) 

Statoil ASA, headquartered in Stavanger, Norway, is a fully integrated petroleum company. The company 
uses IFRS to prepare its financial statements. During 2009, the company reported depreciation expense 
of NOK million 46,596. The property and equipment footnote from the Statoil balance sheet follows. 
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Land and buildings Ss 75) 16,528 

Machinery, equipment, and transportation equipment ........... 18,542 18,224 

Production plants (including pipelines) ....................... 618,487 582,066 

Refiningrandimanuiactlring plant Smet niente etree 43,354 41,484 

NERS Sis n'a) cused din Seae eh ree arabian ERR Eanes pel ae A Eo pen 4,079 5,604 

ASRS Unser CNG ewcccouueckasosooogoonnpodaean eee 89,221 77,883 

plOtaliatsc OStame rrr uve aera tetera aie toned cre raed ce are 789,418 741,789 

ess accumulate Ce Preciation mami ate sees een 448,583 411,948 

"WeVecl lk c S Shires enolate de teoeeicacea tees aes ees Re ocr aeRO ae ee een eet 340,835 329,841 

Required 

a. Compute the estimated useful life of Statoil’s depreciable assets at year-end 2009. Assume that land 

is 25% of “Land and buildings.” 

b. Estimate the percent used up of Statoil’s depreciable assets at year-end 2009. How do we interpret 

this figure? 

16-46. Computing and Evaluating Receivables, Inventory and PPE Turnovers (1.0%, 2. 2) 

Schneider Electric is a multinational energy company headquartered in Rueil-Malmaison, France. Schneider Electric 

Selected balance sheet and income statement information for 2007 through 2009 follows. 

ble 

€17,309 €10,210 €3,463 €2,481 

18,311 10,879 CHOSE 2,584 

Was) 9,572 3,071 2,174 

Required 

a. Compute the receivables, inventory, and PPE turnover ratios for both 2008 and 2009. 

b. What changes are evident in the turnover rates of Schneider Electric for these years? 

c. Discuss ways in which a company such as Schneider Electric can improve receivables, inventory, 

and PPE turnover ratios. 

16-47. Analyzing and Interpreting Receivables and Related Ratios (1.01) 

Unilever is a dual-listed company consisting of Unilever N.Y. in Rotterdam, Netherlands and Unilever — Unilever 

PLC in London, UK. Both Unilever companies have the same directors and effectively operate as a Unilever N.V. 

single business. Following is the current asset section of Unilever’s balance sheet. Unilever PLC 

Enilion) oe . 2000, hoe 
HAVEMLOMIGS oe mere iene eee cae Nene een er cee Se een eas Rae are ee LAM SIS € 3,578 € 3,889 

Trade receivables, net of allowance for doubtful accounts of 2,314 2,788 

ete Giandie i20hrespectively aU e Sear tw LY eee Ss RE BS 

Prepayments, accrued income, and other receivables ................. Weil 1,035 

Gurrentitaxassetse, Aus cit tree eke Site Crtecargemnstecs is aaidh. Gs See edeyatiag 178 234 

CashtandiequivalentSeeess a4 sus euty g ooo ceed dail vs sis ote hsheaelershere nts 2,642 2,561 

Otherafinanclalassets cen esseretie voc teises eros eucters ose ie eee wie ees ete 972 632 

Nonz=ctimantassetsmeld TomSalel emt seeders cat crests no hotetee nies es 17 36 

SFO TANI CULT ON IURASS OLS be mea anette via ore trtex aitodelcey ire sella’ ae Pepeireyeria® wenfohuito ewer aieirenres tae €10,811 €11,175 

Required 

a. What are Unilever’s gross trade and other current receivables at the end of 2009 and of 2008? 

b. For both 2009 and 2008, compute the ratio of the allowance for uncollectible accounts to gross 

receivables. What trend do we observe? 

c. Is the ratio of Unilever’s allowance for uncollectible accounts to gross accounts receivable 

consistent with what we expect for Unilever’s line of business? Explain. 

d. The company reported net sales of €39,823 in 2009. Compute the receivables turnover ratio and 

the average collection period for 2009 based on gross receivables computed in part a. 
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16-48. Analyzing and Interpreting Inventories and Related Ratios (02) 

Dr Reddy’s Dr Reddy’s Laboratories Limited is an Indian pharmaceutical manufacturer headquartered in 

Laboratories Limited Hyderabad, India. The company uses IFRS to prepare its financial statements. The 2010 balance sheet 
(RDY) reported the following information. 

Gashrandicashsequivalent Saweeteer tarsi eiei etter ekemnn ener een X 6,584 % 5,596 

HIV ESTITRORIES Petree coat eater eet tone ccourns “sche Wee ssn sh eatck oe eM ak eee 3,600 530 

Trade receivables: net acs ceetee seceioier el en cane) teuellexs Peete eementmene 11,960 14,592 

Inventories wees erase ake eee or eee cen cian doh tanta courte Pekorres TRG 13,226 

Derivativetinancial INStruirments maseienerceensnene notes ietet etait tet terenen 573 0 

CurrentstaxcaSSets = 75) actereteere tre eta. citer oat eteteheictse-acycrese een 530 58 

Other CuirentiaSSetSs cece ose eer eon) ccna. seater susveusaansncnel smcnete 5,445 5,008 

Total current'assets <2)-.02 co.cc ce Mistress ere ies D wieuereheten Seas %42,063 %39,010 

Required 

a. Compute inventory turnover and average inventory days outstanding for 2009 (2009 cost of goods 

sold is Rs. Millions ¥33,937). Comment on the level of these two ratios. Is the level what we 

expect given Dr Reddy’s industry? Explain. 

b. GAAP allows for FIFO, LIFO, and average cost inventory costing methods. How does IFRS 

differ? 

c. In periods of rising prices, how will net income be affected under the different inventory costing 

methods? 

MANAGEMENT APPLICATIONS 

MA6-49. Managing Operating Asset Reduction (0%, 2, 3) 

Return on net operating assets (RNOA = NOPAT/Average NOA, see Module 4) is commonly used to 

evaluate financial performance. If managers cannot increase NOPAT, they can still increase this return 

by reducing the amount of net operating assets (NOA). List specific ways that managers could reduce 

the following assets: 

a. Receivables 

b. Inventories 

c. Plant, property and equipment 

MA6-50. Ethics and Governance: Managing the Allowance for Uncollectible Accounts (07) 

Assume that you are the CEO of a publicly traded company. Your chief financial officer (CFO) informs 

you that your company will not be able to meet earnings per share targets for the current quarter. In 

that event, your stock price will likely decline. The CFO proposes reducing the quarterly provision for 

uncollectible accounts (bad debts expense) to increase your EPS to the level analysts expect. This will 

result in an allowance account that is less than it should be. The CFO explains that outsiders cannot 

easily detect a reduction in this allowance and that the allowance can be increased next quarter. The 

benefit is that your shareholders will not experience a decline in stock price. 

a. Identify the parties that are likely to be affected by this proposed action. 

b. How will reducing the provision for uncollectible accounts affect the income statement and the 
balance sheet? 

c. How will reducing the provision for uncollectible accounts in the current period affect the income 
statement and the balance sheet in a future period? 

d. What argument might the CFO use to convince the company’s external auditors that this action is 
justified? 

e. How might an analyst detect this earnings management activity? 
f. How might this action affect the moral compass of your company? What repercussions might this 

action have? 
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SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Solution 

1. As of December 31, 2012: 

Current aware eee meh o. SeeN $468,000 x 1% = $ 4,680 

TSO CEWS OE EICWE ooo ncoocaanaeene 244,000 xk 5% = 12,200 

GeO) CE WS (PES CWE os 0504 sn00ener 38,000 x 15% = 5,700 

Over 180 days past due............ 20,000 x 40% = 8,000 

NTMOWIME REC UIE a caccncnesnonouas 30,580 

Unused allowance balance ......... 7,000 

BrOviSiON sere crit cetacean etc n $ 23,580 2012 bad debts expense 

2. Current assets section of balance sheet: 

Accounts receivable, net of $30,580 in allowances. . . $739,420 

3. The information here reveals that HP has markedly increased the percentage of the allowance for uncollect- 

ible accounts to gross accounts receivable; from the historical 2% to the current 4% ($30,580/$770,000). 

There are at least two possible interpretations: 

a. The quality of HP’s receivables has declined. Possible causes include the following: (1) Sales have 

stagnated and the company is selling to lower-quality accounts to maintain sales volume; (2) It may 

have introduced new products for which average credit losses are higher; and (3) Its administration of 

accounts receivable has become lax. 

b. The company has intentionally increased its allowance account above the level needed for expected 

future losses so as to reduce current-period income and “bank” that income for future periods (income 

shifting). 

Mid-Module Review 2 

Solution 

Preliminary computation: Units in ending inventory = 4,800 available — 2,800 sold = 2,000 

1. First-in, first-out (FIFO) 

Cost of goods sold computation: Units Cost Total 

1,000 @ $18.00 = $18,000 

1,800 @ $18.25 = 32,850 

2,800 $50,850 

Cost of goods available for sale............... $88,450 

LESS COBO CoeeSGalelsouaanoononseodeouse 50,850 

Ending inventory ($22,800 + $14,800).......... $37,600 

2. Last-in, first-out (LIFO) 

Cost of goods sold computation: Units Cost Total 

1,200 @ $19.00 = $22,800 

800 @ $18.50 = 14,800 

800 @ $18.25 = 14,600 

2,800 $52,200 

Cost of goods available forsale............... $88,450 

eRSS COR! Oi Gere Solel acaancnosssonouccHod 52,200 

Ending inventory ($18,000 + [1,000 x $18.25])... 
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Average unit cost = $88,450/4,800 units = $18.427 

Cost of goods sold = 2,800 x Ses = $51,596 

Ending inventory = 2,000 x $18.427<' = $36,854 

4. a. FIFO is normally the method that most closely reflects physical flow. For example, FIFO would apply to 

the physical flow of perishable units and to situations where the earlier units acquired are moved out first 

because of risk of deterioration or obsolescence. 

b. LIFO results in the highest cost of goods sold during periods of rising costs (as in the HP case); and, 

accordingly, LIFO yields the lowest net income and the lowest income taxes. 

5. Last-in, first-out with LIFO liquidation 

3. Average cost (AC) 

Cost of goods sold computation: Units Cost Total 

800 @ $18.50 = $14,800 

1,800 @ $18.25 = 32,850 

200 @ $18.00 = 3,600 

2,800 $51,250 

Cost of goods available for sale (Beginning 

inventory + Purchase #1 + Purchase #2) ............ $65,650 

Less#Costiof Goodsisoldieeer trite ieee tne nett es SIEZ90, 

[Saveline) inwmeaniverny (OO GIG). ooocconcscccnscecnoseus $14,400 

The company’s LIFO gross profit has increased by $950 ($52,200 — $51,250) because of the LIFO liquida- 

tion. The reduction of inventory quantities matched older (lower) cost layers against current selling prices. 

The company has, in effect, dipped into lower-cost layers to boost current-period profit—all from a simple 

delay of inventory purchases. 

Module-End Review 

Solution 
1. a. Straight-line depreciation expense = ($95,000 — $10,000)/5 years = $17,000 per year 

b. Double-declining-balance (note: twice straight-line rate = 2 X [100%/5 years] = 40%) 

‘Year =—SNNet Book V Rate —- Depreciation Expense Accumulated Depreciation 

les agen $95,000 x 0.40 = $38,000 $38,000 

Quseasat ee ($95,000 — $38,000) x 0.40 = 22,800 60,800 

Sere seis ie ($95,000 — $60,800) x 0.40 = 13,680 74,480 

qe neem a ($95,000 — $74,480) x 0.40 = 8,208 82,688 

SPI So oercc ($95,000 — $82,688) x 0.40 = 2 Silene 85,000 

*The formula value of $4,925 is not reported for Year 5 because doing so would depreciate the asset below the 

estimated salvage value; only the $2,312 needed to reach salvage value is depreciated. 

2. HP reports the equipment on its balance sheet at its net book value of $44,000. 

EQuIDIMeNUtCOSteEemexcct a ateny are crete tertes cree fer eee ar ee $95,000 

Less accumulated depreciation ($17,000 x 3) ........... 51,000 

EQuipmentqiiot Gm ila Calc) eeeienttn tal nent ten $44,000 

3. The estimated useful life is computed as: Depreciable asset cost/Depreciation expense = $95,000/ $17,000 
= 5.6 years. Because companies do not usually disclose salvage values (not required disclosure), the useful- 
life estimate is a bit high for this asset. This estimate is still informative because companies typically only 
provide a range of useful lives for depreciable assets in the footnotes. 

The percent used up is computed as: Accumulated depreciation/Depreciable asset cost = $51,000/ 
$95,000 = 53.7%. The equipment is more than one-half used up at the end of the third year. Again, the lack 
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of knowledge of salvage value yields an underestimate of the percent used up. Still, this estimate is useful in 

that we know that the company’s asset is over one-half used up and is likely to require replacement in about 

two years (estimated as less than one-half of its estimated useful life of 5.6 years). This replacement will 

require a cash outflow or financing and should be considered in our projections of future cash flows. 

. The equipment is impaired since the undiscounted expected cash flows ($40,000) are less than the net book 

value of the equipment ($44,000). HP must write down the equipment to its fair value of $36,000. The effect 

of this write-down is to reduce the net book value of the equipment by $8,000 ($44,000 — $36,000) and 

recognize a loss in the income statement. 

. HP must report a gain on this sale of $6,000, computed as proceeds of $50,000 less the net book value of the 

equipment of $44,000 (see part 2). 
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How does Google make money? A recent BusinessWeek 

article explains: “everybody knows that Google Inc.’s 

innovations in search technology made it the No. 1 search 

engine. But Google didn’t make money until it started auc- 

tioning ads that appear alongside the search results. Adver- 

tising today accounts for 99% of revenue.” This seems to 

suggest that Google is a media company. Indeed, with a 

market capitalization of about $170 billion as of mid-2011, 

(over four times that of Time Warner), Google is the world’s 

largest media company and among America’s top 30 

most valuable companies. Since its IPO in 2004, Google’s 

(GOOG) stock price has increased more than tenfold making 

Google one of the fastest growing companies on any stock 

exchange. 

Google’s operations generated nearly $11 billion of 

operating cash flow in 2010, over four times the cash gener- 

ated five years before. By the end of 2010, Google reported 

nearly $35 billion in cash and marketable securities on its 

balance sheet. 

Google has considerable investments in government 

bonds. It holds these investments because it has excess 

cash awaiting deployment in other business activities. In the 

interim, the company expects to earn dividends and (poten- 

tially) capital gains from these securities. The accounting for 

these types of marketable securities differs markedly from 

the accounting for most other assets—Google’s balance 

sheet reports these marketable securities at their current 

fair (or market) value instead of at their historical cost. As a 
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result, the assets on Google’s balance sheet fluctuate with 

the stock market. This causes stockholders’ equity to fluc- 

tuate because, as we know from the accounting equation, 

assets equal liabilities plus equity. 

We might wonder why Google would report these 

assets at fair value when nearly all other assets are reported 

at historical cost. As well, we might ask how these fluc- 

tuations in fair value affect Google’s reported profit, if at 

all. This module answers both questions and explains the 

accounting for, and analysis of, such “passive” investments 

in marketable securities. 

To expand its business activities beyond its current 

search-engine and advertising base, Google has strategi- 

cally invested in the stock of other companies, which is a 

second category of investments. Through these strategic 

investments, Google can acquire substantial ownership of 

the companies such that Google can significantly influence 

their operations. The nature and purpose of these invest- 

ments differs from Google’s passive investment in market- 

able securities and, accordingly, the accounting reflects that 

difference. In particular, if Google owns enough voting stock 

to exert significant influence over another company, Google 

uses the equity method to account for those investments. 

Under the equity method, Google carries the investment on 

its balance sheet at an amount equal to its proportionate 

share of the investee company’s equity. An equity method 

investment increases and decreases, not with changes in 

Getty Images 
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LEARNING OBJECTIVES 

Module 

.O* Describe and illustrate accounting for passive investments. (p. 7-4) 

02 Explain and illustrate accounting for equity method investments. (p. 7-11) 

©3S Describe and illustrate accounting for consolidations. (p. 7-16) 

the stock’s market value, but with changes in the investee 

company’s stockholders’ equity. 

An interesting by-product of the equity method is 

that Google’s balance sheet does not reflect the investee 

company’s individual assets and liabilities, but only its 

net assets (its stockholders’ equity). This is important 

because Google could be using the investee’s assets and 

be responsible, to some extent, for the investee’s liabilities. 

Yet, those liabilities are not detailed on Google’s balance 

sheet. This creates what is called off-balance-sheet financ- 

ing, potentially of great concern to accountants, analysts, 

creditors, and others who rely on financial reports. This 

module describes the equity method of accounting for 

investments, including the implications of this type of off- 

balance-sheet financing. 

When an investor company acquires a sufficiently large 

proportion of the voting stock of another company, it can 

effectively control the other company. At that point, the 

acquired company is consolidated. Most of the financial 

statements of public companies are titled “consolidated.” 

Consolidation essentially adds together the financial state- 

ments of two or more companies. It is important that we 

understand what consolidated financial statements tell us 

and what they do not. This module covers consolidation 

along with a discussion of its implications for analysis. 

There was much consternation among investors when 

Google’s stock price passed $100, then $200, then $600, 

then $700. At each milestone, investors became increas- 

ingly concerned that Google’s stock was overvalued. That 

concern still abounds. But, as Google continues to make 

strategic investments necessary to broaden its revenue 

base, its share price will likely increase. Google’s manage- 

ment believes that investments are a crucial part of the com- 

pany’s strategic plan. Understanding the accounting for all 

three types of intercorporate investment is, thus, important 

to our understanding of Google’s (and other companies’) 

ongoing operations. 

eat Google Stock Price 
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$700 
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$500 

$400 

$300 

$200 
2010 

Sources: Google Form 10-K, 2010; Google Annual Report, 2010; Business- 

Week, 2006; and Fortune, 2006 and 2011. 
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MODULE 

ORGANIZATION Reporting and Analyzing Intercorporate Investments 

Equity 

Method Investments Consolidation 
Passive 

Investments 

@ Available-for-Sale mm Accounting for Equity Method B Consolidation Process 

m Trading : Uvesinicnl> m Intangible Assets 
B® Held-to-Maturity _ @ ROE Effects of Equity Method 
= : Accounting 

Analysis of Footnotes 

It is common for one company to purchase the voting stock of another. These purchases, called inter- 

corporate investments, have the following strategic aims: 

B Short-term investment of excess cash. Companies might invest excess cash to use during slow 

times of the year (after receivables are collected and before seasonal production begins) or to 

maintain liquidity (such as to counter strategic moves by competitors or to quickly respond to 

acquisition opportunities). 

= Alliances for strategic purposes. Companies might acquire an equity interest in other companies 

for strategic purposes, such as gaining access to their research and development activities, to their 

supply or distribution markets, or to their production and marketing expertise. 

= Market penetration or expansion. Companies might acquire control of other companies to achieve 

vertical or horizontal integration in existing markets or to penetrate new and growth markets. 

Accounting for intercorporate investments follows one of three different methods, each of which af- 

fects the balance sheet and the income statement differently. These differences can be quite substantial. 

To help assimilate the materials in this module, Exhibit 7.1 graphically depicts the accounting for 

investments. 

EXHIBIT 7.1 Accounting for Investments Based on Corporate Control 

The degree of influence or control that the investor company (purchaser) can exert over the investee 
company (the company whose securities are being purchased) determines the accounting method. 
GAAP identifies three levels of influence/control. 
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1. Passive. A passive investment is one where the purchasing company has a relatively small invest- 

ment and cannot exert influence over the investee company. The investor’s goal is to realize divi- 

dends and capital gains. Generally, the investment is considered passive if the investor company 

owns less than 20% of the outstanding voting stock of the investee company. 

2. Significant influence. A company can sometimes exert significant influence over, but not con- 

trol, the activities of the investee company. Significant influence can result when the per- 

centage of voting stock owned is greater than a passive, short-term investment. However, an 

investment can also exhibit “significant influence” if there exist legal agreements between 

the investor and investee, such as a license to use technology, a formula, or a trade secret like 

production know-how. Absent other contractual arrangements such as those described above, 

significant influence is presumed at investment levels between 20% and 50%. 

3. Control. When a company has control over another, it has the ability to elect a majority of the board 

of directors and, as a result, the ability to affect the investee company’s strategic direction and the hir- 

ing of executive management. Control is generally presumed if the investor company owns more than 

50% of the outstanding voting stock of the investee company, but can sometimes occur at less than 

50% stock ownership by virtue of legal agreements, technology licensing, or other contractual means. 

The level of influence/control determines the specific accounting method applied and its financial 

statement implications as outlined in Exhibit 7.2. 

EXHIBIT 7.2 Investment Type, Accounting Treatment, and Financial Statement Effects 

Dividends and capital gains included 

in income 
Dividends and sale proceeds are cash 

inflows from investing activities ' 4 Interim changes in fair value affect 
; Fair-value Investment account is : ; : : 

Passive income if the investor actively trades 
method reported at fair value ihe eecurities Purchases are cash outflows from 

: p : investing activities 
Sale of investment yields capital 

gain or loss 

Dividends reduce investment account 
Investment account ; Dividends and sale proceeds are cash 

Investor reports income equal to percent ianifi i inflows from investing activities Significant Equity equals percent iS del ri RGoctSS WGOING 

influence method owned of investee Purchases are cash outflows from 

company’s equity* Sale of investment yields capital investing activities 

gain or loss 

Cash flows of investor and investee are 

Balance sheets of Income statements of investor and combined and retain original classification 

Control Consolidation investor and investee investee are combined (operating, investing, or financing) 

are combined Sale of investee yields capital gain or loss Sale and purchase of investee are 
investing cash flows 

*Investments are often acquired at purchase prices in excess of book value (the market price of S&P 500 companies was 1.9 times their book value as of mid 

2011). In this case the investment account exceeds the proportionate ownership of the investee’s equity. 

There are two basic reporting issues with investments: (1) how investment income should be recognized in 

the income statement and (2) at what amount (cost or fair value) the investment should be reported on the 

balance sheet. We next discuss both of these issues as we consider the three investment types. 

PASSIVE INVESTMENTS 
Short-term investments of excess cash are typically passive investments. Passive investments can in- &©% Describe 

volve equity or debt securities. Equity securities involve an ownership interest such as common stock or _ and illustrate 

preferred stock, whereas debt securities have no ownership interest. A voting stock investment is passive — accounting 

when the investor does not possess sufficient ownership to either influence or control the investee com- _ for passive 

pany. The fair-value method is used to account for passive investments in both debt and equity securities. investments. 
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MS 20,000 

Cash 20,000 

MS 

20,000 | 
Cash 

20,000 

Cash 9,200 

Acquisition and Sale 

When a company makes a passive investment, it records the shares acquired on the balance sheet at 

fair value, that is, the purchase price. This is the same as accounting for the acquisition of other as- 

sets such as inventories or plant assets. Subsequent to acquisition, passive investments are carried on 

the balance sheet as current or long-term assets, depending on management’s expectations about their 

ultimate holding period. 

When investments are sold, any recognized gain or loss on sale is equal to the difference between 

the proceeds received and the book (carrying) value of the investment on the balance sheet as follows: 

Gain or Loss on Sale = Proceeds from Sale — Book Value of Investment Sold 

To illustrate the acquisition and sale of a passive investment, assume that Microsoft purchases 1,000 

shares of Skype for $20 cash per share (this includes transaction costs such as brokerage fees). Micro- 

soft, subsequently, sells 400 of the 1,000 shares for $23 cash per share. The following financial state- 

ment effects template shows how these transactions affect Microsoft. 

Balance Sheet Income Statement 

Cash Noncash __ Liabil- Contrib. Earned Rev- _ Expen- _ ~ Net 
Transaction Asset Assets _ities Capital Capital enues ses Income 

1. Purchase 

1,000 shares 

of Skype —20,000  +20,000 
common Cash Marketable == = = 

stock for Securities 

$20 cash per 
share 

2. Sell 400 

shares of 

Skyoo.COni mand co Ooaltuauaee oor +1,200 +1,200 +1,200 
tock f Cash Marketable = Retained Gain on Sale — 

SA SES Securities Earnings 
$23 cash per 

share 

Income statements include the gain or loss on sale of marketable securities as a component of other 

income, which is typically reported separately from operating income and often aggregated with interest 

and dividend revenue. Accounting for the purchase and sale of passive investments is the same as for 

any other asset. Further, there is no difference in accounting for purchases and sales across the different 

types of passive investments discussed in this section. However, there are differences in accounting for 

different types of passive investments between their purchase and their sale. We next address this issue. 

Fair Value versus Cost 

If a passive investment in equity securities has an active market with published prices, that investment 

is reported on the balance sheet at fair value. Fair value is specifically defined under GAAP. It is the 

value a willing party would pay to buy the asset in a well-functioning market. Quoted market prices must 

be used when available, which are called Level / fair values. In the absence of quoted market prices, 

companies can use market prices for similar assets, which are called Level 2 fair values or, if market 
prices for similar assets are not available, an estimate of investment value using financial models, which 
are Level 3 fair values. For marketable securities, fair value is the published price (as listed on a stock 
exchange) multiplied by the number of shares owned. This is one of few assets that are reported at fair 
value instead of historical cost.' For marketable securities, the current market value is almost always 
equal to the “fair” value and, thus, the two terms are often used interchangeably. If there exists no active 
market with published prices for the stock, the investment is reported at its historical cost. 

' Other assets reported at fair value include (1) derivative securities (such as forward contracts, options, and futures) that are 
purchased to provide a hedge against price fluctuations or to eliminate other business risks (such as interest or exchange rate fluc- 
tuations), and (2) inventories and long-term assets that must be written down to market when their values permanently decline. 
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Why are passive investments recorded at current fair value on the balance sheet? The answer lies in 

understanding the trade-off between the objectivity of historical cost and the relevance of market value. 

All things equal, current fair values of assets are more relevant in determining the market value of the 

company as a whole. However, for most assets, market values cannot be reliably determined. Adding 

unreliable “market values” to the balance sheet would introduce undue subjectivity into financial reports. 

In the case of marketable securities, market prices result from numerous transactions between will- 

ing buyers and sellers. Market prices in this case provide an unbiased (objective) estimate of fair value 

to report on balance sheets. This reliability is the main reason GAAP allows passive investments to be 

recorded at fair value instead of at historical cost. 

This fair-value method of accounting for securities causes asset values (the marketable securities) 

to fluctuate, with a corresponding change in equity (liabilities are unaffected). This is reflected in the 

following accounting equation: 

Assets A = Liabilities + Equity A or Assets ¥ = Liabilities + Equity ¥ 

An important issue is whether such changes in equity should be reported as income (with a consequent 

change in retained earnings), or whether they should bypass the income statement and directly impact 

equity via accumulated other comprehensive income (AOCI). The answer differs depending on the 

classification of securities, which we explain next. 

Investments Marked to Market 

For accounting purposes, marketable securities are classified into two types, both of which are reported 

on the balance sheet at fair value. Remember that for marketable securities, current market value is 

usually synonymous with fair value, thus we say that marketable securities are marked to market. 

1. Available-for-sale (AFS). These are securities that management intends to hold for capital gains 

and dividend revenue; although, they might be sold if the price is right. 

2. Trading (T). These are investments that management intends to actively buy and sell for trading 

profits as market prices fluctuate. 

Management classifies securities depending on the degree of turnover (transaction volume) it expects 

in the investment portfolio, which reflects management’s intent to actively trade the securities or not. 

Available-for-sale portfolios exhibit less turnover than trading portfolios. (GAAP permits companies 

to have multiple portfolios, each with a different classification, and management can change portfolio 

classification provided it adheres to strict disclosure and reporting requirements about its expectations 

of turnover change.) The classification as either available-for-sale or trading determines the accounting 

treatment, as Exhibit 7.3 summarizes. 

EXHIBIT 7.3 Accounting Treatment for Available-for-Sale and for Trading Investments 

ation Reporting of Fair-ValueChanges Losses on Sa 
Available-for- Fair-value changes bypass the income statement and are Reported as other income in 

Sale (AFS) reported in accumulated other comprehensive income income statement 

(AOCI) as part of equity 

Trading (T) Fair-value changes are reported in the income statement Reported as other income in 

and impact equity via retained earnings income statement 

The difference between the accounting treatment of available-for-sale and trading investments relates 

to how fair-value changes affect equity. Changes in the fair value of available-for-sale securities have 

no income effect; changes in fair value of trading securities have an income effect. The impact on total 

stockholders’ equity is identical for both classifications. The only difference is whether the change is 

reflected in retained earnings or in the accumulated other comprehensive income (AOCI) component 

of stockholders’ equity. Dividends and any gains or losses on security sales are reported in the other 

income section of the income statement for both classifications. (GAAP gives companies an option 
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to account for available-for-sale securities like trading securities and report all changes in fair value 

on the income statement.) When sold, unrealized gains (losses) on available-for-sale investments are 

transferred (“reclassified”) from AOCI into income and, thereby, become realized gains (losses). 

Fair-Value Adjustments 
To illustrate the accounting for changes in fair value subsequent to purchase (and before sale), assume 

that Microsoft’s investment in Skype (600 remaining shares purchased for $20 per share) increases in 

value to $25 per share at year-end. The investment must be marked to market to reflect the $3 000 un- 

realized gain ($5 per share increase for 600 shares). The financial statement effects depend on whether 

the investment is classified as available-for-sale or as trading as follows: 

Balance Sheet | Income Statement 

Cash |. Noncash _ Liabil- . Contrib. Earned Net 

Transaction Asset. Assets ities — Capital Capital Income 

If classified as available-for-sale 1 

bess $5 increase 7 AOCI 3,000 

Ms in fair value +3,000 +3,000 
=e = Marketable = AOCI \ = — 

See of Skype Securities | 
——Tanoo 7 NVEStme nts eerie) ea mnenree tert tk ccctts eevee <tc ereee \ . °° see 

If classified as trading / 

Ee $5 increase & 
UG 3,000 7 ee eae TTe +3,000 +3,000 ] +3,000 _ +3,000 
3,000 * Skype Marketable == Retained | Unrealized — i 

"ua e yp Securities Earnings | Gain 
— leseo Investment . 

Under both classifications, the investment account increases by $3,000 to reflect the increase in the 

stock’s market value. If Microsoft classifies these securities as available-for-sale, the unrealized gain 

increases the accumulated other comprehensive income (AOCI) account (which analysts typically 

IFRS Alert view as a component of earned capital). However, if Microsoft classifies the securities as trading, the 

IFRS permits simi- | unrealized gain is recorded as income, thus increasing both reported income and retained earnings for 

lar accounting for the period. (Our illustration uses a portfolio with only one security for simplicity. Portfolios usually 

nee consist of multiple securities, and the unrealized gain or loss is computed based on the total cost and 
including that for ; : 

total market value of the entire portfolio.) 
trading, available- p ‘ ‘ : . : 
for-sale, and These fair-value adjustments only apply if market prices are available, that is, for publicly traded 

held-to-maturity securities. Thus, this mark-to-market accounting does not apply to investments in start-up companies 

portfolios. or privately held corporations. Investments in nonpublicly traded companies are accounted for at cost 

as we discuss later in this section. 

Financial Statement Disclosures 

Companies are required to disclose cost and fair values of their investment portfolios in footnotes to 

financial statements. Google reports the accounting policies for its investments in the following foot- 

note to its 2010 10-K report: 

Cash, Cash Equivalents, and Marketable Securities We invest our excess cash primarily in highly 

liquid debt instruments of the U.S. government and its agencies, municipalities in the U.S., debt in- 

struments issued by foreign governments, time deposits, money market and other funds, including 

cash collateral received related to our securities lending program, mortgage-backed securities, and 

corporate securities. We classify all highly liquid investments with stated maturities of three months or 
less from date of purchase as cash equivalents and all highly liquid investments with stated maturities 
of greater than three months as marketable securities . .. We have classified and accounted for our 
marketable securities as available-for-sale . . . We carry these securities at fair value, and report the 
unrealized gains and losses, net of taxes, as a component of stockholders’ equity, except for unreal- 
ized losses determined to be other-than-temporary which we record as interest and other income, net. 
We determine any realized gains or losses on the sale of marketable securities on a specific identifica- 
tion method, and we record such gains and losses as a component of interest and other income, net. 
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Google accounts for its investments in marketable securities at fair value. Because Google classifies 
those investments as “available-for-sale,” unrealized gains and losses flow to the accumulated other 

comprehensive income component of stockholders’ equity. When Google sells the securities, it will 

record any realized gains or losses in income. 

Following is the current asset section of Google’s 2010 balance sheet reflecting these investments. 

$10,198 $13,630 

14,287 21,345 

Total cash, cash equivalents, and marketable securities.....................000- 24,485 34,975 

Accounts receivable, net of allowance of $79 and $101....................0-005 3,178 4,252 

Receivable under reverse repurchase agreements 0 750 

Deterredsncome taxesemeteeesn sc at eee rene ee Pan eh Whee ere ey seten ate 644 259 

IMNCGOMEeTAXeSYeCelVADION MS temencentaey Neen Mee Peeters Sr sincscgime loka nies: sian sts 20 0 

Prepaid revenue share, expenses and other assetS ............000 ccc eee eeeees 837 1,326 

MOtal {CUMENHASSELS mae Gian hatte aD reat tt iae eea he emia hs ies A EE Pat he $29,167 $41,562 

Google’s investments in marketable securities that are expected to mature within 90 days of the balance 

sheet date are recorded together with cash as cash equivalents. Its remaining investments are reported 

as marketable securities. 

Footnotes to the Google 10-K provide further information about the composition of its investment 

portfolio. 

Meee oS 
Cash and cash equivalents: 

(CES Bliss. crerchionsconcapdet nici cach eat fGRALENG Hehe SEM te Ba ae ideas Pad are tech e een erer eek ANS 

Cash equivalents: 

TUMENG SDOSILS remem testsoRedeee Ora race hols eee ene ttin ee CIEE! toe eS eel iat Ree eee: 3,740 973 

Moneyumarkeb and other funds: serene deesreapiae st acctey bere fave eal cua detaniere arene 2,103 7,547 

UF SROONCKMMOntia GCMClOS meus iecictshectae Cxcear crcaraatitane tel yebs ic dcbeves an oat een Sica boleacaees 2 0 

UP SaGOVenmmentmOleSeniner tenets titre eetichetr sik wots chads ects mie saree oe age ese clone 0 300 

OKelGhGOVEMMeNtOOMOS Eerste nieaegetie ateiota ielsiers fe caer Cr iin tteeh Rien RS 0 150 

CorporaterdebESeCuintleSi. ten aah seceie atcke sort sudan ice erekatanenn le enero bk pasdenes sane! ance ee 0 8 

otalicashvandicashequivalentsatera ssa cretaters ser tus stn ein chee vie aueie cease eter ete 10,198 13,630 

Marketable securities: 

HME ASPOSISarareeteret et eeu ere aes cbaiciae ts Gemete odie gcvasusiene's Shere ee 6 ve ooeret ene 1,250 304 

Monevamarkebmuiuial funds Sacepcaiseher, Cetin stents ance reruns «ate hdtedtuants, sebaamuemanrige 28 3 

WISHOGOVENIMONtAGeCnCleSae seiskriertiaht oc SRST MeN e erage Wir MnIa datas SO oie aerate 3,703 1,857 

SHO OVE NMONUMOLOS warecaeneeey el atak tebe. coke marcelays tcqe Shean Mes ionsie chs che Ehancuiany 2,492 3,930 

FOLCIOUIGOVENMmentbDONCSteneaya net nceira rere tetet ne attic eortetece cite © cts cre conaaa 37 1,172 

MUNIGINAl SCCULITIES Rear wtetocin charortah Sat hiars tactetnie. alate wiomecee neatePtl cunt Bre: ctolcaatianet hele 2,130 2,503 

Cororatedebtisectiiitiesrrerrey.me.. ane a Nicks. be dada nce ote ode 2 eyed 2,822 5,742 

Agency residential mortgage-backed securities ........... 0c cece cee eee eee 1,578 5,673 

Commercialimornigage-packed SOCUNITISS is wverenes sicey ave akellatay aller ancitee) sellin) olenelelts 48 0 

Marketablereguiity, SOCUIITY mtumrergchAgnre ci tccsunateiede wiieetaraucifesleic mifel ous ©. sh0) <gsetncye Sucnetagus 199 161 

HotaliinanketalerSCCUnilioG srw ae areas eetepsrs + aveualite aU isiekcon echo lvalets Sieustaie’s Goud ate wisi ans 14,287 21,345 

Total cash, cash equivalents, and marketable securities...............00 cee euee $24,485 $34,975 

The majority of Google’s 2010 investments are in government debt securities such as bonds and T-bills, 

with a relatively small portion invested in equity securities. Google accounts for all of these invest- 

ments as available-for-sale and reports them in the current asset section of the balance sheet because 

they mature within the coming year or can be readily sold, if necessary. 

Google provides additional (required) disclosures on the costs, fair values, and unrealized gains 

and losses for its available-for-sale investments as follows: 
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0 Gross Gigs 
OS . Adjusted Unrealized Unrealized = Fair 

“December 31,2010($ millions) Cost: = Gains — Losses —s« Value 

Tine GeNOSitS iis aioe eee eae eran cig ener ss $ 304 $ 0 $ O $ 304 

Monevamarket muituallifUmc Step amety ice tete else hes =r 3 0 0 3 

LE SHOOVEFnMment AGeMClOSin maar hieacieen terete nsttenel 1,864 1 (8) 1,857 

WSS Conidae MMeWuGey ex den acecccdcnceocooagane 3,950 30 (50) 3,930 

ONION COMCMMMMEMEISCMES 5 cnn ansconhouocenenne 1,154 23 (5) Well 

MUMS SECU a odo doenurocesanonnonnensoos 2,492 16 (5) 2,503 

Corporate GebtisecuniticS# mo ats etnens eens eee 5,600 167 (25) Bia 

Agency residential mortgage-backed securities ...... 5,649 56 (32) 5,673 

Marketable equity security... 0... .s.- meas 150 ah) 0 161 

TOtal Re rretecs pest sls etcess rars cee ae eee nena $21,166 $304 $(125) $21,345 

Google’s net unrealized gain of $179 million ($304 million — $125 million) is reported net of tax 

in the accumulated other comprehensive income (AOCI) section of its stockholders’ equity as follows 

($ millions): 

December 31 ($ millions) oo : 2009 2010 
Glass;AiandiGlass\ Bicommon: Stocks -caasstees fn hater oslo acl lene Oise orte $15,817 $18,235 

AccumulatediothemeomprenecnsiveumCOnml Caen ereriari instr eet iene trite 105 138 

Retained earninGSsmcracteaneccecs wets e eitec ciinet er tise te en sate chon teem caer epee 20,082 27,868 

Total:stockholders 4eGUIL Varta ceeicce sss si eneocurortse cee mia rmee ce nic Senn ReWES co erciteaieW feel eftememeRet: 36,004 46,241 

TOVENIEISIMES Eline! SuOO MOC: CCUM. oo conc acuuaecuovonenocavedccuuoeasebe $40,497 $57,851 

Google does not identify the components of its 2010 accumulated other comprehensive income of $138 

except to report that the other component, beyond the unrealized gains on available-for-sale invest- 

ments, is the cumulative translation adjustment relating to subsidiaries whose balance sheets are de- 

nominated in currencies other than $US. This lack of information can be confusing because the amount 

of unrealized gain (loss) reported in the investment footnote and the amount reported in accumulated 

other comprehensive income differ. Part of this difference relates to taxes: the net unrealized gain of 

$179 reported in the investment footnote is pretax while the amount reported in the accumulated other 

comprehensive income section of stockholders’ equity is after-tax. 

investments Reported at Cost 

Companies often purchase debt securities, including bonds issued by other companies or by the U.S. 

government. Such debt securities have maturity dates—dates when the security must be repaid by the 

borrower. If a company buys debt securities, and management intends to hold the securities to maturity 

(as opposed to selling them early), the securities are classified as held-to-maturity (HTM). The cost 

method applies to held-to-maturity securities. Exhibit 7.4 identifies the reporting of these securities. 

EXHIBIT 7.4 Accounting Treatment for Held-to-Maturity Investments 

Ee ee Reporting Interest _ . 
Investment 

: : | a Co Received andthe Gains __ 
Classification — _ Reporting of Fair-Value Changes and Losses onSale 

Held-to-Maturity Fair-value changes are not reported in either the Interest reported as other income 
(HTM) balance sheet or income statement in income statement 

IF sold before maturity (the 

exception), any gain or loss on sale 

is reported in income statement 

Changes in fair value do not affect either the balance sheet or the income statement. The presump- 
tion is that these investments will indeed be held to maturity, at which time their market value will be 
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exactly equal to their face value. Fluctuations in fair value, as a result, are less relevant for this invest- 

ment classification. Finally, any interest received is recorded in current income. (GAAP gives compa- 

nies an option to report held-to-maturity investments at fair value; if this fair-value option is elected, 

the accounting for held-to-maturity securities is like that for trading securities.) 

Sometimes companies acquire held-to-maturity debt securities for more or less than the security’s 

face value. Because the value of debt securities fluctuates with the prevailing rate of interest, the mar- 

ket value of the security will be greater than its face value if current market interest rates are lower 

than what the security pays for interest. In that case, the acquirer will pay a premium for the security. 

Conversely, if current market interest rates exceed what the security pays in interest, the acquirer will 

purchase the security at a discount. (We cover premiums and discounts on debt securities in more detail 

in Module 8.) Either way, the company records the investment at its acquisition cost (like any other as- 

set) and amortizes any discount or premium over the remaining life of the held-to-maturity investment. 

At any point in time, the acquirer’s balance sheet carries the investment at “amortized cost,” which is 

never adjusted for subsequent market value changes. 

Companies can acquire equity interests in other companies that are not traded on an organized 

exchange. These might be start-ups that have never issued stock or established privately held com- 

panies. Because there is no market for such securities, they cannot be classified as marketable secu- 

rities and are carried at historical cost on the balance sheet. Google references one such investment 

in its 2010 10-K. 

Non-Marketable Equity Securities We have accounted for non-marketable equity security invest- 

ments primarily at cost because we do not have significant influence over the underlying investees. 

We periodically review our marketable securities, as well as our non-marketable equity securities, for 

impairment. If we conclude that any of these investments are impaired, we determine whether such 

impairment is other-than-temporary. Factors we consider to make such determination include the 

duration and severity of the impairment, the reason for the decline in value and the potential recovery 

period, and our intent to sell, or whether it is more likely than not that we will be required to sell, the 

investment before recovery. If any impairment is considered other-than-temporary, we will write down 

the asset to its fair value and take a corresponding charge to our Consolidated Statements of Income. 

Google uses historical cost to account for investments in non-marketable securities (equity investments 

where Google cannot exert significant influence over the investee company). Google monitors the 

value of these investments and writes them down to market value if they suffer a permanent decline 

in value. If such an investee company ever goes public, Google will change its accounting method. If 

Google’s ownership percentage does not allow it to exert significant influence or control, Google will 

account for this investment following the procedures described above for marketable securities. How- 

ever, if Google can exert significant influence or control, it will apply different accounting methods that 

we explain in later sections of this module. 

MID-MODULE REVIEW 1 

Assume that Google had the following four transactions involving investments in marketable securities. Use this 

information to answer requirements a and b below. 

Purchased 1,000 shares of Yahoo! common stock for $15 cash per share. 

Received cash dividend of $2.50 per share on Yahoo! common stock. 

Year-end market price of Yahoo! common stock is $17 per share. 

Sold all 1,000 shares of Yahoo! common stock for $17,000 cash in the next period. RWwWN eS 

7-10 
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L@zZ Explain 

and illustrate 

accounting for 

equity method 

investments. 

Yahoo! reports the following table in the footnotes to its 2010 10-K. Use this information to answer requirements 

c and d below. 

Gross = Gross_—s Gre 
Amortized Unrealized Unrealized E 
Costs = Gains_~—_—siLosses___ Fair Value 

$1,353,064 ais $ (514) $1,354,063 

MUM TSI NOMNC Sim sce oe ent oan ea ae eam ooo! 6,609 8 = 6,617 

Corporate debt securities, commercial paper, and 

bank certificates of deposits................. 740,043 1,608 (76) CASTS 

Corporate equity securities .........-......... 2,097 —_— (1,128) 1,469 

Total investments in available-for-sale securities... $2,102,313 $3,129 $(1,718) $2,103,724 

Required 

a. Using the financial statement effects template, enter the effects (amount and account) relating to the four 

transactions assuming the investments are classified as available-for-sale. 

b. Using the financial statement effects template enter the effects (amount and account) relating to the four 

transactions assuming that the investments are classified as trading securities. 

c. What amount does Yahoo! report as investments on its balance sheet? What does this balance represent? 

d. How did the net unrealized gains affect reported income in 2010? 

The solution is on page 7-51. 

INVESTMENTS WITH SIGNIFICANT 
INFLUENCE 
Many companies make equity investments that yield them significant influence over the investee com- 

panies. These intercorporate investments are usually made for strategic reasons such as the following: 

= Prelude to acquisition. Significant ownership can allow the investor company to gain a seat on 

the board of directors from which it can learn much about the investee company, its products, and 

its industry. 

@ Strategic alliance. Strategic alliances permit the investor to gain trade secrets, technical know- 

how, or access to restricted markets. For example, a company might buy an equity share in a com- 

pany that provides inputs for the investor’s production process. This relationship is closer than the 

usual supplier—buyer relationship and will convey benefits to the investor company. 

= Pursuit of research and development. Many research activities in the pharmaceutical, software, 

and oil and gas industries are conducted jointly. The common motivation is to reduce the inves- 

tor’s risk or the amount of capital investment. The investment often carries an option to purchase 

additional shares, which the investor can exercise if the research activities are fruitful. 

A crucial feature in each of these investments is that the investor company has a level of ownership that 
is sufficient for it to exert significant influence over the investee company. GAAP requires that such 
investments be accounted for using the equity method. 

Significant influence is the ability of the investor to affect the financing, investing and operat- 
ing policies of the investee. Ownership levels of 20% to 50% of the outstanding common stock of the 
investee typically convey significant influence. Significant influence can also exist when ownership 
is less than 20%. Evidence of such influence can be that the investor company is able to gain a seat 
on the board of directors of the investee by virtue of its equity investment, or the investor controls 
technical know-how or patents that are used by the investee, or the investor is able to exert signifi- 
cant influence by virtue of legal contracts with the investee. (There is growing pressure from regula- 
tors for determining significant influence by the facts and circumstances of the investment instead of 
a strict ownership percentage rule.) 
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Accounting for Investments with 
Significant Influence 

GAAP requires that investors use the equity method when significant influence exists. The equity 

method reports the investment on the balance sheet at an amount equal to the percentage of the in- 

vestee’s equity owned by the investor; hence, the name equity method. (This assumes acquisition at 

book value. Acquisition at an amount greater than book value is covered later in this section.) Con- 

trary to passive investments whose carrying amounts increase or decrease with the market value of 

the investee’s stock, equity method investments increase (decrease) with increases (decreases) in the 

investee’s stockholders’ equity. 

Equity method accounting is summarized as follows: 

@ Investments are recorded at their purchase cost. 

mM Dividends received are treated as a recovery of the investment and, thus, reduce the investment 

balance (dividends are not reported as income). 

@ The investor reports income equal to its percentage share of the investee’s reported net income; the 

investment account is increased by the percentage share of the investee’s income or is decreased 

by the percentage share of any loss. 

@ Changes in fair value do not affect the investment’s carrying value. (GAAP gives companies an IFRS Alert 

option to report equity method investments at fair value unless those investments relate to consoli- | There is no 

dated subsidiaries; we discuss consolidation later in the module.) fair-value option 
for investments 

To illustrate the equity method, consider the following scenario: Assume that Google acquires a 30% __| accounted for by 

interest in Mitel Networks, a company seeking to develop a new technology. This investment is a stra- _| the equity method 

tegic alliance for Google. At the acquisition date, Mitel’s balance sheet reports $1,000 of stockholders’ bageglEnS. 

equity, and Google purchases a 30% stake for $300, giving it the ability to exert significant influence 

over Mitel. At the first year-end, Mitel reports profits of $100 and pays $20 in cash dividends to its 

shareholders ($6 to Google). Following are the financial statement effects for Google from this invest- 

ment using the equity method. 

Balance Sheet — Income Statement 

Cash Noncash __Liabil- Contrib. Earned y Rev- — Expen- Net | 
Transaction Asset Assets _ities Capital Capital a enues ses = Income 

1. Purchase : ahd 300 

30% invest- —300 +300 5 a 

ment in Mitel Cash Investment == 7 _ = on a 

for $300 in Mitel a ay 

cash 
NR SAE Ea ae EY ig RIE Oe ie ii) a ad Shae EMI 30 
2. Mitel re- | El 30 

ports $100 +30 +30 ([ +30 +30 EMI 
income; Investment = Retained Investment — = 30 

Google’s in Mitel Earnings | Income ———= 

share is $30 | 
eet Sian seer te . ad ie aj > a7 ie ; Pipa tae ne eapets oe “j a rer ; rar) sl ae an Cash 6 

3. Mitel pays +6 —6 MI 3 
$20 cash Cash Investment . Cash 

dividends; $6 EAS ae = = oT . 

to Google 
ose 

Ending bal- 

ance of 

Google’s psoas 
investment | 

account 

The investment is initially reported on Google’s balance sheet at its purchase price of $300, representing 

a 30% interest in Mitel’s total stockholders’ equity of $1,000. During the year, Mitel’s equity increases to 

$1,080 ($1,000 plus $100 income and less $20 dividends). Likewise, Google’s investment increases by 
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$30 to reflect its 30% share of Mitel’s $100 income, and decreases by $6, relating to its share of Mitel’s 

dividends. After these transactions, Google’s investment in Mitel is reported on Google’s balance sheet 

at 30% of $1,080, or $324. 

Google’s investment in Mitel is an asset, just like any other asset. As such, it must be tested an- 

nually for impairment. If the investment is found to be permanently impaired, Google must reduce the 

investment amount on the balance sheet and report a loss on the write-down of the investment in its 

income statement. If and when Google sells Mitel, any gain or loss on the sale is reported in Google’s 

income statement. The gain or loss is computed as the difference between the sales proceeds and the 

investment’s carrying value on the balance sheet. For example, if Google sold Mitel for $500, Google 

would report a gain on sale of $176 ($500 proceeds — $324 balance sheet value). 

Companies often pay more than book value when they make equity investments. For example, if 

Google paid $400 for its 30% stake in Mitel, Google would initially report its investment at its $400 

purchase price. The $400 investment consists of two parts: the $300 equity investment described above 

and the $100 additional investment. Google is willing to pay the higher purchase price because it be- 

lieves that Mitel’s reported equity is below its current market value. Perhaps some of Mitel’s assets are 

reported at costs that are below market values or Mitel has intangible assets like internally generated 

goodwill that are missing from the balance sheet. The $300 portion of the investment is accounted for 

as described above. Google’s management must decide how to allocate the excess of the amount paid 

over the book value of the investee company’s equity and account for the excess accordingly. For ex- 

ample, if management decides that the $100 relates to depreciable assets, the $100 is depreciated over 

the assets’ estimated useful lives. Or, if it relates to identifiable intangible assets that have a determin- 

able useful life (like patents), it is amortized over the useful lives of the intangible assets. If it relates 

to goodwill, however, it is not amortized and remains on the balance sheet at $100 unless and until it is 

deemed to be impaired. (See Appendix 7A for an expanded illustration.) 

Two final points about equity method accounting: First, there can be a substantial difference be- 

tween the book value of an equity method investment and its fair value. An increase in value is not 

recognized until the investment is sold. If the fair value of the investment has permanently declined, 

however, the investment is deemed impaired and it is written down to that lower fair value. Second, 

if the investee company reports income, the investor company reports its share. Recognition of equity 

income by the investor, however, does not mean that it has received that income in cash. Cash is only 

received if the investee pays a dividend. To highlight this, the investor’s statement of cash flows will 

include a reconciling item (a deduction from net income in computing operating cash flow) for its 

percentage share of the investee’s net income. This is typically reported net of any cash dividends 
received. 

RESEARCH INSIGHT |/=. ome and Stock Prices 

Under the equity method of accounting, the investor does not recognize as income any dividends 

received from the investee, nor any changes in the investee’s fair value, until the investment is sold. 

However, research has found a positive relation between investors’ and investees’ stock prices 

at the time of investees’ earnings and dividend announcements. This suggests that the market 

includes information regarding investees’ earnings and dividends when assessing the stock prices 
of investor companies, and implies that the market looks beyond the book value of the investment 

account in determining stock prices of investor companies. 

Equity Method Accounting and ROE Effects 

The investor company reports equity method investments on the balance sheet at an amount equal 
to the percentage owned of the investee company’s equity when that investment is acquired at book 
value. To illustrate, consider the case of Abbott Laboratories, Inc., which owned 50% of TAP Phar- 
maceutical Products Inc. (TAP was a joint venture with Takeda Pharmaceutical Company, Limited of 
Japan that was terminated in 2008.) TAP Pharmaceuticals (TAP) develops and markets pharmaceutical 
products mainly for the U.S. and Canada. Abbott accounts for its investment in TAP using the equity 
method as described in the following footnote to its 2007 10-K report: 
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Equity Method Investments ($ millions) Abbott’s 50 percent-owned joint venture, TAP Pharma- 

ceutical Products Inc. (TAP), is accounted for under the equity method of accounting. The invest- 

ment in TAP was $159, $162 and $167 at December 31, 2007, 2006 and 2005, respectively, and 

dividends received from TAP were $502, $487 and $343 in 2007, 2006 and 2005, respectively. 

Abbott performs certain administrative and manufacturing services for TAP at negotiated rates that 

approximate fair value. 

At the end of 2007, the TAP joint venture reported stockholders’ equity of $318 million and net income 

of $996 million. (TAP’s financial statements are included in an exhibit to Abbott’s 2007 10-K; not re- 

produced here.) In the footnote above, Abbott reports an investment balance at December 31, 2007, of 

$159 million (TAP equity of $318 million X 50%). In its income statement (not shown here), Abbott 

reports income of $498 million (TAP net income of $996 million X 50%). Provided the investment was 

originally acquired at book value these relations will always hold. 

Let’s look a bit closer at TAP. TAP’s balance sheet reports assets of $1,354.2 million, liabilities of 

$1,036.7 million, and stockholders’ equity of $317.5 million. TAP is a highly leveraged company with 

considerable assets. The $159 million investment balance on Abbott’s balance sheet does not provide 

investors with any clue about the level of TAP’s total assets nor about the substantial amount of TAP’s 

financial obligations. It reflects only Abbott’s share of TAP’s net assets (assets less liabilities, or equity). 

Further, Abbott makes the following additional disclosure in its footnotes relating to the cumula- 

tive payment of dividends by TAP: 

Undistributed earnings of investments accounted for under the equity method amounted to ap- 

proximately $136 as of December 31, 2007. 

ee roe. a oe ae Ba. 

Cumulatively, Abbott has recorded $136 million more of income than it has received in cash dividends 

from TAP. This shows that equity income does not necessarily equal cash inflow. This is particularly 

true for equity investments in growth-stage companies that do not pay dividends, or for foreign subsid- 

iaries of U.S. nationals that might not pay dividends for tax reasons or other restrictions. 

Another area of concern with equity method accounting relates to unreported liabilities. As 

described above, TAP reports total liabilities of $1,036.7 million as of 2007, none of which ap- 

pear on Abbott’s balance sheet (Abbott only reports its investment in TAP’s equity as an asset). 

Pharmaceutical companies face large potential liabilities arising from drug sales. (For example, TAP 

reported a loss of $150 million relating to litigation that it settled in 2004.) Although Abbott might 

have no direct legal obligation for TAP’s liabilities, it might need to fund settlement costs via ad- 

ditional investment or advances to maintain TAP’s viability if the company is important to Abbott’s 

strategic plan. Further, companies that routinely fund R&D activities through equity investments in 

other companies, a common practice in the pharmaceutical and software industries, can find them- 

selves supporting underperforming equity investments to assure continued capital market funding 

for these entities. One cannot always assume, therefore, that the investee’s liabilities will not ad- 

versely affect the investor. 

The concern with unreported liabilities becomes particularly problematic when the investee company 

reports losses that are substantial. In extreme cases, the investee company can become insolvent (when 

equity is negative) as the growing negative balance in retained earnings more than offsets paid-in capital. 

Once the equity of the investee company reaches zero, the investor must discontinue accounting for the 

investment by the equity method. Instead, it accounts for the investment at cost with a zero balance and no 

further recognition of its proportionate share of investee company losses. In this case, the investor’s income 

statement no longer includes the losses of the investee company and its balance sheet no longer reports the 

troubled investee company. Unreported liabilities can be especially problematic in this case. 

To summarize, under equity method accounting, only the net equity owned is reported on the bal- 

ance sheet (not the underlying assets and liabilities), and only the net equity in earnings is reported in 

the income statement (not the investee’s sales and expenses). This is simply illustrated as follows using 

7-14 
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the (assumed) income statement and balance sheet from Mitel, the company in which Google invests 

$300 for a 30% ownership stake, at the end of the first year. 

Mitelisales arr esnas ee ne $300 Mitellassetsmer eens means $2,580 

Mitel expenses......... 200 Mitelilialoilitiesiserererenrattneten 1,500 

Mitehincone semi neiereen $100 MIRE COMIN oon oncneecenas $1,080 

x 30% owned —& Equity income of Mitel (investee).... $ 30 

Investment in Mitel (investee)....... $324 “ x 30% owned 

From an analysis standpoint, because the assets and liabilities are left off the Google balance sheet, 

and because the sales and expenses are omitted from the Google income statement, the components of 

ROE are markedly affected as follows: 

m= Net operating profit margin (NOPM = NOPAT/Sales). Most analysts include equity income 

(sales less expenses) in NOPAT since it relates to operating investments. However, investee’s sales 

are not included in the NOPM denominator. The reported NOPM is, thus, overstated. 

= Net operating asset turnover (NOAT = Sales/Average NOA). Investee’s sales are excluded 

from the NOAT numerator, and net operating assets in excess of the investment balance are ex- 

cluded from the denominator. This means the impact on NOAT is indeterminate. 

@ Financial leverage (FLEV = Net nonoperating obligations/Average equity). Financial lever- 

age is understated due to the absence of investee liabilities in the numerator. 

Although ROE components are affected, ROE is unaffected by equity method accounting because 

the correct amount of investee net income and equity is included in the ROE numerator and denomina- 

tor, respectively. Still, the evaluation of the quality of ROE is affected. Analysis using reported equity 

method accounting numbers would use an overstated NOPM and an understated FLEV because the 

numbers are based on net balance sheet and net income statement numbers. As we discuss in a later 

module, analysts should adjust reported financial statements for these types of items before conduct- 

ing analysis. One such adjustment might be to consolidate (for analysis purposes) the equity method 

investee with the investor company. 

Like US GAAP, IFRS requires use of the equity method for investments in “associates” where the 

investor has significant influence. Unlike US GAAP, IFRS does not permit an investor that continues 

to have significant influence over an associate to cease applying the equity method when the as- 

sociate is operating under severe long-term restrictions that impair its ability to transfer funds to the 

investor. Instead, significant influence must be lost before the equity method ceases to apply. US 

GAAP allows the equity method to cease once the investee’s equity reaches zero. 

MANAGERIAL DECISION | 

You are receiving capital expenditure requests for long-term operating asset purchases from various 
managers. You are concerned that capacity utilization is too low. What potential courses of action 
can you consider? Explain. [Answer, p. 7-32] 
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MID-MODULE REVIEW 2 

Assume that Google had the following five transactions involving investments in marketable securities accounted 

for using the equity method. Use this information to answer requirement a below. 

1. Purchased 5,000 shares of LookSmart common stock at $10 cash per share; these shares reflect 30% owner- 

ship of LookSmart. 

Received a $2 per share cash dividend on LookSmart common stock. 

Recorded an accounting adjustment to reflect $100,000 income reported by LookSmart. 

Year-end market price of LookSmart has increased to $12 per common share. 

Sold all 5,000 shares of LookSmart common stock for $90,000 cash in the next period. Altace 

Assume that Yahoo! reports a $637 million equity investment in Yahoo! Japan related to its 34% ownership interest, 

and Yahoo!’s footnotes reveal the following financial information about Yahoo! Japan ($ millions). 

“Twelve Months Ended September 30 
Operating data 

REVERUCS AA SEN LL Aer TAG Ary ered Vee $1,367 $1,671 $1,933 

Gross" profit. Brae stestce sett Bey fas: 1 eZ 1,584 1,836 

Income fromioperationS s.6..4s).8e sa. 656 807 984 

NGEINCOME meter state ttt cater eet 382 451 508 

‘September300 0 
Balance sheet data 

GUITENTASSELS wets yeae ayers ter ona eed ee ern eye GS 7/62 Slee 

EONGctenint: ASSCUS saseteieiet acleereas aad eater ee cue eke ete 1,692 1,783 

CurrentulabilttiGS meee actos creat cesta eect ee 535 692 

Bong=terin liabilitioS yee seer sea tet crater etetere ares ots 509 348 

Required 
a. Use the financial statement effects template to enter the effects (amount and account) for the five Google 

transactions, above. 

b. How much income does Yahoo! report in its 2012 income statement related to this equity investment? 

c. Show the computations required to yield the $637 million balance in the equity investment account on 

Yahoo!’s balance sheet. 

The solution is on page 7-52. 

INVESTMENTS WITH CONTROL 
This section discusses accounting for investments where the investor company “controls” the investee 

company. For example, in its footnote describing its accounting policies, Google reports the following: 

Basis of Consolidations The consolidated financial statements include the accounts of Google 

and wholly-owned subsidiaries. All intercompany balances and transactions have been eliminated. 

This means that Google’s financial statements are an aggregation (an adding up) of those of the parent 

company, Google, and all its subsidiary companies, less any intercompany activities such as intercom- 

pany sales or advances. 

Accounting for Investments with Control 

Accounting for business combinations (acquiring a controlling interest) goes one step beyond equity 

method accounting. Under the equity method, the investor’s investment balance represents the pro- 

portion of the investee’s equity owned by the investor, and the investor company’s income statement 

LOS Describe 

and illustrate 

accounting for 

consolidations. 

IFRS Alert 

Consolidation 

accounting is gen- 

erally similar with 

IFRS; differences 

exist in technical 

details, but not 

with presentation 

of consolidated 

financial state- 

ments. 
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includes its proportionate share of the investee’s income. Once “control” over the investee company is 

achieved, GAAP requires consolidation for financial statements issued to the public (not for the internal 

financial records of the separate companies). Consolidation accounting includes 100% of the investee’s 

assets and liabilities on the investor’s balance sheet and 100% of the investee’s sales and expenses on 

the investor’s income statement. Specifically, the consolidated balance sheet includes the gross assets 

and liabilities of the investee company, and the income statement includes the investee’s gross sales and 

expenses rather than just the investor’s share of the investee company’s net assets or income. All inter- 

company sales and expenses, and receivables and payables, are eliminated in the consolidation process 

to avoid double-counting when, for example, goods are sold from the investee (called a subsidiary) to 

the investor (called the parent company) for resale to the parent’s ultimate customers. 

Investments Purchased at Book Value: Subsidiary Wholly-Owned To illustrate, consider 

the following scenario. Penman Company acquires 100% of the common stock of Nissim Company by 

exchanging newly issued Penman shares for all of Nissim’s common stock. The purchase price is equal 

to the $3,000 book value of Nissim’s stockholders’ equity (contributed capital of $2,000 and retained 

earnings of $1,000). On its balance sheet, Penman accounts for the investment in Nissim using the eq- 

uity method. This is important. Even if the investor (the parent) owns 100% of the investee, it records 

the investment on its (parent-company) balance sheet using the equity method described in the previous 

section. That is, Penman records an initial balance in the investment account of $3,000, equal to the 

purchase price. The balance sheets for Penman and Nissim immediately after the acquisition, together 

with the consolidated balance sheet, are shown in Exhibit 7.5. 

Beginning on the date that Penman “controls” the activities of Nissim, GAAP requires consolidation 

of the two balance sheets, as well as the consolidation of the two income statements (not shown here). 

This process, shown in Exhibit 7.5, involves summing the individual lines for each balance sheet, after 

eliminating any intercompany transactions (such as investments and loans, and sales and purchases), 

within the consolidated group. The consolidated balances for accounts such as current assets, PPE, and 

liabilities are computed as the sum of those accounts from each balance sheet. The equity investment 

account, however, represents an intercompany transaction that Penman must eliminate during the con- 

solidation process. This is accomplished by removing the equity investment of $3,000 (from Penman’s 

balance sheet), and removing Nissim’s stockholders’ equity to which Penman’s investment relates. 

EXHIBIT 7.5 Mechanics of Consolidation Accounting 

(Wholl-Owned Subsidiary, Pe clased at Book Value) 

o Nissim Consolidating 

CUFFENEASSCLS Mes aes ahora ta ek hen a ne $ 5 000 $1 000 $ 6,000 | 

TAME Snae MINIS somucaneggen taoancanorane 3,000 0 (3,000) 0 

PRERNG imme vera ateteiatire sce there te nein ae ato Ta 10,000 4,000 14,000 

OTA ASSETS Pas ede 8S rob entce ale pdadeed phar grees $18,000 $5,000 $20,000 

WiaDIIeS eae cesar hit tere Mericie sree terriers $ 5,000 $2,000 $ 7,000 

Coninibtitedicapitalaemraer ime yee teen ener een 10,000 2,000 (2,000) 10,000 

RetaimedteanninGsierunc secsera ieee prarertin sin ener 3,000 1,000 (1,000) 3,000 

Totaliiabilitics; and equitymamemcemn tartan tele $18,000 $5,000 $20,000 

Exhibit 7.5 shows the consolidated balance sheet in the far right column. It shows total assets of 
$20,000, total liabilities of $7,000 and stockholders’ equity of $13,000. Notice that consolidated equity 
equals the equity of the parent company —this is always the case. (Likewise, consolidated net income 
always equals the parent company’s net income as the subsidiary’s net income is already reflected in 
the parent’s income statement as equity income from its investment.) 

Investments Purchased at Book Value: Subsidiary Not Wholly-Owned In the event that 
Penman acquires less than 100% of the stock of Nissim, consolidated equity must increase to maintain 
the accounting equation. This equity account is titled noncontrolling interest. For example, assume 
that Penman acquires 80% of Nissim for $2,400 (80% of $3,000). The consolidating adjustments fol- 
low. The claim of noncontrolling shareholders on Nissim’s net assets, is recognized in consolidated 
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stockholders’ equity, just like that of the majority shareholders. Exhibit 7.6 shows the consolidation 
adjustments and noncontrolling interest reported in the equity section of the consolidated balance sheet. 

EXHIBIT 7.6 Mechanics of Consolidation Accounting 

(Subsidiary Not Wholly-Owned, Purchased at Book Value) 

lhnvestimentiny NISSIiiesmererteteerer ste cme ere a neers 2,400 0 (2,400) 0 

RPEESMe trem te pemrine yee tmtincte martin, stimeatare ste 10,000 4,000 14,000 

HOTARASSCLSammaerertacy Sey ceciaced ee osistad atm een $17,400 $5,000 $20,000 

lA DI CSseae ped sas fer meweee A. adcod wes hye gets ci <ptseuan 3 $ 5,000 $2,000 $7,000 

Gonthiputedicapitaleesermee cenit eee er eee 9,400 2,000 (2,000) 9,400 

RotalheciCanninGs eummwnceseencterentto car hon tne ere 3,000 1,000 (1,000) 3,000 

NGMCOMIROMING HIMES o cou esocohooewaoonanan 600 600 

otalabiitvcanGec Uityeergersreeter serrata ere $17,400 $5,000 $20,000 

The consolidated income statement lists the consolidated revenues, consolidated expenses, and con- 

solidated net income. When less than 100% of the subsidiary is owned by the parent, the consolidated 

income statement allocates net income into that portion attributable to the parent’s (controlling) share- 

holders and that which is attributable to the noncontrolling shareholders. 

When a company acquires less than 100% of a subsidiary, it must account for the interests of the 

noncontrolling shareholders separately from those of its own shareholders. This has two implica- 

tions for consolidated financial statements: 

1. The noncontrolling interest must be separately valued on the acquisition date. 

Consequently, the subsidiary is initially reported on the consolidated balance sheet at 100% 

of its fair value on the acquisition date (the fair value of the consideration paid plus the fair 

value of the noncontrolling interest on the acquisition date). 

2. Consolidated net income is first computed for the company as a whole as revenues less 

expenses. Then, it is allocated to the portion attributable to the parent’s shareholders and 

the noncontrolling shareholders in proportion to their respective ownership interests. 

The balance of the noncontrolling interests is reported on the balance sheet in the stockholders’ equity 

section. It is increased each year by the net income allocated to noncontrolling interests and is decreased 

by any dividends paid to those noncontrolling shareholders. A final point: if the subsidiary is acquired in 

a series of purchases, then once enough shares are purchased to gain control, the subsidiary is valued 

on the date control is achieved and any previously acquired shares are revalued on that acquisition date; 

this revaluation can result in recognition of a gain on previously acquired shares. (We describe reporting 

of noncontrolling interests in the balance sheet and income statement in Modules 5 and 9.) 

Investments Purchased above Book Value The illustrations above assume that the purchase 
price of the acquisition equals the book value of the investee company. It is more often the case, 

however, that the purchase price exceeds the book value. This might arise, for example, if an inves- 

tor company believes it is acquiring something of value that is not reported on the investee’s balance 

sheet—such as tangible assets whose market values have risen above book value, or unrecorded intan- 

gible assets, like patents or corporate synergies. When the acquisition price exceeds book value, all net 

assets acquired (both tangible and intangible) must be recognized on the consolidated balance sheet. 

To illustrate, assume that Penman Company acquires 100% of the voting stock of Nissim Com- 

pany for $4,000. Also assume that in determining its purchase price, Penman paid the additional 

$1,000 because (1) Nissim’s PPE is worth $300 more than its book value, and (2) Penman expects to 

realize $700 in additional value from corporate synergies (these “synergies” are an intangible asset 
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with an indefinite useful life; they are classified as an asset called goodwill). The $4,000 investment 

account reflects two components: the book value acquired of $3,000 (as before) and an additional 

$1,000 of newly acquired assets. Exhibit 7.7 shows the post-acquisition balance sheets of the two com- 

panies, together with the consolidating adjustments and the consolidated balance sheet. 

Current assets 

Investment in Nissim .......... 4,000 0 (4,000) 0 

PRE th etext rec. cen cua cer tes 10,000 4,000 300 14,300 

Goodwill nance wesrne reeset 700 700 

TotaliaSSets. ewe waie ere coker $19,000 $5,000 $21,000 

abilitiester ates arse ee $ 5,000 $2,000 $ 7,000 

Contributed capital............ 11,000 2,000 (2,000) 11,000 

Retained earnings ............ 3,000 _ 1,000 (1,000) 3,000 

Total liabilities and equity....... $19,000 $5,000 $21,000 

The consolidated current assets and liabilities are the sum of those accounts on each company’s 

balance sheet. The investment account, however, includes the $1,000 of additional newly acquired 

assets that must be reported on the consolidated balance sheet. The consolidation process in this 

case has two steps. First, the $3,000 equity of Nissim Company is eliminated against the invest- 

ment account as before. Then, the remaining $1,000 of the investment account is eliminated and the 

newly acquired assets ($300 of PPE and $700 of goodwill not reported on Nissim’s balance sheet) 

are added to the consolidated balance sheet. Thus, the consolidated balance sheet reflects the book 

value of Penman and the fair market value of Nissim (the book value plus the excess of Nissim’s 

market value over its book value). For example, the consolidated PPE includes the book value of 

Penman’s PPE ($10,000) along with the acquisition date fair value of Nissim’s PPE ($4,300) for a 

total consolidated PPE of $14,300. 

Consolidation is similar in successive periods. The excess purchase price assigned to depre- 

ciable assets, or identifiable intangible assets, must be amortized over the assets’ useful lives. For 

example, if the additional $300 fair value of Nissim’s PPE has an estimated life of 10 years with no 

salvage value, Penman would add $30 to depreciation expense on the consolidated income state- 

ment. This would reduce the consolidated PPE each year. And, as the excess of the purchase price 

over book value acquired is depreciated and/or amortized, the investment account on Penman’s 

balance sheet gradually declines. Because goodwill is not amortized under GAAP, it remains at its 

carrying amount of $700 on the consolidated balance sheet unless it is impaired and written down 

(we discuss this below). 

Consolidation Disclosures To illustrate consolidation mechanics with an actual case, consider the 

consolidated balance sheet (parent company, subsidiary, consolidating adjustments, and consolidated 

balance sheet) that Caterpillar (CAT) reports in a supplemental schedule to its 10-K report as shown 

in Exhibit 7.8. Caterpillar owns 100% of its financial products subsidiaries, principally Caterpillar 
Financial Services Corporation, whose stockholders’ equity is $4,275 million as of 2010. The Invest- 
ments in Financial Products account is also reported at $4,275 million on CAT’s (parent company) 
balance sheet. This investment account is subsequently removed (eliminated) in the consolidation 
process, together with the equity of the subsidiaries to which it relates. Following this elimination, 
and the elimination of all other intercompany transactions, the adjusted balance sheets of the two 
companies are summed to yield the consolidated balance sheet that is reported in CAT’s 10-K. 

In sum, the consolidated balance sheet lists the consolidated assets, consolidated liabilities, 
and consolidated equity. (In some cases it also reports an additional equity account called non- 
controlling interests, reflecting the ownership claim of the noncontrolling shareholders to the net 
assets of the subsidiary in which they are investors.) 
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EXHIBIT 7.8 Caterpillar Consolidated Balance Sheet 

Assets 

Current assets: 

Cash and short-term investments ............... $ 1,825 $ 1,767 $ — $ 3,592 

Receivables—trade and other .................. 5,893 482 2,119 8,494 

ReceiVvables— finance wisest :GOk ALM MEEs Shh ty oie! — 11,158 (2,860) 8,298 

Deferred and refundable income taxes............ 823 108 — 931 

Prepaid expenses and other current assets........ Sil 550 (13) 908 

INVERTONGS Terme te dace tet cat ct Mee an tnt o we ene 9,587 — —_— 9,587 

flotalicumentassets wren ceesticusy o7 as ctarste tease eer 18,499 14,065 (754) 31,810 

Property, plant and equipment—net ............... 9,662 2,877 — 12,539 

Long-term receivables—trade and other............ 271 236 286 793 

Long-term receivables—finance .................. _— 11,586 (322) 11,264 

Investments in unconsolidated affiliated companies... — 164 

Investments in Financial Products subsidiaries....... (4,275) _— 

Noncurrent deferred and refundable income taxes... . (519) 2,493 

IntangiblesaSSets we eceanwy crak ornses orate atets quence tarsi _ 805 

Goodwill erase cero ats tireecerar ees ceyartrae _ 2,614 

Other assets: .-......- SUE See ese IE Resa eens Roe le — 1,538 

sLOtalnASSOLS seme os peeain Seen ate crn eae iteenrs $(5,584) $64,020 

Liabilities 

Current liabilities: 

SHeneimmleeneMiheSonksan cash ooudneoondo ues $ (702) $ 4,056 

ACCOUNTS |DaVaDiC arr mit ar. ccpeciiem ete easier eer (38) 5,856 

ACGCIUCCIEXOGNSCSis seme te deat Se ihc eee eon (12) 2,880 

Accrued wages, salaries and employee benefits... . _ 1,670 

GCustomeadvanCeS wats Seace no hon hentia aed — 1,831 

Dividends; Payable weary oeacrrciierse camaro ets & — 281 

@ihemcurrentilabilltioSe eta er fe crate eee (14) eoza 

Long-term debt due within one year ............. _ 3,925 

Toit!) CURES nas acc tole no caome nes sons (766) 22,020 

Long-term debt due after one year............... (38) 20,437 

Liability for postemployment benefits............. = 7,584 

Othemilabilities ewe se sae aes e Sie oe eee ones (505) 2,654 

TOtAAQUINGS semrteneiatenra siete ccecqartie stee scat ener eae erenceets (1,309) 52,695 

Commitments and contingencies 

Redeemable noncontrolling interest*............... _ 461 

Stockholders’ equity 

COMMON SLOC Kareena ne ae ete at yetnere ene Ae (902) 3,888 

ATREASULY SLOCKs am ape ete crete © iisearanst unt, shoals — (10,397) 

Profit employed in the business................. (3,027) 21,384 

Accumulated other comprehensive income (loss) .. . (263) (4,051) 

Noncomtrolliniinter@Sts erecta eeectd eats irs cleeps a = (83) 40 

otalistockholdersmequilty meres tute sett t-n- ecto be als sine (4,275) 10,864 

Total liabilities, redeemable noncontrolling interest 

FNGIStTOCKNOIGOISAGCUILY manent tie attest nein $(5,584) $64,020 

*This $461 is reported as mezzanine (temporary) equity because it relates to a CAT subsidiary, where another company has a noncontrolling 

interest, for which the CAT subsidiary has an option to purchase per a redemption agreement. 

Reporting of Acquired Intangible Assets 
As previously discussed, acquisitions are routinely made at a purchase price in excess of the book value 

of the investee company’s equity. The purchase price is first allocated to the fair values of tangible as- 

sets and liabilities. Then, the remainder is allocated to acquired intangible assets: first to identifiable 



7-21 Module 7 | Reporting and Analyzing Intercorporate Investments 

intangible assets, then, any remainder is allocated to goodwill. As of the acquisition date, the purchas- 

ing company values the tangible assets acquired and liabilities assumed in the purchase and records 

them on the consolidated balance sheet at fair market value. Common types of intangible assets recog- 

nized during acquisitions follow: 

Marketing-related assets like trademarks and Internet domain names 

Customer-related assets like customer lists and customer contracts 

Artistic-related assets like plays, books, and videos 

Contract-based assets like licensing, lease contracts, and franchise and royalty agreements 

Technology-based assets like patents, in-process research and development, software, databases, 

and trade secrets 

To illustrate, Procter & Gamble (P&G) reported the following allocation of its $53.4 billion purchase 

price for Gillette in the footnotes to its 10-K report ($ millions). 

Currentiassetsa mein Secs a eee none pas $ 5,681 
; Property, plant and equipment................. 3,655 

Tangible OtheninoncurrentassetSianiw. sc <r. ¢ 6 1 aeeeneene 382 

eer: Goodwill: et eeeeemeey eS ORIN ree, 35,298 
Acquired intangibleiassetSaesamtiis) see ee eas 29,707 
intangible 4 SEE 
assets Total assets acquired..................--05- 74,723 

Liabilities Currentiliabilitieseremicisit ect artsinte siemens 5,346 

assumed Noneurmrent liabilities aera 5 cussckersser eve erecuene 15,951 

Total liabilities assumed..................... 21,297 

Net assets acquired........................ 53,426 

Identifiable Intangible Assets (excluding goodwill) In its acquisition of Gillette, P&G al- 

located $29,707 million of its purchase price to identifiable intangible assets (other than goodwill), as 

described in the following footnote to P&G’s 10-K ($ millions): 

The purchase price allocation to the identifiable intangible assets included in these financial e 

statements is as follows: R 
4 

. Average Life : 
$ 1,627 20 

Patents and technology............... 2,716 17 

Customer relationships ............... 1,436 27 

Brands with indefinite lives........... 23,928 Indefinite 

ce Total intangible assets............... 29,707 

The majority of the intangible asset valuation relates to brands. Our assessment as to brands 

that have an indefinite life and those that have a determinable life was based on a number of 

factors, including the competitive environment, market share, brand history, product life cycles, 

operating plan and macroeconomic environment of the countries in which the brands are sold. 

The indefinite-lived brands include Gillette, Venus, Duracell, Oral-B and Braun. The determinable- 

lived brands include certain brand sub-names, such as Mach3 and Sensor in the blades and 
razors business, and other regional or local brands. The determinable-lived brands have asset 
lives ranging from 10 to 40 years. The patents and technology intangibles are concentrated in the 
blades and razors and oral care businesses and have asset lives ranging from 5 to 20 years. The 
customer relationship intangible asset useful lives ranging from 20 to 30 years reflect the very 
low historical and projected customer attrition rates among Gillette’s major retailer and distributor 
customers. 

REPO 
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P&G allocated a portion of the purchase price to the following identifiable intangible assets: 

@ Brands 

M™ Patents and technology 

@ Customer relationships 

P&G deemed these identifiable intangible assets as amortizable assets, which are those having a finite 

useful life. P&G will subsequently amortize them over their useful lives (similar to depreciation). 

Many acquisitions are accompanied by restructuring activities that are designed to maximize asset 

utilization. These restructuring activities typically involve relocation and retraining or termination of 

employees and the exiting of less profitable product lines resulting in costs from closure of manufac- 

turing, retailing, and administrative facilities and the write-off of assets. Acquirers can recognize re- 

structuring liabilities when they purchase a subsidiary only if that subsidiary has previously accrued 

those liabilities. It also requires the Board of Directors to approve a formal restructuring plan and to 

communicate that plan to affected employees. Restructuring activities beginning after acquisition 

must be accrued and the expense recognized in post-acquisition consolidated income statements. 

Goodwill Once the purchase price has been allocated to identifiable tangible and intangible assets 

(net of liabilities assumed), any remaining purchase price is allocated to goodwill. Goodwill, thus, 

represents the remainder of the purchase price that is not allocated to other assets. P&G allocated $35.3 

billion (66%) of the Gillette purchase price to goodwill. The SEC scrutinizes companies that assign an 

excessive proportion of the purchase price to goodwill (companies might do this to avoid the future 

earnings drag from the amortization expense relating to identifiable intangible assets with useful lives). 

Valuation of Fam-Oute . 
Martha Stewart Living Omnimedia agreed to acquire some business units run by celebrity chef 

Emeril Lagasse for $50 million in cash and stock and a lucrative earn-out that could reach $20 mil- 

lion if Lagasse and company met specific profit goals. An earn-out is an incentive offered to key 

employees of a target company to entice them to remain with the company and increase value. 

Then, if the target company hits profit goals set by the buyer, the identified key employees earn a 

share of the profit. Under current GAAP, buyers must determine the estimated fair value of the future 

earn-out on the day of acquisition and record it as part of the purchase price. One impetus for an 

earn-out is when the buyer and seller cannot agree on a purchase price; in this way, the buyer is 

saying “I will pay if you make hay.” Finally, any difference between the estimated fair value and the 

ultimate actual payout is recorded as an expense or gain. 

Reporting of Goodwill 
Goodwill is not amortized. Instead, GAAP requires companies to test the goodwill asset annually for 

impairment just like any other asset. The impairment test is a two-step process: 

1. The fair value of the investee company is compared with the book value of the investor’s equity 

investment account.” 

2. If the fair value is less than the investment balance, the investment is deemed impaired. Next, 

one determines if the goodwill portion of the investment is impaired. The investor estimates the 

goodwill value as if the subsidiary were acquired at current fair value, and the imputed balance 

for goodwill becomes the balance in the goodwill account. If this imputed goodwill amount is 

2 GAAP allows firms to estimate fair value in three ways: using quoted market prices for identical assets, using quoted prices on 

similar assets, or using other valuation methods (such as the discounted cash flow model or residual operating income model — 

see Module 12). The FedEx footnote, which follows, provides an example of the third method of determining fair value: an 

income approach. A company can avoid the goodwill impairment test if qualitative indicators (see GAAP) suggest a likelihood 

that the fair value of the reporting unit is greater than its carrying value; if not, then the company must apply the two-step test. 

IFRS Alert 
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less than its book value, the company writes goodwill down, resulting in an impairment loss on 

the consolidated income statement. (If not, no impairment of goodwill exists and no write-down 

is necessary; which, implies the impairment in this case relates to the investee’s tangible assets, 

such as PPE, that must be tested separately for impairment.) 

To illustrate the impairment computation, assume that an investment, currently reported at $1 

million on the investor’s balance sheet, has a current fair value of $900,000 (we know, therefore, that 

the investment is impaired); also assume the consolidated balance sheet reports goodwill at $300,000. 

Management’s review reveals that the current fair value of the net assets of the investee company (ab- 

sent goodwill) is $700,000. This indicates that the goodwill component of the investment account is 

impaired by $100,000, which is computed as follows: 

eeelie WENUEY OV AN ESIEE @elnOEINY oo beccosunnonopoboubooguoe $ 900,000 

Fair value of net assets (absent goodwill) .................- (700,000) 

Implied: Goodwill reer arrcesnest te sertars ee Cicteie eect eMsl se emene 200,000 

Curentqoodwillibalancetecnws sentences te ements Geeterars (300,000) 

ImMpPalrMentlOSS 275 we npsee racers s ersincs on tee cqe cope iet Rae een et $(100,000) 

This analysis implies that goodwill must be written down by $100,000. The impairment loss is reported 

in the consolidated income statement. The related footnote disclosure would describe the reasons for 

the write-down and the computations involved. 

FedEx provides an example of a goodwill impairment disclosure in its 10-K report: 

Our operating results include a charge of approximately $891 million ($696 million, net of tax, or 

$2.23 per diluted share) recorded during the fourth quarter, predominantly related to noncash im- 

pairment charges associated with the decision to minimize the use of the Kinko’s trade name and 

goodwill resulting from the Kinko’s acquisition. The components of the charge include the following 

(in millions): 

WEGMAN: so chsccceaoogocucne $515 

Good Williaa eee eee 367 

OMS Stn css to ee eae ces 9 

$891 

During the fourth quarter we decided to change the name of FedEx Kinko’s to FedEx Office. The 

impairment of the Kinko’s trade name was due to the decision to minimize the use of the Kinko’s 

trade name and rebrand our centers over the next several years. In accordance with SFAS 142, 

“Goodwill and Other Intangible Assets,” a two-step impairment test is performed on goodwill. In 

the first step, we compared the estimated fair value of the reporting unit to its carrying value. The 

valuation methodology to estimate the fair value of the FedEx Office reporting unit was based 

primarily on an income approach that considered market participant assumptions to estimate 

fair value. Key assumptions considered were the revenue and operating income forecast, the 

assessed growth rate in the periods beyond the detailed forecast period, and the discount rate. 

In the second step of the impairment test, we estimated the current fair values of all assets and 

liabilities to determine the amount of implied goodwill and consequently the amount of the good- 

will impairment. Upon completion of the second step of the impairment test, we concluded that 

the recorded goodwill was impaired and recorded an impairment charge of $367 million during 

the fourth quarter. 

FedEx determined that goodwill, reported on its balance sheet at $1,542 million, had a current (im- 
plied) market value $1,175 million. That is, FedEx’s goodwill was impaired, resulting in a write-down 
of $367 million. In addition, FedEx recorded a $515 million charge to write off the Kinko’s trade name 
that it had acquired four years earlier. 
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Similar to GAAP, all long-term assets, including goodwill, must be periodically evaluated for impair- 

ment. But, under IFRS, any previous impairment losses must be reversed if the asset subsequently 

increases in value. However, this does not apply to goodwill; once it is impaired under IFRS, it can not 

be revalued upwards. This is consistent with GAAP. Impairment losses are typically larger in magnitude 

under IFRS because IFRS computes the impairment loss as the excess of the carrying amount of the 

goodwill over its recoverable amount. Under GAAP, the impairment is relative to the implied fair value 

of the goodwill, which by definition is higher than the recoverable amount. Thus, for identical circum- 

stances, goodwill impairments will be larger under IFRS. 

Reporting Subsidiary Stock Issuances 
After subsidiaries are acquired, they can, and sometimes do, issue stock. If issued to outside investors, 

the result is an infusion of cash into the subsidiary and a reduction in the parent’s percentage owner- 

ship. For example, Bristol-Myers Squibb’s 10-K report discloses the following stock issuance by one 

of its subsidiaries. 

MEAD JOHNSON NUTRITION COMPANY INITIAL PUBLIC OFFERING In February 2009, Mead 

Johnson completed an initial public offering (IPO), in which it sold 34.5 million shares of its Class A 

common stock at $24 per share. Net proceeds of $782 million, after deducting $46 million of un- 

derwriting discounts, commissions and offering expenses, were allocated to noncontrolling interest 

and capital in excess of par value of stock. Upon completion of the IPO, 42.3 million shares of Mead 

Johnson Class A common stock and 127.7 million shares of Mead Johnson Class B common stock 

were held by the Company, representing an 83.1% interest in Mead Johnson and 97.5% of the com- 

bined voting power of the outstanding common stock...Various agreements related to the separation 

of Mead Johnson were entered into, including a separation agreement, a transitional services agree- 

ment, a tax matters agreement, a registration rights agreement and an employee matters agreement. 

Prior to the IPO, Mead Johnson was a wholly-owned subsidiary of Bristol-Myers Squibb. The IPO 

resulted in the issuance of 34.5 million shares by Mead, representing 16.9% of the outstanding Class 

A common stock, for total proceeds of $782 million. As a result of the IPO, Bristol-Myers Squibb’s 

stockholders’ equity increased by $782 million, net of the noncontrolling interest that must now be 

recognized to reflect the claims of the noncontrolling shareholders to the net assets of Mead Johnson. 

This increase in stockholders’ equity as a result of the IPO is not reflected in Bristol-Myers Squibb’s 

retained earnings since it is not reflected in net income. Rather, it is reflected as an increase in addi- 

tional paid-in capital. 

Pitfalls of Acquired Growth 

One of the greatest destructions of shareholder value occurred during the bull market between 1995 

and 2001 when market exuberance fueled a tidal wave of corporate takeovers. Companies often 

overpaid as a result of overestimating the cost-cutting and synergies their planned takeovers would 

bring. Then, acquirers failed to quickly integrate operations. The result? Subsequent years’ market 

returns of most acquirers fell below those of their peers and were often negative. Indeed, 61% of 

corporate buyers saw their shareholders’ wealth decrease after the acquisition. Who won? The sell- 

ers; the target-company shareholders who sold their stock within the first week of the takeover and 

reaped enormous profits at the expense of the acquirers’ shareholders. 

Reporting the Sale of Subsidiary Companies 
Discontinued operations refer to any separately identifiable business unit that the company sells or 

intends to sell. The income or loss of the discontinued operations (net of tax), and the after-tax gain or 

loss on sale of the unit, are reported in the income statement below income from continuing operations. 

The segregation of discontinued operations means that revenues and expenses of the discontinued busi- 

ness unit are not reported with revenues and expenses from continuing operations. 
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To illustrate, assume that a company’s recent periods’ results were generated by both continuing 

and discontinued operations as follows: 

. Continuing Operations -—Discontinued Operations =Total 
Revenues..........-- : , ee $10,000 $3,000 $13,000 

EXDGNSES# tesa amtets ci cree aa 7,000 2,000 9,000 

PretaxdlACOmGn nan aiettuni ia metre mete 3,000 1,000 4,000 

Tlaxcexpense402/o)aeeereemer te 1,200 400 1,600 

Netilnconnie aan inner atria $ 1,800 $ 600 $ 2,400 

The reported income statement would appear as follows —notice the separate disclosure for discontin- 

ued operations (as highlighted). 

REVENUCSeutee Gets: shasarmt. clint ind ae cremains erat $10,000 

EXDGNMSCS da ecttctnse te aueieenese roaster syaectswene (cas clear av orette emt Rene 7,000 

lsd Rech, Oil aleleleMaeectccae eietena ch iter nicic aac Culoto Co-ceex 3,000 

AXCEXPEMSCiA4OY oe cecancec sacle ar masbskokrahece enero reac memento: 1,200 

Income from continuing operations..............--.-- 1,800 

Income from discontinued operations, net of tax...... 600 

NGHINCOMIG Re ttester ae cereale nce (cer sateen ae ie $ 2,400 

Revenues and expenses reflect those of the continuing operations only, and the (persistent) income 

from continuing operations is reported net of its related tax expense. Results from the (transitory) 

discontinued operations are collapsed into one line item and reported separately net of its own tax 

(this includes any gain or loss from sale of the discontinued unit’s net assets). The net income figure is 

unchanged by this presentation. 

Importantly, results of the discontinued operations are segregated from those of continuing 

operations. This presentation facilitates the prediction of results from the (persistent) continuing 

operations. Discontinued operations are segregated (reported on one line) in the current year and for 

the two prior years. To illustrate, Kraft Foods reports the following footnote to its 2010 10-K relat- 

ing to the decision to divest its North American frozen pizza business ($ millions). 

Pizza Divestiture On March 1, 2010, we completed the sale of the assets of our North American 

frozen pizza business (“Frozen Pizza”) to Nestlé USA, Inc. (“Nestlé”) for $3.7 billion. Our Frozen 

Pizza business was a component of our U.S. Convenient Meals and Canada & N. A. Foodservice 

segments. The sale included the DiGiorno, Tombstone and Jack’s brands in the U.S., the Delissio 

brand in Canada and the California Pizza Kitchen trademark license. It also included two Wisconsin 

manufacturing facilities (Medford and Little Chute) and the leases for the pizza depots and delivery 

trucks. Approximately 3,600 of our employees transferred with the business to Nestlé. As a result 

of the divestiture, we recorded a gain on discontinued operations of $1,596 million, or $0.92 per 

diluted share, in 2010. Summary results of operations for the Frozen Pizza business through March 

1, 2010, were as follows. The after-tax results for Kraft include both the earnings from the discon- 

tinued operations and the gain on sale for a total of $1,644 million after tax. 

For Years Ended December 31, (in millions) 2010 2009 2008 

Neétireventios 2.242%". Sims. tants 2 eee. cdet epee oe, Spee See $ 335 $1,632 $1,440 

LcVANU MCS OLEH) IMMCTONMEN WEXEIS oc a Gh oon van cenuonoanoucs 73 341 267 

OMENS LOM MEMO WEES. ooo oan osdworewe oH ont mo eno 6 (25) (123) (97) 

Gain on discontinued operations, net of income taxes...... 1,596 — — 

Earnings and gain from discontinued operations, net of 

INCOMEAXGS Wo corre cla iie ie t Mearen a te ee ee $1,644 $ 218 BS 7) 

This footnote highlights two important items. First, in 2010, the pizza operations had revenues of 
$335 million and net income of $48 million ($73 million before tax less tax of $25 million). Companies 
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often discontinue profitable operations, selling them to recoup investments and/or to focus on other 

lines of business. Second, the sale of the frozen pizza operations generated a gain of $1,596 million af- 

ter tax. The reported gain or loss on sale is equal to the proceeds received less the balance of the equity 

method investment reported on the parent’s balance sheet at the sale date. Both of these two compo- 

nents—the net income or loss from operations during the year and any gain or loss on disposal of the 

discontinued operations—are reported, on one line, in Kraft’s income statement. For comparative years 

(2009 and 2008) only the first component is included in the discontinued operations line item because 

the frozen pizza operations were not sold until 2010. 

Limitations of Consolidation Reporting 
Consolidation of financial statements is meant to present a financial picture of the entire set of compa- 

nies under the control of the parent. Since investors typically purchase stock in the parent company, and 

not in the subsidiaries, a consolidated view is more relevant than the parent company merely reporting 

subsidiaries as equity investments in its balance sheet. Still, we must be aware of certain limitations of 

consolidation: 

1. Consolidated income does not imply that the parent company has received any or all of the sub- 

sidiaries’ net income as cash. The parent can only receive cash from subsidiaries via dividend 

payments. Conversely, the consolidated cash is not automatically available to the individual sub- 

sidiaries. It is quite possible, therefore, for an individual subsidiary to experience cash flow prob- 

lems even though the consolidated group has strong cash flows. Likewise, unguaranteed debts of 

a subsidiary are not obligations of the consolidated group. Thus, even if the consolidated balance 

sheet is strong, creditors of a failing subsidiary are often unable to sue the parent or other subsidiar- 

ies to recoup losses. 

2. Consolidated balance sheets and income statements are a mix of the various subsidiaries, often 

from different industries. Comparisons across companies, even if in similar industries, are often 

complicated by the different mix of subsidiary companies. 

3. Segment disclosures on individual subsidiaries are affected by intercorporate transfer pricing poli- 

cies relating to purchases of products or services that can artificially inflate the profitability of one 

segment at the expense of another. Companies also have considerable discretion in the allocation 

of corporate overhead to subsidiaries, which can markedly affect segment profitability. 

Determining the Parent Company in an Acquisition —__ 

Sensor, Inc., is acquiring Boston Instrument Company through an exchange of stock valued at $500 

million. Sensor will survive as the continuing company, and the senior management of Boston Instru- 

ment will own 65% of the outstanding stock, reflecting a premium in the exchange ratios paid by 

Sensor to acquire Boston Instrument. Sensor’s Chairman will remain as Chairman of the company, 

but the purchase agreement specifies that the board of directors will elect a new Chairman within six 

months of the deal’s close. Boston Instrument’s President and CFO will assume those same positions 

in the new entity. Following are the market values of the tangible and intangible net assets of both 

companies on the date of acquisition: Sensor, $400 million; and Boston Instrument, $200 million. 

Which of these two companies should be viewed as the acquiring firm (parent company) for purposes 

of consolidation, and how does this decision affect the amount of goodwill recorded on the consoli- 

dated balance sheet? Sensor is the larger firm, its name will survive, and its Chairman will serve in that 

capacity in the combined company. However, most accountants would likely conclude that Boston 

Instrument is the parent company for purposes of consolidation. This determination is based on the 

65% ownership interest of the Boston Instrument shareholders who control the new entity. Further, 

these shareholders will be able to elect a new Chairman within six months. The amount of goodwill 

recorded following the acquisition is equal to the purchase price less the fair value of the net tangible 

and identifiable intangible assets acquired. If Sensor is the acquiring firm, $100 million ($500 million 

— $400 million) of goodwill will be recorded. If Boston Instrument is the acquiring firm, $300 million 

($500 million — $200 million) of goodwill will be recorded. This decision will dramatically affect both the 

balance sheet (relative amounts of goodwill and other assets recorded) as well as the income state- 

ment (depreciation of tangible assets and amortization of identifiable intangible assets recognized vs. 

annual impairment testing for goodwill). 

7-26 
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GLOBAL ACCOUNTING 
Both U.S. GAAP and IFRS account similarly for investments by companies in the debt and equity se- 

curities of other companies. However, differences exist and we highlight the notable ones here. 

Passive Investments Under both U.S. GAAP and IFRS, companies classify financial (passive) 

instruments as trading, available-for-sale, or held-to-maturity. 

m@ Under IFRS the definition of financial instrument is much broader, including for example loans to 

customers or associates. For analysis, such instruments are disclosed in the notes, which will aid 

our reclassification for comparison purposes. 

m@ Under U.S. GAAP, unlisted securities are not considered “marketable” and are carried at cost. 

Under IFRS, unlisted securities can be valued at fair value, if it can be reliably measured. 

m US.GAAP prohibits companies from reclassifying trading securities as available-for-sale or held- 

to-maturity but, under certain circumstances, requires companies to reclassify securities as trading 

(for example, if there has been a sale of a held-to-maturity security). Under IFRS, both reclas- 

sifications to and from the trading portfolio is prohibited. This provides opportunity for strategic 

reporting behavior under U.S. GAAP. We should review the notes that report reclassifications to 

assess such behavior and identify any reporting incentives managers might have. 

Equity Method Investment One important difference exists with equity method accounting be- 

tween U.S.GAAP and IFRS. That is, U.S. GAAP allows only the equity method in accounting for joint 

ventures, whereas IFRS allows the equity method or proportionate consolidation. Under the latter, the 

company’s share of investee’s assets and liabilities (and revenues and expenses) are added line-by- 

line on the balance sheet (and income statement). Proportionate consolidation means that every line 

on the IFRS financial statement is “grossed up” as compared to GAAP. The net numbers (equity and 

income) are identical but comparisons of individual line items between an IFRS and a GAAP report 

are problematic. This is similar to our concern about the effect of equity method accounting versus 

consolidation. There is currently a proposal to prohibit proportionate consolidation. In the interim, 

as discussed in the module, GAAP notes often disclose total revenue, assets, and liabilities of equity 

method investees. Thus, it is possible for us to amend certain GAAP accounts for comparative analysis. 

Consolidation As part of their convergence effort, the FASB and IASB engaged in a joint project for 

business combinations (IFRS 3 and SFAS 141). Despite the common goal to develop a consistent and 

comprehensive standard, a few differences remain. 

& The most notable difference is how to measure noncontrolling interests. Under IFRS, companies 

can measure noncontrolling interests either at fair value (full goodwill approach) or at the propor- 

tionate share of the identifiable net assets acquired (purchased goodwill approach). U.S. GAAP 

permits fair value only. Relative to the proportionate method, the U.S. GAAP balance sheet reports 

a larger goodwill and a larger noncontrolling interest in equity. This difference is most pronounced 

when a company acquires significantly less than 100% of the target’s stock or when goodwill is 

a larger proportion of the cost of acquisition. This IFRS-GAAP difference affects ratios based on 

operating assets, such as RNOA. Because goodwill is not routinely amortized, the difference will 

have no income statement impact (recall from Module 4 that we exclude noncontrolling interest 

from our calculation of return on equity). 

@ Under U.S. GAAP, parent and subsidiaries’ accounting policies do not need to conform. Under 
IFRS, parent and subsidiaries’ accounting policies must conform. 

@ IFRS fair-value impairments for intangible assets, excluding goodwill, can be later reversed (that 
is, written back up after being written down). Companies must have reliable evidence that the 
value of the intangible has been restored and the reversal cannot exceed the original impairment. 
While the original impairment was reported as a charge on the income statement, subsequent 
reversals do not affect income but, instead, are added to equity through a “reserve” much like that 
for accumulated other comprehensive income. IFRS notes disclose any reversals of a prior impair- 
ment (again, goodwill impairments cannot be reversed). 
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MODULE-END REVIEW 

On January | of the current year, assume that Yahoo!, Inc., purchased all of the common shares of EarthLink for 
$600,000 cash—this is $200,000 more than the book value of EarthLink’s stockholders’ equity. Balance sheets of 

the two companies immediately after the acquisition follow: 

afary), 
$100,000 

Investment in EarthLink ..... 600,000 —_ 

RREMNGUMAR Ante conte. . Saeed « 3,000,000 400,000 

Good Will meprise ere ta — — 

Wotal'assets.«. anctseat a5, ah $4,600,000 $500,000 

AD IITICS sensu ena seasick $1,000,000 $100,000 

Contributed capital......... 2,000,000 200,000 

Retained earnings ......... 1,600,000 200,000 

Total liabilities and equity.... $4,600,000 $500,000 

During purchase negotiations, EarthLink’s PPE was appraised at $500,000, and all of EarthLink’s remaining assets 

and liabilities were appraised at values approximating their book values. Also, Yahoo! concluded that payment of 

an additional $100,000 was warranted because of anticipated corporate synergies. Prepare the consolidating adjust- 

ments and the consolidated balance sheet at acquisition. 

The solution is on page 7-53. 

APPENDIX 7A: Accounting for Derivatives 

Although there is some speculative use of derivatives by U.S. companies (both industrial and financial), most 

companies use derivatives to shelter their income statements and cash flows from fluctuations in the market 

prices of currencies, commodities, and financial instruments, as well as for market rates of interest. Companies 

routinely face risk exposures that can markedly affect their balance sheets, profitability, and cash flows. These 

exposures can be grouped into two general categories:* 

1. Exposure to changes in the fair value of an asset (such as accounts receivable, inventory, marketable 

securities, or a firm contract to sell an asset) or of a liability (such as accounts payable, 

a firm commitment to purchase an asset, or a fixed-rate liability). 

2. Exposure to variation in cash flows relating to a forecasted transaction (such as planned inventory 

purchases or anticipated foreign revenues) or cash-flow exposure relating to a variable-rate debt 

obligation. 

Both of these types of risks can be managed (hedged) with a variety of financial instruments, including futures, 

forward contracts, options, and swap contracts. For an example in the first risk category, consider a com- 

pany with a fair-value exposure from a receivable denominated in a foreign currency. If the $US strengthens 

subsequently, the receivable declines in value and the company incurs a foreign-currency loss. To avoid this 

situation, the company can hedge the receivable with a foreign-currency derivative. Ideally, when the $US 

strengthens, the derivative will increase in value by an amount that exactly offsets the decrease in the value 

of the receivable. As a result, the company’s net asset position (receivable less derivative) remains unaffected 

and no gain or loss arises when the $US weakens or strengthens. For accounting purposes, this is called a 

fair-value hedge. 

3 Risks relating to changes in the fair value of a recognized asset or liability, or the variation in cash flows relating to a contrac- 

tual obligation or a forecasted transaction, that results from fluctuations in the exchange value of the $US vis-a-vis other world 

currencies are particularly troublesome for companies. The use of derivatives to mitigate foreign-currency risk can fall into 

either of the risk categories. 
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As an example for the second risk category, consider a company that routinely purchases a food commod- 

ity used in its manufacturing process. Any price increases during the coming year will flow to cost of goods 

sold and profit will decrease (unless the company can completely pass the price increase along to its customers, 

which is rarely the case). To avoid this situation, the company can hedge the inventory purchases with a com- 

modity derivative contract that locks in a price today. When the price of the commodity increases, the derivative 

contract will shelter the company and, as a result, the company’s cost of goods sold remains unaffected. For 

accounting purposes, this is called a cash-flow hedge. 

Accounting for derivatives essentially boils down to this: all derivatives are reported at fair value on 

the balance sheet. For fair-value hedges, the asset or liability being hedged (the foreign receivable in the 

example above), is reported on the balance sheet at fair value. If the market value of the hedged asset or li- 

ability changes, the value of the derivative changes in the opposite direction if the hedge is effective and, thus, 

net assets and liabilities are unaffected. Likewise, the related gains and losses are largely offsetting, leaving 

income unaffected. 

For cash-flow hedges, there is no hedged asset or liability on the books. In our example above, it is the 

anticipated commodity purchases that are being hedged. Thus, the company has no inventory yet and changes 

in the fair value of the derivative are not met with opposite changes in an asset or liability. For these cash-flow 

hedges, gains or losses from the fair value of the derivative are not reported on the income statement. Instead 

they are held in accumulated other comprehensive income (AOCI), as part of shareholders’ equity. Later, when 

the hedged item impacts income (say, when the commodity cost is reflected in cost of goods sold), the deriva- 

tive gain or loss is reclassified from AOCI to income. If the hedge was effective, the gain or loss on the hedged 

transaction is offset with the loss or gain on the derivative and income is unaffected. 

For both fair-value and cash-flow hedges, income is impacted only to the extent that the hedging activities 

are ineffective. Naturally, if derivative use is for speculative activities, gains and losses are not offset and di- 

rectly flow to income. It is this latter activity, in particular, that prompted regulators to formulate newer, tougher 

accounting standards for derivatives. 

Disclosures for Derivatives 

Companies must disclose both qualitative and quantitative information about derivatives in notes to their fi- 

nancial statements and elsewhere (in the Management’s Discussion and Analysis section). The aim of these 

disclosures is to inform outsiders about potential risks associated with derivative use. We present footnotes 

relating to fair-value hedges and cash-flow hedges below as examples of common transactions relating to use of 

derivatives to mitigate risk. We discuss the accounting for each and how we should interpret these disclosures 

in our analysis of the company. 

Fair-Value Hedge 
Fair-value hedges are used to mitigate risks relating to the change in the fair values of existing assets and liabilities. 

These fair values can change, for example, with changes in commodity prices, interest rates, or foreign exchange 

rates. Following is an example from the Kellogg 2010 10-K. 

Our Company is exposed to fluctuations in foreign currency cash flows related primarily to third-party pur- 

chases, intercompany transactions, and when applicable, nonfunctional currency denominated third-party 

debt . . . Additionally, our Company is exposed to volatility in the translation of foreign currency denominated 

earnings to U.S. dollars. Primary exposures include the U.S. dollar versus the British pound, euro, Australian 

dollar, Canadian dollar, and Mexican peso. We assess foreign currency risk based on transactional cash flows 

and translational volatility and may enter into forward contracts, options, and currency swaps to reduce fluc- 

tuations in long or short currency positions. Forward contracts and options are generally less than 18 months 

duration. Our Company is exposed to price fluctuations primarily as a result of anticipated purchases of raw 
and packaging materials, fuel, and energy. Primary exposures include corn, wheat, soybean oil, sugar, cocoa, 
paperboard, natural gas, and diesel fuel. We have historically used the combination of long-term contracts 
with suppliers, and exchange-traded futures and option contracts to reduce price fluctuations in a desired 
percentage of forecasted raw material purchases over a duration of generally less than 18 months. 

e 

FS 

To illustrate the accounting for the Kellogg fair-value hedge, assume that the company sells goods for €3.7 million 
($5 million equivalent) on account to a customer located in Ireland. The company is concerned about the poten- 
tial effects of a strengthening or weakening of the $US and enters into a forward contract to hedge that foreign- 
currency (FX) risk. Before the receivable is collected, the $US weakens vis-a-vis the Euro, and the Euros received 
(€3.7 million) converts to $5.5 million. The transactions are accounted for as follows: 



Cash 

Balance Sheet 
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Income Statement 

Noncash ec - Liabil- Contrib. Earned Rev- Expen- _ ~ Net 
Transaction Asset Assets Capital Capital enues ses Income 

1. Credit : 
sale for €3.7 +5.0 mil. +5.0 mil. +5.0 mil. +5.0 mil. 

4 ; Account = Retained Sales = — 

mil. ($5 mil. Receivable Earnings 
equivalent) \ 
fiends Beastsoccescnunes PER 3 fa Sos oei aul PoNsS EE edaceas 

2a. Receive : 
€3.7 mil. =e Hs) Lali h —5.0 mil. +0.5 mil. | +0.5 mil. +0.5 mil. 
($5.5 mil. Cash Accounts Retained Gain on 

e uivalent) Receivable = Earnings ( Foreign = = 

q L Currency 
per transac- / Transaction 
tion / 

DSR et ccd MeneMnER PEE Cafe pha beac geatemmies G20; i051:caaceees ith 08 puss) gal sok Sp, aM Laser gt et 
Berens 0.5 mil SS OLOnmile ‘\ OHS) fim, = =—=O@ nail, 

Cash Retained Loss on 
settlement oat Earnings Foreign 
of foreign oad Exchange ™ 
exchange Derivative 

contract So 

In this transaction, the company hedged its foreign exchange exposure via a forward contract. As the $US weak- 

ens, the value of the accounts receivable increases by $0.5 million, resulting in a foreign exchange gain, and the 

fair value of the derivative contract decreases by $0.5 million, resulting in an offsetting loss. The net cash received 

is the $5.5 million from the receivable less the $0.5 million to settle the forward contract. 

Why would the company want to enter into a contract such as this that resulted in a loss? After all, had the 

company not “hedged” the Euro receivable, the cash collected would have been $5.5 million and the company 

would have reported a gain. The answer is that a company does not know in advance which way currencies will 

move. As the Kellogg footnote indicates, sometimes the derivative suffers a loss, and at other times creates a gain. 

The purpose of the derivative is to lock in the operating profit on the sale and to shield the company from risk in 

the form of fluctuating foreign-currency exchange rates. 

Cash-Flow Hedge 
Following is Tiffany & Co.’s disclosures from its 2011 10-K report relating to its use of derivatives: 

Precious Metal Collars & Forward Contracts The Company periodically hedges a portion of its forecasted 

purchases of precious metals for use in its internal manufacturing operations in order to minimize the effect 

of volatility in precious metal prices. The Company may use a combination of call and put option contracts in 

net-zero-cost collar arrangements (“precious metal collars”) or forward contracts. For precious metal collars, if 

the price of the precious metal at the time of the expiration of the precious metal collar is within the call and put 

price, the precious metal collar would expire at no cost to the Company. The Company accounts for its precious 

metal collars and forward contracts as cash flow hedges. The Company assesses hedge effectiveness based 

on the total changes in the precious metal collars and forward contracts’ cash flows. The maximum term over 

which the Company is hedging its exposure to the variability of future cash flows for all forecasted transactions 

is 12 months. As of January 31, 2011, there were approximately 2,700 ounces of platinum and no silver precious 

metal derivative instruments outstanding. 

Tiffany uses derivatives to hedge against the risk of fluctuations in the market price of precious metals that the 

company anticipates purchasing in future. 

These derivatives are cash-flow hedges. Thus, unrealized gains and losses on these derivative contracts are 

added to the Accumulated Other Comprehensive Income (AOCI) (part of stockholders’ equity) until the pre- 

cious metal is purchased. Once that precious metal is purchased, any unrealized gains and losses are removed 

from AOCI and recognized in current-period income via cost of goods sold. The gain (loss) on the derivative 

contract offsets the increased (decreased) cost of the precious metal. 

Although the market value of derivatives and their related assets or liabilities can be large, the net effect on 

stockholders’ equity is usually minor. This is because companies use derivatives mainly to hedge and not to specu- 

late. The FASB enacted SFAS 133, “Accounting for Derivative Instruments and Hedging Activities,” to respond 

to concerns that speculative activities were not adequately disclosed. However, subsequent to the passage of SFAS 

133, the financial effects have been minimal. Either companies were not speculating to the extent suspected, or 

they have since reduced their level of speculation in response to increased scrutiny from better disclosures. 
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To illustrate the accounting for cash-flow hedge, assume that Tiffany knows that it must purchase platinum 

over the coming year. The platinum would cost $1 million at the current market prices but Tiffany anticipates price 

increases. Simultaneously, Tiffany purchases call options to lock in the $1 million purchase price. (Tiffany would 

pay an option premium which would be recorded as an asset and amortized over time; to keep the example simple, 

we ignore this premium.) Delivery of the platinum takes place over the year and the market price of the platinum 

purchases is $1.686 million. During the year, Tiffany adjusts the option to fair value, the combined mark-to-market 

adjustments are $0.686 million. Those transactions are accounted for as follows: 

Balance Sheet Income Statement 

Cash Noncash _ Liabil- , Contrib. Earned Net de _ _Expen- 

Transaction Asset Assets _ ities Capital Capital _ enues ses Income 

1. Record unre- 
oe arene +0.686 mil. +0.686 mil.) 

cal = AOC! ] = — 
gain on call Option / 

Op ee rs er) eee een, oe | . eee, 

2a. Purchase ae : 
and use plat» = 1-686 mil. 1.686 mil. | 41.686 mil, _ ~ 1-686 mil 

‘ Cash = Retained i = 
num during the EAamings / COGS 

lca de anche aD AAEM? “esben tia totbee a teal hres ie tli * — eee 
2b. Exercise call i 

+0.686 mil. —0.686 mil. \ 
as Tiffany Cash cal = \ - = 
purchases Option » 

platinuiriesey Fees 8: Nee" P Renee ea aaa Mie Sites ne CE Le a £ Boon la her haere 

20. NeCou ue +0.686 mil. / 0.686 mil, +0-686 mil 
unrealized Retained \ coe 
fair-value — Earnings \ = 

gain as Tiffany —0.686 mil. | 

uses platinum AOC! | 

In this transaction, Tiffany has hedged its platinum purchase via call options. As the price of platinum increases, 

so does the value of the call option. This unrealized gain on the option is reflected in AOCI until the platinum is 

consumed. At that time, the unrealized gain is removed from AOCI and expenses are reduced, thereby offsetting 

the increase in COGS resulting from the higher platinum cost. The net effect is that Tiffany reports $1 million for 

COGS. The net cash outlay for platinum is also $1 million as a result of the cash inflow related to the call option. 

The purpose of Tiffany’s derivative program is to attempt to lock in the price of platinum. This is an operating 

activity and the gain on the derivative contract should be included in NOPAT to offset the increased cost of the 

platinum. Because Tiffany hedged the fuel purchases, there is no net effect on income. 

In both of our illustrations, the derivative contract is perfectly correlated with the asset or cash flow to 

which it relates. In practice, this is unlikely. As a result, the change in the fair value of the derivatives might 

not exactly offset the change in the cost of the platinum. Only the effective portion of the hedge is deferred in 

AOCI. The ineffective portion of the hedge affects current income. Bottom line, some of the risk will impact net 

income if the company cannot perfectly hedge the risk or chooses not to manage 100% of the risk. 

The purpose of derivative financial instruments is to transfer risk from one company to another. For example, a 

company might be concerned about the possible decline in the $US value of a foreign-currency-denominated 

account receivable. In order to hedge that risk, the company might execute a forward contract to sell the for- 

eign currency and receive $US. That forward contract only has value, however, if the party on the other side 

of the transaction (the counter-party) ultimately purchases the foreign currency for $US when the contract 

matures. If the counter-party fails to honor its part of the agreement, the forward contract is of no value. The 

risk that the other party might not live up to its part of the bargain is known as counter-party risk. The only 

justification for recognizing a gain in a forward contract to offset the loss in a foreign-currency-denominated 

receivable is the expectation that the counter-party has the intention and ability to purchase the foreign cur- 

rency in exchange for $US when the contract matures. Counter-party risk is very real. Many companies require 
counter-parties to back up their agreement with cash collateral or other acceptable forms of guarantees (like 
a bank letter of credit, for example). As a result, there is a hidden risk in companies’ use of derivatives that is 
difficult to quantify. 
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Analysis of Derivatives 

Derivatives relate to a specific balance sheet account or forecasted transaction. The fair value of the derivatives 

and their ultimate gains (losses) should be classified with the account to which they relate. For example, in the 

Kellogg example, the fair value of the foreign exchange contract is grouped with the accounts receivable to which 

it relates, and the gain (loss) on that derivative is considered an operating item (part of NOPAT). The commodity 

derivative investments that Tiffany uses are treated similarly. In this case, both the balance sheet accounts and 

income statement effects are treated as operating. 

Companies also frequently use a variety of derivative instruments to hedge exposure to interest rates. Com- 

panies can, for example, use swap contracts to convert floating-rate debt to fixed-rate debt and vice-versa. In 

this case, the fair values of the derivatives and their ultimate income statement effects are nonoperating because 

they relate to interest-bearing debt. 

In addition to proper classification of balance sheet and income statement accounts for computation of 

NOPAT and NOA, we are interested in understanding the extent to which the company is hedged. That is, are 

there still risks over which the company has no control and that are not hedged? Unfortunately, footnote dis- 

closures do not provide a completely satisfactory answer. We are not privy to the internal risk analysis that the 

company performs. As a result, we do not know, for example, the precise extent to which the hedges are inef- 

fective, to what degree the company has decided to hedge, and whether the company is facing risks for which a 

derivative instrument is not available. To gain further insight into these questions, we must often look to other 

sources of information such as analyst reports, the financial press, and communications from the company. 

GUIDANCE ANSWERS 
be 8 ae 

MANAGERIAL DECISION | 4 

Capacity utilization is important. If long-term operating assets are used inefficiently, cost per unit produced is 

too high. Cost per unit does not relate solely to manufacturing products, but also applies to the cost of provid- 

ing services and many other operating activities. However, if we purchase assets with little productive slack, 

our costs of production at peak levels can be excessive. Further, the company may be unable to service peak 

demand and risks losing customers. In response, the company might explore strategic alliances. These take 

many forms. Some require a simple contract to use another company’s manufacturing, service, or administrative 

capability for a fee (note: these executory contracts are not recorded under GAAP). Another type of alliance is 

that of a joint venture to share ownership of manufacturing or IT facilities. In this case, if demand can be coor- 

dinated with that of a partner, perhaps operating assets can be more effectively used. Finally, a special purpose 

entity (SPE) can be formed to acquire the asset for use by the company and its partner—explained in Module 10. 

Superscript “ denotes assignments based on Appendix 7A. 

DISCUSSION QUESTIONS 

Q7-1. | What measure (fair value or amortized cost) is on the balance sheet for (a) trading securities, 

(b) available-for-sale securities, and (c) held-to-maturity securities? 

Q7-2. | What is an unrealized holding gain (loss)? Explain. 

Q7-3. | Where are unrealized holding gains and losses related to trading securities reported in the financial 

statements? Where are unrealized holding gains and losses related to available-for-sale securities 

reported in the financial statements? 

Q7-4. What does significant influence imply regarding intercorporate investments? Describe the accounting 

procedures used for such investments. 

Q7-5. On January | of the current year, Yetman Company purchases 40% of the common stock of Livnat 

Company for $250,000 cash. This 40% ownership allows Yetman to exert significant influence over 

Livnat. During the year, Livnat reports $80,000 of net income and pays $60,000 in cash dividends. 

At year-end, what amount should appear in Yetman’s balance sheet for its investment in Livnat? 

Q7-6. | What accounting method is used when a stock investment represents more than 50% of the investee 

company’s voting stock and allows the investor company to “control” the investee company? Explain. 

Q7-7.. What is the underlying objective of consolidated financial statements? 

Q7-8. Finn Company purchases all of the common stock of Murray Company for $750,000 when Murray 

Company has $300,000 of common stock and $450,000 of retained earnings. If a consolidated 
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balance sheet is prepared immediately after the acquisition, what amounts are eliminated in 

consolidation? Explain. 

Q7-9. Bradshaw Company owns 100% of Dee Company. At year-end, Dee owes Bradshaw $75,000 arising 

from a loan made during the year. If a consolidated balance sheet is prepared at year-end, how is the 

$75,000 handled? Explain. 

Q7-10. What are some limitations of consolidated financial statements? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M7-11. Interpreting Disclosures of Available-for-Sale Securities (01) 

Intel (INTC) Use the following year-end footnote disclosure from Intel’s 10-K report to answer parts a and b. 

Cost of available-for-sale equity securities ......... $19,677 

ChOSS UNGEI4Nel CAINS. ood donno desde seeno eens 648 

GrossiuntealizediloSSeSireeeiei een teiarteneiereneaee (19) 

Fair value of available-for-sale equity securities ..... $20,306 

a. What amount does Intel report on its balance sheet as available-for-sale equity securities? Explain. 

b. How does Intel report the net unrealized gain of $629 million ($648 million — $19 million) in its 

financial statements? 

M7-12. Accounting for Available-for-Sale and Trading Securities (9°) 

Assume that Wasley Company purchases 6,000 common shares of Pincus Company for $12 cash per 

share. During the year, Wasley receives a cash dividend of $1.10 per common share from Pincus, and the 

year-end market price of Pincus common stock is $13 per share. How much income does Wasley report 

relating to this investment for the year if it accounts for the investment as: 

a. Available-for-sale investment 

b. Trading investment 

M7-13. Interpreting Disclosures of Investment Securities (0%) 

Amgen (AMGN) Amgen reports the following disclosure relating to its December 31 comprehensive income ($ millions). 

(a) How is Amgen accounting for its investment in marketable equity securities? How do you know? 

(b) Explain how its 2010 financial statements are impacted by Amgen’s investment in marketable equity 

securities. (c) Explain the reclassification adjustments to income of $90 million. 

Foreign Available- — 
Currency Cash-Flow _ for-Sale 

ee oes ee as Translation Hedges Securities Other = AOCI 

Balance as of December 31, 2009......... $40 $(82) $ 95 $(8) 45 
Other comprehensive income: 

Foreign currency translation adjustments ... (29) — _ — (29) 

UnrealizedigainSteaerenscts) cairns — 186 155 1 342 

Reclassification adjustments to income. ... . — (46) (90) — (136) 

Income taxes) eae eae nee 14 (55) (25) — (69) 

Balance as of December 31, 2010......... $22 GS 3 135 $(7) $153 

M7-14. Analyzing and Interpreting Equity Method Investments (2) 

Stober Company purchases an investment in Lang Company at a purchase price of $1 million cash, rep- 
resenting 30% of the book value of Lang. During the year, Lang reports net income of $100,000 and pays 
cash dividends of $40,000. At the end of the year, the market value of Stober’s investment is $1.2 million. 
a. What amount does Stober report on its balance sheet for its investment in Lang? 

b. What amount of income from investments does Stober report? Explain. 
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M7-18. 
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c. Stober’s $182,000 unrealized gain in the market value of the Lang investment (choose one and 
explain): 

(1) Is not reflected on either its income statement or balance sheet. 

(2) Is reported in its current income. 

(3) Is reported on its balance sheet only. 

(4) Is reported in its accumulated other comprehensive income. 

Computing Income for Equity Method Investments (02) 

Kross Company purchases an equity investment in Penno Company at a purchase price of $5 million, 

representing 40% of the book value of Penno. During the current year, Penno reports net income of 

$600,000 and pays cash dividends of $200,000. At the end of the year, the fair value of Kross’s invest- 

ment is $5.3 million. What amount of income does Kross report relating to this investment in Penno for 

the year? Explain. 

Interpreting Disclosures on Investments in Affiliates (92) 

Merck’s 10-K report included the following footnote disclosure: 

Investments in affiliates accounted for using the equity method . . . totaled $494 million at De- 

cember 31, 2010...These amounts are reported in Other assets. 

a. At what amount are the equity method investments reported on Merck’s balance sheet? Does this 

amount represent Merck’s adjusted cost or fair value? 

b. How does Merck account for the dividends received on these investments? 

c. What sources of income does the company report for these investments? 

Computing Consolidating Adjustments and Noncontrolling Interest (02) 

Philipich Company purchases 80% of Hirst Company’s common stock for $600,000 cash when Hirst 

Company has $300,000 of common stock and $450,000 of retained earnings. If a consolidated balance 

sheet is prepared immediately after the acquisition, what amounts are eliminated when preparing that 

statement? What amount of noncontrolling interest appears in the consolidated balance sheet? 

Computing Consolidated Net Income ().02) 

Benartzi Company purchased a 90% interest in Liang Company on January | of the current year and 

the purchase price reflected 90% of Liang’s book value of equity. Benartzi Company had $600,000 net 

income for the current year before recognizing its share of Liang Company’s net income. If Liang Com- 

pany had net income of $150,000 for the year, what is the consolidated net income for the year? 

Assigning Purchase Price in Acquisitions (2) 

Weaver Company acquired 80% of Koonce Company at the beginning of the current year. Weaver paid 

$50,000 more than the book value of Koonce’s shareholders’ equity and determined that this excess 

purchase price related to intangible assets. How does the $50,000 appear on the consolidated Weaver 

Company balance sheet if the intangible assets acquired related to (a) patents, or alternatively (b) good- 

will? How would the consolidated income statement be affected under each scenario? 

EXERCISES 

E7-20. 

E7-21. 

Assessing Financial Statement Effects of Trading and Available-for-Sale Securities (07) 

a. Use the financial statement effects template to record the following four transactions involving in- 

vestments in marketable securities classified as trading. 

(1) Purchased 6,000 common shares of Liu, Inc., for $12 cash per share. 

(2) Received a cash dividend of $1.10 per common share from Liu. 

(3) Year-end market price of Liu common stock was $11.25 per share. 

(4) Sold all 6,000 common shares of Liu for $66,900. 

b. Using the same transaction information as above, complete the financial statement effects template 

(with amounts and accounts) assuming the investments in marketable securities are classified as 

available-for-sale. 

Assessing Financial Statement Effects of Trading and Available-for-Sale Securities (97) 

Use the financial statement effects template to record the accounts and amounts for the following four 

transactions involving investments in marketable securities: 

Merck & Co., Inc. 

(MRK) 

7-34 
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(1) Ohlson Co. purchases 5,000 common shares of Freeman Co. at $16 cash per share. 

(2) Ohlson Co. receives a cash dividend of $1.25 per common share from Freeman. 

(3) Year-end market price of Freeman common stock is $17.50 per share. 

(4) Ohlson Co. sells all 5,000 common shares of Freeman for $86,400 cash. 

a. Assume the investments are classified as trading. 

b. Assume the investments are classified as available-for-sale. 

E7-22. Interpreting Footnotes on Security Investments ((©7) 

Cisco Systems (CSCO) Cisco Systems reports the following in its 10-K report. 

Common — ; ; 

eee Stockand Accumulated 
- Addition: Other —_— Total Cisco ee 

ee Paid-In _ Relained ‘Compreheneie Shareholders’ Noncontro! ing _ Total 
(Inm lions) Stock — Capital Earnings Income ~ Equity — Interests 

BAEANGEATUILYG2552009 meee te 5,785 $34,344 $3,868 $435 $38,647 $30 $38,677 

Nebinconme aaast ccc cue tem aetna eels — _ 7,767 _ TAS — (167 

Change in: 

Unrealized gains and losses on 

INVESTIMENLS aces eetere etek te recites oe — — — 195 195 (12) 183 

Derivative instruments ............... _ —_ —_ 48 48 _— 48 

Cumulative translation adjustment and 

OLN Gr enpetmrttirac ts mene Wine ee Say arte —_ — — (55) ($5) maton (65) 

Comprehensive income (loss) ......... 7,955 (12) 7,943 

Issuance of common stock ........... 201 3,278 = = 3,278 — 3,278 

Repurchase of common stock......... (331) (2,148) (5,784) — (7,932) = (7,932) 

Tax benefits from employee stock 

incentive plans, including transfer 

formers) EXeNWSHAMEWUS so ccs ccc denon — 719 — — 719 — 719 

Purchase acquisitions) vem. a. sanre ie — 83 — _ 83 — 83 

Share-based compensation expense ... — Sali — — Lecsyli7/ — al tay’ 

BALANCE ATUULY Sill 20 Oe arn 9,859 O78 Gece $623 $44,267 $18 $44,285 

Summary of Available-for-Sale Investments 

The following table summarizes the Company’s available-for-sale investments (in millions): 

Gross Gross 

Amortized Unrealized Unrealized Fair 
July 31, 2010 a. Cost Gains Losses Value | 

Fixed income securities: 

U.S. government securities ................ $16,570 $ 42 $— $16,612 

U.S. government agency securities .......... Seoul 68 a 13,579 

Non-U.S. government and agency securities. . . 1,452 15 — 1,467 

(Cfo orovait=) Clot SWE. nc bao ooo ode nbes 2,179 64 (21) 2,222 

(NESE OBIE EC] SELCWIMMISS co oc oo epee ns ee ee ee 145 9 (5) 149 

Total fixed income securities.............. 33,857 198 (26) 34,029 
Publicly traded equity securities .............. 889 411 (49) 1,251 

Total: :.e¢ eevee mies 0 ja earn ated ok Sy: $34,746 $609 $(75) $35,280 

a. At what amount does Cisco report its investment portfolio on its balance sheet? Does that amount 
include any unrealized gains or losses? Explain. 

b. How is Cisco accounting for its investment portfolio—as an available-for-sale or trading portfolio? 
How do you know? 

c. What does the number $195 represent in the Accumulated Other Comprehensive Income column? 
Explain. 
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Interpreting Footnote Disclosures for Investments (0+) 

CNA Financial Corporation provides the following footnote to its 2010 10-K report. 

Valuation of investments CNA classifies its fixed maturity securities and its equity securities 

as either available-for-sale or trading, and as such, they are carried at fair value. Changes in 

fair value of trading securities are reported within net investment income on the Consolidated 

Statements of Operations. Changes in fair value related to available-for-sale securities are 

reported as a component of other comprehensive income. . . . Investment valuations are 

adjusted and losses may be recognized as Net realized investment losses on the Consoli- 

dated Statements of Operations when a decline in value is determined by the Company to 

be other-than-temporary. 

The following table provides a summary of fixed maturity and equity securities. 

lions) 

Fixed maturity securities available-for-sale 

U.S. Treasury and obligations of government agencies.... $$ 122 AG Gael Oy ali 

Asset-backed: 

Residential mortgage-backed...................200: 6,254 101 265 6,090 

Commercial mortgage-backed..................0-- 994 40 uy 993 

@ihermasset-backedtrws= estat. sors eras caer te 753 18 8 763 

Hotalfasset back ec eewec tan gate ican, seenachens kalau oeaictots 8,001 159 314 7,846 

States, municipalities and political subdivisions ......... 8,157 142 410 7,889 

FOrelomGOVernmentiaesr mi crac <miticeuae tne anther eyeers 602 18 — 620 

CornpordteanG othe moOndS mare anew weal ein tae ee 19,492 1,603 70 21,025 

Redeemable) preferreGiStOCk es 21-year eiene aan els wrors chery eo 47 7 — 54 

Total fixed maturity securities available-for-sale ........... 36,421 1,945 795 37,571 

Total fixed maturity securities trading ................. 6 —_— —_ 6 

Equity securities available-for-sale: 

GOMmmOnEStOCKee mmm rere ier eae cities scls, Semis 90 25 _ Ts 

PrefenreCPSlOCK mreraciesatet cn cla e cinisteve si ch c.e teeter nae apeetee eae 332 2 9 325 

Total equity securities available-for-sale ................. 422 27 9 440 

SOC ee epee eis RIS PoP che «oct, cnarie fonapencyabeen encore te ttt $36,849 $1,972 $804 $38,017 

a. At what amount does CNA report its investment portfolio on its balance sheet? In your answer iden- 

tify the portfolio’s fair value, cost, and any unrealized gains and losses. 

b. How do CNA’s balance sheet and income statement reflect any unrealized gains and/or losses on the 

investment portfolio? 

c. How do CNA’s balance sheet and income statement reflect gains and losses realized from the sale of 

E7-24. 

E7-25. 

available-for-sale securities? 

Assessing Financial Statement Effects of Equity Method Securities (2) 

Use the financial statement effects template (with amounts and accounts) to record the following trans- 

actions involving investments in marketable securities accounted for using the equity method: 

ts 

b. 

Ge 

d. 

Purchased 12,000 common shares of Barth Co. at $9 per share; the shares represent 30% ownership 

in Barth. 

Received a cash dividend of $1.25 per common share from Barth. 

Barth reported annual net income of $80,000. 

Sold all 12,000 common shares of Barth for $120,500. 

Assessing Financial Statement Effects of Equity Method Securities (>) 

Use the financial statement effects template (with amounts and accounts) to record the following trans- 

actions involving investments in marketable securities accounted for using the equity method: 

da. Healy Co. purchases 15,000 common shares of Palepu Co. at $8 per share; the shares represent 25% 

ownership of Palepu. 

@ 
CNA Financial 

Corporation (CNA) 
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‘/) E7-26. 

E7-27. 

DuPont (DD) 

/) E7-28. 

Cummins, Inc. (CMI) 

b. Healy receives a cash dividend of $0.80 per common share from Palepu. 

c. Palepu reports annual net income of $120,000. 

d. Healy sells all 15,000 common shares of Palepu for $140,000. 

Assessing Financial Statement Effects of Passive and Equity Method Investments (9%, *) 

On January 1, Ball Corporation purchased shares of Leftwich Company common stock. 

a. Assume that the stock acquired by Ball represents 15% of Leftwich’s voting stock and that Ball clas- 

sifies the investment as available-for-sale. Use the financial statement effects template (with amounts 

and accounts) to record the following transactions: 

1. Ball purchased 10,000 common shares of Leftwich at $15 cash per share. 

2. Leftwich reported annual net income of $80,000. 

3. Ball received a cash dividend of $1.10 per common share from Leftwich. 

4. Year-end market price of Leftwich common stock is $19 per share. 

b. Assume that the stock acquired by Ball represents 30% of Leftwich’s voting stock and that Ball 

accounts for this investment using the equity method since it is able to exert significant influence. 

Use the financial statement effects template (with amounts and accounts) to record the following 

transactions: 

1. Ball purchased 10,000 common shares of Leftwich at $15 cash per share. 

2. Leftwich reported annual net income of $80,000. 

3. Ball received a cash dividend of $1.10 per common share from Leftwich. 

Year-end market price of Leftwich common stock is $19 per share. sa 

Interpreting Equity Method Investment Footnotes (02) 

DuPont’s 2010 10-K report includes information relating to the company’s equity method investments 

($ millions). The following footnote reports summary balance sheets for affiliated companies for which 

DuPont uses the equity method of accounting. The information below is shown on a 100 percent basis 

followed by the carrying value of DuPont’s investment in these affiliates. 

CurrenttasSetsi wenn a ater ee ane eet eee $1,972 $1,710 

Noncurrentassets.mereiricraa. stars tcp oie Gta ete 1,397 1,416 

NOTA ASSETS ia ttre eteinataads ss frets cea AA eta eee ee $3,369 $3,126 

Shont-tenmibonrowihGsmeeweersteere eee ae cle are ee eran $ 381 S Si 

OthericurrentiliabtliticSienw.s- ccsmuto os re eee mic eer 841 768 

[bol No Riveling Selo Ne Siaccdodoavaaadeoondeeoaousauonec 144 178 

Othemlong=tenmpliabiliticSmmee errata erie cre etree 119 114 

Fotalili@boilttios eres eer rete che perc ease ede aes ree $1,485 $1,432 

DuPont’s investment in affiliates (includes advances)....... $1,044 $1,014 

a. DuPont reports its investment in equity method affiliates on its balance sheet at $1,041 million. Does 

this reflect the adjusted cost or fair value of DuPont’s interest in these companies? 

b. What is the total stockholders’ equity of the affiliates at the end of 2010? Approximately what per- 

centage does DuPont own, on average, of these affiliates? Explain. 

c. Should the balance of the equity investment be reduced to zero, say as a result of losses by the equity 
investee company, Dupont would cease accounting for the investment using the equity method. It 
would, instead, report the investments at a zero balance until the investee company would become 
solvent. Why might this cessation of accounting for this investment using the equity method impede 
our analysis and interpretation? 

Analyzing and Interpreting Disclosures on Equity Method Investments (02) 
Cummins, Inc. (CMI) reports investments in affiliated companies, consisting mainly of investments 
in nine manufacturing joint ventures. Cummins reports those investments on its balance sheet at $734 
million, and provides the following financial information of its investee companies in a footnote to its 
10-K report: 



E7-29. 

E7-30. 

Equity Investee Financial Summary 

INISINCE IESE « pre PaeumenS ene cn, on meeaee towne et A Ce eee $7,107 

GKOSS NANI MManet ree So eeme ee a Pivsacte ttt econ yak eaoekes cat gh 1,651 

NGHINCOMG Neem ccccae cc ere entree conten tae rane nates ot 668 

Cummins share of net income....................... $ 321 

FHOMEUINY Gate] (IMMENSE MIOOWMEs ooacecnonononboncnpanomes 30 

Total equity, royalty and interest income from investees... $ 351 

CUTTER ASSES wean TIRE he kein cers Saar ee oe $2,741 

Noneuinmentiassets wen: een a ey eee actiris Seek 1,253 

Currentiliabilitios smear. Senin -aaereae oe rote aatyeioy eeraein (1,837) 

Noncurrentillabilitics: = .eaeeiiee += oe ter Renee ceis Sarna: (499) 

NGIASSCIS saree ere reter tet ttt Met ent Miran tee wees eS $1,658 

Cum«minssharerof metkasSCtsaem rarer iene rt $ 744 
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$5,554 $6,610 

1,365 1,509 

427 498 

$ 196 $ 231 

18 22 

$ 214 $ 253 

$2,005 
1123 
(1,406) 

(390) 

$1,332 

$ 587 

a. What assets and liabilities of unconsolidated affiliates are omitted from Cummins’ balance sheet as a 

result of the equity method of accounting for those investments? 

b. Do the liabilities of the unconsolidated affiliates affect Cummins directly? Explain. 

c. How does the equity method impact Cummins’ ROE and its RNOA components (net operating asset 

turnover and net operating profit margin)? 

Reporting and Interpreting Stock Investment Performance (|.0*) 

Kasznik Company began operations on June 15 of the current calendar year and, by year-end (December 

31), had made six stock investments. Year-end information on these stock investments follows. 

Barth tincsmac™ mr cece $ 68,000 

Foster InCaaee semen ets an? 162,500 

MCGNICHOISS INGamacesmte setters = 197,000 

PatelliGompanyieensce ene: 157,000 

Ertinntitgum@urerer: crccon trea. 100,000 

SOlimamealCreee cess er cetate te 136,000 

SS Ses 

$ 65,300 

160,000 

192,000 

154,700 

102,400 

133,200 

Trading 

Trading 

Available-for-sale 

Available-for-sale 

Equity method 

Equity method 

What does Kasznik’s balance sheet report for trading stock investments at December 31? 

What does Kasznik’s balance sheet report for available-for-sale investments at December 31? 

What does Kasznik’s balance sheet report for equity method investments at December 31? 

What total amount of unrealized holding gains or unrealized holding losses related to investments 

appear in Kasznik’s income statement? 

e. What total amount of unrealized holding gains or unrealized holding losses related to investments 

appear in the stockholders’ equity section of Kasznik’s December 31 balance sheet? 

f. What total amount of fair-value adjustment to investments appears in the December 31 balance 

sheet? Which category of investments does the fair-value adjustment relate to? Does the fair-value 

adjustment increase or decrease the carrying value of these investments? 

Interpreting Equity Method Investment Footnotes 

AT&T reports the following footnote to its 2005 10-K report ($ millions). AT&T, Inc. (T) 

Equity Method Investments We account for our nationwide wireless joint venture, Cingular, 

and our investments in equity affiliates under the equity method of accounting. The following 

table is a reconciliation of our investments in and advances to Cingular as presented on our 

“continued 
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continued from prior page 

Beginning of year........ $33,687 $11,003 : 

(COMMSOUMOMS. = commences == 21,688 : 

Equity in net income...... 200 30 i 

Other adjustments ....... (2,483) 966 L 

Encliof, Vearaneeeeiae ee $31,404 $33,687 

Undistributed earnings from Cingular were $2,711 and $2,511 at December 31, 2005 and 2004. 

“Other adjustments” in 2005 included the net activity of $2,442 under our revolving credit 

agreement with Cingular, consisting of a reduction of $1,747 (reflecting Cingular’s repayment of 

their shareholder loan during 2005) and a decrease of $695 (reflecting Cingular’s net repayment 

of their revolving credit balance during 2005). During 2004, we made an equity contribution to 

Cingular in connection with its acquisition of AT&T Wireless. “Other adjustments” in 2004 in- 

cluded the net activity of $972 under our revolving credit agreement with Cingular, consisting of 

a reduction of $30 (reflecting Cingular’s repayment of advances during 2004) and an increase of 

$1,002 (reflecting the December 31, 2004 balance of advances to Cingular under this revolving 

credit agreement). 

We account for our 60% economic interest in Cingular under the equity method of ac- 

counting in our consolidated financial statements since we share control equally (i.e., 50/50) 

with our 40% economic partner in the joint venture. We have equal voting rights and represen- 

tation on the Board of Directors that controls Cingular. The following table presents summarized 

financial information for Cingular at December 31, or for the year then ended. 

Income Statements 

Operating revenues ... $34,433 $19,565 $15,577 

Operating income..... 1,824 1,528 2,254 

Net incomerneranntae 333 201 977 

Balance Sheets 

Current assets........ $ 6,049 SS BSyA0) 

Noncurrent assets. ... . 73,270 76,668 

Current liabilities. ..... 10,008 7,983 

Noncurrent liabilities... 24,333 29,719 

We have made a subordinated loan to Cingular that totaled $4,108 and $5,855 at December 

31, 2005 and 2004, which matures in June 2008. This loan bears interest at an annual rate of 

6.0%. During 2005, Cingular repaid $1,747 to reduce the balance of this loan in accordance 

with the terms of a revolving credit agreement. We earned interest income on this loan of 

$311 during 2005, $354 in 2004 and $397 in 2003. This interest income does not have a ; 

material impact on our net income as it is mostly offset when we record our share of equity 

income in Cingular. : 

a. At what amount is the equity investment in Cingular reported on AT&T’s balance sheet? (Hint: the 

table in the footnote reports AT&T’s investment plus its “advances” of $4,108 to Cingular plus $311 

of interest accrued on the advances.) Next, confirm (with computations) that this amount is equal to 

AT&T’s proportionate share of Cingular’s equity. 

b. Did Cingular pay dividends in 2005? How do you know? 

c. How much income did AT&T report in 2005 relating to this investment in Cingular? 
d. Interpret the AT&T statement that “undistributed earnings from Cingular were $2,711 and $2,511 at 

December 31, 2005 and 2004.” 

e. How does use of the equity method impact AT&T’s ROE and its RNOA components (net operating 
asset turnover and net operating profit margin)? 

f. AT&T accounts for its investment in Cingular under the equity method, despite its 60% economic 
ownership position. Why? 

g. In 2006, AT&T acquired Bell South, its joint venture partner in Cingular. What impact did this merger 
have on the way AT&T accounts for its investment in Cingular? 
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(LO2) 
On December 29, 2006, AT&T acquired Bell South. Prior to the acquisition, AT&T and Bell South 

jointly owned AT&T Mobility (formerly known as Cingular Wireless) and each accounted for its invest- 

ment in AT&T Mobility under the equity method (see exercise E7-30). AT&T purchased Bell South for 

$66,834 million and reports the following allocation of the purchase price in its 2007 10-K: 

e Price Allocation ($ millions) 
Assets acquired 

GUITTEM TASSELS Satreatnneus tt te gswnnioe: sce fps MeN tian occ jae emt. $ 4,875 GS 6 $ 4,881 

PRODSTAAY, (SEM EM GOWN sooo ao oo nnovedoenatnnesnanes 18,498 P25 18,723 

Intangible assets not subject to amortization 

flrademark/Name wenn sentence cele momen SrA Am Renters eiated 330 — 330 

(PETES, a tusrcrqmenpthan hal Cet oe aeaie eae ere te ances te tavesbet aca wene Pree pelos buenos 214 100 314 

Intangible assets subject to amortization 

CustomenlstsrancmelationshiOSa amenities 9,230 (25) 9,205 

PAEVKELES Bas, Gaby Re srarc Re MER HR me Cees EHP Lge RR Rr I ee eat re 100 — 100 

raclermark/ Maine rns ecevty Weve. cutacacl Codd cisek doc icveeencake ReTES coatetnc 211 — ala 

PMESTTES TWA RCaT (Meeting ae aaiote ears oes Rea ese 32,759 2,039 34,798 

ChE ESUINEINSS > dae nectar Oe Siete eh taprestnoree eb aT ee 2,446 (3) 2,443 

OT GlpaSSClS ewe cee esc retee hdc WON ction cna, (a ccagau tints teal (168) 11,043 

COOC Wii lege eee era ake cheese eres ei REE eet Ay Oe, eR 26,467 (1,554) 24,913 

WOtalLaSSetssaCGUIreG sumnsa ae craic ait cus cack ere cay Siew ee ate ns raaate 106,341 620 106,961 

Liabilities assumed 

Current liabilities, excluding current portion of long-term debt .... 5,288 (427) 4,861 

FonastenmiGleb teammesetamemcesc here cay ohs Geel ons aemece SD alhes ate ieraas 15,628 (4) 15,624 

Determedtincome taxeStacnatec ts hetr cacase erect) weheitiesce tee ertrnrd « 10,318 (89) 10,229 

Postemployimentibeneiitcobligatione me meee a ese eee 7,086 163 7,249 

@thesnoncunrentlilabiliticSws. eee ees ee ee ee cieteee eee re 1,223 941 2,164 

Totaltiabilities‘asSUMed sano soa oe oe eens oe cre meee 39,543 584 40,127 

Netiassets acauirediamrrerts rete tir tee oerternart ar iacns s Species GS 6 

b. 

Hore $ 66,798 

. Describe how AT&T accounts for its investment in AT&T Mobility (formerly Cingular Wire- 

less) following its acquisition of Bell South. 

AT&T had the following disclosure in its 2007 10-K regarding the reporting of its investment in 

AT&T Mobility: “We recorded the consolidation of AT&T Mobility as a step acquisition, retaining 

60% of AT&T Mobility’s prior book value and adjusting the remaining 40% to fair value.” Why is 

AT&T only adjusting 40% of its investment in AT&T Mobility to fair value? 

». AT&T adjusted the purchase price allocation for Bell South subsequent to the acquisition. Most of 

the allocation relates to an increased value placed on Bell South’s equity investment in AT&T Mobil- 

ity due to “increased value of licenses and customer lists and relationships acquired.” Why did the 

increase in the allocation of the purchase price to Bell South’s investment in AT&T Mobility decrease 

the allocation to goodwill? How will this increase in allocation to the equity investment impact 

AT&T’s income statement? 

. More than half of the purchase price is allocated to intangible assets and goodwill. How is the fair 

value of customer lists and relationships estimated? How is the fair value of goodwill estimated? 

Why does it matter whether the allocation of the purchase price for intangible assets relates to “cus- 

tomer lists and relationships” or to goodwill? 

E7-32. Constructing the Consolidated Balance Sheet at Acquisition (09) 

On January | of the current year, Healy Company purchased all of the common shares of Miller Com- 

pany for $500,000 cash. Balance sheets of the two firms immediately after the acquisition follow: 

$ 66,834 

AT&T (T) 

Bell South 
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GUrtentzaSSClsmeeienanennereatene $1,700,000 $120,000 

Investment in Miller ........ 500,000 = 

Plant assets, net........... 3,000,000 410,000 

Good WillRamesenreie ear —_— = 

OtalassetSa eee te $5,200,000 $530,000 

LiabiliticStanwe eee eee $ 700,000 $ 90,000 

Contributed capital......... 3,500,000 400,000 

Retained earnings ......... 1,000,000 40,000 

Total liabilities and equity.... $5,200,000 $530,000 

During purchase negotiations, Miller’s plant assets were appraised at $425,000 and all of its remaining 

assets and liabilities were appraised at values approximating their book values. Healy also concluded 

that an additional $45,000 (for goodwill) demanded by Miller’s shareholders was warranted because 

Miller’s earning power was better than the industry average. Prepare the consolidating adjustments and 

the consolidated balance sheet at acquisition. 

E7-33. Constructing the Consolidated Balance Sheet at Acquisition (-9>) 

Rayburn Company purchased all of Kanodia Company’s common stock for $600,000 cash on January 1, 

at which time the separate balance sheets of the two corporations appeared as follows: 

Investment in Kanodia...... $ 600,000 — 

Oiheiassctsare te pers 2,300,000 $700,000 

Goodwilltare oar percsatc rete; — — 

otallaSSetSeeaer eee ee $2,900,000 $700,000 

[abilities tere mneeceeene eee me $ 900,000 $160,000 

Contributed capital......... 1,400,000 300,000 

Retained earnings ......... 600,000 240,000 

Total liabilities and equity.... $2,900,000 $700,000 

During purchase negotiations, Rayburn determined that the appraised value of Kanodia’s Other Assets 

was $720,000; and, all of its remaining assets and liabilities were appraised at values approximating 

their book values. The remaining $40,000 of the purchase price was ascribed to goodwill. Prepare the 

consolidating adjustments and the consolidated balance sheet at acquisition. 

E7-34. Assessing Financial Statement Effects from a Subsidiary Stock Issuance (1.93) 

Ryan Company owns 80% of Ley Company. Information reported by Ryan Company and Levy Company 

as of the current year end follows: 

Ryan Company 

Shares owned of Lev .............. 40,000 

Book value of investment in Lev..... $320,000 

Lev Company 

SHEVES QUUSEMICIIMNG)s oc co cocnee dose 50,000 

Book Valuicion CGUIty aemrarenernnte $400,000 

Book value per share............. $8 

Assume Ley Company issues 30,000 additional shares of previously authorized but unissued common 
stock solely to outside investors (none to Ryan Company) for $12 cash per share. Indicate the financial 
statement effects of this stock issuance on Ryan Company using the financial statement effects template. 



Ryan Company’s Financial Statements 

Balance Sheet 

Contrib, 
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Income Statement 

_ Cash Noncash ___Liabil- Earned Expen- Net 
Transaction Asset Assets ities Capital Capital enues ses Income 

Lev Co. 4 

issues aes , ahi mt 

30,000 7 7 7 
shares \ 

E7-35. Estimating Goodwill Impairment (1.02) 

On January | of the current year, Engel Company purchases 100% of Ball Company for $16.8 million. 

At the time of acquisition, the fair value of Ball’s tangible net assets (excluding goodwill) is $16.2 

million. Engel ascribes the excess of $600,000 to goodwill. Assume that the fair value of Ball declines 

to $12.5 million and that the fair value of Ball’s tangible net assets is estimated at $12.3 million as of 

December 31. 

a. Determine if the goodwill has become impaired and, if so, the amount of the impairment. 

b. What impact does the impairment of goodwill have on Engel’s financial statements? 

E7-36. Allocating Purchase Price (.93%) (vy) 

Adobe Systems, Inc., reports the following footnote to its 10-K report. 
om Adobe Systems (ADBE) 

During fiscal 2006, we completed the acquisition of Macromedia, a provider of software tech- 

nologies that enables the development of a wide range of Internet and mobile application solu- 

tions... The total $3.5 billion purchase price is allocated to the acquired net assets of Macrome- 

dia based on their estimated fair values as of December 3, 2005 and the associated estimated 

useful lives at that date: 

MO Amount Estimated Useful 
NetitangiblerasSetsimemermce tice ieee case aia $ 713,164 N/A 

Identifiable intangible assets 

INGG|UIREC) OROSIWER MCIMS cocacocenanogamsnuad 365,500 4 years 

Customer contracts and relationships......... 183,800 6 years 

Non-competition agreements. ..........<2..- 500 2 years 

TRACI ALK Sateen cence rite wee sis Cissus Paci eter voce ta-en 130,700 5 years 

GOO Willie seen niente acl eciern: arpa faye « 1,993,898 N/A 

LOCK DASeG COMPeMSatlOM ewer nitrate 150,951 2.18 years 

Total purchase PhiGGats a. ce = akaereaars suo $3;538:5i3 

a. Of the total assets acquired, what portion is allocated to net tangible assets? 

b. Are the assets (both tangible and intangible) of Macromedia reported on the consolidated balance 

sheet at the book value or at the fair value on the date of the acquisition? Explain. 

c. How are the tangible and intangible assets accounted for subsequent to the acquisition? 

d. Describe the accounting for goodwill. Why is an impairment test difficult to apply? 

E7-37. Constructing the Consolidated Balance Sheet at Acquisition (99) 

Easton Company acquires 100 percent of the outstanding voting shares of Harris Company. To obtain 

these shares, Easton pays $210,000 in cash and issues 5,000 of its $10 par value common stock. On this 

date, Easton’s stock has a fair value of $36 per share, and Harris’s book value of stockholders’ equity 

is $280,000. Easton is willing to pay $390,000 for a company with a book value for equity of $280,000 

because it believes that (1) Harris’s buildings are undervalued by $40,000, and (2) Harris has an unre- 

corded patent that Easton values at $30,000. Easton considers the remaining balance sheet items to be 

fairly valued (no book-to-market difference). The remaining $40,000 of the purchase price is ascribed 

to corporate synergies and other general unidentifiable intangible assets (goodwill). The balance sheets 

at the acquisition date follow: 

7-42 
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Gashiinictir
itott tis dite pe $ 84,000 seionon 

Receivablesig ns ncmey-cueaee- 160,000 90,000 

AMEN 5 ooo woe u oud re 220,000 130,000 

Investment in Harris........ 390,000 = 

[eV ae Weenies kane chon, dc otoPakasenet 100,000 60,000 

SWIHNCHACS, WE sco cnscoeceor 400,000 110,000 

Equipimentvinc tearm ms tree 120,000 50,000 

jlotal-assetSan ise cease $1,474,000 $480,000 

Accounts! payableseeeme ners $ 160,000 $ 30,000 

Long-term liabilities ........ 380,000 170,000 

Common'stockoem ase fee 500,000 40,000 

Additional paid-in capital... . 74,000 == 

Retained earnings ......... 360,000 240,000 

Total liabilities & equity...... $1,474,000 $480,000 

a. Show the breakdown of the investment into the book value acquired, the excess of fair value over 

book value, and the portion of the investment representing goodwill. 

b. Prepare the consolidating adjustments and the consolidated balance sheet on the date of acquisition. 

c. How will the excess of the purchase price over book value acquired be treated in years subsequent to 

the acquisition? 

/) E7-38.4. Reporting and Analyzing Derivatives (\.0 1) 

Johnson & Johnson reports the following schedule of other comprehensive income in its 2011 10-K 

report ($ millions): 
Johnson & Johnson 

(JNJ) 

Gains) —S ‘Totals 
By (Losses) | Accumulated 

_ Employee On =. Other — 

. Benefit Derivatives Comprehensive 
(Dollars in Millions) oe nslation Securities Plans  &Hedges_ Income/(Loss) 

January S720 10neen ene, oon $(508) $(30) $(2,665) $145 $(8,058) 
ZO1O ChANGeS manera atau ese coe 

Wirealizedigalinl(|OSS)imsemi erat erceerae — 99 — (333) 

Net amount reclassed to net earnings. . . — (45) — 288 

Net ZO T0ichanges eaancae crim seca arene (461) 54 (21) 45) (473) 

Van Wanye 22.0 iia teers eee a eee ae $(969) $24 $(2,686) 100 $(3,531) 

a. Describe how firms like Johnson & Johnson typically use derivatives. 

b. How does Johnson & Johnson report its derivatives designated as cash-flow hedges on its balance 

sheet? 

c. By what amount have the unrealized losses of $(333) million on the cash-flow hedges affected cur- 
rent income? What are the analysis implications? 

d. What does the $288 million classified as “Net amount reclassed to net earnings” relate to? How has 
this affected Johnson & Johnson’s profit? 

PROBLEMS 

/) P7-39. Analyzing and Interpreting Available-for-Sale Securities Disclosures (04) 

MetLife, Inc. (MET) 
Following is a portion of the investments footnote from MetLife’s 2010 10-K report. Investment earn- 
ings are a crucial component of the financial performance of insurance companies such as MetLife, 
and investments comprise a large part of MetLife’s assets. MetLife accounts for its fixed maturity (debt 
security or bond) investments as available-for-sale securities. 
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Bs (Amon Estimated : 
December 31,2010 (In millions) = Cc 
Fixed Maturity Securities: 

UESaCOnPOnaterSeCuniticSmpnanter nn tatiana $ 89,713 $ 4,486 $1,631 $— §$ 92,568 

Foreign corporate securities.............. 65,784 BGS} 939 — 68,178 

RMB Seren rte ety entre icine eieee 44,468 1,652 917 470 44,733 

Foreign government securities............ 42,154 1,856 610 — 43,400 

U.S. Treasury, agency and government 

Quaranteedisecunticsmes eae e eee 32,469 1,394 559 — 33,304 

CIB S retire reece eben ete sis eG fo 8 gee 20,213 740 266 12 20,675 

ABS Pe era ee eee sass SEA OES 14,725 274 590 119 14,290 

State and political subdivision securities... . 10,476 TA 518 —_— 10,129 

Other fixed maturity securities............ 6 1 _ — a 

Total fixed maturity securities........... $320,008 $13,907 $6,030 $601 $327,284 

Equity Securities: 

COMMON: StOCKaiier tees ee esioctcraitee thee ae S BO S We 8 We $— $ 2,194 

Non-redeemable preferred stock.......... 1,565 76 229 —_ 1,412 

Total equity securities................. 3 O25 9 QZ $ 241 $— $ 3,606 

2009 (In millions) 
Fixed Maturity Securities: 

WISEcorporatesecuniticsie eee ae $ 72,075 $2,821 $2,699 Si@ 8 7eAltey 

Foreign corporate securities.............. 37,254 2,011 1,226 9 38,030 

RMB S se centers, Gauri ean S aacce ¢ sree 45,343 1,234 1,957 600 44,020 

Foreign government securities 11,010 1,076 139 — 11,947 

U.S. Treasury, agency and government 

guaranteed securities................. Oo aNe. 745 1,010 — 25,447 

GCM BS eee rate etree srs bere terete eeiars ete 16,555 191 1,106 18 15,622 

INENS. 35.0 GOOD Ole 0 oO cea ee nee ee 14,272 189 1,077 222 13,162 

State and political subdivision securities... . 7,468 151 411 — 7,208 

Other fixed maturity securities............ 20 il 2 — 19 

Total fixed maturity securities........... $229,709 $8,419 $9,627 $859 $227,642 

Equity Securities: 

CMON OO Kin ose nd ot ope mono eploto OMROSIG GS 2 $ 8 $— $ 1,621 

Non-redeemable preferred stock.......... 1,650 80 267 — 1,463 

$— $ 3,084 HOTALeCUILVESECUMUCS emp eerie aire ae SS  G.aleiy S A S QS 

“OTTI refers to “Other-Than-Temporary Impairment” that MetLife does not expect to reverse. 

Required 

a. At what amount does MetLife report its fixed maturity securities on its balance sheets for 2010 and 

2009? 

b. What is the difference between realized and unrealized gains and losses? 

c. What are the net unrealized gains (losses) for 2010 and 2009 on its fixed maturity securities? How 

did these unrealized gains (losses) affect the company’s reported income in 2010 and 2009? (Hint: 

see the Google footnote excerpt on page 7-7 for an explanation of how OTTI losses affect income.) 

P7-40. Analyzing and Interpreting Disclosures on Equity Method Investments (92) 

General! Mills invests in a number of joint ventures to manufacture and distribute its food products as General Miils (GIS) 

discussed in the following footnote to its fiscal year 2010 10-K report: 

INVESTMENTS IN JOINT VENTURES Our investments in companies over which we have 

the ability to exercise significant influence are stated at cost plus our share of undistributed 

continued 



7-45 Module 7 | Reporting and Analyzing Intercorporate Investments 

Snap-on, Inc. (SNA) 

P7-41. 

continued from prior page 

earnings or losses . . . We make advances to our joint ventures in the form of loans or capital 

investments. We also sell certain raw materials, semi-finished goods, and finished goods to the 

joint ventures, generally at market prices. 

We have a 50 percent equity interest in Cereal Partners Worldwide (CPW), which manufactures 

and markets ready-to-eat cereal products in more than 130 countries and republics outside 

the United States and Canada .. . We also have a 50 percent equity interest in Haagen-Dazs 

Japan, Inc. (HD). Y 

Joint venture balance sheet activity follows: 

Cumulative investments... 0.00. .1eeeersacs:sasee eee $398.1 $283.3 
Goodwill and other intangibles......................--5. 512.6 593.9 

Aggregate‘advances#en stem . «eave aetaenr ene or iene ne 238.2 114.8 

Joint venture earnings and cash flow activity follows: 

SEES TONG IMNGMUES. ae aceacteuoseeewetnedurcadsee $ 10.7 $14.2 $ 12.8 

Net advances (repayments) ...........--.--- +e eens 128.1 (8.2) (75.2) 

Dividends received searcse. sch eeeeiece eee en ied ieee 88.0 68.5 108.7 

Summary combined financial information for the joint ventures on a 100 percent basis follows: 

Net Salesian carer coe et eS, Wee ene $2,360.0 $2,280.0 $2,207.7 
GrOSS margin Soe eae cass erecoe ware ee ree le celietee Se aves 1,053.2 873.5 906.6 

Earnings before income taxes .............---2-2--+00- 2ole2 234.7 PST! 

Earningsratteincome taxes aemgenen we eient teal 202.3 175.3 190.4 

Currentassets Wate 2 sc.ccstaete sions an oc coerce, en OTT $ 835.4 

Noncurrentsassets 0.25 sett nc. Rents sc me eee 907.3 895.0 

Current tiabilitiosses 2 scenpueed orci cen teaser cea) oer ae ee ee 1 SP20) 1,394.6 

Noncurrentiliabilitiesaeme earn ane tor taumede meer eros lien 66.9 

Required 

a. 

(ZB 

How does General Mills account for its investments in joint ventures? How are these investments 

reflected on General Mills’ balance sheet, and how, generally, is income recognized on these 

investments? 

General Mills reports total equity method investments on its May 30, 2010, balance sheet at $159.9 

million net of advances ($398.1 million — $238.2 million). Approximately what percent of these 

joint ventures does General Mills own, on average? 

Does the $159.9 million investment reported on General Mills’ balance sheet sufficiently reflect the 
assets and liabilities required to conduct these operations? Explain. 
Do you believe that the liabilities of these joint venture entities represent actual obligations of Gen- 
eral Mills? Explain. 

What potential problem(s) does equity method accounting present for analysis purposes? 

Analyzing and Interpreting Disclosures on Consolidations (09) 

Snap-on Incorporated consists of two business units: the manufacturing company (parent corporation) 
and a wholly-owned finance subsidiary. These two units are consolidated in Snap-on’s 10-K report. 
Following is a supplemental disclosure that Snap-on includes in its 10-K report that shows the separate 
balance sheets of the parent and the subsidiary. This supplemental disclosure is not mandated under 
GAAP, but is voluntarily reported by Snap-on as useful information for investors and creditors. Using 
this disclosure, answer the following requirements: 
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a. Do the parent and subsidiary companies each maintain their own financial statements? Explain. Why 

does GAAP require consolidation instead of separate financial statements of individual companies? 

b. What is the balance of Investments in Financial Services as of December 31, 2010, on the parent’s 

balance sheet? What is the equity balance of the financial services subsidiary to which this relates as 

of December 31, 2010? Do you see a relation? Will this relation always exist? 

c. Refer to your answer for part a. How does the equity method of accounting for the investment in 

the subsidiary obscure the actual financial condition of the parent company that is revealed in the 

consolidated financial statements? 

d. Recall that the parent company uses the equity method of accounting for its investment in the sub- 

sidiary, and that this account is eliminated in the consolidation process. What is the relation between 

consolidated net income and the net income of the parent company? Explain. 

e. What is the implication for the consolidated balance sheet if the fair value of the Financial Services 

subsidiary (subsequent to acquisition) is greater than the book value of its stockholders’ equity? 

ASSETS 

Current assets 

Casivand cashiequivalentSa-merrrta si eens ree senators 

intersegmentirecelvables tnaye ee ees fon had oi cesta eek onete oe 

Trade and other accounts receivable—net................. 

FinancemeceivableS=-ne@th: exccrcnnavctoet ness cee Ne ap mcals oe 

OtAlCUMEMASS CTS aramcpratesesr abc teuc chenatarecomate rch sbeiro Te patarsns tcirensces 

Property and equipment—net 

Investment in Financial Services 

Deferred income tax assets 

Long-term finance receivables—net.................---5- 

Eong-term’ contract receivables—net. .. ). 2252 4.5.025--5-- 

Goodwill 

Other intangibles—net 

OM OWASSOLS ee eee cee ara nieces they espa meio is) See tue 

OTA ASS CLS rae pete iether eesti baie et ty ek en hy Ga 

LIABILITIES AND SHAREHOLDERS’ EQUITY 

Current liabilities 

Notes payable and current maturities of long-term debt...... 

IACGOLINES | DAVablOmemens erect elctetes ce s.ieuec-vay Asaspye gs uegstoiey soa. eysunus 

EISSN OENElNES.. oaun ve oon oa s Sooo oo opmoos OSs 

PAGCHUCCIDGNETITS teem s caer ces creche uautue te nectnreucu ie its euecis wise) 3 

AGEMICC COMPMENSAtiOnigemere cue! sc etaroieie ects tee) eerie ane Seams 

EranchiSCe GepOSitS =. cmeids sca y55 oiciele ise anemic. cies a 

Other accrued liabilities 

TOtal.Current ab ItSS se eeatoe acest enn, ah oi aetenehtee amet tens ei 

Long-term debt and intersegment long-term debt........... 

DeferreciiincomesytaxiabilitieS ae accece emesis sivas abet mie 

Retiree health care benefits 

Pension liabilities 

Othermlong=termillabilitioSe seaevee seis eis telstcletell na cueretielel- <tr 

Total liabilities 

Total shareholders’ equity attributable to Snap-on Inc. 

Noncontrolling interests 

Totalisharenolders equity mremmiea trees ccterst emesis sss 3 ll 

Total liabilities and shareholders’ equity...........-......055 

*Snap-on Incorporated with Financial Services on the equity method. 

$ 462.6 $ 577.1 $109.6 $122.3 
6.7 4.8 = 0.1 

434.5 411.5 8.8 2.9 
— — 215.3 122.3 
7.9 7.4 BT 25.5 

329.4 274.7 — = 
82.4 69.3 4.6 0.2 
74.1 60.1 0.7 2.8 

1,397.6 1,404.9 376.7 276.1 
343.0 346.4 1.0 1.4 
134.4 205.6 — = 
75.7 73.6 15.8 14.6 
— — 345.7 177.9 
8.4 10.9 110.9 59.8 

798.4 814.3 — as 
192.8 206.2 = = 
72.8 65.2 0.5 1.0 

SSlO2SIME SO STA $850.6 $530.8 

$ 216.0 $ 164.7 Oe eS ae 
129.6 119.3 16.5 0.5 

— 4.2 6.7 0.7 
45.0 48.4 — 0.3 
83.4 61.6 3.3 3.2 
40.4 40.5 — == 

218.1 215.7 132.0 85.7 

732.5 654.4 158.5 90.4 
418.8 674.8 536.0 227.3 
94.3 97.8 0.1 — 
59.6 60.7 _ os 

246.1 255.9 oo = 
67.4 77.9 21.6 7.5 

Wey LSBs 716.2 325.2 

1,388.5 1,290.0 134.4 205.6 
15.9 15.6 — os 

1,404.4 1,305.6 134.4 205.6 

$3,023.1 $3,127.14 $850.6 $530.8 

7-46 
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P7-42 Analyzing Reports and Disclosures on Noncontrolling Interests (°°) 

Verizon The following four items are reproduced from Verizon Communications’ 2010 10-K: its income state- 

Communications, wz) ment, its balance sheet’s stockholders’ equity section, its noncontrolling interest section from the state- 

ment of changes in stockholders’ equity, and its footnotes relating to noncontrolling interests. 

$106,565 $107,808 $97,354 

Operating expenses 

Cost of services and sales 
(exclusive of items shown below)............-.- 44,149 44,579 38,615 

Selling, general and administrative expense ........ 31,366 30,717 41,517 

Depreciation and amortization expense............ 16,405 16,534 14,610 

jlotalloperatingiexpeMmSeSiesseeiarnetnei-ast-t- iver tenses 91,920 91,830 94,742 

OperatingiinCOMenaa serene tres cies eae erste ena 14,645 15,978 2,612 

Equity in earnings of unconsolidated businesses .... 508 553 567 

Other income and (expense), net.............---- 54 91 283 

INtSreSt CxPeNnSO srr cess once cene a aria oe ee ens (2,523) (3,102) (1,819) 

Income before (provision) benefit for income taxes... 12,684 13,520 1,643 

(Provision) benefit for income taxes............... (2,467) (1,919) 2,319 

NGMINCOMG Ratan) oe eter a ee ee eet ee S 102i Sy aleon $ 3,962 

Net income attributable to noncontrolling interest.... $ 7,668 $ 6,707 $ 6,155 

Net income (loss) attributable to Verizon........... 2,549 4,894 (2,193) 

Netincorme see ey eee eer eee eee et ere ay res $ 10,217 $ 11,601 $ 3,962 

Equity 

Series preferred stock ($.10 par value; none issued)............... $ —ie — 

Common stock ($.10 par value; 2,967,610,119 shares 

issued inibothy PenOGS) eva. ace-nee eter eeeciee enree eee te one ee 297 297 

Contributedicapitaliaeearteri<c ary ctsrstaercecicecececton cece orcas tae ese ee eee 37,922 40,108 

REINVEStEC CANIN GS 2 eats... t.0 on ckce nace hak RoR eek eee Roe Ree ee py eon a eae 4,368 7,260 

Accumulated other comprehensive income (loss)................. 1,049 (1,372) 

(COMMON SOCK IME SUING EWOOSE ooo cs ccc doe sence sangcananaaee (5,267) (5,000) 

Deferred compensation—employee stock ownership 

plansiand: Oleic ccacmeetemee eine Sateen cre al nce. Etre weer mena eee 200 89 

Noncontrollina interests esta st ns cee tere Wetec nee een 48,343 42,761 

Nifeliel ete WIN ME dae ise nies eRe AS es eR eT EO RE Re et $86,912 $84,143 

Years Ended December 31 (dollars in millions) = 2010 «= -2009-—=Ss«2008 
Noncontrolling Interest 

Balancerat beginning ion ealmereimms silliness $42,761 $37,199 $32,266 

Net income attributable to noncontrolling interest. ...... 7,668 6,707 Glide 

Other comprehensive income (loss).................. (35) 103 (30) 

Mev! CornnOEl SMS MOONE . ooo ncevessuncaosacauce 7,633 6,810 O25 

DISMSUMOMS ENC! CHAE o> co ono coda be vase ehoncenns (2,051) (1,248) (1,192) 

Balanceratiend of yeateunn ts -mara ce een eee eee $48,343 $42,761 $837,199 

Consolidation The method of accounting applied to investments, whether consolidated, eq- 
uity or cost, involves an evaluation of all significant terms of the investments that explicitly grant 
or suggest evidence of control or influence over the operations of the investee. The consoli- 
dated financial statements include our controlled subsidiaries. For controlled subsidiaries that 
are not wholly owned, the noncontrolling interest is included in Net income and Total equity. 
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Noncontrolling Interest Noncontrolling interests in equity of subsidiaries were as follows: 

Ss) 

Noncontrolling interests in consolidated subsidiaries: 

VElIZOMANVICIGSS ara neg ete tre te cee eee, ara Weer ies $47,557 $41,950 

WIRES (ee Tneineeo Was Sees Peds oWonoo ope Ooo ey aeee 786 814 

$48,343 $42,761 

Wireless Joint Venture Our Domestic Wireless segment, Cellco Partnership doing business 

as Verizon Wireless (Verizon Wireless) is a joint venture formed in April 2000 by the combination 

of the U.S. wireless operations and interests of Verizon and Vodafone. Verizon owns a control- 

ling 55% interest in Verizon Wireless and Vodafone owns the remaining 45%. 

Required 

a. What are noncontrolling interests and how are they accounted for? 

b. The noncontrolling interests relate primarily to a joint venture between Verizon and Vodafone de- 

scribed in the footnote. Why does Verizon consolidate this joint venture rather than to account for its 

investment using the equity method? What are the financial reporting implications for the decision to 

consolidate the joint venture? 

What does the significant amount of net income allocated to the noncontrolling interests imply about 

the profitability of the wireless subsidiary relative to other subsidiaries in the consolidated entity? 

. What does the “Distributions and other” line with an amount of $(2,051) million in the noncontrol- 

ling interest portion of the statement of changes in stockholders’ equity relate to? 

. How should we treat noncontrolling interests in our return on equity (ROE) computation? Compute 

ROE for both the Verizon shareholders and for the noncontrolling interests. 

IFRS APPLICATIONS 

17-43. Interpreting Equity Method Investment Footnotes  (i.02) 

Groupe Auchan is a French retail corporation headquartered in Croix, France. The company included 

the following table in notes to its annual report. 

Investment in Associates (in€ millions)... > 2009 2006 

AUTO ENING GY clase cm ORS PM oid, cet) cis, bien aa tce Nanos aynace ele reheat scene anckintass €132 €152 

Results for the period (share of profit and impairment) ................-- (55) (10) 

DIViGEnOSMECGIVEC Mariana ister otacleehoinch haterceshe fede, aus toys sar tale siats Mesucnedeye (1) (7) 

E CUE MIMtSreStS: ACC UICC ee acc epe era caruchra Masse teasucatep sys) succege old de suas 10 25 

DISHOSAIS"ANGLOUN Cle eterits hata eects ae eet tele euas a Ale as ska als eae eek __&) _ (28) 

AUDecembcecleg paren at mts att whorls Racism) crugyeal penis eet: € 81 €132 

Required 

a. Groupe Auchan holds between 20% and 50% ownership of all its investments in associates. Groupe 

Auchan uses the equity method to account for these investments. Why? 

b. What amount does Groupe Auchan report on its balance sheet for investments in associates at De- 

cember 31, 2009? Is this a fair value or not? 

c. For the fiscal period ended December 31, 2009, were Groupe Auchan’s associates profitable, in the 

aggregate? 

d. How do changes in the market value of the associates’ stock affect the “Investment in associates” 

balance sheet account for Groupe Auchan? 

e. How does use of the equity method impact Groupe Auchan’s ROE and its RNOA components (net 

operating asset turnover and net operating profit margin) as compared with the assets and liabilities 

and the sales and expenses that would be recorded with consolidation? 

Groupe Auchan SA 
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Ahold 

Deutsche Telekom AG 

Energias de Portugal 

17-44. 

17-45. 

17-46. 

Interpreting Equity Method Investment Footnotes (o> 

Ahold, a food retailer headquartered in the Netherlands, reported in notes to its annual report that it owns 

60% of the outstanding common shares in a joint venture, with ICA, a food retailer operating in Sweden, 

Norway and the Baltic states. Selected notes to Ahold’s annual report (prepared under IFRS) follow: 

The 60% shareholding does not entitle Ahold to unilateral decision-making authority over ICA 

due to the shareholders’ agreement with the joint venture partner, which provides that strategic, 

financial and operational decisions will be made only on the basis of mutual consent. On the 

basis of this shareholders’ agreement, the Company concluded that it has no control over ICA 

and, consequently, does not consolidate ICA’s financial statements. & 

§ 

Required 

a. What is a joint venture? 

b. Given that Ahold owns more than 50% of this joint venture, why does the company not consolidate 

this investment? Does this differ from U.S. GAAP? 
c. What method does Ahold use to report the ICA joint venture? Explain how this method works. 

Allocating Purchase Price Including Intangibles (o>) 

Deutsche Telekom AG, headquartered in Bonn, Germany, is the largest telecommunications company in 

Europe. The company uses IFRS to prepare its financial statements. Assume that during 2011, Deutsche 

Telekom acquired a controlling interest in Hellenic Telecommunications Organization, S.A. (Hellenic). 

The table below shows the pre- and post-acquisition values of Hellenic’s assets and liabilities. 

@ashiandicash equivalents! s=..-s0.008-.5+4+.5 € 1,558 

Non-current assets held forsale .............. 195 

OthmaSSetSiera cers ce ite ere et ieee Ge come 1GAG 

GurnrentiaSSetSrans per be kten eohee sa taen eh cae nee 3,469 

Intangible assets 5,348 

GOOG Will paired tense eet ee ey ag ee eet tes eae 2,500 

Property, plant, and equipment ............... 6,965 

Othemassetsmene vee aries cites eetee tee 823 

NOD=CUNFERASSCIS eran i enn inne iar aren 15,636 

ASSCISH ht Tenet eee ane Cee €19,105 

Required 

a. At the acquisition, which measurement does the company use, fair value or carrying value, to record 

the acquired tangible and intangible assets on its consolidated balance sheet? 

b. At the acquisition date, why is fair value of goodwill less than its carrying value? 

c. What are some possible reasons why intangible assets increased in value at the acquisition date? 

d. Describe accounting for goodwill. Why is an impairment test difficult to apply? 

e. What would Deutsche Telekom record if it determined at the end of fiscal 2011 that the goodwill 
purchased in the Hellenic acquisition had a reliably measured fair value of €2,000? Later, if in 2012 
the company determined that the fair value of the Hellenic goodwill was €3,000, how would its bal- 
ance sheet and income statement be affected? 

Analyzing and Interpreting Available-for-Sale Securities Disclosures (01) 

Energias de Portugal ranks among Europe’s major electricity operators, as well as being one of Por- 
tugal’s largest business groups. The company is headquartered in Lisbon, Portugal. At December 31, 
2009, Energias de Portugal had an available-for-sale portfolio with original cost of €251,224 (in 000s). 
Its 2009 annual report disclosed the following for available-for-sale investments. 
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2009 
Ampla Energia e Servicos, S.A.............. © 63)939 € — € — € _— € 94,705 €163,644 

Ampla Investimentos e Servicos, S.A......... 9,073 _ _ — 5,965 15,038 

Banco Comercial Portugues, S.A............ 122,707 — (lz ckon) (29,274) 28,036 104,118 

DGneOr SC areamentt tees Gohcnuch ce misescds acy gare Sie — Tees — — 370 15,563 
EDA - Electricidade dos Acores, S.A. ........ 6,006 — — — 2,207 8,213 
REN - Rede Electrica Nacional, S.A.......... 525332 — —_— 355i 55,883 

Sociedade Eolica de Andalucia, S.A.......... 10,854 209 —_— — 703 11,766 

SOMACCOMM SG Asmeracen aici sue cera Mevastiee ae 28,946 — (28,946) = = — 

HAGUSDANGUC TSCA Smeets nich tele Siege crams 1,097 — — _— 965 2,062 

OJOMENeTGlarcocAwe ne cet ee She eS UM 18,200 — — — 7,436 25,636 

Other 32. 7/88} 14,853 (7,368) (15) 991 41,194 

€350,887 €30,255 €(53,665) €(29,289) €144,929 €443,117 

Required 

a. What were total unrealized gains or losses in the available-for-sale portfolio at year end 2009? 

b. What is the historical cost of Energias de Portugal’s investment in Denerge? Is there an unrealized 

gain or loss on this investment at year end 2009? 

c. How would pretax income be affected if Energias de Portugal had instead classified all of its 

available-for-sale investments as trading? 

17-47. Interpreting Footnote Disclosures for Acquisitions (1.07) 

Headquartered in Rome, Italy, Finmeccanica S.p.A. is a multinational conglomerate operating in the  Finmeccanica S.p.A. 

defense and aerospace sectors. The company uses IFRS for its financial reports and disclosed the fol- 

lowing in its 2009 annual report. 

Intangible assets acquired in the course of corporate combination operations decreased mainly 

as a result of amortisation and include the following items: 

Know-how 

HA RETOL= AREA Sh nrvatnuchs caters accacee nena dom mre one ee 45 45 

HICCIMSCS arsenite cate seaats Sista ints sacecdal nie jess 14 16 

Backlog and commercial positioning*........ 831 875 

SOLAN ee eensr sc aoe ciateatnirs, chine asst cocnaanias earn antiars €975 €1,024 

* This represents a customer-based intangible asset 

Required 

a. How do Trademarks and Licenses create an intangible asset for Finnmeccanica? How do customer- 

based intangible assets provide value to the company? 

b. Explain how the company would select an amortization policy for these intangible assets. 

c. What does the carrying value of these intangible assets represent? 

d. Apart from routine amortization, does the company ever adjust the assets’ carrying values? (Hint: 

Consider why the company might reduce or increase the carrying value of an intangible under IFRS.) 

MANAGEMENT APPLICATIONS 

MA7-48. Determining the Reporting of an Investment (0%, 2, >) 

Assume that your company acquires 20% of the outstanding common stock of APEX Software as an 

investment. You also have an option to purchase the remaining 80%. APEX is developing software (its 

only activity) that it hopes to eventually package and sell to customers. You do not intend to exercise your 

option unless its software product reaches commercial feasibility. APEX has employed your software 

engineers to assist in the development efforts and you are integrally involved in its software design. Your 

ownership interest is significant enough to give you influence over APEX’s software design specifications. 
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SOLUTIONS TO REVIEW PROBLEMS 

MS 15,060 

Cash 16,000 

MS 

15,000 
Cash 

15,000 

Cash 17,600 

AQGI 2,000 

MS 17,000 

GN 2,000 

Cash 

17,000 
AOCI 

2,000 
MS 

17,000 
GN 

2,000 

MA7-49. 
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Required 

a. Describe the financial statement effects of the three possible methods to accounting for this invest- 

ment (fair-value, equity, or consolidation). 

b. What method of accounting is appropriate for this investment (fair-value, equity, or consolidation)? 

Explain. 

management. 

Required 

What provisions do you believe should be incorporated into such a policy? How do such policies im- 

pact financial accounting? 

Mid-Module Review 1 
d. 

Transaction 

1. Purchased 

1,000 shares of 

Yahoo! common 

stock for $15 

cash per share 

2. Received 

cash dividend of 

$2.50 per share 

on Yahoo! com- 

mon stock 

3. Year-end 

market price of 

Yahoo! common 

stock is $17 per 

share 

4. Sold 1,000 

shares of Yahoo! 

common stock 

for $17,000 cash 

| "Balance Sheet : 

Cash Noncash L Liabil- Contrib. 
Asset —_— Assets__mtities Capital 

—15,000 +15,000 
Cash Marketable = 

Securities 

+2,500 
Cash — 

+2,000 
Marketable = 

Securities 

+17,000 —17,000 
Cash Marketable = 

Securities 

Earned 

Capital 

+2,500 
Retained 

Earnings 

+2,000 
AOCI 

—2,000 
AOCI 

+2,000 
Retained 

Earnings 

Ethics and Governance: Establishing Corporate Governance 

Effective corporate governance policies are a crucial component of contemporary corporate 

(LO2, 3) 

+2,500 
Dividend — 

Income 

+2,000 
Gain on Sale 

income Statement 

Net 

Income 

+2,500 

+2,000 
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b. 

Balance Sheet 

Cash Noncash __ Liabil- Contrib. Earned 
Transaction Asset Assets ities Capital Capital == = enues ses Income 

1. Purchased \ 

1,000 shares of —15.000 +15.000 } 

Yahoo! common Cash Marketable = 7: = = 
sae t 

stock for $15 Securities i 

cash per share | 
q ie ee ene A. 

2. Received } 

cash dividend of | +9,500 +2,500 ‘ +2,500 +2,500 
$2.50 per share Cash — Retained } Dividend — _— 
on Yahoo! com- Earnings / Income 

mon stock { 

3. Year-end ‘ 

market price of +2,000 +2,000 // +2,000 +2,000 
Yahoo! common Marketable = Retained 7 Unrealized — = 
stock is $17 per Securities Earnings / Gain 

\ 

share \ 

4. Sold 1,000 \ 
| 

shares of +17,000 =117/,,010)0) 
Yahoo! com- Cash Marketable == | c= = 
mon stock for Securities i 

$17,000 cash 

c. Yahoo! reports an investment portfolio of $2,103,724. This represents the portfolio’s current market value. 

d. Yahoo! classifies these investments as available-for-sale. Consequently, the net unrealized gains of $1,411 

thousand (computed as gross unrealized gains of $3,129 thousand less gross unrealized losses of $1,718 

thousand), had no effect on Yahoo!’s reported income. Yahoo! will realize gains and losses only when it 

sells the investments. Then, Yahoo! will recognize the gains or losses in current-period income. 

Mid-Module Review 2 
d. 

Cash 

Transaction Asset 

1. Purchased 5,000 shares 

of LookSmart common 

stock at $10 cash per share; aa 
these shares reflect 30% 

ownership 

2. Received a $2 per share 
cash dividend on Look- me 
Smart stock 

3. Record 30% share of the 

$100,000 income reported 

by LookSmart 

4. Market value has in- 

creased to $12 per share 

5. Sold all 5,000 shares +90,000 

of LookSmart stock for Cash 

$90,000 

Balance Sheet 

Noncash 2 Liabil- | Contrib. Earned 

Assets ities Capital Capital 

+50,000 __ 7 
Investments = \ 

—10,000 _ / 
Investments ™™ > 

/ 

+30,000 +30,000 \ 
Investments == Retained 

Earnings 

NOTHING RECORDED ( 
\ 

~70,000 +20,000 | 
Investments == Retained 

Earnings 

Income Statement 

Rev- _ Expen- Mi Net 

enues ses Income 

+30,000 +30,000 
‘4, ECUICV i —_ 

7 Income 

ia 

+20,000 +20,000 
Gainon — — 

Sale 
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MS 

Cash 

15,000 
415,000 

MS 
15,000 

Cash 

15,000 

Cash 

MS 

Cash 

17,000 
MS 

17,000 

17,000 

17,000 

EMI 50,006 

Cash 50,000 

EMI 

50,000 | 
Cash 

50,000 

40,006 

70,000 

Cash 

EMI 

Cash 

10,000 

EMI 

10,000 

EMI 30,000 

Ef 30,000 

EMI 

30,000 
El 

30,000 

Cash 

EMI 

GN 

CASH 

90,000 
EMI 

70,000 
GN 

20,000 

$0,060 

70,000 

26,000 
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b. Yahoo! reports $173 million ($508 million x 34%) of equity income related to this investment in its 

2012 income statement. 

c. Yahoo! Japan’s stockholders’ equity is $1,874 million (computed as $1,131 + $1,783 — $692 — $348, in 

$ millions), and Yahoo!’s investment account equals $637 million, computed as $1,874 million x 34%. 

Module-End Review 

Solution 

$1,000,000 $100,000 $1,100,000 Current assets .. : 

Investment in EarthLink ..... 600,000 = $(600,000) 

PRES helper ate serene a eae 3,000,000 400,000 100,000 3,500,000 

Good Will ere teeter ere — — 100,000 100,000 

TOR ESSA, cs cncaoaussenc $4,600,000 $500,000 $4,700,000 

Liabilitics erence ree $1,000,000 $100,000 $1,100,000 

Contributed capital......... 2,000,000 200,000 (200,000) 2,000,000 

Retained earnings ......... 1,600,000 200,000 (200,000) 1,600,000 

Total liabilities and equity.... $4,600,000 $500,000 $4,700,000 

Explanation: The $600,000 investment account is eliminated together with the $400,000 book value of EarthLink’s 

equity to which Yahoo’s investment relates. The remaining $200,000 consists of the additional $100,000 in PPE 

assets and the $100,000 in goodwill from expected corporate synergies. Following these adjustments, the balance 

sheet items are summed to yield the consolidated balance sheet. 
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VERIZON COMMUNICATIONS 

Verizon Communications, Inc., began doing business in 

2000, when Bell Atlantic Corporation merged with GTE 

Corporation. Verizon is one of the world’s leading provid- 

ers of communications services. It is the largest provider of 

wireline and wireless communications in the U.S., and is the 

largest of the “Baby Bells” as of 2010 with over $107 billion 

in revenues and $220 billion in assets. 

When Ivan Seidenberg became sole CEO of Verizon in 

mid-2002 (and its chairman in late 2003), the Internet frenzy 

had cooled and Verizon’s stock price had plunged, falling 

from an all-time high of $70 in late 1999 to $27 in mid-2002. 

Since then, the stock has fluctuated between $25 and $45 

per share. 

Verizon survived the Internet and telecom downturn. 

Now it faces a formidable new challenger: cable. Cable 

companies spent billions upgrading their infrastructure to 

offer customers discounted bundled packages of local 

voice, high-speed Internet connections, and video (Verizon 

has spent over $50 billion in the past three years). Market 

analysts estimate that cable companies could capture a 

8-1 

neces | 
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+ 

Bx 
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quarter of the local voice market over the next decade 

as they deploy new voice over Internet protocol (VOIP) 

technology. 

While Verizon and the other traditional phone compa- 

nies see their market positions erode, they also struggle to 

retain their image as innovators. They face creative pres- 

Getty Images 



Reporting and Analyzing 

Module 

Nonowner Financing 

LEARNING OBJECTIVES 

© Describe the accounting for current operating liabilities, including accounts payable and accrued liabilities. (p. 8-4) 

!.O2 Describe the accounting for current and long-term nonoperating liabilities. (p. 8-10) 

© Explain how credit ratings are determined and identify their effect on the cost of debt. (p. 8-21) 

sures from researchers and from companies (including Intel) 

who continue to develop new wireless technologies. 

Competitors are rushing to build networks to deliver TV 

service and high-speed broadband access and Verizon is 

spending billions to roll out its FiOS phone, data, and video 

network to give its customers faster Internet service and 

an alternative to cable. Indeed, over the past three years, 

Verizon has spent $50 billion on capital expenditures. The 

demand for new capital spending is coming at an inop- 

portune time. Verizon is currently saddled with a debt load 

of over $52 billion as of 2010 (a third of which matures over 

the next five years) and employee benefit obligations of over 

28 billion. It is also paying over $5 billion in stock dividends 

annually. Faced with a question from a stockholder about 

why Verizon is not repurchasing its stock given its decline 

in value, Seidenberg said “our number-one priority for using 

free cash flow over the last two years has been reducing 

debt.” To that end, over the past two years, Verizon has 

repaid over $15 billion of its debt. 

This module focuses on liabilities; that is, short-term 

and long-term obligations. Liabilities are one of two financ- 

ing sources for a company. The other is shareholder financ- 

ing. Bonds and notes are a major part of most companies’ 

liabilities. In this module, we show how to price liabilities and 

how the issuance and subsequent payment of the principal 

and interest affect financial statements. We also discuss the 

required disclosures that enable us to effectively analyze a 

company’s ability to pay its debts as they come due. 

Verizon is now working harder than ever to transform 

itself in an era of fiber optics and wireless communication. 

The dilemma facing Seidenberg is how to allocate available 

cash flow between strategic investment and debt payments. 

Source: Verizon 2010 10-K and Annual Report to Shareholders. 

8-2 
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MODULE 

ORGANIZATION Reporting and Analyzing Nonowner Financing 

Credit Ratings Current Liabilities Long-Term Liabilities 

Accounts Payable m@ Pricing and Issuance = Levels of Credit Ratings 

@ Accrued Liabilities m Interest Expense m Criteria Used in Setting Ratings 

@ Nonoperating Current Liabilities ' @ Gains and Losses on Retirement 

The accounting equation (Assets = Liabilities + Equity) is a useful tool in helping us think about how 

the balance sheet and income statement are constructed, the linkages among the financial statements, 

and the effects of transactions on financial statements. The accounting equation is also useful in helping 

us think about the statements from another perspective, namely, how the business is financed. Consider 

the following representation of the accounting equation: 

Assets = Liabilities + Equity 
—— 

Uses of funds = Sources of funds 

Assets represent investments (uses of funds) that management has made. It includes current operat- 

ing assets such as cash, accounts receivable, and inventories. It also includes long-term operating 

assets such as manufacturing and administrative facilities. Most companies also invest a portion of 

funds in nonoperating assets (marketable securities) that provide the liquidity a company needs to 

conduct transactions and to react to market opportunities and changes. 

Just as asset disclosures provide us with information on where a company invests its funds, its li- 

ability and equity disclosures inform us as to how those assets are financed. These are the sources of 

funds. To be successful, a company must not only invest funds wisely, but must also be astute in the 

manner in which it raises funds. Companies strive to finance their assets at the lowest possible cost. 

Current liabilities (such as accounts payable and accrued liabilities) are generally non-interest-bearing. 

As a result, companies try to maximize the financing of their assets with these sources of funds. 

Current liabilities, as the name implies, are short-term in nature, generally requiring payment 

within the coming year. As a result, they are not a suitable source of funding for long-term assets 

that generate cash flows over several years. Instead, companies often finance long-term assets with 

long-term liabilities that require payments over several years. Generally, companies try to link the 

pattern of the cash outflows of the financing source with the cash inflows of the related asset. As 

such, long-term financing is usually in the form of bonds, notes, and stock issuances. 

When a company acquires assets, and finances them with liabilities, its financial leverage in- 

creases. Also, the required liability payments increase proportionally with the level of liabilities, and 

those larger payments imply a higher probability of default should a downturn in business occur. 

Greater levels of liabilities, then, make the company riskier to investors who, consequently, demand 

a higher return. Assessing the appropriate level of liabilities is part of liquidity and solvency analysis. 

This module describes and analyzes on-balance-sheet financing, namely current and noncurrent 

liabilities that are reported on financial statements. If companies can find a way to purchase assets 
and have neither the asset, nor its related financing, appear on the balance sheet, they can report 
higher levels of asset turnover and appear less risky. This creates off-balance-sheet financing, which 
is the focus of Module 10. 
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CURRENT LIABILITIES 
Current liabilities consist of both operating and nonoperating liabilities. Most current operating li- 

abilities such as those related to inventory (accounts payable) or to utilities, wages, insurance, rent, and 

taxes (accrued liabilities), impact operating expenses such as cost of goods sold or selling, general and 

administrative expenses. Current nonoperating liabilities comprise short-term bank notes or the cur- 

rent portion of long-term debt. Verizon’s balance sheet reports the following current liabilities: 

Debt maturing within one year................000. $ 7,542 $ 7,205 

Accounts payable and accrued liabilities............ 15,702 15,223 

UNG lence anteten eeopsiens oana oe cste ti bee PU ay hc tae 3 Suh ction estat 7,353 6,708 

otal:currcnteliabiliticsueeammrscemerrse eo risie cai ete tree: $30,597 $29,136 

Verizon reports three categories of current liabilities: (1) long-term debt obligations that are sched- 

uled for payment in the upcoming year, (2) accounts payable and accrued liabilities, and (3) other 

current liabilities, which consist mainly of customer deposits, dividends payable, and miscellaneous 

obligations. 

Analysis and interpretation of the return on net operating assets (RNOA) requires that we separate 

current liabilities into operating and nonoperating components. In general, these two components con- 

sist of the following: 

1. Current operating liabilities 

®™ Accounts payable Obligations to others for amounts owed on purchases of goods and ser- 

vices; these are usually non-interest-bearing. 

®™ Accrued liabilities Obligations for which there is no related external transaction in the current 

period. These include, for example, accruals for employee wages earned but yet unpaid, ac- 

cruals for taxes (usually quarterly) on payroll and current period profits, and accruals for other 

liabilities such as rent, utilities, and insurance. Companies make accruals to properly reflect the 

liabilities owed as of the financial statement date and the expenses incurred for the period. 

® Unearned revenue Obligations to provide goods or services in the coming year; these arise 

from customers’ deposits, subscriptions, or prepayments. 

2. Current nonoperating liabilities 

® Short-term interest-bearing debt Short-term bank borrowings and notes expected to ma- 

ture in whole or in part during the upcoming year; this item can include any accrued interest 

payable. 

® Current maturities of long-term debt Long-term borrowings that are scheduled to mature 

in whole or in part during the upcoming year; this current portion of long-term debt includes 

maturing principal payments only. Any unpaid interest is usually included in the prior item. 

The remainder of this section describes, analyzes and interprets current operating liabilities followed 

by a discussion of current nonoperating liabilities. 

Accounts Payable 

Accounts payable arise from the purchase of goods and services from others. Accounts payable are nor- 

mally non-interest-bearing and are, thus, an inexpensive financing source. Verizon does not break out 

accounts payable on its balance sheet but, instead, reports them with other accruals. It reports $15,702 

million in accounts payable and accrued liabilities in 2010, and $15,223 million in 2009. The footnotes 

reveal that accounts payable represent $3,936 million in 2010, and $4,337 million in 2009, or 25% of 

the total each year. 

L901 Describe 

the accounting for 

current operating 

liabilities, including 

accounts payable 

and accrued 

liabilities. 
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The following financial statement effects template shows the accounting for a typical purchase of 

goods on credit and the ultimate sale of those goods. A series of four connected transactions illustrate 

the revenue and cost cycle. 

Balance Sheet 

Cash Noncash __ Liabil- Contrib. Earned a 2 

Transaction Asset Assets —_ities Capital Capital enues ses ~~ Income 

1. Purchase +400 +100 | 

$1 00 Inventory == Accounts y = — 

inventory on Payable / 

credit | 

ea Sell +140 +140 | +140 
inventory ee Retained Sales — — eo 
on credit for Receivable Earnings / 

$140 > 
2b. Record j = (00) j +100 
$100 cost a0 = Retained \ — Costof == -—100 
of inventory Inventory, Eamings Goods Sold 
sold in 2a 2. 

3. Collect 7 

Cash Accounts == ( — = 
accounts Receivable \ 

receivable — - ©... eee 

4. gy $100 en Ban | 

casn Tor each = Accounts | = = 
accounts Payable 

payable | 

The financial statement effects template reveals several impacts related to the purchase of goods on 

credit and their ultimate sale. 

Le 

2a. 

2b. 

Purchase of inventory is reflected on the balance sheet as an increase in inventory and an increase 

in accounts payable. 

Sale of inventory involves two components—revenue and expense. The revenue part reflects the 

increase in sales and the increase in accounts receivable (revenue is recognized when earned, even 

though cash is not yet received). 

The expense part of the sales transaction reflects the decrease in inventory and the increase in cost 

of goods sold (COGS). COGS is reported in the same income statement as the related sale (this 

expense is recognized because the inventory asset is sold, even though inventory-related payables 

may not yet be paid). 

Collection of the receivable reduces accounts receivable and increases cash. It is solely a balance 

sheet transaction and does not impact the income statement. 

Cash payment of accounts payable is solely a balance sheet transaction and does not impact in- 

come statement accounts (expense relating to inventories is recognized when the inventory is sold 

or used up, not when the liability is paid). 

Accounts Payable Turnover (APT) 

Inventories are financed, in large part, by accounts payable (also called trade credit or trade payables). 
Such payables usually represent interest-free financing and are, therefore, less expensive than using 
available cash or borrowed money to finance purchases or inventory production. Accordingly, compa- 
nies use trade credit whenever possible. This is called leaning on the trade. 
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The accounts payable turnover reflects management’s success in using trade credit to finance 

purchases of goods and services. It is computed as: 

Accounts Payable Turnover (APT) = Cost of Goods Sold/Average Accounts Payable 

Payables reflect the cost of inventory, not its retail value. Thus, to be consistent with the denominator, 

the ratio uses cost of goods sold (and not sales) in the numerator. Management desires to use trade 

credit to the greatest extent possible for financing. This means that a lower accounts payable turnover 

is preferable. Verizon’s accounts payable turnover rate for 2010 is 10.7 times per year, computed as 

($44,149 million/[($3,936 million + $4,337 million)/2]); this compares with 8.5 times three years 

earlier. This increase in accounts payable turnover indicates that Verizon is paying its obligations more 

quickly than it has in the past. 

A metric analogous to accounts payable turnover is the accounts payable days outstanding, 

which is defined as follows: 

Accounts Payable Days Outstanding (APDO) = Accounts Payable/Average Daily Cost of Goods Sold 

Because accounts payable are a source of low-cost financing, management desires to extend the accounts 

payable days outstanding as long as possible, provided that this action does not harm supply chan- 

nel relations. Yerizon’s accounts payable remain unpaid for 32.5 days in 2010, computed as ($3,936/ 

[$44 149/365 days]), down from 43.7 days three years earlier. Verizon is paying its suppliers more quickly 

than it has in the past.! 

Accounts payable reflect a source of interest-free financing. Increased payables reduce the amount 

of net operating working capital as payables (along with other current operating liabilities) are deducted 

from current operating assets in the computation of net operating working capital. Also, increased pay- 

ables mean increased cash flow (as increased liabilities increase net cash from operating activities) and 

increased profitability (as the level of interest-bearing debt that is required to finance operating assets 

declines). RNOA increases when companies make use of this low-cost financing source.” Yet, com- 

panies must be careful to avoid excessive “leaning on the trade” as short-term income gains can yield 

long-term costs such as damaged supply channels. 

MID-MODULE REVIEW 1 

Verizon’s accounts payable turnover (Cost of goods sold/Average accounts payable) increased from 8.5 in 2007 

to 10.7 in 2010. 

a. Does this change indicate that accounts payable have increased or decreased relative to cost of goods sold? 

Explain. 

b. What effect does this change have on net cash flows from operating activities? 

c. What management concerns, if any, might this change in accounts payable turnover pose? 

The solution is on page 8-46. 

Accrued Liabilities 

Accrued liabilities reflect expenses that have been incurred during the period but not yet paid in 

cash. Accrued liabilities can also reflect unearned revenue as explained in Module 5. Verizon reports 

| Excessive delays in payment of payables can result in suppliers charging a higher price for their goods or, ultimately, refusing 

to sell to certain buyers. Although a hidden “financing” cost is not interest, it is still a real cost. 

2 Accounts payable often carry credit terms such as 2/10, net 30. These terms give the buyer, for example, 2% off the invoice 

price of goods purchased if paid within 10 days. Otherwise the entire invoice is payable within 30 days. By failing to take a 

discount, the buyer is effectively paying 2% interest charge to keep its funds for an additional 20 days. Because there are ap- 

proximately 18 such 20-day periods in a year (365/20), this equates to an annual rate of interest of about 36%. Thus, borrowing 

funds at less than 36% to pay this liability within the discount period would be cost effective. 

8-6 
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details of its accrued liabilities (along with accounts payable) in the following footnote to its 2010 

10-K report. 

Accounts! payablOsrnpeer ge eer eee ici te tet: $ 3,936 $ 4,337 

AACCHUSAIEXPENSESie mises suede eile ten seonsneva-tons el oheltens ereien= 4,110 3,486 

Accrued Accrued vacation, salaries and wages............-- 5,686 5,084 

Interest payablowe rare rte teltatters stevens ckereylewer errant 813 872 

VWEGSISVEC aos onmacewonondonundodoo commana Tha lleyre 1,444 

Total accounts payable and accrued liabilities ....... $15,702 S228 

Verizon reports one nonoperating accrual: interest payable. Its other accrued liabilities are operating ac- 

cruals that include miscellaneous accrued expenses, accrued vacation pay, accrued salaries and wages, 

and accrued taxes. Verizon’s accruals are typical. To record accruals, companies recognize a liability 

on the balance sheet and a corresponding expense on the income statement. This means that liabilities 

increase, current income decreases, and equity decreases. When an accrued liability is ultimately paid, 

both cash and the liability decrease (but no expense is recorded because it was recognized previously). 

Accounting for Accrued Liabilities 
Accounting for a typical accrued liability such as accrued wages, for two consecutive periods, follows: 

Balance Sheet Income Statement 

Cash _ , Noncash _ Liabil- Contrib. Earned Net 
+ 

Transaction Asset Assets — ities Capital Capital enues ses _— Income 

Period 1: 

Accrued $75 75 ere 75 
for employee = Wages Retained — Wags == -—75 
wages earned Payable Earnings Expense 

at period-end \ 

Period 2: ’ 

Paid $75 for mee one 
Cash == Wages = — 

wages earned pablo : — 

in prior period 

The following financial statement effects result from this accrual of employee wages: 

m™ Employees have worked during a period and have not yet been paid. The effect of this accrual is to 

increase wages payable on the balance sheet and to recognize wages expense on the income state- 

ment. Failure to recognize this liability and associated expense would understate liabilities on the 

balance sheet and overstate income in the current period and understate income in the subsequent 

period. 

= =When the company pays employees in the following period, cash and wages payable both de- 

crease. This payment does not result in expense because the expense was recognized in the prior 

period when incurred. 

The accrued wages illustration relates to events that are fairly certain. We know, for example, when 

wages are incurred but not paid. Other examples of accruals that are fairly certain are rental costs, in- 
surance premiums, and taxes owed. 

Contingent Accrued Liabilities Some accrued liabilities are less certain than others. Consider a 
company facing a lawsuit. Should it record the possible liability and related expense? The answer depends 
on the likelihood of occurrence and the ability to estimate the obligation. Specifically, if the obligation 
is probable and the amount estimable with reasonable certainty, then a company will recognize this ob- 
ligation, called a contingent liability. If an obligation is only reasonably possible (or cannot be reliably 
estimated), the contingent liability is not reported on the balance sheet and is merely disclosed in the 
footnotes. All other contingent liabilities that are less than reasonably possible are not disclosed. 
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Management of Accrued Liabilities Managers have some latitude in determining the amount 

and timing of accruals. This latitude can lead to misreporting of income and liabilities (unintentional 

or otherwise). Here’s how: If accruals are underestimated, then expenses are underestimated, income 

is Overestimated, and retained earnings are overestimated. In subsequent periods when an understated 

accrued liability is settled (for more than the “under” estimate), reported income is lower than it should 

be; this is because prior-period income was higher than it should have been. (The reverse holds for 

overestimated accruals.) The misreporting of accruals, therefore, shifts income from one period into 

another. We must be keenly aware of this potential for income shifting as we analyze the financial 

condition of a company. 

Experience tells us that accrued liabilities related to restructuring programs (including severance 

accruals and accruals for asset write-downs), or to legal and environmental liabilities, or business acquisi- 

tions are somewhat problematic. These accruals too often represent early recognition of expenses. Some- 

times companies aggressively overestimate one-time accruals and record an even larger expense. This 

is called taking a big bath. The effect of a big bath is to depress current-period income, which relieves 

future periods of these expenses (thus, shifting income forward in time). Accordingly, we must monitor 

any change or unusual activity with accrued liabilities and view large one-time charges with skepticism. 

IFRS requires that a “provision” be recognized as a liability if a present obligation exists, if it is prob- 

able that an outflow of resources is required, and if the obligation can be reasonably estimated. 

These provisions are basically the same as accruals under GAAP. However, unlike GAAP, contin- 

gent liabilities are not recorded for IFRS. Contingencies do not meet the IFRS provisions definition 

because a present obligation does not exist as it may or may not be confirmed by uncertain future 

events. IFRS requires footnote disclosure of such contingent liabilities unless the eventual payment 

is remote in which case, no disclosure is required. 

Estimating Accruals 
Some accrued liabilities require more estimation than others. Warranty liabilities are an example of an 

accrual that requires managerial assumptions and estimates. Warranties are commitments that manu- 

facturers make to their customers to repair or replace defective products within a specified period of 

time. The expected cost of this commitment can be reasonably estimated at the time of sale based on 

past experience. As a result, GAAP requires manufacturers to record the expected cost of warranties 

as a liability, and to record the related expected warranty expense in the income statement in the same 

period that the sales revenue is reported. 

To illustrate, assume that a company estimates that its defective units amount to 1% of sales and that 

each unit costs $10 to replace. If sales during the period are $10,000, the estimated warranty expense is 

$1,000 ($10,000 * 1% X $10). The entries to accrue this liability and its ultimate payment follow. 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned | Rev- __ Expen- . 

Transaction Asset Assets _ities Capital Capital ( enues ses Income 

Period 1: \ 0 . 

sibs ay +1,000 1,000 # +1,000 
Conon = _ Warranty Retained \ — Warranty == —1,000 

war ranty costs on Payable Earnings \ Expense 

units sold during 
the period j 

Period 2: . 

Delivered $1,000 —1,000 —1,000 i 
in replacement Inventory == Warranty | a =_ 

products to cover 

warranty claims 

Payable \ 

Net 

WRE 1,000 
WRP 4,000 

WRE 

1,000 
WRP. 

1,000 
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Accruing warranty liabilities has the same effect on financial statements as accruing wages expense in 

the previous section. That is, a liability is recorded on the balance sheet and an expense is reported in 

the income statement. When the defective product is later replaced (or repaired), the liability is reduced 

together with the cost of the inventory and/or the cash paid for other costs that were necessary to satisfy 

the claim. (Only a portion of the products estimated to fail does so in the current period; we expect 

other product failures in future periods. Management monitors this estimate and adjusts it if failure is 

higher or lower than expected.) As in the accrual of wages, the expense and the liability are reported 

when incurred and not when paid. 

To illustrate, Harley-Davidson reports $54,134 thousand of warranty liability on its 2010 balance 

sheet. Its footnotes reveal the following additional information: 

Product Warranty Estimated warranty costs are reserved for each motorcycle at the time of sale. 

The warranty reserve is an estimated cost per unit sold based upon historical Company claim data 

used in combination with other known factors that may affect future warranty claims. The Company 

updates its warranty estimates quarterly to ensure that the warranty reserves are based on the most 

current information available. The Company believes that past claim experience is indicative of 

future claims; however, the factors affecting actual claims can be volatile. As a result, actual claims 

experience may differ from estimated which could lead to material changes in the Company’s war- 

ranty provision and related reserves . . . The Company currently provides a standard two-year 

limited warranty on all new motorcycles sold worldwide, except for Japan, where the Company 

provides a standard three-year limited warranty on all new motorcycles sold. The warranty cover- 

age for the retail customer includes parts and labor and generally begins when the motorcycle is 

sold to a retail customer. The Company maintains reserves for future warranty claims using an 

estimated cost per unit sold, which is based primarily on historical Company claim information. 

Additionally, the Company has from time to time initiated certain voluntary safety recall campaigns. 

The Company reserves for all estimated costs associated with safety recalls in the period that the 

safety recalls are announced. Changes in the Company’s warranty and safety recall liability were as 

follows (in thousands): 

‘Warranty and Safety Recall Liability (inthousands) 2010. == 2009'S 2008~S 
RIAINGS, OSE IIMAING) Gi DAMOC) . os onsacccccvnovcsesouncve $68,044 $64,543 $70,523 

Warranties issued during the period .................... 36,785 SL SENS 52,645 

Settlements made during the period.................... (58,067) (74,022) (ers) 

Recalls and changes to pre-existing warranty liabilities ..... Tx 2 26,187 135112 

Balances. endror Dero memes merit aectsw tener. eaten eae $54,134 $68,044 $64,543 

Of the $68,044 thousand balance at the beginning of 2010, Harley incurred costs of $58,067 thousand 

to replace or repair defective motorcycles during 2010. This reduced Harley’s liability by that amount. 

These costs include cash paid to customers, or to employees as wages, and the cost of parts used for 

repairs. Harley accrued an additional $44,157 thousand ($36,785 thousand + $7,372 thousand) in new 
warranty liabilities in 2010. It is important to understand that only the increase in the liability resulting 
from additional accruals impacts the income statement, reducing income through additional warranty 
expense. Payments made to settle warranty claims do not affect current-period income; they merely 
reduce the preexisting liability. 

GAAP requires that the warranty liability reflects the estimated amount of cost that the company 
expects to incur as a result of warranty claims. This is often a difficult estimate to make and is prone to 
error. There is also the possibility that a company might underestimate its warranty liability to report 
higher current income, or overestimate it so as to depress current income and create an additional li- 
ability on the balance sheet (cookie jar reserve) that can be used to absorb future warranty costs and, 
thus, to reduce future expenses. The overestimation would shift income from the current-period to one 
or more future periods. Warranty liabilities must, therefore, be examined closely and compared with 
sales levels. Any deviations from the historical relation of the warranty liability to sales, or from levels 
reported by competitors, should be scrutinized. 



Module 8 | Reporting and Analyzing Nonowner Financing 8-10 

(aL a ee ee ae Le nee ae Ss 

MID-MODULE REVIEW 2 

Assume that Verizon’s employees worked during the current month and earned $10,000 in wages that Verizon 
will not pay until the first of next month. Must Verizon recognize any wages liability and expense for the current 
month? Explain. Use the financial statement effects template to show the effect of this accrual. 

The solution is on page 8-47. 

Current Nonoperating Liabilities 

Current nonoperating liabilities include short-term bank loans, accrued interest on those loans, and the &©2 Describe 

current maturities of long-term debt. Companies generally try to structure their financing so that debt the accounting for 

service requirements (payments) coincide with the cash inflows from the assets financed. This means current and long- 

that current assets are usually financed with current liabilities, and that long-term assets are financed — term nonoperating 

with long-term liabilities (and equity). liabilities. 

To illustrate, assume that a seasonal company’s investment in current assets tends to fluctuate dur- 

ing the year as depicted in the graphic below: 

Current Assets 

Seasonal 

current 

assets 

Permanent 

current 

assets 

Jan. Feb. Mar. Apr. May June July Aug. Sep. Oct. Nov. Dec. 

This company does most of its selling in the summer months. More inventory is purchased and manu- 

factured in the early spring than at any other time of the year. High summer sales give rise to accounts 

receivable that are higher than normal during the fall. The company’s working capital peaks at the 

height of the selling season and is lowest as the business slows in the off-season. There is a permanent 

level of working capital required for this business (about $750), and a seasonal component (maximum 

of about $1,000). Different businesses exhibit different patterns in their working capital requirements, 

but many have both permanent and seasonal components. 

The existence of permanent and seasonal current operating assets often requires that financing 

sources also have permanent and seasonal components. Consider again the company depicted in the 

graphic above. A portion of the company’s assets is in inventories that are financed, in part, with ac- 

counts payable and accruals. Thus, we expect that current operating liabilities also exhibit a seasonal 

component that fluctuates with the level of operations. These payables are generally non-interest- 

bearing and, thus, provide low-cost financing that should be used to the greatest extent possible. 

Additional financing needs are covered by short-term interest-bearing debt. 

This section focuses on current nonoperating liabilities, which include short-term debt, current 

maturities of long-term liabilities, and accrued interest expenses. 

Short-Term Interest-Bearing Debt 
Seasonal swings in working capital are often financed with a bank line of credit (short-term debt). In 

this case the bank commits to lend up to a maximum amount with the understanding that the amounts 

borrowed will be repaid in full sometime during the year. An interest-bearing note evidences any such 

borrowing. 
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When the company borrows these short-term funds, it reports the cash received on the balance sheet 

together with an increase in liabilities (notes payable). The note is reported as a current liability because 

the company expects to repay it within a year. This borrowing has no effect on income or equity. The 

borrower incurs (and the lender earns) interest on the note as time passes. GAAP requires the borrower 

to accrue the interest liability and the related interest expense each time financial statements are issued. 

To illustrate, assume that Verizon borrows $1,000 cash on January |. The note bears interest at a 

12% annual rate, and the interest (3% per quarter) is payable on the first of each subsequent quarter (April 

1, July 1, October 1, January 1). Assuming that Verizon issues calendar-quarter financial statements, this 

borrowing results in the following financial statement effects for January | through April 1. 

Income Statement Balance Sheet 

Cash Noncash ___Liabil- Contrib. Earned Hid _ ~ Net 

Transaction Asset Assets ities Capital Capital | enues ses Income 

Cash 1,000 a | 

NP 1,000 Jan 1: \ 

Cash Borrow +1,000 +1,000 7 
ee $1,000 cash Cash = Note é - = 

T4000 and issue Payable 
note payable \ 
pr RPRRn yee USA AaRCN Teta bas tga vera RNa cod ite Lu eit AN ear Teonieres tui tia rebar btienal pier ini EIR, ki wAh Bs eine 5 ahs I ae a aap ee 

i 30 ~, New il: } IP 30 / 
IE Accrue 85 20 i 39 

eee a 

: IP gene = Interest Retained ) — Inteestt = = 80) 

30 Interest on Payable Earnings j Expense 
12%, $1,000 i 
note payable 4 

iP 30 Apr 1: Pay s 
3 —30 —30 / 

Cash 0 

IP $30 cash for Cash = Interest ; — — 
a CUIEAREISIe CLUE: Payable i 

Cash { 
Ta er ee a cee eae ea = os = moron i 

The January | borrowing increases both cash and notes payable. On March 31, Verizon issues its quar- 

terly financial statements. Although interest is not paid until April 1, the company has incurred three 

months’ interest obligation as of March 31. Failure to recognize this liability and the expense incurred 

would not fairly present the financial condition of the company. Accordingly, the quarterly accrued 

interest payable is computed as follows: 

Interest Expense = Principal X Annual Rate x Portion of Year Outstanding 

$30 $1,000 x 12% x 3/12 

The subsequent interest payment on April | reduces both cash and the interest payable that Verizon ac- 

crued on March 31. There is no expense reported on April |, as it was recorded the previous day (March 

31) when Verizon prepared its financial statements. (For fixed-maturity borrowings specified in days, such 

as a 90-day note, we assume a 365-day year for interest accrual computations, see Mid-Module Review 3.) 

Current Maturities of Long-Term Debt 

Principal payments that must be made during the upcoming 12 months on long-term debt (such as for 

a mortgage), or on bonds and notes that mature within the next year, are reported as current liabilities 
called current maturities of long-term debt. All companies must provide a schedule of the maturi- 
ties of their long-term debt in the footnotes to the financial statements. To illustrate, Verizon reports 
$7,542 million in long-term debt due within one year in the current liability section of the balance sheet 
shown earlier in the module. 

BORSA NS SEN LC I I SSSA ST SS PS SSeS ss ee ee ese aeeranmencte 

MID-MODULE REVIEW 3 

Assume that on January 15, Verizon borrowed $10,000 on a 90-day, 6% note payable. The bank accrues interest 
daily based on a 365-day year. Use the financial statement effects template to show the January 31 interest accrual. 

The solution is on page 8-47. 

eee eee nee cee eee NS SSeS SisaieaSSSts-isisssssessce oss s-ASassnsainansiasslianmisiins 



Module 8 | Reporting and Analyzing Nonowner Financing 8-12 

LONG-TERM NONOPERATING LIABILITIES 
Companies often include long-term nonoperating liabilities in their capital structure to fund long-term 

assets. Smaller amounts of long-term debt can be readily obtained from banks, private placements with 

insurance companies, and other credit sources. However, when a large amount of financing is required, 

the issuance of bonds (and notes) in capital markets is a cost-efficient way to raise funds. The following 

discussion uses bonds for illustration, but the concepts also apply to long-term notes. 

Bonds are structured like any other borrowing. The borrower receives cash and agrees to pay it 

back with interest. Generally, the entire face amount (principal) of the bond is repaid at maturity (at the 

end of the bond’s life) and interest payments are made in the interim (usually semiannually). 

Companies that raise funds in the bond market normally work with an underwriter (like Mer- 

rill Lynch) to set the terms of the bond issue. The underwriter then sells individual bonds (usually 

in $1,000 denominations) from this general bond issue to its retail clients and professional portfolio 

managers (like The Vanguard Group), and receives a fee for underwriting the bond issue. These 

bonds are investments for individual investors, other companies, retirement plans and insurance 

companies. 

After they are issued, the bonds can trade in the secondary market just like stocks. Market prices 

of bonds fluctuate daily despite the fact that the company’s obligation for payment of principal and 

interest normally remains fixed throughout the life of the bond. Then, why do bond prices change? 

The answer is that the bond’s fixed rate of interest can be higher or lower than the interest rates of- 

fered on other securities of similar risk. Because bonds compete with other possible investments, 

bond prices are set relative to the prices of other investments. In a competitive investment market, 

a particular bond will become more or less desirable depending on the general level of interest rates 

offered by competing securities. Just as for any item, competitive pressures will cause bond prices 

to rise and fall. 

This section analyzes and interprets the reporting for bonds. We also examine the mechanics of 

bond pricing and describe the accounting for, and reporting of, bonds. 

Pricing of Debt 

The following two different interest rates are crucial for pricing debt. 

@ Coupon (contract or stated) rate The coupon rate of interest is stated in the bond contract; it is 

used to compute the dollar amount of interest payments that are paid to bondholders during the 

life of the bond issue. 

m= Market (yield or effective) rate This is the interest rate that investors expect to earn on the in- 

vestment in this debt security; this rate is used to price the bond. 

The coupon (contract) rate is used to compute interest payments and the market (yield) rate is used 

to price the bond. The coupon rate and the market rate are nearly always different. This is because 

the coupon rate is fixed prior to issuance of the bond and normally remains fixed throughout its life. 

Market rates of interest, on the other hand, fluctuate continually with the supply and demand for 

bonds in the marketplace, general macroeconomic conditions, and the borrower’s financial condition. 

The bond price, both its initial sales price and the price it trades at in the secondary market subse- 

quent to issuance, equals the present value of the expected cash flows to the bondholder. Specifically, 

bondholders normally expect to receive two different types of cash flows: 

1. Periodic interest payments (usually semiannual) during the bond’s life; these payments are called 

an annuity because they are equal in amount and made at regular intervals. 

2. Single payment of the face (principal) amount of the bond at maturity; this is called a lump-sum 

because it occurs only once. 

The bond price equals the present value of the periodic interest payments plus the present value of the 

single payment. If the present value of the two cash flows is equal to the bond’s face value, the bond 

is sold at par. If the present value is less than or greater than the bond’s face value, the bond sells at a 

discount or premium, respectively. We next illustrate the issuance of bonds at three different prices: at 

par, at a discount, and at a premium. 
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Present value 

factors are from 

Appendix A 

Calculator 

N = 20 

VY¥r=3 

PMT = 300,000 

FV = 10,000,000 

PV = 10,000,000 | 

Calculator 

N = 20 

VY¥r=4 

PMT = 300,000 

FV = 10,000,000 

|PV = 8,640,967.37" 

“rounding difference 
il 

Bonds Issued at Par 
To illustrate a bond issued (also said to be sold) at par, assume that a bond with a face amount of $10 

million, has a 6% annual coupon rate payable semiannually (3% semiannual rate), and a maturity of 

10 years. Semiannual interest payments are typical for bonds. This means that the issuer pays bond- 

holders two interest payments per year. Each semiannual interest payment is equal to the bond’s face 

value times the annual rate divided by two. Investors purchasing these bonds receive the following 

cash flows. 

Number of | Total Cash 
ee _ Payments 2. Dollars per Payment _ Flows 

Semiannual interest payments... . . 10 years x 2 = 20 $10,000,000 x 3% = $300,000 $ 6,000,000 

Principal payment at maturity...... 1 $10,000,000 10,000,000 

$16,000,000 

Specifically, the bond agreement dictates that the borrower must make 20 semiannual payments 

of $300,000 each, computed as $10,000,000 x (6%/2). At maturity, the borrower must repay the 

$10,000,000 face amount. To price bonds, investors identify the number of interest payments and use 

that number when computing the present value of both the interest payments and the principal (face) 

payment at maturity. 

The bond price is the present value of the periodic interest payments (the annuity) plus the present 

value of the principal payment (the lump sum). In our example, assuming that investors desire a 3% 

semiannual market rate (yield), the bond sells for $10,000,000, which is computed as follows: 

ee Payment. Present Value Factor? Present Value 

interesth oe Semicc at e $ 300,000 14.87747° $ 4,463,2002 

Principal S33 33or es eee $10,000,000 0.55368° 5,536,800 

$10,000,000 

# Mechanics of using tables to compute present values are explained in Appendix 8A; present value factors come from 

Appendix A near the end of the book. 

> Present value of an ordinary annuity for 20 periods discounted at 3% per period. 

° Present value of a single payment in 20 periods discounted at 3% per period. 

9 Rounded. 

Because the bond contract pays investors a 3% semiannual rate when investors demand a 3% semian- 

nual market rate, given the borrower’s credit rating and the time to maturity, the investors purchase 

those bonds at the par (face) value of $10 million. 

Discount Bonds 
As a second illustration, assume investors demand a 4% semiannual return for the 3% semiannual coupon 
bond, while all other details remain the same. The bond now sells for $8,640,999, computed as follows: 

Payment Present Value Factor Present Value 

[ntereSterra tata Neen ree $ 300,000 13.590332 $4,077,099 

Principal, 2%. Sees $10,000,000 0.456395 4,563,900 

$8,640,999 

“Present value of an ordinary annuity for 20 periods discounted at 4% per period. 

® Present value of a single payment in 20 periods discounted at 4% per period. 

Because the bond carries a coupon rate /ower than what investors demand, the bond is less desirable 
and sells at a discount. More generally, bonds sell at a discount whenever the coupon rate is less than 
the market rate. 
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Premium Bonds 
As a third illustration, assume that investors demand a 2% semiannual return for the 3% semiannual 
coupon bonds, while all other details remain the same. The bond now sells for $11,635,129, computed 
as follows: 

IntGreStoewen renter eit $ 300,000 16.351434 $ 4,905,429 

PrinGipalgeaaetnoer ters 2k: $10,000,000 0.67297° 6,729,700 

$11,635,129 

* Present value of an ordinary annuity for 20 periods discounted at 2% per period. 

» Present value of a single payment in 20 periods discounted at 2% per period. 

Because the bond carries a coupon rate higher than what investors demand, the bond is more desirable 

and sells at a premium. More generally, bonds sell at a premium whenever the coupon rate is greater 

than the market rate.* Exhibit 8.1 summarizes this relation for bond pricing. 

EXHIBIT 8.1 Coupon Rate, Market Rate, and Bond Pricing 

Coupon rate > market rate —> Bond sells at a premium (above face amount) 

Coupon rate = market rate — > Bond sells at par (at face amount) 

Coupon rate < market rate —> Bond sells at a discount (below face amount) 

Exhibit 8.2 shows an announcement (called a tombstone) of a Union Pacific Corp $500 million 

debt issuance. It has a 4% coupon rate paying 2% semiannual interest, maturing in 2021, with an issue 

price of 99.525 (sold at a discount). Union Pacific Corp’s underwriters took 0.65% in fees ($3.25 mil- 

lion) for underwriting and selling this debt issue.* 

Effective Cost of Debt 

When a bond sells for par, the cost to the issuing company 1s the cash interest paid. In our first illustra- 

tion above, the effective cost of the bond is the 6% interest paid by the issuer. 

When a bond sells at a discount, the issuer must repay more (the face value when the bond ma- 

tures) than the cash received at issuance (the discounted bond proceeds). This means that the effective 

cost of a discount bond is greater than if the bond had sold at par. A discount is a cost and, like any 

other cost, must eventually be transferred from the balance sheet to the income statement as an expense. 

When a bond sells at a premium, the borrower received more cash at issuance than it must repay. 

The difference, the premium, is a benefit that must eventually find its way into the income statement 

as a reduction of interest expense. As a result of the premium, the effective cost of a premium bond is 

less than if the bond had sold at par. 

Bonds are priced to yield the return (market rate) demanded by investors. Consequently, the ef- 

fective rate of a bond always equals the yield (market) rate demanded by investors, regardless of the 

coupon rate of the bond. This means that companies cannot influence the effective cost of debt by rais- 

ing or lowering the coupon rate. Doing so will only result in a bond premium or discount. We discuss 

the factors affecting the yield demanded by investors later in the module. 

The effective cost of debt is reflected in the amount of interest expense reported in the issuer’s 

income statement. Because of bond discounts and premiums, interest expense is usually different from 

4 Bond prices are often stated in percent form. For example, a bond sold at par is said to be sold at 100 (that is, 100% of par). The 

bond sold at $8,640,999 is said to be sold at 86.41 (86.41% of par, computed as $8 ,640,999/$ 10,000,000). The bond sold for a 

premium is said to be sold at 116.35 (116.35% of the bond’s face value). 

+ The tombstone makes clear that if we purchase any of these notes (in denominations of $1,000) after the semiannual interest 

date, we must pay accrued interest in addition to the purchase price. This interest is returned to us in the regular interest payment. 

(This procedure makes the bookkeeping easier for the issuer/underwriter because all interest payments are equal regardless of 

when Union Pacific actually sold the bond.) 

Calculator 

N= 20 

VWVY¥r=2 

PMT = 300,000 

FV = 10,000,000 
PV = 11,635,143.33"| 

*rounding difference 

| 
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| EXHIBIT 8.2 Announcement (fombetone) of Debt Offering to Public 

$500,000,000 

raze Union Pacific 

Corporation 

4.00% Notes due 2021 

We will pay interest on the notes each February 1 and August 1, commencing February 1, 2011. 

The notes will mature on February 1, 2021. We may redeem some or all of the notes at any time 

and from time to time at the redemption price described in this prospectus supplement. There 

is no sinking fund for the notes. See “Description of the Notes” for a description of the terms of 

the notes. 

Underwriting Proceeds to 

Price to Public (1) Discount the Company 

Per Note 99.525% 0.650% 98.875% 

Total $497 ,625,000 $3,250,000 $494,375,000 

(1) Plus accrued interest, if any, from August 2, 2010. 

Neither the Securities and Exchange Commission nor any state securities commission has ap- 

proved or disapproved of these securities or determined if this prospectus supplement or the 

accompanying prospectus is truthful or complete. Any representation to the contrary is a crimi- 

nal offense. Delivery of the notes, in book-entry form only through The Depository Trust Com- 

pany, will be made on or about August 2, 2010. The date of this prospectus supplement is July 

28, 2010. 

Joint Book-Running Managers 

BofA Merrill Lynch J.P. Morgan Morgan Stanley 
Senior Co-Managers 

BNP PARIBAS Citi 

Co-Managers 

Mitsubishi UFJ Securities RBS Sun Trust Robinson Humphrey 

US Bancorp Wells Fargo Securities 

the cash interest paid. The next section discusses how management reports, and how we interpret, 

bonds on the balance sheet and interest expense on the income statement. 

REPORTING OF DEBT FINANCING 

This section identifies and describes the financial statement effects of bond transactions. 

Financial Statement Effects of Debt Issuance 

Bonds Issued at Par 
When a bond sells at par, the issuing company receives the cash proceeds and accepts an obligation to 
make payments per the bond contract. Specifically, cash is increased and a long-term liability (bonds 
payable) is increased by the same amount. There is no revenue or expense at bond issuance. Using 
the facts from our $10 million bond illustration above, the issuance of bonds at par has the following 
financial statement effects: 
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Balance Sheet income Statement 

_ Cash Noncash __Liabil- | Contrib. Earned Net 
Transaction _ Asset : Assets ities —— Capital Capital Income 

Issue bonds a ann : ap anes 
J ’ ap , , 

s 

at oe for Cash = iepoce = gash 
So — 10,000,000 cas Debt aan 

T 10,000,000 

Discount Bonds 
When a bond is sold at a discount, the cash proceeds and net bond liability are recorded at the amount 

of the proceeds received (not the face amount of the bond). Again, using the facts above from our bond 

discount illustration, the financial statement effects follow: 

Balance Sheet Income Statement 

Cash | Noncash _ Liabil- | Contrib. | Earned “Net 
Transaction Asset Assets ities Capital — Capital ~ Income 

Issue bonds ‘ ne ee 
at discount +$8:640,999 _+$8,640,999 Cash ce es ae / mam os LTD 

__ 8,640,999 

The net bond liability (long-term debt) reported on the balance sheet consists of two components as 

follows: 

Bonds payable, face......... $10,000,000 

Less bond discount ......... (1,359,001) 

Bonds payable, net ......... $ 8,640,999 

Bonds are reported on the balance sheet net of any discount. When the bond matures, however, the 

company is obligated to repay the face amount ($10 million). Accordingly, at maturity, the bonds pay- 

able account needs to read $10 million, the amount that is owed. This means that between the bond 

Verizon’s Zero-Coupon Debt 

Zero-coupon bonds and notes, called zeros, do not carry a coupon rate. Pricing of these bonds and 

notes is done in the same manner as those with coupon rates—the exception is the absence of an 

interest annuity. This means that the price is the present value of the principal payment at maturity; 

hence the bond is sold at a deep discount. Verizon reported on its zero-coupon debt in its 10-K (the 

bonds have since been paid off): 

Zero-Coupon Convertible Notes The previously issued $5.4 billion zero-coupon convertible 

notes due 2021, which resulted in gross proceeds of approximately $3 billion, were redeemable at 

the option of the holders on May 15th in each of the years 2004, 2006, 2011, and 2016. On May 15, 

2004, $3,292 million of principal amount of the notes ($1,984 million after unamortized discount) 

were redeemed. On May 15, 2006, we redeemed the remaining $1,375 million accreted principal 

of the remaining outstanding zero-coupon convertible principal. The total payment on the date of 

redemption was $1,377 million. 

When Verizon issued its zero-coupon convertible notes in May 2001, they had a maturity value of 

$5.4 billion and were slated to mature in 2021. No interest is paid in the interim. The notes sold for 

$3 billion. The difference between the $3 billion sales proceeds and the $5.4 billion maturity value 

represents Verizon’s interest costs, which is the return to the investor. The effective cost of the debt 

is the interest rate that equates the issue price and maturity value, or approximately 3%. 
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issuance and its maturity, the discount must decline to zero. This reduction of the discount over the life 

of the bond is called amortization. The next section shows how discount amortization results in addi- 

tional interest expense in the income statement. This amortization causes the effective interest expense 

to be greater than the periodic cash interest payments. 

Premium Bonds 
When a bond is sold at a premium, the cash proceeds and net bond liability are recorded at the amount 

of the proceeds received (not the face amount of the bond). Again, using the facts above from our pre- 

mium bond illustration, the financial statement effects follow: 

Balance Sheet Income Statement __ 

Cash Noncash __Liabil- Contrib. _ Earned 
Transaction Asset Assets _ities Capital Capital z ~ Income 

Cash 11,635,129 een f 

LTD 114,635,129 ssue DOnNdS ah 
Cash at aresrontula +$11,635,129 +$11,635,129 2 

11,635,129) Pp Cash = Long-Term y — — 
LTD for cash Debt / 

H 1,635,129 \ 

| Calculator 

N=6 

VY¥r=2 

PMT = 9,000 

FV = 600,000 

PV = 583,195.71 

The bond liability reported on the balance sheet, again, consists of two parts: 

Bonds payable, face......... $10,000,000 

Add bond premium ......... 1,635,129 

Bonds payable, net ......... $11,635,129 

The $10 million must be repaid at maturity, and the premium amortized to zero over the life of the 

bond. The premium represents a benefit, which reduces interest expense on the income statement. 

Effects of Discount and Premium Amortization 

For bonds issued at par, interest expense reported on the income statement equals the cash interest pay- 

ment. However, for bonds issued at a discount or premium, interest expense reported on the income 

statement also includes any amortization of the bond discount or premium as follows: 

Cash interest paid Cash interest paid 

+ Amortization of discount or — Amortization of premium 

Interest expense Interest expense 

Specifically, periodic amortization of a discount is added to the cash interest paid to get interest ex- 
pense. Amortization of the discount reflects the additional cost the issuer incurs from issuing the bonds 
at a discount. Over the bond’s life, the discount is transferred from the balance sheet to the income 
statement via amortization, as an increase to interest expense. For a premium bond, the premium is a 
benefit the issuer receives at issuance. Amortization of the premium reduces interest expense over the 
bond’s life. In both cases, interest expense on the income statement represents the effective cost of debt 
(the nominal cost of debt is the cash interest paid). 

Companies amortize discounts and premiums using the effective interest method. To illustrate, 
assume that Verizon issues bonds with a face amount of $600,000, a 3% annual coupon rate payable 
semiannually (1.5% semiannual rate), a maturity of three years (six semiannual payment periods), and a 
market (yield) rate of 4% annual (2% semiannual). These facts yield a bond issue price of $583,195.71, 
which we round to $583,196 for the bond discount amortization table of Exhibit 8.3. 
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EXHIBIT 8.3 Bond Discount Amortiza 

n 
0 $16,804 $583,196 
1 $11,664 $ 9,000 $2,664 14,140 585,860 
2 11,717 9,000 2.717 41,423 588,577 
3 11,772 9,000 2.772 8,651 591,349 
4 11,827 9,000 2,827 5,824 594,176 Pat bse ae I 

life, carrying value 
5 11,884 9,000 2,884 2,940 597,060 adiietedte pat 
6 11,940 9,000 2,940 0 600,000 prciinerdicccunt 

$70,804 $54,000 $16,804 to zero 

Cash paid plus 

discount amor- 

tization equals 

interest expense 

The interest period is denoted in the left-most column. Period 0 is the point at which the bond is issued, 

and period | and following are successive six-month periods (recall, interest is paid semiannually). 

Column [A] is interest expense, which is reported in the income statement. Interest expense is com- 

puted as the bond’s net balance sheet value (the carrying amount of the bond) at the beginning of the 

period (column [E]) multiplied by the 2% semiannual rate used to compute the bond issue price. Col- 

umn [B] is cash interest paid, which is a constant $9,000 per the bond contract (face amount X coupon 

rate). Column [C] is discount amortization, which is the difference between interest expense and cash 

interest paid. Column [D] is the discount balance, which is the previous balance of the discount less the 

discount amortization in column [C]. Column [E] is the net bond payable, which is the $600,000 face 

amount less the unamortized discount from column [D]. 

The table shows amounts for the six interest payment periods. The amortization process continues 

until period 6, at which time the discount balance is 0 and the net bond payable is $600,000 (the matu- 

rity value). Each semiannual period, interest expense is recorded at 2%, the market rate of interest at the 

bond’s issuance. This rate does not change over the life of the bond, even if the prevailing market interest 

rates change. An amortization table reveals the financial statement effects of the bond for its duration. 

Specifically, we see the income statement effects in column [A], the cash effects in column [B], and the 

balance sheet effects in columns [D] and [E]. 

To illustrate amortization of a premium bond, we assume that Verizon issues bonds with a $600,000 | Gatculator 

face value, a 3% annual coupon rate payable semiannually (1.5% semiannual rate), a maturity of three | \ = 20 

years (six semiannual interest payments), and a 2% annual (1% semiannual) market interest rate. These | /Yr = 1 

facts yield a bond issue price of $617,386.43, which we round to $617,386. Exhibit 8.4 shows the pre- | PMT = 300,000 
mium amortization table for this bond. Ne 10,000,000 2 

PV = 617,386 

EXHIBIT 8.4 Bond Premium Amortization Table 

AL [B] , Ree 8 a 
{EJ x market%) ‘(Face x coupon%) _([B] — [A]) (Prior bal —[C]) (Face + [D]) — 

oe 2 interest...  Cash_ Premium —Premium = Bond 
. Expense —_Interest Paid — Amortization ~ a Balance Payable, Net — 

0 $17,386 $617,386 

1 $ 6,174 $ 9,000 $ 2,826 14,560 614,560 

2 6,146 9,000 2,854 11,706 611,706 

3 Cray, 9,000 2,883 8,823 608,823 

4 6,088 9,000 2,912 5,911 605,911 Hurke thetend 

®) 6,059 9,000 2,941 2,970 602,970 life, carrying value 

6 6,030 9,000 2,970 0 600,000 is adjusted to par 

$36,614 $54,000 $17,386 and the premium 
to zero 

Cash paid less 

premium amor- 

tization equals 

interest expense 
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Interest expense is computed using the same process that we used for discount bonds. The difference 

is that the yield rate is 1% semiannual in the premium case. Also, cash interest paid follows from the 

bond contract (face amount X coupon rate), and the other columns’ computations reflect the premium 

amortization. After period 6, the premium is fully amortized (equals zero) and the net bond payable 

balance is $600,000, the amount owed at maturity. Again, an amortization table reveals the financial 

statement effects of the bond—the income statement effects in column [A], the cash effects in column 

[B], and the balance sheet effects in columns [D] and [E]. 

Financial Statement Effects of Bond Repurchase 

Companies report bonds payable at historical (adjusted) cost. Specifically, net bonds payable amounts 

follow from the amortization table, as do the related cash flows and income statement numbers. All 

financial statement relations are set when the bond is issued; they do not subsequently change. 

Once issued, however, bonds trade in secondary markets. The yield rate used to compute bond 

prices for these subsequent transactions is the market interest rate prevailing at the time. These rates 

change daily based on the level of interest rates in the economy and the perceived creditworthiness of 

the bond issuer. 

Companies can and sometimes do repurchase (or redeem or retire) their bonds prior to maturity. 

The bond indenture (contract agreement) can include provisions giving the company the right to re- 

purchase its bonds directly from the bond holders. Or, the company can repurchase bonds in the open 

market. To illustrate, Verizon’s 10-K includes the following footnote relating to its repurchase of MCI 

debt in connection with the MCI acquisition: 

Redemption of Debt Assumed in Merger On January 17, 2006, Verizon announced offers to 

purchase two series of MCI senior notes, MCI $1,983 million aggregate principal amount of 6.688% 

Senior Notes Due 2009 and MCI $1,699 million aggregate principal amount of 7.735% Senior Notes 

Due 2014, at 101% of their par value . . . In addition, on January 20, 2006, Verizon announced an 

offer to repurchase MCI $1,983 million aggregate principal amount of 5.908% Senior Notes Due 

2007 at 101% of their par value . .. We recorded pretax charges of $26 million ($16 million after-tax) 

during the first quarter of 2006 resulting from the extinguishment of the debt assumed in connection 

with the completion of this merger. 

When a bond repurchase occurs, a gain or loss usually results, and is computed as follows: 

Gain or Loss on Bond Repurchase = Net Bonds Payable — Repurchase Payment 

The net bonds payable, also referred to as the book value, is the net amount reported on the balance 

sheet. If the issuer pays more to retire the bonds than the amount carried on its balance sheet, it re- 

ports a loss on its income statement, usually called Joss on bond retirement. The issuer reports a gain 

on bond retirement if the repurchase price is less than the net bonds payable. 

GAAP prescribes that gains or losses on bond repurchases be reported as part of ordinary in- 
come unless the repurchase meets the criteria for treatment as an extraordinary item (unusual and 
infrequent, see Module 5). Relatively few debt retirements meet these criteria and, hence, most gains 
and losses on bond repurchases are reported as part of income from continuing operations. 

How should we treat these gains and losses for analysis purposes? That is, do they carry eco- 
nomic effects? The answer is no—the gain or loss on repurchase is exactly offset by the present value 
of the future cash flow implications of the repurchase (Appendix 8B demonstrates this). 

Another analysis issue involves assessing the fair value of bonds and other long-term liabilities. 
This information is relevant for some investors and creditors in revealing unrealized gains and losses 
(similar to that reported for marketable securities). GAAP requires companies to provide information 
about current fair values of their long-term liabilities in footnotes (see Verizon’s fair value of debt 
disclosure in the next section). However, these fair values are not reported on the balance sheet and 
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We must make our own adjustments to 

the balance sheet and income statement if we want to include changes in fair values of liabilities. 

Financial Statement Footnotes 

Companies are required to disclose details about their long-term liabilities, including the amounts bor- 

rowed under each debt issuance, the interest rates, maturity da 

is Verizon’s disclosure for its long-term debt. 

Long-Term Debt 

tes, and other key provisions. Following 

Outstanding long-term obligations are as follows: 

Verizon Communications—notes payable 

ANCVLOLH Ons ASeiN &, PAA SOOT. flo ehs Fuaee. 4.35 - 5.50 

5.55 — 6.90 

7.35 — 8.95 

Verizon Wireless — notes payable and other .... 3.75-5.55 

7.38 — 8.88 

Floating 

Verizon Wireless—Alltel assumed notes ....... 6.50 — 7.88 

Telephone subsidiaries—debentures.......... 4.63 — 7.00 

7.15 — 7.88 

8.00 - 8.75 

Other subsidiaries—debentures and other ..... 6.84 - 8.75 

Employee stock ownership plan loans 

Capital lease obligations (average rates of 

6.8% and 6.3%, respectively) 

Unamortized discount, net of premium 

Total long-term debt, including current 

maturities 

Verizon reports a net book value for long-term debt of $52 

2011-2018 $ 6,062 $ 6,196 
2012-2038 10,441 10,386 
2012-2089, 7,677... 9,671 
2011-2014 7,000 7,000 
2011-2018 5,975 6,118 

2011 1,250 6,246 
2012220329 UPDsise © e284 
20111-2083) 01 7,987) 108.797 
2012-2032 1,449 1,449 
2011-2031 880 1,080 
2018-2028 1,700 1,700 

= = 23 

332 397 
(224) (241) 

52,794 61,156 
7,542 6,105 

$45,252 $55,051 

794 million at year-end 2010. Of this 

amount, $7,542 million matures in the next year and is classified as a current liability (current 

maturities of long-term debt). The remainder of $45,252 m atures after 2011. Verizon also reports 

$224 million in unamortized discount (net of premium) on this debt. 

In addition to long-term debt amounts, rates, and due dates, and as required under GAAP, Verizon 

reports aggregate maturities for the five years subsequent to the balance sheet date as follows: 

Maturities of Long-Term Debt Maturities of long-term debt outstanding at December 31, 2010, 

are as follows: 

(dollars in millions) 

$ 7,542 

5,902 

5;9ilid 

3,529 

1,201 

28,705 

This reveals that Verizon is required to make principal payments that total $24,089 million in the next 

five years and an additional $28,705 million in principal payments thereafter. Such maturities are 

important information as a company must either meet its required payments, negotiate a rescheduling 
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credit ratings are 

determined and 

identify their effect 

on the cost of 

debt. 
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of the indebtedness, or refinance the debt to avoid default. Failing to repay debts (defaulting) usually 

has severe consequences as debt holders have legal remedies available to them that can bankrupt the 

company. 

Verizon’s disclosure on the fair value of its total debt follows: 

2010 pe 
“Carrying ne Carrying 
- Amount Fair Value Amount Fair Value 

$52,462 $59,020 $61,859 $67,359 

As of 2010, indebtedness with a book value of $52,462 million had a fair value of $59,020 million, 

resulting in an unrecognized liability (which would be realized if Verizon redeemed the debt) of $6,558 

million. The increase in fair value is due mainly to a decline in interest rates subsequent to the bonds’ 

issuance (Verizon’s credit ratings have not changed in recent years—see next section). The justification 

for not recognizing unrealized gains and losses on the balance sheet and income statement is that such 

amounts can reverse with future fluctuations in interest rates. Further, since only the face amount of 

debt is repaid at maturity, unrealized gains and losses that arise during intervening years do not affect 

the company’s expected cash flows. This is the same logic for nonrecognition of gains and losses on 

held-to-maturity debt investments (see Module 7). 

CREDIT RATINGS AND THE COST OF DEBT 
Earlier in the module we explained that the effective cost of debt to the issuing company is the market 

(yield) rate of interest used to price the bond, regardless of the bond coupon rate. The market rate of 

interest is usually defined as the yield on U.S. Government borrowings such as treasury bills, notes, and 

bonds, called the risk-free rate, plus a risk premium (also called a spread). 

Yield Rate = Risk-Free Rate + Risk Premium 

Both the treasury yield (the so-called risk-free rate) and the corporate yield vary over time as illustrated 
in the following graphic. 

Treasury and Corporate 10-Year Bond Yields 
2000-2010 

10% a Baa 

getNext PE ae == Aaa 

8% (sare Prete e” Treasury 

mo 6% 
2 
= 

4% 

2% 

Oo eZ 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 

The rate of interest that investors expect for a particular bond is a function of the risk-free rate and 
the risk premium, where the latter depends on the creditworthiness of the issuing entity. 
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The yield increases (shifts upward) as debt quality moves from Treasury securities (generally 

considered to be risk free), which is the highest-quality debt reflected in the lowest line in the graph, 

to the Aaa (highest) rated corporates and, finally, to the Baa (lower-rated) corporates shown in this 

graph. That is, higher credit-rated issuers warrant a lower rate than lower credit-rated issuers. This 

difference is substantial. For example, in December of 2010, the average 10-year treasury bond yield 

is 3.29%, while the Aaa corporate bond yield is 5.02% and the average Baa (the lowest investment 

grade corporate bond) yield is 6.10%. 

asset iene Accounting Conservatism and Cos 

Research indicates that companies that use more conservative accounting policies incur a lower 

cost of debt. Research also suggests that while accounting conservatism can lead to lower-quality 

accounting income (because such income does not fully reflect economic reality), creditors are more 

confident in the numbers and view them as more credible. Evidence also implies that companies 

can lower the required return demanded by creditors (the risk premium) by issuing high-quality 

financial reports that include enhanced footnote disclosures and detailed supplemental reports. 

What Are Credit Ratings? 

A company’s credit rating, also referred to as debt rating, credit quality, or creditworthiness, is related 

to default risk. Default refers to the nonpayment of interest and principal and/or the failure to adhere 

to the various terms and conditions (covenants) of the bond indenture. Companies that want to obtain 

bond financing from the capital markets, normally first seek a rating on their proposed debt issuance 

from one of several rating agencies such as Standard & Poor’s, Moody’s Investors Service, or Fitch 

Ratings. The aim of rating agencies is to rate debt so that its default risk is more accurately conveyed 

to, and priced by, the market. Each rating agency uses its own rating system, as Exhibit 8.5 shows. This 

exhibit includes the general description for each rating class—for example, AAA 1s assigned to debt of 

prime maximum Safety (highest in creditworthiness). 

ings and Descriptions EXHIBIT 8.5 Corporate Debt Rat 

Moodys si “ SEP 
Aaa AAA 

Description 
Prime Maximum Safety 

High Grade, High Quality 

Upper-Medium Grade 

Lower-Medium Grade 

Non-Investment Grade 

Speculative 

Highly Speculative 

Substantial Risk 

In Poor Standing 

Extremely Speculative 

May be in Default 

Default 



8-23 Module 8 | Reporting and Analyzing Nonowner Financing 

MANAGERIAL DECISION 

Your company is currently rated B1/B+ by the Moody’s and S&P credit rating agencies, respectively. 

You are considering restructuring to increase your company’s credit rating. What types of restructur- 

ings might you consider? What benefits will your company receive from those restructurings? What 

costs will your company incur to implement such restructurings? [Answer, p. 8-33] 

What Determines Credit Ratings? 

Verizon bonds are rated A3, A—, and A by Moody’s, S&P, and Fitch, respectively, as of 2010. It is this 

rating, in conjunction with the maturity of Verizon’s bonds, that establishes the market interest rate and 

the bonds’ selling price. There are a number of considerations that affect the rating of a bond. Standard 

& Poor’s lists the following factors, categorized by business risk and financial risk, among its credit 

rating criteria: 

Financial Risk 

Financial characteristics 

Financial policy 

Profitability 

Capital structure 

Cash flow protection 

Financial flexibility 

Business Risk 

Industry characteristics 

Competitive position 

(marketing, technology, 

efficiency, regulation) 

Management 

Debt ratings convey information primarily to debt investors who are interested in assessing the prob- 

ability that the borrower will make interest and principal payments on time. If a company defaults on 

its debt, debt holders seek legal remedies, including forcing the borrower to liquidate its assets to settle 

obligations. However, in forced liquidations, debt holders rarely realize the entire amounts owed to them. 

It’s important to bear in mind that debt ratings are opinions. Rating agencies use several financial 

ratios to assess default risk. A partial listing of ratios utilized by Moody’s, together with median aver- 

ages for various ratings, is in Exhibit 8.6. In examining the ratios, recall that debt is increasingly more 

risky as we move from the first row, Aaa, to the last, C. 

orate Debt* 

'  RCF/Net Debt/ _ : 2 

Adare 20.6% 25.6 249% 22.8% : 129.5% 83.2% 0.7 20.7% ie 

Aa Sprccn oats 12.6% Wey Ala Avis 13.6 51.8% 39.4% 1.6 39.3% 1.2 

Pssate yet es 11.8% 7.9 9.0% 14.9% 8.3 40.2% 30.7% tO 43.7% 1.0 

Baale ricer 9.0% 44 13.1% 12.4% 6.1 27.4% 26.6% Pall 45.4% ited 

Base ace 8.3% 3.1 12.4% 10.9% 4.5 22.3% 23.5% 3.3 50.8% 1.1 

Beare ce 6.6% 1.4 9.1% 7.8% 2.6 11.7% 11.6% 5.1 73.8% 0.9 

Career 2.3% 0.4 2.8% 3.1% 1.4 3.1% 3.2% Teall 100.5% 0.7 

* Table reports 2010 median values; from Moody’s Financial Metrics™, Key Ratios by rating and industry for North American nonfinancial 
corporations: December 2010 (reproduced with permission). 

Ratio 6 Definition are 

EBITA/Average Assets EBITA/Average of Current and Previous Year Assets 

EBITA/Interest Expense EBITA/Interest Expense 

EBITA Margin EBITA/Net Revenue 

Operating Margin Operating Profit/Net Revenue 

(FFO + Interest Exp)/Interest Exp (Funds From Operations + Interest Expense)/Interest Expense 

FFO/Debt Funds From Operations/(Short-Term Debt + Long-Term Debt) 

RCF/Debt (FFO — Preferred Dividends - Common Dividends — Minority Dividends)/(Short-Term Debt + Long-Term Debt) 

Debt/EBITDA (Short-Term Debt + Long-Term Debt)/EBITDA 

Debt/Book Capitalization 

CAPEX/Depreciation Exp 

(Short-Term Debt + Long-Term Debt)/(Short-Term Debt + Long-Term Debt + Deferred Taxes + Minority Interest + Book Equity) 
Capital Expenditures/Depreciation Expense 

where: EBITA = Earnings from continuing operations before interest, taxes, and amortization 

EBITDA = Earnings from continuing operations before interest and taxes, depreciation, and amortization 

FFO = Net income from continuing operations plus depreciation, amortization, deferred income taxes, and other noncash items 
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A review of these ratios indicates that Moody’s considers the following factors, grouped by area of 

emphasis, as relevant in evaluating a company’s ability to meet its debt service requirements: 

1. Profitability ratios (first four metrics in footnote to Exhibit 8.6) 

2. Cash flow ratios (metrics five, six and seven in footnote to Exhibit 8.6) 

3. Solvency ratios (last three metrics in footnote to Exhibit 8.6) 

Further, these ratios are variants of many of the ratios we describe in Module 4 and elsewhere in the 

book. Other relevant debt-rating factors include the following: 

@ Collateral Companies can provide security for debt by pledging certain assets against the bond. 

This is like mortgages on assets. To the extent debt is secured, the debt holder is in a preferred 

position vis-a-vis other creditors. 

™ Covenants Debt agreements (indentures) can restrict the behavior of the issuing company so as 

to protect debt holders. For example, covenants commonly prohibit excessive dividend payment, 

mergers and acquisitions, further borrowing, and commonly prescribe minimum levels for key 

liquidity and solvency ratios. These covenants provide debt holders an element of control over the 

issuer’s Operations because, unlike equity investors, debt holders have no voting rights. 

@ Options Options are sometimes written into debt contracts. Examples are options to convert 

debt into stock (so that debt holders have a stake in value creation) and options allowing the issu- 

ing company to repurchase its debt before maturity (usually at a premium). 

RESEARCH INSIGHT |\\7i1 

Debt instruments can include features such as conversion options, under which the debt can be 

converted to common stock. Such conversion features are not accounted for separately under 

GAAP. Instead, convertible debt is accounted for just like debt with no conversion features (unless 

the conversion option can be separately traded). However, option-pricing models can be used to 

estimate the value of such debt features even when no market for those features exists. Empirical 

results suggest that those debt features represent a substantial part of debt value. These findings 

contribute to the current debate regarding the separation of compound financial instruments into 

debt and equity portions for financial statement presentation and analysis. 

Any Trends with Credit Ratings? 

Companies strive to maintain an “investment-grade” credit rating. This allows them to sell their bonds 

to institutional investors such as pension, mutual and other investment funds. Many institutional inves- 

tors will not invest in bonds that are rated below investment-grade rating of Baa3 (Moody’s) or BBB- 

(S&P and Fitch). To achieve a higher credit rating, companies must have lower financial leverage and 

maintain greater liquidity. This is costly to shareholders. As a result, financial managers face a difficult 

task in finding the optimal capital structure that maximizes returns to shareholders while reducing the 

cost of debt capital. 
The data suggest that corporate CFOs try to maintain investment-grade bond ratings but do not rely 

markedly on costly equity capital. Following is a graph of the distribution of companies across bond ratings. 

Ratings of A and Baa account for nearly half of all corporate issuers, while those issuers in the top ratings 

categories (Aaa and Aa) account for 14% of corporate issuers (source: Moody’s financial metrics 2010). 

Moody’s Rating Distribution—2010 

IFRS Alert 

Unlike GAAP, 

IFRS requires that 

companies treat 

the conversion 

feature like an op- 

tion and revalue it 

each period using 

the appropriate 

market rate. The 

difference in value 

each period is 

recorded as non- 

operating revenue 

or expense. 
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Trends in Financial Ratios Over Time 

Many of the ratios we discuss above vary over time with changes in the level of macroeconomic 

activity. For example, financial leverage (as measured by, average assets / average equity) declined 

during the recovery following the recession of 2001, then increased as equity declined in the reces- 

sionary period of 2007-2008, see below. Measures of profitability and interest coverage exhibited 

similar trends. 

Average Assets/Average Equity by Moody’s Rating— Median of Changes 

2002-2003 2003-2004 2004-2005 2005-2006 2006-2007 2007-2008 2008-2009 

Changes in the level of financial leverage also differed across industries as shown below. Specifi- 

cally, capital-intensive industries, such as transportation and capital goods reduced financial leverage 

during the recovery to a much greater extent than did retail and other consumer-related industries. 

Average Median of Changes — Average Assets/ Average Equity, Baa Moody’s Rated, 2002-2007 

0.0% 

= 21076 

—4.0% 

—6.0% 

—8.0% 

—10.0% 

—12.0% 

—14.0% 

—16.0% 

—18.0% 

—20.0% 

Baa Total Capital Consumer Energy& Media& Retail & Technology Transportation 
Industries Industries Environment Publishing Distribution 

Source: Moody's Financial Metrics 

Financial Ratios across Industries 

Financial ratios also differ across industries as demonstrated in the following graphic: 
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Median Moody’s Baa EBITA/Average Assets 

Aggregate Aaa 

Aerospace & Defense 

Aggregate Aa 

Healthcare 

Aggregate A 

Consumer Products 

Retail & Distribution 

Services 

Telecommunications 

Manufacturing 

Aggregate Baa 

Chemicals 

Aggregate Ba 

Energy & Environment 

Metals & Mining 

Media 

Transportation 

Aggregate B 

Automotive 

Aggregate Caa-C 

O!07oms 5.0% 10.0% 15.0% 20.0% 

Source: Moody's Financial Metrics 

Median EBITA to average assets (a measure of return on assets) for Baa issuers is highest for 

defense contractors, healthcare, consumer products, and telecommunications industries. This prob- 

ably reflects a larger required asset base in those industries as the median EBITA margin (EBITA as a 

percent of revenues) is highest for media companies, which rank much lower on the return measure, as 

shown in the following graphic. 

Median Moody’s Baa EBITA Margin 

Aggregate Aaa 

Aggregate Aa 

Media 

Metals & Mining 

Energy & Environment 

Healthcare 

Telecommunications 

Transportation 

Aggregate A 

Aggregate Baa 

Consumer Products 

Aerospace & Defense 

Aggregate Ba 

Services 

Manufacturing 

Chemicals 

Aggregate B 

Retail & Distribution 

Automotive 

Aggregate Caa-C 

0.0% 5.0% 10.0% 15.0% 20.0% 25.0% 30.0% 

Source: Moody's Financial Metrics 
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What Financial Ratios Matter? 
We cited a number of financial and nonfinancial factors that analysts consider when developing credit rat- 

ings. UBS (www.UBS.com), global investment banking and securities firm, measured the correlation be- 

tween credit ratios, such as those described in this section, and bond ratings. The “t-statistics” from those 

correlations are in the following chart (“The New World of Credit Ratings,” UBS Investment Bank, 2004): 

Size (Market Cap) 7 

Size (Sales) 
E 

Size (Assets) 

Market Leverage a 

Debt/EBITDA : 

EBITDA Coverage as Beginning of decade . 

EBIT Coverage om End of decade ; 

Book Leverage . 

FFO/Debt E 

ROCE : 

Margin 
c 

Current Ratio i 

Cash Conversion Ratio 4 

Liquidity Ratio te = at ; 

0 10 20 30 40 50 60 70 80 90 100 e 
Correlation with Bond Credit Ratings (Absolute t-Statistic) : 

Measures relating to the size of the company, its financial leverage, and its cash flow in relation to 

its debt payment obligations, are most highly correlated with bond credit ratings (implying a higher 

t-statistic”). These findings are consistent with the analysis and focus of this module. 

GLOBAL ACCOUNTING 
The FASB and the IASB have worked on a number of joint convergence projects and the differences in 

accounting for liabilities are limited. We list here some differences that we encounter in studying IFRS 

financial statements and the implications for comparing GAAP and IFRS companies. 

m Under U.S. GAAP, if a contingent liability is probable it must be disclosed and if it can also be 

reasonably estimated, it must be accrued. Under IFRS, companies can limit disclosure of contin- 

gent liabilities if doing so would severely prejudice the entity’s competitive or legal position; for 

example, disclosing the amount of a potential loss on a lawsuit could sway the legal outcome. Ac- 

cordingly, IFRS likely yields less disclosure of contingencies. 

@ Accruals sometimes involve a range of estimates. If all amounts within the range are equally prob- 

able, U.S. GAAP requires the company to accrue the lowest number in the range whereas IFRS re- 

quires the company to accrue the expected amount. Also, contingencies are discounted under IFRS 

if the effect of discounting is material whereas U.S. GAAP records contingencies at their nominal 

value. For both of these reasons, contingent liabilities are likely smaller under U.S. GAAP. 

@ IFRS offers more disclosure of liabilities and accruals. For each IFRS provision (the term used for 
accrued liabilities and expenses), the company must reconcile the opening and closing carrying 
amounts, describe any additional provision for the period, and explain any reversals for the period. 
Reconciliation is less prevalent under U.S. GAAP (required for example for allowance for doubtful 
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accounts, warranty accruals, restructuring accruals). Recall that an over-accrual in one period shifts 

income to a subsequent period when the accrual is reversed. This increased transparency under IFRS 

might make it easier to spot earnings management. 

@ US. GAAP classifies convertible debt as a liability. Under IFRS, convertible debt is split into two 

parts: debt and equity (reflecting the option to convert). The amount assigned to each part is based 

on fair values when the debt is issued. So, for equivalent convertible debt outstanding, IFRS bal- 

ance sheets show a smaller amount for the debt portion. 

MODULE-END REVIEW 

On January |, assume that Sprint Nextel Corporation issues $300,000 of 15-year, 10% bonds payable for $351,876, 

yielding an effective semiannual interest rate of 4%. Interest is payable semiannually on June 30 and December 31. 

(1) Show computations to confirm the issue price of $351,876, and (2) complete Sprint’s financial statement effects 

template for (a) bond issuance, (b) semiannual interest payment and premium amortization on June 30 of the first 

year, and (c) semiannual interest payment and premium amortization on December 31 of the first year. 

The solution is on page 8-47. 

APPENDIX 8A: Compound Interest 

This appendix explains the concepts of present and future value, which are useful for our analysis purposes. 

Present Value Concepts 

Would you rather receive a dollar now or a dollar one year from now? Most people would answer, a dollar now. 

Intuition tells us that a dollar received now is more valuable than the same amount received sometime in the future. 

Sound reasons exist for choosing the dollar now, the most obvious of which concerns risk. Because the future is 

uncertain, any number of events can prevent us from receiving the dollar a year from now. To avoid this risk, we 

choose the earlier date. Another reason is that the dollar received now could be invested. That is, one year from 

now, we would have the dollar and the interest earned on that dollar. 

Present Value of a Single Amount 
Risk and interest factors yield the following generalizations: (1) the right to receive an amount of money now, its 

present value, is worth more than the right to receive the same amount later, its future value; (2) the longer we 

must wait to receive an amount, the less attractive the receipt is; (3) the greater the interest rate the greater the 

amount we will receive in the future. (Putting 2 and 3 together we see that the difference between the present value 

of an amount and its future value is a function of both interest rate and time, that is, Principal x Interest Rate x 

Time); and (4) the more risk associated with any situation, the higher the interest rate. 

To illustrate, let’s compute the amount we would need to receive today (the present value) that would be 

equivalent to receiving $100 one year from now if money can be invested at 10%. We recognize intuitively that, 

with a 10% interest rate, the present value (the equivalent amount today) will be less than $100. The $100 received 

in the future must include 10% interest earned for the year. Thus, the $100 received in one year (the future value) 

must be 1.10 times the amount received today (the present value). Dividing $100/1.10, we obtain a present value 

of $90.91 (rounded). This means that we would do as well to accept $90.91 today as to wait one year and receive 

$100. To confirm the equality of the $90.91 receipt now to a $100 receipt one year later, we calculate the future 

value of $90.91 at 10% for one year as follows: 

$90.91 x 1.10 x 1 year = $100 (rounded) 

To generalize, we compute the present value of a future receipt by discounting the future receipt back to the 

present at an appropriate interest rate (also called the discount rate). We present this schematically below: 

Present Value <— | Discounted for | <— Future Value 

$90.91 1 year at 10% $100 

If either the time period or the interest rate were increased, the resulting present value would decrease. If more than 

one time period is involved, our future receipts include interest on interest. This is called compounding. 
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Time Value of Money Tables 
Appendix A near the end of the book includes time value of money tables. Table | is a present value table that we 

can use to compute the present value of future amounts. A present value table provides present value factors (mul- 

tipliers) for many combinations of time periods and interest rates that determine the present value of $1. 

Present value tables are used as follows. First, determine the number of interest compounding periods involved 

(three years compounded annually are 3 periods, and three years compounded semiannually are 6 periods). The ex- 

treme left-hand column indicates the number of periods. It is important to distinguish between years and compound- 

ing periods. The table is for compounding periods (years X number of compounding periods per year). 

Next, determine the interest rate per compounding period. Interest rates are usually quoted on a per year (an- 

nual) basis. The rate per compounding period is the annual rate divided by the number of compounding periods 

per year. For example, an interest rate of 10% per year would be 10% per period if compounded annually, and 5% 

per period if compounded semiannually. 

Finally, locate the present value factor, which is at the intersection of the row of the appropriate number of 

compounding periods and the column of the appropriate interest rate per compounding period. Multiply this factor 

by the dollars that will be paid or received in the future. 

All values in Table | are less than 1.0 because the present value of $1 received in the future is always smaller than 

$1. As the interest rate increases (moving from left to right in the table) or the number of periods increases (moving from 

top to bottom), the present value factors decline. This illustrates two important facts: (1) present values decline as interest 

rates increase, and (2) present values decline as the time lengthens. Consider the following three cases: 

Calculator Case 1. Compute the present value of $100 to be received one year from today, discounted at 10% 

N=2 compounded semiannually: 

Yr =5 
PMT =0 Number of periods (one year, semiannually) = 2 

FV = 100 Rate per period (10%/2) = 5% 

'PV = 90.703 Multiplier = 0.90703 
22 SS ee Present value = $100.00 x 0.90703 = $90.70 (rounded) 

Case 2. Compute the present value of $100 to be received two years from today, discounted at 10% 
Calculator 
N=4 compounded semiannually: 

VWY¥r =5 
PMT =0 Number of periods (two years, semiannually) = 4 

FV = 100 Rate per period (10%/2) = 5% 

iPpy=82270 | Multiplier = 0.82270 
Present value = $100 x 0.82270 = $82.27 (rounded) 

Caleulatar Case 3. Compute the present value of $100 to be received two years from today, discounted at 12% 

N=4 compounded semiannually: 

Yr =6 
PMT =0 Number of periods (two years, semiannually) = 4 

FV = 100 Rate per period (12%/2) = 6% 

‘PV = 79.209 Multiplier = 0.79209 
Present value = $100 = 0.79209 = $79.21 (rounded) 

In Case 2, the present value of $82.27 is less than for Case 1 ($90.70) because the time increased from two to four 

compounding periods—the longer we must wait for money, the lower its value to us today. Then in Case 3, the 
present value of $79.21 was lower than in Case 2 because, while there were still four compounding periods, the 
interest rate per year was higher (12% annually instead of 10%)—the higher the interest rate the more interest that 
could have been earned on the money and therefore the lower the value today. 

Present Value of an Annuity 
In the examples above, we computed the present value of a single amount (also called a lump sum) made or 
received in the future. Often, future cash flows involve the same amount being paid or received each period. 
Examples include semiannual interest payments on bonds, quarterly dividend receipts, or monthly insurance pre- 
miums. If the payment or the receipt (the cash flow) is equally spaced over time and each cash flow is the same 
dollar amount, we have an annuity. One way to calculate the present value of the annuity would be to calculate the 
present value of each future cash flow separately. However, there is a more convenient method. 

To illustrate, assume $100 is to be received at the end of each of the next three years as an annuity. When 
annuity amounts occur at the end of each period, the annuity is called an ordinary annuity. As shown below, the 
present value of this ordinary annuity can be computed from Table | by computing the present value of each of the 
three individual receipts and summing them (assume a 5% annual rate). 
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| Calculator 

$100 x 0.95238 $ 95.24 N=3 

$100 x 0.90703 = 90.70 VWYvr=5 

$100 x 0.86384 = 86.38 ae é 100 
2.72325 272.32 ee 

Be lese Pv = LP BP 

Table 2 in Appendix A provides a single multiplier for computing the present value of an ordinary annuity. Refer- 

ring to Table 2 in the row for three periods and the column for 5%, we see that the multiplier is 2.72325. When 

applied to the $100 annuity amount, the multiplier gives a present value of $272.33. As shown above, the same 

present value (with | cent rounding error) is derived by summing the three separate multipliers from Table 1. Con- 

siderable computations are avoided by using annuity tables. 

Bond Valuation 
Recall that a bond agreement specifies a pattern of future cash flows—usually a series of interest payments and a 

single payment of the face amount at maturity, and bonds are priced using the prevailing market rate on the day the 

bond is sold. This is the case for the original bond issuance and for subsequent open-market sales. The market rate 

on the date of the sale is the rate we use to determine the bond’s market value (its price). That rate is the bond’s 

yield. The selling price of a bond is determined as follows: 

1. Use Table | to compute the present value of the future principal payment at the prevailing market rate. 

2. Use Table 2 to compute the present value of the future series of interest payments (the annuity) at the 

prevailing market rate. 

3. Add the present values from steps | and 2. 

We illustrate in Exhibit 8A.1 the price of $100,000, 8%, four-year bonds paying interest semiannually and sold 

when the prevailing market rate was (1) 8%, (2) 10% or (3) 6%. Note that the price of 8% bonds sold to yield 8% 

EXHIBIT 

(1) $100,000 of 8%, 4-year bonds with interest payable semiannually priced to yield 8%. 

Principal payment, $100,000 
(a single amount received after 

Calculator 

N=8 

8 semlanntiall periods) sees s cies cieinee. 0.73069 $ 73,069 Yr =4 

Interest payments, $4,000 at end PMT = 4,000 

of each of 8 semiannual periods.......... 6.73274 26,931 FV = 100,000 

Present value (issue price) of bonds ........ $100,000 J YS 100,000 = 

(2) $100,000 of 8%, 4-year bonds with interest payable semiannually priced to yield 10%. 

Principal payment, $100,000 Calculator 

(a single amount received after N= 

8 semiannual periods)...............++- 0.67684 $ 67,684 VYr = 

Interest payments, $4,000 at end PMT = 4,000 

of each of 8 semiannual periods.......... 6.46321 25,853 EY = 100,000 

Present value (issue price) of bonds ........ $ 93,537 PV = 93,536.79 | 

Multiplier = Multiplier ___ Present Values _ 
_(fablet) = ((fable2) at 3% Semiar : 

(3) $100,000 of 8%, 4-year bonds with interest payable semiannually priced to yield 6%. 

Principal repayment, $100,000 Calculator 

(a single amount received after N=8 

8 semiannual periods)............-...-- 0.78941 $ 78,941 V/Yr = 3 

Interest payments, $4,000 at end PMT = 4,000 

of each of 8 semiannual periods.......... 7.01969 28,079 FV = 100,000 ! 

Present value (issue price) of bonds ........ $107,020 (Pv = 107,019.69 | 
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Calculator 

Nes 

V/Yr=6 

PMT = 0 

PV = 6,000 

is the face (or par) value of the bonds. A bond issue price of $93,537 (discount bond) yields 10%. A bond issue 

price of $107,020 (premium bond) yields 6%. 

Time Value of Money Computations Using a Calculator 

We can use a financial calculator for time value of money computations. There are five important function keys 

for these calculations. If we know values for four of those five, the calculator will compute the fifth. Those func- 

tion keys are: 

N Number of compounding (or discounting) periods 

VYr Interest (yield) rate per period—entered in % terms, for example, 12% is entered as 12 and not as 0.12. 

This key is labeled “interest per year” but it can handle any rate per different compounding periods; for 

example, if we have semiannual interest payments, our compounding periods are semiannual and the 

interest rate is the semiannual rate. 

FV Future value of the cash flows, this is a lump sum 

PMT Annuity (coupon) per discount period 

PV Present value of the cash flows, this is a lump sum 

Calculator inputs follow for the three examples in Exhibit 8A.1. In these examples, the unknown value is the bond 

price, which is the present value (PV) of the bond’s cash flows. (For additional instruction on entering inputs into 

a specific calculator, or how to do more complicated computations, review the calculator’s user manual or review 

online calculator tutorials.) 

8 semiannual periods) N = 8(4 years X 2 periods per year = 

VYr = 4(8% annual yield = 2 periods per year = 4% semiannually) 

FV = 100,000 (face value, which is the lump sum that must be repaid in the future) 

PMT = 4,000 ($100,000 x 4% semiannual coupon rate) 

PV = 100,000 | (output obtained from calculator) 

Betisitisoet 

PV = 93,537 N=8 Yr =5 FV=100,000 PMT = 4,000 

N=8 Yr =3 FV=100,000 PMT = 4,000 PV = 107,020 

Future Value Concepts 

Future Value of a Single Amount 
The future value of a single sum is the amount that a specific investment is worth at a future date if invested at 

a given rate of compound interest. To illustrate, suppose that we decide to invest $6,000 in a savings account that 
pays 6% annual interest and we intend to leave the principal and interest in the account for five years. We assume 
that interest is credited to the account at the end of each year. The balance in the account at the end of five years is 
determined using Table 3 in Appendix A, which gives the future value of a dollar, as follows: 

Principal <X Factor = Future Value 

$6,000 x 1.33823 $8,029 

The factor 1.33823 is at the intersection of the row for five periods and the column for 6%. 
Next, suppose that the interest is credited to the account semiannually rather than annually. In this situation, 

there are 10 compounding periods, and we use a 3% semiannual rate (one-half the annual rate because there are 
two compounding periods per year). The future value calculation follows: 

Principal < Factor 

$6,000 x 1.34392 

Future Value 

$8,064 
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Future Value of an Annuity 
If, instead of investing a single amount, we invest a specified amount each period, then we have an annuity. To 

illustrate, assume that we decide to invest $2,000 at the end of each year for five years at an 8% annual rate of 

return. To determine the accumulated amount of principal and interest at the end of five years, we refer to Table 4 

in Appendix A, which furnishes the future value of a dollar invested at the end of each period. The factor 5.86660 

is in the row for five periods and the column for 8%, and the calculation is as follows: 

Future Value 

$11,733 

Periodic Payment X Factor = 

$2,000 xX 5.86660 

If we decide to invest $1,000 at the end of each six months for five years at an 8% annual rate of return, we would 

use the factor for 10 periods at 4%, as follows: 

Future Value 

$12,006 

Periodic Payment X Factor = 

$1,000 x 12.0061 = 

APPENDIX 8B: Economics of Gains and Losses on 

Bond Repurchases 

Is a reported gain or loss on bond repurchases before maturity of economic substance? The short answer is no. To 

illustrate, assume that on January 1, a company issues $50 million face value bonds with an 8% annual coupon 

rate. The interest is to be paid semiannually (4% each semiannual period) for a term of five years (10 semiannual 

periods), at which time the principal will be repaid. If investors demand a 10% annual return (5% semiannually) 

on their investment, the bond price is computed as follows: 

Present value of semiannual interest ($2,000,000 x 7.72173) = $15,443,460 

Present value of principal ($50,000,000 x 0.61391) = 30,695,500 

Present value of bond ~ $46,138,960 

This bond’s amortization table follows: 

EXHIBIT 8B.1 Bond Discount Amortization Table 

ae Cash © 3 unt 

_ InterestPaid = Amortization Balance 
0 $3,861,040 $46,138,960 

1 $2,306,948 $2,000,000 $306,948 3,554,092 46,445,908 

2 2,322,295 2,000,000 322,295 3,231,797 46,768,203 

3 2,338,410 2,000,000 338,410 2,893,387 47,106,613 

= 2,395,331 2,000,000 355,331 2,538,056 47,461,944 

5 2,373,097 2,000,000 373,097 2,164,959 47,835,041 

6 PL SISh bei hey2 2,000,000 391,752 1,773,207 48,226,793 

4 2,411,340 2,000,000 411,340 1,361,867 48,638,133 

8 2,431,907 2,000,000 431,907 929,960 49,070,040 

9 2,453,502 2,000,000 453,502 476,458 49,523,542 

10 2,476,458 2,000,000 476,458 0) 50,000,000 

Next, assume we are at period 6 (three years after issuance) and the market rate of interest for this bond has 

risen from 10% to 12%. The firm decides to retire (redeem) the outstanding bond issue and finances the retirement 

by issuing new bonds. That is, it issues bonds with a face amount equal to the market value of the old bonds and 

uses the proceeds to retire the existing (old) bonds. The new bond issue will have a term of two years (four semian- 

nual periods), the remaining life of the existing bond issue. 

Calculator 

N=5 

/Y¥r=8 

PMT = 2,000 

Calculator 

N= 10 

Yr =4 

PMT = 1,000 

Calculator 

IN| = M0 

Wr 5 

PMT = 2,000,000 

FV = 50,000,000 

PV = 46,138,132", 
*rounding difference 
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Calculator 

N=4 

Mie = & 

PMT = 2,000,000 

FV = 50,000,000 
PV = 46,534,894" 
*rounding difference 

At the end of the third year, there are four $2,000,000 semiannual interest payments remaining on the old 

bonds, plus the repayment of the face amount of the bond due at the end of the fourth semiannual period. The pres- 

ent value of this cash flow stream, discounted at the current 12% annual rate (6% semiannual rate) is: 

Present value of semiannual interest ($2,000,000 x 3.46511) = $ 6,930,220 

Present value of principal ($50,000,000 x 0.79209) = 39,604,500 

Present value of bond = $46,534,720 

This means the company pays $46,534,720 to redeem a bond that is on its books at a carrying amount of 

$48 226,793. The difference of $1,692,073 is reported as a gain on repurchase (also called redemption). GAAP 

requires this gain be reported in income from continuing operations unless it meets the tests for treatment as an 

extraordinary item (the item is both unusual and infrequent). 

Although the company reports a gain in its income statement, has it actually realized an economic gain? Con- 

sider that this company issues new bonds that carry a coupon rate of 12% (6% semiannually) for $46,534,720. If 

we assume that those bonds are sold with a coupon rate equal to the market rate, they will sell at par (no discount 

or premium). The interest expense per six-month period, therefore, equals the interest paid in cash, or $2,792,083 

($46,534,720 X 6%). Total expense for the four-period life of the bond is $11,168,333 ($2,792,083 x 4). That 

amount, plus the $46,534,720 face amount of bonds due at maturity, results in total bond payments of $57,703,053. 

Had this company not redeemed the bonds, it would have paid four additional interest payments of $2,000,000 

each plus the face amount of $50,000,000 at maturity, for total bond payments of $58,000,000. On the surface, it 

appears that the firm is able to save $296,947 by redeeming the bonds and, therefore, reports a gain. (Also, total in- 

terest expense on the new bond issue is $3,168,333 [$11,168,333 — $8,000,000] more than it would have recorded 

under the old issue; so, although it is recording a present gain, it also incurs future higher interest costs which are 

not recognized under GAAP.) 

However, this gain is misleading. Specifically, this gain has two components. First, interest payments increase 

by $792,083 per year ($2,792,083 — $2,000,000). Second, the face amount of the bond that must be repaid in four 

years decreases by $3,465,280 ($50,000,000 — $46,534,720). To evaluate whether a real gain has been realized, 

we must consider the present value of these cash outflows and savings. The present value of the increased inter- 

est outflow, a four-period annuity of $792,083 discounted at 6% per period, is $2,744,655 ($792,083 < 3.46511). 

The present value of the reduced maturity amount, $3,465,280 in four periods, is $2,744,814 ($3,465,280 x 

0.79209) — note: the two amounts differ by $159, which is due to rounding. The conclusion is that the two amounts 

are the same. 

This analysis shows there is no real economic gain from early redemption of debt. The present value of the 

increased interest payments exactly offsets the present value of the decreased amount due at maturity. Why, then, 

does GAAP yield a gain? The answer lies in use of historical costing. Bonds are reported at amortized cost, that is, 

the face amount less any applicable discount or plus any premium. These amounts are a function of the bond issue 

price and its yield rate at issuance, which are both fixed for the life of the bond. Market prices for bonds, however, 

vary continually with changes in market interest rates. Companies do not adjust bond liabilities for these changes 

in market value. As a result, when companies redeem bonds, their carrying amount differs from market value and 

GAAP reports a gain or loss equal to this difference. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

You might consider the types of restructuring that would strengthen financial ratios typically used to assess li- 

quidity and solvency by the rating agencies. Such restructuring includes generating cash by reducing inventory, 

reallocating cash outflows from investing activities (PPE) to debt reduction, and issuing stock for cash and us- 

ing the proceeds to reduce debt (an equity for debt recapitalization). These actions increase liquidity or reduce 

financial leverage and, thus, should improve debt rating. An improved debt rating will attract more investors 
because your current debt rating is below investment grade and is not a suitable investment for many profes- 
sionally managed portfolios. An improved debt rating will also lower the interest rate on your debt. Offsetting 
these benefits are costs such as the following: (1) potential loss of sales from inventory stock-outs; (2) potential 

future cash flow reductions and loss of market power from reduced PPE investments; and (3) costs of equity 
issuances (equity costs more than debt because investors demand a higher return to compensate for added 
risk and, unlike interest payments, dividends are not tax deductible for the company), which can yield a net 
increase in the total cost of capital. All cost and benefits must be assessed before you pursue any restructuring. 
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Superscript 4(®) denotes assignments based on Appendix 8A (8B). 

DISCUSSION QUESTIONS 

Q8-1. 
Q8-2. 
Q8-3. 
Q8-4. 

Q8-5. 

Q8-6. 

What does the term current liabilities mean? What assets are usually used to settle current liabilities? 

What is an accrual? How do accruals impact the balance sheet and the income statement? 

What is the difference between a bond’s coupon rate and its market interest rate (yield)? 

Why do companies report a gain or loss when they repurchase their bonds? Is this a real economic 

gain or loss? 

How do credit (debt) ratings affect the cost of borrowing for a company? 

How would you interpret a company’s reported gain or loss on the repurchase of its bonds? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M8-7. 

M8-8. 

M8-9. 

M8-10. 

Interpreting a Contingent Liability Footnote (07) 

NCI Building Systems reports the following footnote to one of its recent 10-Ks related to its manufac- 

turing of metal coil coatings and metal building components. 

We have discovered the existence of trichloroethylene in the ground water at our Southlake, 

Texas facility. Horizontal delineation concentrations in excess of applicable residential assess- 

ment levels have not been fully identified. We have filed an application with the Texas Commis- 

sion of Environmental Quality (“TCEQ”) for entry into the voluntary cleanup program. The cost 

of required remediation, if any, will vary depending on the nature and extent of the contamina- 

tion. As of October 28, we have accrued $0.1 million to complete site analysis and testing. At 

this time, we cannot estimate a loss for any potential remediation costs, but we do not believe 

there will be a material adverse effect on our Consolidated Financial Statements. 

a. How has NCI reported this potential liability on its balance sheet? 

b. Does the $0.1 million accrual “to complete site analysis and testing” relate to a contingent liability? 

Explain. 

Analyzing and Computing Financial Statement Effects of Interest (92) 

DeFond Company signed a 90-day, 8% note payable for $7,200 on December 16. Use the financial state- 

ment effects template to illustrate the year-end December 31 accounting adjustment DeFond must make. 

Analyzing and Determining Liability Amounts  (!.0 7) 

For each of the following situations, indicate the liability amount, if any, that is reported on the balance 

sheet of Basu, Inc., at December 31, 2012. 

a. Basu owes $110,000 at year-end 2012 for inventory purchases. 

b. Basu agreed to purchase a $28,000 drill press in January 2013. 

c. During November and December of 2012, Basu sold products to a customer and warranted them 

against product failure for 90 days. Estimated costs of honoring this 90-day warranty during 2013 are 

$2,200. 
d. Basu provides a profit-sharing bonus for its executives equal to 5% of reported pretax annual income. 

The estimated pretax income for 2012 is $600,000. Bonuses are not paid until January of the follow- 

ing year. 

Interpreting Relations among Bond Price, Coupon, Yield, and Credit Rating (-02, 3) 

The following appeared in Yahoo! Finance (reports.finance.yahoo.com) regarding outstanding bonds by 

Boston Scientific. 

' Price Coupon (%) Maturity —_—‘Yield to Maturity (%) Fitch Ratings 

120.71 7.379 2040 5.873 BBB 

108.42 6.000 2020 4.805 BBB 

NCI Building Systems 

(NCS) 

Boston Scientific (BSX) 
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Bristol-Myers Squibb 

Company (BMY) 

Comcast Corporation 

(CMCSA) 

M8-11. 

M8-12. 

M8-13. 

M8-14. 

M8-15. 

a. Discuss the relation among the coupon rate, price, and yield for the bond maturing in 2040. 

b. Compare the yields on the two bonds. Why are the yields different when the credit ratings are the 

same? 

Determining Gain or Loss on Bond Redemption (>>) 

On April 30, one year before maturity, Nissim Company retired $200,000 of its 9% bonds payable at 

the current market price of 101 (101% of the bond face amount, or $200,000 X 1.01= $202,000). The 

bond book value on April 30 is $197,600, reflecting an unamortized discount of $2,400. Bond interest is 

currently fully paid and recorded up to the date of retirement. What is the gain or loss on retirement of 

these bonds? Is this gain or loss a real economic gain or loss? Explain. 

Interpreting Bond Footnote Disclosures (o> 

Bristol-Myers Squibb reports the following long-term debt as part of its MD&A in its 2010 10-K. 

: Obligations Expiring by Period Cee 

‘MaturityDate -—=Total. «= 2011.««- 2012S 2013S 2014S 2015 Years 
Long-term debt ... $4,749 -- _ $597 — — $4,152 

a. What does the $597 million in 2013 indicate about Bristol-Myers Squibb’s future payment 

obligations? 

b. What implications does this payment schedule have for our evaluation of Bristol-Myers Squibb’s 

liquidity and solvency? 

Classifying Liability-Related Accounts into Balance Sheet or Income Statement (9%) 

Indicate the proper financial statement classification (balance sheet or income statement) for each of the 

following lability-related accounts. 

i) . Gain on Bond Retirement e. Bond Interest Expense 

. Discount on Bonds Payable f. Bond Interest Payable (due next period) 

c. Mortgage Notes Payable g. Premium on Bonds Payable 

d. Bonds Payable h. Loss on Bond Retirement 

S 

Interpreting Bond Footnote Disclosures (2) 

Comeast Corporation reports the following information from the Management Discussion and Analy- 

sis section of its 2010 10-K. 

Debt Covenants We and our cable subsidiaries that have provided guarantees are subject to 

the covenants and restrictions set forth in the indentures governing our public debt securities 

and in the credit agreements governing our bank credit facilities. We and the guarantors are in 

compliance with the covenants, and we believe that neither the covenants nor the restrictions in 

our indentures or loan documents will limit our ability to operate our business or raise additional 

capital. We test our compliance with our credit facilities’ covenants on an ongoing basis. The only 

financial covenant in our $6.8 billion revolving credit facility due 2013 pertains to leverage (ratio 

of debt to operating income before depreciation and amortization). As of December 31, 2010, we 

met this financial covenant by a significant margin. We do not expect to have to further reduce 

debt or improve operating results in order to continue to comply with this financial covenant. 

a. The financial ratios to which Comcast refers are similar to those discussed in the section on credit 

ratings and the cost of debt. What effects might these ratios have on the degree of freedom that man- 
agement has in running Comcast? 

b. Violation of debt covenants can be a serious event that could limit our ability to operate our business 
provision in the debt contract. What pressures might management face if the company’s ratios are 
near covenant limits? 

Analyzing Financial Statement Effects of Bond Redemption {02} 
Holthausen Corporation issued $400,000 of 11%, 20-year bonds at 108 on January 1, 2007. Interest is 
payable semiannually on June 30 and December 31. Through January 1, 2012, Holthausen amortized 
$5,000 of the bond premium. On January |, 2012, Holthausen retired the bonds at 103. Use the financial 
statement effects template to illustrate the bond retirement at January 1, 2012. 
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Analyzing Financial Statement Effects of Bond Redemption (1.02) 

Dechow, Inc., issued $250,000 of 8%, 15-year bonds at 96 on July 1, 2007. Interest is payable semian- 

nually on December 31 and June 30. Through June 30, 2012, Dechow amortized $3,000 of the bond 

discount. On July 1, 2012, Dechow retired the bonds at 101. Use the financial statement effects template 

to illustrate the bond retirement. 

M8-17. Analyzing and Computing Accrued Interest on Notes (0%) 

M8-18. 

M8-19. 

M8-20. 

M8-21. 

Compute any interest accrued for each of the following notes payable owed by Penman, Inc., as of De- 

cember 31, 2012 (assume a 365-day year). 

Lender suance Date _—Principal_ 
Nissim. ... 11/21/2012 $18,000 120 days 

ING iko org ace 12/13/2012 14,000 S) 90 days 

Bildersee.... 12/19/2012 16,000 12 60 days 

Interpreting Credit Ratings (95) 

Cummins reports the following information in the Management Discussion & Analysis section of its 

2010 10-K report. 

Credit Ratings A number of our contractual obligations and financing agreements, such as 

our revolving credit facility, have restrictive covenants and/or pricing modifications that may 

be triggered in the event of downward revisions to our corporate credit rating. There were no 

downgrades of our credit ratings in 2010 that have impacted these covenants or pricing modi- 

fications. In January 2011, Fitch affirmed our ratings and upgraded our outlook to positive. In 

September 2010, Standard and Poor’s raised our senior unsecured debt ratings to BBB+ and 

changed our outlook to stable. In July 2010, Moody’s Investors Service, Inc. raised our senior 

unsecured debt ratings to Baa2 .. . Our ratings and outlook from each of the credit rating agen- 

cies as of the date of filing are shown in the table below. 

st 
Outlook 

i 

Credit Rating Agency ‘Rating 
Moody’s Investors Service, Inc Non-Prime Stable 

Siancarcvanc Oh Suneee enn: NR Stable 

ithe ctor cee cea feces aeirin Suse BBB+ Positive 

a. Cummins reduced the level of its financial leverage during 2010. Why does the reduction in financial 

leverage result in an increase in the credit ratings for Cummins’ debt? 

b. What effect will a higher credit rating have on Cummins’ borrowing costs? Explain. 

Computing Bond Issue Price (0%) 

Bushman, Inc., issues $500,000 of 9% bonds that pay interest semiannually and mature in 10 years. 

Compute the bond issue price assuming that the prevailing market rate of interest is: 

a. 8% per year compounded semiannually. 

b. 10% per year compounded semiannually. 

Computing Issue Price for Zero Coupon Bonds — {).0) 

Abarbanell, Inc., issues $500,000 of zero coupon bonds that mature in 10 years. Compute the bond issue 

price assuming that the bonds’ market rate is: 

a. 8% per year compounded semiannually. 

b. 10% per year compounded semiannually. 

Determining the Financial Statement Effects of Accounts Payable Transactions (0 ') 

Petroni Company had the following transactions relating to its accounts payable. 

a. Purchases $300 of inventory on credit. 

b. Sells inventory for $420 on credit. 

c. Records $300 cost of sales for transaction b. 

d. Receives $420 cash toward accounts receivable. 

e. Pays $300 cash to settle accounts payable. 

Use the financial statement effects template to identify the effects (both amounts and accounts) for these 

transactions. 

Cummins (CMI) 
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M8-22. Computing Bond Issue Price and Preparing an Amortization Table in Excel (-©2) ; 

On January 1, 2012, Bushman, Inc., issues $500,000 of 9% bonds that pay interest semiannually and 

mature in 10 years (December 31, 2021). 

a. Using the Excel PRICE function, compute the issue price assuming that the bonds’ market rate is 8% 

per year compounded semiannually. (Use 100 for the redemption value to get a price as a percentage 

of the face amount, and use | for the basis.) 

b. Prepare an amortization table in Excel to demonstrate the amortization of the book (carrying) value 

to the $500,000 maturity value at the end of the 20th semiannual period. 

EXERCISES 

/) E8-23. 

/) E8-24. 

E8-25. 

Harley-Davidson (HOG) 

(/) E8-26. 

E8-27. 

Analyzing and Computing Accrued Warranty Liability and Expense (.07*) 

Waymire Company sells a motor that carries a 60-day unconditional warranty against product failure. From 

prior years’ experience, Waymire estimates that 2% of units sold each period will require repair at an average 

cost of $100 per unit. During the current period, Waymire sold 69,000 units and repaired 1,000 of those units. 

a. How much warranty expense must Waymire report in its current-period income statement? 

b. What warranty liability related to current-period sales will Waymire report on its current period-end 

balance sheet? (Hint: Remember that some units were repaired in the current period.) 

c. What analysis issues must we consider with respect to reported warranty liabilities? 

Analyzing Contingent and Other Liabilities (0%) 

The following independent situations represent various types of liabilities. Analyze each situation and 

indicate which of the following is the proper accounting treatment for the company: (a) record a liability 

on the balance sheet, (b) disclose the liability in a financial statement footnote, or (c) neither record nor 

disclose any liability. 

1. A stockholder has filed a lawsuit against Clinch Corporation. Clinch’s attorneys have reviewed the 

facts of the case. Their review revealed that similar lawsuits have never resulted in a cash award and 

it is highly unlikely that this lawsuit will either. 

2. Foster Company signed a 60-day, 10% note when it purchased items from another company. 

3. The Environmental Protection Agency notifies Shevlin Company that a state where it has a plant 

is filing a lawsuit for groundwater pollution against Shevlin and another company that has a plant 

adjacent to Shevlin’s plant. Test results have not identified the exact source of the pollution. Shevlin’s 

manufacturing process often produces by-products that can pollute groundwater. 

4. Sloan Company manufactured and sold products to a retailer that later sold the products to con- 

sumers. The Sloan Company will replace the product if it is found to be defective within 90 days 

of the sale to the consumer. Historically, 1.2% of the products are returned for replacement. 

Recording and Analyzing Warranty Accrual and Payment (07%) 

Refer to the discussion of and excerpt from the Harley-Davidson warranty reserve on page 8-9 to an- 

swer the following questions. 

a. Using the financial statement effects template, record separately the accrual of warranty liability 

relating (1) to the “Warranties issued during the period” and (2) “Recalls and changes to preexisting 

warranty obligations” and (3) to the “Settlements made during the period.” 

b. Does the level of Harley-Davidson’s warranty accrual appear to be reasonable? 

Analyzing and Computing Accrued Wages Liability and Expense (1.0%) 

Demski Company pays its employees on the Ist and 15th of each month. It is March 31 and Demski is pre- 
paring financial statements for this quarter. Its employees have earned $25,000 since the 15th of March and 
have not yet been paid. How will Demski’s balance sheet and income statement reflect the accrual of wages 
on March 31? What balance sheet and income statement accounts would be incorrectly reported if Demski 
failed to make this accrual (for each account indicate whether it would be overstated or understated)? 

Analyzing and Reporting Financial Statement Effects of Bond Transactions (2) 
On January 1, Hutton Corp. issued $300,000 of 15-year, 10% bonds payable for $351,876, yielding an effec- 
tive interest rate of 8%. Interest is payable semiannually on June 30 and December 31. (a) Show computa- 
tions to confirm the issue price of $351,876. (b) Indicate the financial statement effects using the template for 
(1) bond issuance, (2) semiannual interest payment and premium amortization on June 30 of the first year, 
and (3) semiannual interest payment and premium amortization on December 31 of the first year. 
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Analyzing and Reporting Financial Statement Effects of Mortgages (02) 

On January 1, Piotroski, Inc., borrowed $700,000 on a 12%, 15-year mortgage note payable. The note is 

to be repaid in equal semiannual installments of $50,854 (payable on June 30 and December 31). Each 

mortgage payment includes principal and interest. Interest is computed using the effective interest method. 

Indicate the financial statement effects using the template for (a) issuance of the mortgage note payable, (b) 

payment of the first installment on June 30, and (c) payment of the second installment on December 31. 

Assessing the Effects of Bond Credit Rating Changes (1.02) 

Ford reports the following information from the Risk Factors and the Management Discussion and 

Analysis sections of its 2010 10-K report. 

Credit Ratings Our short-term and long-term debt is rated by four credit rating agencies des- 

ignated as nationally recognized statistical rating organizations (“NRSROs”) by the Securities 

and Exchange Commission: 

¢ Dominion Bond Rating Service Limited (“DBRS”); 

e Fitch, Inc. (“Fitch”); 

e Moody’s Investors Service, Inc. (“Moody’s”); and 

e Standard & Poor’s Rating Services, a division of The McGraw-Hill Companies (“S&P”). 

Lower credit ratings generally result in higher borrowing costs and reduced access to capital 

markets. In 2005 and 2006, the credit ratings assigned to Ford Credit were lowered to below 

investment grade, which increased its unsecured borrowing costs and restricted its access to the 

unsecured debt markets. In response, Ford Credit increased its use of securitization transactions 

(including other structured financings) and other sources of funding. In 2010, although Ford Credit 

experienced several credit rating upgrades and its credit spreads narrowed considerably, its credit 

ratings are still below investment grade. Ford Credit’s higher credit ratings have provided it more 

economical access to the unsecured debt markets, but it is still utilizing asset- backed securitiza- 

tion transactions for a substantial amount of its funding . . . Over time, and particularly in the event 

of any credit rating downgrades, market volatility, market disruption, or other factors, Ford Credit 

may reduce the amount of receivables it purchases or originates because of funding constraints . . . 

A significant reduction in the amount of receivables Ford Credit purchases or originates would 

significantly reduce its ongoing profits and could adversely affect its ability to support the sale of 

Ford vehicles. The following ratings actions have been taken by these NRSROs since the filing of 

our Quarterly Report on Form 10-Q for the quarter ended September 30, 2010: 

Ford 

e On January 28, 2011, Moody’s affirmed Ford Motor Company’s ratings and changed the 

rating outlook to positive from stable. 

e On January 28, 2011, Fitch upgraded Ford’s corporate rating to BB from BB- , the senior 

secured rating to BBB- from BB+, and the senior unsecured rating to BB- from B. Fitch also 

changed the outlook to positive from stable. 

e On February 1, 2011, S&P upgraded Ford’s corporate credit rating to BB- from B+, the se- 

nior secured debt rating to BB+ from BB and the senior unsecured debt rating to B+ from B. 

The outlook remains positive. 

Ford Credit 

¢ On January 28, 2011, Moody’s affirmed Ford Credit’s ratings and changed the rating outlook 

to positive from stable. 

e On January 28, 2011, Fitch upgraded Ford Credit’s corporate rating to BB from BB- . 

Fitch also affirmed the senior unsecured rating at BB- and the short-term rating at B. Fitch 

changed the outlook to positive from stable. 

¢ On February 1, 2011, S&P upgraded Ford Credit’s corporate credit rating to BB- from B+ 

and its senior unsecured debt rating to BB- from B+. The outlook remains positive. 

a. What financial ratios do credit rating companies such as the four NRSROs listed above, use to evalu- 

ate the relative riskiness of borrowers? 

b. Why might an increase in credit ratings result in lower interest costs and increase Ford’s access to 

credit markets? 

c. What type of actions can Ford take to improve its credit ratings? 

Analyzing and Reporting Financial Statement Effects of Bond Transactions (0°) 

Lundholm, Inc., reports financial statements each December 31 and issues $500,000 of 9%, 15-year 

bonds dated May 1, 2012, with interest payments on October 31 and April 30. Assuming the bonds are 

sold at par on May 1, 2012, complete the financial statement effects template to reflect the following 

events: (a) bond issuance, (b) the first semiannual interest payment, and (c) retirement of $300,000 of 

the bonds at 101 on November 1, 2012. 

Ford (F) 
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Analyzing and Reporting Financial Statement Effects of Bond Transactions (02) 

On January 1, 2012, McKeown, Inc., issued $250,000 of 8%, 9-year bonds for $220,776, which implies 

a market (yield) rate of 10%. Semiannual interest is payable on June 30 and December 31 of each year. 

(a) Show computations to confirm the bond issue price. (b) Indicate the financial statement effects using 

the template for (1) bond issuance, (2) semiannual interest payment and discount amortization on June 

30, 2012, and (3) semiannual interest payment and discount amortization on December 31, 2012. 

Analyzing and Reporting Financial Statement Effects of Bond Transactions ('.02) 

On January 1, 2012, Shields, Inc., issued $800,000 of 9%, 20-year bonds for $879,172, yielding a market 

(yield) rate of 8%. Semiannual interest is payable on June 30 and December 31 of each year. (a) Show 

computations to confirm the bond issue price. (b) Indicate the financial statement effects using the 

template for (1) bond issuance, (2) semiannual interest payment and premium amortization on June 30, 

2012, and (3) semiannual interest payment and premium amortization on December 31, 2012. 

Determining Bond Prices, Interest Rates, and Financial Statement Effects (92) 

Deere & Company’s 2010 10-K reports the following footnote relating to long-term debt for its equip- 

ment operations subsidiary. Deere’s borrowings include $300 million, 7.125% notes, due in 2031 (high- 

lighted below). 

Long-term borrowings at October 31 consisted of the following in millions of dollars: 

6.95% notes due 2014: ($700 principal) Swapped $300 to 

variable interest rate of 1.25%—2009 .................... $ 763 $ 800 

ARC VAs NMOS C WT) AOIC be godseeeotaudeh oeaenetécoudss dodas 750 750 

SHiV2% CAoeMINIGES CUB AWX® oocscccccesaeeondoveneaccnos 105 105 

GES GSES CUSZWS) ocuchondmgnscoooucaounacnace 200 200 

ECV ASW OAS eteKe WIEOI Sk wikcn inta Poteet ee oo aldol oe hla oie 500 500 

SOV Coens CMS 2O0GO) .oosaccnongnsocencdoeuobeouee 250 250 

Tish 25D YoNOTES CUE 2031) eisyeccccmys mieiecnalng Inieyedaieteneinieie eee 300 300 

@ itary Male topes ciacet! wc Gece boc ee cretcer tae eng CRA eee ae 461 168 

TOtal Sis eet Matera en ro reek Bene ere Me, Bont art, Meee 4 wea $3,329 $3,073 

ee 

Seta etsy — = “eae Lo Sera 

Corp Deere&CO 131.84 7.125 2031 4.650. 5.404 

This price quote indicates that Deere’s 7.125% notes have a market price of 131.84 (131.84% of face 

value), resulting in a yield to maturity of 4.65%. 

a. Assuming that these notes were originally issued at par value, what does the market price reveal 

about interest rate changes since Deere issued its notes? (Assume that Deere’s credit rating has re- 

mained the same.) 

b. Does the change in interest rates since the issuance of these notes affect the amount of interest ex- 

pense that Deere reports in its income statement? Explain. 

c. How much cash would Deere have to pay to repurchase the 7.125% notes at the quoted market price 
of 131.84? (Assume no interest is owed when Deere repurchases the notes.) How would the repur- 
chase affect Deere’s current income? 

d. Assuming that the notes remain outstanding until their maturity, at what market price will the notes 
sell on their due date in 2031? 

Computing Present Values of Single Amounts and Annuities (1.02) 

Refer to Tables 1 and 2 in Appendix A near the end of the book to compute the present value for each of 
the following amounts: 

a. $90,000 received 10 years hence if the annual interest rate is: 

1. 8% compounded annually. 

2. 8% compounded semiannually. 
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b. $1,000 received at the end of each year for the next eight years discounted at 10% compounded 

annually. 

c. $600 received at the end of each six months for the next 15 years if the interest rate is 8% per year 

compounded semiannually. 

d. $500,000 received 10 years hence discounted at 10% per year compounded annually. 

Analyzing and Reporting Financial Statement Effects of Bond Transactions (1.02) (/) 

On January 1, 2012, Trueman Corporation issued $600,000 of 20-year, 11% bonds for $554,860, yield- 

ing a market (yield) rate of 12%. Interest is payable semiannually on June 30 and December 31. (a) 

Confirm the bond issue price. (b) Indicate the financial statement effects using the template for (1) bond 

issuance, (2) semiannual interest payment and discount amortization on June 30, 2012, and (3) semian- 

nual interest payment and discount amortization on December 31, 2012. 

Analyzing and Reporting Financial Statement Effects of Bond Transactions (02) 

On January 1, 2012, Verrecchia Company issued $400,000 of 5-year, 13% bonds for $446,329, yielding 

a market (yield) rate of 10%. Interest is payable semiannually on June 30 and December 31. (a) Confirm 

the bond issue price. (b) Indicate the financial statement effects using the template for (1) bond issuance, 

(2) semiannual interest payment and premium amortization on June 30, 2012, and (3) semiannual inter- 

est payment and premium amortization on December 31, 2012. 

PROBLEMS 

P8-37. Interpreting Term Structures of Coupon Rates and Yield Rates §_©2, 3) 

PepsiCo, Inc. reports $20,112 million of long-term debt outstanding as of December 2010 in the follow- PepsiCo, Inc. 

ing schedule to its 10-K report. (PEP) 

Debt Obligations and Commitments 

362 

$464 

‘Long-Term Debt Obligations ($ millions) = -—s—s—<CS~S—s 2009 
NotesiduezOn2(SaivorandileO7o)meercnte crete ric ress saceaere at $ 2,437 $1,079 

Notes CHE ZOTIS COM Gite] BO) oc nos ccboaseao eh on oda oso 2,110 999 

NOES CUEAOIAN GO Cikeht4HOWS) ct bacac ey oy Gan Go Seromiots aulalcte 2,888 1,026 

Notesiduie-2. Ojon 2/6.0/c) seeineria cherie ate reas acters 1,617 — 

Notesiduic 2016-20401 429 76) aidio4 76) eer ere cannons ies ae 10,828 4,056 

Zero coupon notes, due 2011-2012 (13.3%). ................... 136 192 

OthemauecOld—2019)(4-806rand 6.4.10) erent ergata icine <a 96 150 

20,112 7,502 

Less: current maturities of long-term debt obligations ............ (113) (102) 

In the first quarter of 2010, we issued . . . $1.0 billion of 5.50% senior notes maturing in 2040. A 

portion of the net proceeds from the issuance of these notes was used to finance our acquisi- 

tions of PBG and PAS and the remainder was used for general corporate purposes. 

Long-Term Contractual Commitments 

a : 2012- 2014-2016 and 
"Payments Due by Period ($ millions) Total 2011 2013. += 2015 _—beyond 

Long-term debt obligations ........ $20,112 $113 $4,569 $4322 $11,108 

Credit Ratings Our objective is to maintain credit ratings that provide us with ready access 

to global capital and credit markets at favorable interest rates. On February 24, 2010, Moody’s 

LOS ARSC eeMs 

continued 
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Investors Service (Moody’s) lowered the corporate credit rating of PepsiCo and its supported 

subsidiaries and the rating of PepsiCo’s senior unsecured long-term debt to Aa3 from Aa2. 

Moody’s rating for PepsiCo’s short-term indebtedness was confirmed at Prime-1 and the out- 

look is stable. On March 17, 2010, Standard & Poor’s Ratings Services (S&P) lowered PepsiCo’s 

corporate credit rating to A from A+ and lowered the rating of PepsiCo’s senior unsecured long- 

term debt to A- from A+. S&P’s rating for PepsiCo’s short-term indebtedness was confirmed at 

A-1 and the outlook is stable. Any downgrade of our credit ratings by either Moody’s or S&P, 

including any downgrade to below investment grade, could increase our future borrowing costs 

or impair our ability to access capital markets on terms commercially acceptable to us or at all. 

As of June 2011, the price of the $1 billion 5.5% senior notes maturing in 2040 follows (from Yahoo! 

Finance, reports.finance.yahoo.com): 

Type Issuer. ~—=— Price. Coupon(%) | Maturity YTM(%) Fitch Ratings Callable 
Corp PEPSICOINC 108.13 5.500 15-Jan-2040 4.965 AA No 

Required 

a. PepsiCo reports current maturities of long-term debt of $113 million as part of short-term debt. Why 

is this amount reported that way? PepsiCo reports $4,569 million of long-term debt due in 2012- 

2013. What does this mean? Is this amount important to our analysis of PepsiCo? Explain. 

b. The $1 billion 5.50% senior notes maturing in 2040 are priced at 108.13 (108.13% of face value, or 

$1.0813 billion) as of June 2011, resulting in a yield to maturity of 4.965%. Assuming that the credit 

rating of PepsiCo has not changed, what does the pricing of this 5.5% coupon bond imply about inter- 

est rate changes since PepsiCo issued the bond? 

c. What does the schedule of long-term contractual commitments reveal that might be useful in analyz- 

ing PepsiCo’s liquidity? 

d. Moody’s Investors Service lowered the corporate credit rating of PepsiCo in 2010. Why might a re- 

duction in credit ratings result in higher interest costs and restrict PepsiCo’s access to credit markets? 

e. What type of actions can PepsiCo take to improve its credit ratings? 

P8-38. Interpreting Debt Footnotes on Interest Rates and Interest Expense (02) 

CVS Caremark CVS Caremark Corporation discloses the following as part of its long-term debt footnote in its 2010 10-K. 
Corporation (CVS) 

BORROWING AND CREDIT AGREEMENTS 

The following table is a summary of the Company’s borrowings as of December 31. 

iniuilions = — 2010 = 2009 

Gomimencial paper pacer ecestotcecrorcre rcesveear rere Soke a eee $ 300 $ 315 
Lovie ne EWS) MOUSE OWE AOIO, oc oc agnascescauecresorrooaecons = 350 

AKOVVaMop RAEN INOWELOME) ZOO, cicte so opccanaeeohaawanoaseouss — 1,750 

SHAS eTMel meses) AON gic Giaokaowbogscncemaceaagsagap oe 800 800 

Floating rate motes cl eZ Oiluleeerary a Paee Srier goatee ener eee 300 300 

ANEW AS\ Ay SelM Ol OME Clute) ON) Aas eoe do hbo oabmee<Beawe dase. 550 550 

SEA Selael Mess CMEAMS es oaaAnsowanneadadscedodaowade 550 - 

oh ove Sielailelrionisss CAO a ho honnomondaacouanwocarceuse 700 700 

DO ouSemior, Notes due, 201 7 eaeeeeaneeseesie, crore Sees Sey eae 1,750 1,750 

6:60 Yorsenloginotes:GUe 2.011, O era eters ei ree 1,000 1,000 

FO OESOMIOMINOLES GUC 2020 erreur Aiea tat a ee 450 - 

O25, 7o1SenlOtMOleSsC UCr2 02 iaearma mena n eleies tis eit re 1,000 1,000 
6st 25 NOLS: UC!ZOS Or eeteay Pettey tcva Wencac). woe eT han wae ee ee 1,500 1,500 
6.302% Enhanced Capital Advantage Preferred Securities ........ 1,000 1,000 

Morigageinotes| payable mer me carcer acnene Netw ree eae] ee ne 6 6 
Capitaljleaselobliqations maar rer ann etn ten eee ane 151 154 

10,057 WAS) 

Less: 

Short-term debt (commercial paper) ........................ (300) (315) 
Current porionrer long=tefmiclel tera rire etal (1,105) (2,104) 

$ 8,652 $ 8,756 
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CVS also discloses the following information. 

Interest expense, net—Interest expense, net of capitalized interest, was $539 million, $530 

million and $530 million in 2010, 2009 and 2008, respectively. Interest paid totalled $583, $542 

and $574 in 2010, 2009 and 2008, respectively. 

Maturities of long-term debt—The aggregate maturities of long-term debt for each of the five 

years subsequent to December 31, 2010 are $1.1 billion in 2011, $2 million in 2012, $1 million 

ate Isst meee, OUP 
2039 CVS Caremark Corporate 6.125 106.68 

(NYSE: CVS) Debentures 

Required 

a. What is the average coupon rate (interest paid) and the average effective rate (interest expense) on 

the long-term debt? (Hint: Use the disclosure for interest expense.) 

b. Does your computation of the coupon rate in part a seem reasonable given the footnote disclosure 

relating to specific bond issues? Explain. 

c. Explain how the amount of interest paid can differ from the amount of interest expense recorded in 

the income statement. 

d. On its 2010 balance sheet, CVS reports current maturities of long-term debt of $1,105 million as part 

of short-term debt. Why is this amount reported that way? Is this amount important to our analysis of 

CVS? Explain. 

e. The $1,500 million 6.125% senior note due in 2039 is priced at 106.68 (106.68% of face value, or 

$1,600.2 million) as of 2011, resulting in a yield to maturity of 5.649%. Assuming that the credit rat- 

ing of CVS has not changed, what does the pricing of this 6.125% coupon bond imply about interest 

rate changes since CVS issued the bond? 

Analyzing Debt Terms, Yields, Prices, and Credit Ratings (02, 3) 

Reproduced below is the debt footnote from the 2011 10-K report of Dell Inc. 

Long-Term Debt (Inmillions) ———s—‘_ e0lt = 2010, 

Notes 

$400 million issued on June 10, 2009, at 3.375% due June 2012 .. $400 $401 

$600 million issued on April 17, 2008, at 4.70% due April 2013.... 609 599 

$500 million issued on September 7, 2010, at 1.40% due 

SepiembereO Ome ee ty ttenstces Weta este Goan cue tts 499 _ 

$500 million issued on April 1, 2009, at 5.625% due April 2014.... 500 500 

$700 million issued on September 7, 2010, at 2.30% due 700 -- 

September 20 Shas ergata cana cs ee eee OMame ia eee 

$500 million issued on April 17, 2008, at 5.65% due April 2018.... 499 499 

$600 million issued on June 10, 2009, at 5.875% due June 2019 .. 600 600 

$400 million issued on April 17, 2008, at 6.50% due April 2038.... 400 400 

$300 million issued on September 7, 2010, at 5.40% due 
SepienmmbPercOAOs siary. ba perder sie x, ooo wisi ceolrehton he Wabrotel ove eeNe a 300 — 

Senior Debentures 

$300 million issued on April 3, 1998 at 7.10% due April 2028 ..... 389 394 

Other 

India term loan: entered into on October 15, 2009 at 8.9% due 

OctoberZO imeem reste estetd cons niegeasl Gee nensps eva <2 — 24 

SUG WURSCHIMEINGINCG HCO: oc bc. coheed wero Hoes que Con aedec 250 — 

hotalslong=tennmidebtanreyetremerertte ae cletne eles siaetene es tu alec 5,146 3,417 
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Short-Term Debt 

CommmerCial DAMEN meager cs wsesey itn siecle) skeneurnen petioles ala ica ees — 496 

SiMUISUUITeVCHiiIMeENMe NG) ClO, wo ope concen ene oc senso nuns sbnano ee 850 164 

@linci@es cee Hoole oe meee ene ane omens ome naaenss 1 3 

VOUS MONE CEN a oocogoscaonmanonn eo nogb esse douse nnos 851 663 

Ree Wela\8\ tect wet rad et a cate acct cheat dim ne ama pa os ox o.o 7 $5,997 $4,080 

Aggregate future maturities of long-term debt at face value were as follows at January 28, 2011: 

eesiuge 

aturities by Fiscal Year 
| 12 2013 2014 2015 2016 Thereafter Total — 

Aggregate future maturities of $— $595 $1,155 $500 $700 $2,100 $5,050 

long-term debt outstanding 

There is an $86 difference between the total referenced in this table and the $5,146 referenced 

for long-term debt in the table above. The difference arises because the maturity table reports 

the face value of the debt $(5,050). The first table above reports the carrying value (net book 

value) of the debt. Many of the notes are not carried at par. The largest difference is the senior 

debentures that have a premium of $89 (in millions). 

Reproduced below is a summary of the market values of the Dell bonds maturing from 2021 to 2040 

(from Morningstar, quicktake.morningstar.com). 

ee Yield to — 
Nai Date Amount$ Price Coupon% Maturity % 

Del A So erie ete csuterenn anim aatarraeehayace 9/10/2040 300 94.8 5.4 5.77 

Dell 6:5 Yoorrr cman nacht sn re mrere se car 4/15/2038 400 ides 6.5 5.63 

Delk4 6259 re Ren were ters tat ei orar vena: 4/1/2021 400 104.9 4.625 4.01 

Required 

a. What is the amount of long-term debt reported on Dell’s January 28, 2011, balance sheet? What are 

the scheduled maturities for this indebtedness? Why is information relating to a company’s scheduled 

maturities of debt useful in an analysis of its financial condition? 

b. Dell reported $199 million in interest expense in the notes to its 2011 income statement. In the note to 

its statement of cash flows, Dell indicates that the cash portion of this expense is $188 million. What 

could account for the difference between interest expense and interest paid? Explain. 

c. Dell’s long-term debt is rated A2 by Moody’s, A— by S&P, and A by Fitch. What factors would be 

important to consider in attempting to quantify the relative riskiness of Dell compared with other 

borrowers? Explain. 

d. Dell’s $300 million 5.4% notes traded at 94.8, or 94.8% of par, as of December 2010. What is the 

market value of these notes on that date? How is the difference between this market value and the 

$300 million face value reflected in Dell’s financial statements? What effect would the repurchase of 

this entire note issue have on Dell’s financial statements? What does the 94.8 price tell you about the 

general trend in interest rates since Dell sold this bond issue? Explain. 

e. Examine the yields to maturity of the three bonds in the table above. What relation do we observe be- 

tween these yields and the maturities of the bonds? Also, explain why this relation applies in general. 

c - P8-40. Analyzing Notes, Yields, Financial Ratios, and Credit Ratings (02, 3) 

me Meant Comeast Corporation reports long-term senior notes totaling over $31 billion in its 2010 10-K. 

Following are selected ratios from Exhibit 8.6 computed for Comcast Corp. utilizing its 2010 data. 
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EBITAVAVeLageiaSSetse tier waa = ature teermmmeron Centre corer cum MAPS, It, 8.05% 

EBLTA/InteresexpenSe t1mee aetna Me ree ert ht) a oh 4.32 

EBITAMtiarginicgetctey ee naise ai eo Sea abet err im Oieae RE CACC seg eter CMP 24.52% 

Operating iinargim Amstel eel eee MME PLUS Lia ORRIN 21.03% 

(Funds from operations + Interest expense)/Interest expense.............. 6.19 

Bundsifromroperations/Debteaatas-enteney okra es mew eae ae eee pete beh ece 3 35.58% 

DebVEBUTDAgeerscress st pevem csp stsy. 15 bed Seri arty tee), ect dte gerry cally bie dilees ents eke ale 

Debi Bookecapitalization Wee: mr rusts ere Mest oh ice eerie ae eee et Mewar 30.18% 

Required 

This debt is rated “Baa” by Moody’s, which is a lower medium grade. Examine the ratios provided 

above. (Hint: Compare Comcast’s ratios to the ratio values reported in Exhibit 8.6.) What factors do you 

believe contribute to Comcast’s credit rating being less than stellar? 

IFRS APPLICATIONS 

18-41. Interpreting a Contingent Liability Footnote = o7) 

BP operates off-shore drilling rigs including rigs in the Gulf of Mexico. On April 20, 2010, explosions 

and fire on the Deepwater Horizon rig led to the death of 11 crew members and a 200-million-gallon (BP) 

oil spill in the Gulf of Mexico. BP’s 2010 annual report (prepared under IFRS) included the following 

concerning estimates of contingent liabilities (provisions): 

In estimating the amount of the provision, BP has determined a range of possible outcomes 

for Individual and Business Claims, and State and Local Claims. . . . BP has concluded that 

a reasonable range of possible outcomes for the amount of the provision as at 31 December 

2010 is $6 billion to $13 billion. BP believes that the provision recorded at 31 December 2010 

of $9.2 billion represents a reliable best estimate from within this range of possible outcomes. 

How did BP record the $9.2 billion estimate in its 2010 financial statements? How would the account- 

ing for this provision differ if BP had prepared its financial statements in accordance with U.S. GAAP? 

18-42. Interpreting Bond Footnote Disclosures (© 2) 

In May 2011, French real estate company Fonciére des Régions issued convertible bonds with a total 

face value of €480 million. Each €1,000 bond included a conversion option whose fair value was esti- 

mated at €13. The average proceeds per €1 ,000 bond was €1,028. 

a. Compute the total bond proceeds. 

b. What portion of the bond proceeds is accounted for as debt under IFRS? 

c. Had the company reported under U.S. GAAP what amount of the bond proceeds would be accounted 

for as debt? 

18-43. Assessing the Effects of Bond Credit Rating Changes for Financial Statements (99) 

Deutsche Telekom AG, headquartered in Bonn, Germany, is the largest telecommunications company Deutsche Telekom AG 

in Europe. The company uses IFRS to prepare its financial statements. The company’s 2009 financial 

statements report the following: 

Credit Quality In 2009, Fitch changed our long-term rating from A- to BBB+ with a stable 

outlook. Moody’s Investor Service and Standard and Poor’s maintained our long-term rating 

at Baa1 and BBB+ respectively with a stable outlook. A further decrease in our credit ratings 

below certain thresholds by various rating agencies would result in an increase in the interest 

rates on certain of our bonds and medium term notes due to step-up provisions and could raise 

the cost of our debt refinancing activities generally. 

Step-up Provisions An improvement of our long-term senior unsecured debt ratings to A3 by 

Moody’s and A- by Standard & Poor’s would result in a 50 basis point decrease in interest rates 

due to relevant step-up provisions on bonds with an aggregate principal amount of approximately 

EUR 6.3 billion at December 31, 2009. A lowering of our long-term senior unsecured debt ratings 

below Baa by Moody’s and BBB+ by Standard & Poor’s would result in a 50 basis point increase 

in interest rates due to relevant step-up provisions on bonds and medium-term notes with an ag- 

gregate principal amount of approximately EUR 4.2 billion at December 31, 2009. 
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Statoil ASA 

(STO) 

18-44. 

a. What is a credit rating in layperson terms? 

b. Did the rating downgrade by Fitch move their credit rating closer to, or farther from, the Moody’s and 

Standard & Poor’s ratings? To answer this question, refer to Exhibit 8.5. 

c. Based on the company’s disclosures, conjecture about the purpose of a “step-up provision.” Why 

would creditors add such a provision to a bond issue? 

d. Compute the additional interest expense that Deutsche Telekom would incur if its credit ratings dete- 

riorated by one notch. How much would be saved with a one-notch improvement in credit rating? 

e. The company reported interest expense of €2,896 million in 2009. Would a credit deterioration im- 

pose significant income statement consequences? What other consequences could arise? 

Analyzing Debt Terms, Yields, Prices, and Credit Ratings (92, >) 

Statoil ASA, headquartered in Stavanger, Norway, is a fully integrated petroleum company. The com- 

pany uses IFRS to prepare its financial statements. Reproduced below is the long-term debt note from 

its 2010 annual report. 

Total financial liabilities......... 104,424 

Less current portion........... 4,627 

Financial liabilities, 

non-current portion.......... 99,797 95,962 

USD 1500 million... . 5.250% 

USD 1250 million.... 3.125% 

USD 900 million..... 2.900% 

USD 750 million..... 5.100% 

USD S00imilliont. 3.875% 

WSDiS500imnillionmeeee. 5.125% 

WSDSOOimillionm es 6.500% 

USD 481 million..... 7.250% 

USD 300 million ..... 7.750% 

EUR 1/300 million... . 4.375% 

EUR 1200 million... . 5.625% 

EUR 500 million ..... 5.125% 

GBP 800 million..... 6.875% 

GBRIZZomil Onna 6.125% 

| Non-current financial liabilities maturity profile 

At 31 December (in NOK million) 

MOANSt Cua) Cl Ga wou tees dine ha aa ara cer ee 

NCarS Alan Gl Sirti eons aaa erenenan i. eaea a aige eee eee 

ALOIS VOAKS ue materi rina kt aaa Gm wiat bees eee 

Total repayment of non-current financial liabilities 

Reproduced below is a summary of the market values, at December 2010, of the Statoil ASA bonds 
maturing from 2014 to 2040. 

114,911 106,966 
4,627 3,268 

110,284 103,698 

Carrying amount in NOK 
million at 31 December _ 

- 2010-2009 
8.738 8.613 
TPTES = 

5.251 5.174 
4.340 — 

2.914 2.870 
2.927, 2.887 

2.900 2.859 
2.814 2.776 
1.757 1733 

10.135 10.782 

9.297 9.887 
3.903 4.148 
7.224 7.421 
2.040 2.096 

2010 2009 

125009) 11,757 

23,205 11,496 

64,037 72,709 

99,797 95,962 

____in NOK million 
008 
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“Amount Cuvett == 
cede jate Outstanding price Coupon Yield 

Statoil AsaUSD.......... 08/17/2017 1,250.0 101.4 3.125 2.90 
Statoil Asa USD ........... 08/17/2040 750.0 100.6 5.100 5.06 

SlalOlleAsalU S Dene 04/30/2014 500.0 We 3.875 1.74 

Statoil Asa USD.......... 04/30/2014 500.0 106.7 OaZo 3.59 

Required 

a. What is the amount of total financial liabilities (debt) reported on Statoil’s 2009 balance sheet? Of the 

total financial liabilities, what proportion is due within one year? 

b. In what currencies has Statoil issued financial liabilities? Why do companies borrow money in for- 

eign currencies? 

c. What are the scheduled maturities for Statoil’s indebtedness? Why is information relating to a com- 

pany’s scheduled maturities of debt useful in analyzing financial condition? 

d. Statoil’s long-term debt is rated AA- by Standard and Poor’s and similarly by other credit agencies. 

What factors would be important to consider in quantifying the relative riskiness of Statoil compared 

to other borrowers? Explain. 

e. Statoil’s $1,250 million, 3.125% notes traded at 101.4, or 101.4% of par, as of December 2010. What 

is the market value of these notes on that date? How is the difference between this market value and 

the $1,250 million face value reflected on Statoil’s financial statements? What does the 101.4 price 

tell you about the general trend in interest rates since Statoil sold this bond issue? Explain. 

jf. Examine the yields to maturity of the four bonds in the previous table. What relation do we observe 

between these yields and the maturities of the bonds? Explain why this relation applies in general. 

MANAGEMENT APPLICATIONS 

MA8-45. Coupon Rate versus Effective Rate (02) 

Assume that you are the CFO of a company that intends to issue bonds to finance a new manufacturing 

facility. A subordinate suggests lowering the coupon rate on the bond to lower interest expense and to 

increase the profitability of your company. Is the rationale for this suggestion a good one? Explain. 

MA8-46. Ethics and Governance: Bond Covenants (1.02) 

Because lenders do not have voting rights like shareholders do, they often reduce their risk by invoking 

various bond covenants that restrict the company’s operating, financing and investing activities. For 

example, debt covenants often restrict the amount of debt that the company can issue (in relation to 

its equity) and impose operating restrictions (such as the ability to acquire other companies or to pay 

dividends). Failure to abide by these restrictions can have serious consequences, including forcing the 

company into bankruptcy and potential liquidation. Assume that you are on the board of directors of a 

company that issues bonds with such restrictions. What safeguards can you identify to ensure compli- 

ance with those restrictions? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Solution 
a. We know that accounts payable turnover is computed as cost of goods sold divided by average accounts pay- 

able. Thus, an increase in accounts payable turnover indicates that accounts payable have decreased relative 

to cost of goods sold (all else equal). 

b. A decrease in accounts payable results in a decrease in net cash flows from operating activities because 

Verizon is using cash to pay bills more quickly. 

c. Decreased accounts payable increases net operating working capital (all else equal), with a consequent 

decrease in cash flow. While unfavorable to cash flow, the more timely payment of accounts payable can 
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improve supplier relations. Analysts must be aware of the costs and benefits of leaning on the trade to a 

greater or lesser extent. 

Mid-Module Review 2 

Solution 

Yes. Verizon must recognize liabilities and expenses when incurred, regardless of when payment is made. Accru- 

ing expenses as incurred will match the expenses to the revenues they helped generate. Failure to recognize the 

wages owed to employees for the period would understate liabilities and overstate income. Verizon must reflect 

the wages earned and the related expense in its financial statements as follows: 

Balance Sheet Income Statement 

Cash Noncash __Liabil- Contrib. Earned Expen- Net 
Transaction Asset Assets ities Capital Capital enues ses income 

WE 410,000 

eee, “OCTUe +10,000 ~10,000 +10,000 
We $10,000 = Wages Retained = Wages = —10,000 

ee Ge in wages Payable Earnings Expense 
———T 40000 expense | 

Mid-Module Review 3 

Solution 

Balance Sheet Income Statement 

Cash Noncash oS Liabil- Contrib. Earned Expen- Se Net 

Transaction Asset Assets ities Capital — Capital enues ses Income 

1E 26 3 3 

iP 2 me ue : +26 —26 | +26 
IE ccrue $26 = Interest Retained y — Interest = 20 

Ze i: interest Payable Earnings / Expense 

aan |leioce expense \ 

*Accrued interest = $10,000 x 0.06 x 16/365 = $26. 

Module-End Review 

Solution 

ll, 

cael Issue price for $300,000, 15-year bonds that pay 10% interest semiannually, discounted at 8%: 
Wee Present value of principal payment ($300,000 x 0.30832) .......................... $ 92,496 

PMT = 15,000 Present value of semiannual interest payments ($15,000 x 17.29203)................. 259,380 

ISSUe: Price Of DOMAS Hats seeieea aucttna sheer ew che veo eA are EE) a1 SE et $351,876 FV = 300,000 



Transaction 

January 1: 

Issue 10% 

bonds 

Cash 

Asset 

+351,876 
Cash 

Balance Sheet 

Noncash _ 

Assets 

Liabil- 

ities 

+351,876 
Long-Term 

Debt 

Contrib. 

Capital 

Earned 

Capital 

June 30: 

Pay interest 

and amortize 

bond 

premium! 

December 31: 

Pay interest 

and amortize 

bond 

premium? 

020) 
Long-Term 

Debt 

—962 
Long-Term 

Debt 

—14,075 
Retained 

Earnings 

enues 

Income Statement 

ses 

+14,075 
Interest 

Expense 

—14,038 
Retained 

Earnings 

+14,038 
Interest 

Expense 

Net 

Income Cash 351,876 

LTD 351,876 

Cash 

351,876 | 
LTD 

] 351,876 

JE 14,075 

LTD 925 

Cash 15,000 
IE 

14,075 | 
LTD 

925 | 
Cash 

| 15,000 

—14,038 

1$300,000 x 0.10 x 6/12 = $15,000 cash payment; 0.04 x $351,876 = $14,075 interest expense; the difference of $925, is the bond 

premium amortization, which reduces the net bond carrying amount. 

20.04 x ($351,876 — $925) = $14,038 interest expense. The difference between this amount and the $15,000 cash payment ($962) is the 

premium amortization, which reduces the net bond carrying amount. 

IE 14,038 

LTD 962 

Cash 15,000 
IE 

14,038 | 
LTD 

962 | 
Cash 

| 15,000 



Aon Corporation provides risk management services, 

insurance and reinsurance brokerage, and human resource 

consulting and outsourcing. Aon aims to help its clients 

generate greater value from their employees by develop- 

ing strategies to address human resource challenges, 

improve workforce performance, and streamline human 

resources operations. Its business has evolved as a result 

of organic growth and acquisitions, and it continues to 

extend, expand and create new human resources services 

that focus on its clients’ changing workforce-related needs 

and challenges. 

Aon serves its clients through the following two major 

segments: 

e Risk Solutions Over 28,000 employees worldwide 

act as an advisor and insurance and reinsurance bro- 

ker, helping clients manage their risks via consultation, 

as well as negotiation and placement of insurance risk 

9-1 

with insurance carriers through its global distribution 

network. 

e HR Solutions Over 29,000 worldwide partners with 

organizations to tackle complex benefits, talent and 

related financial challenges, and improve business per- 

formance by designing, implementing, communicating 

and administering a range of human capital, retirement, 

investment management, health care, compensation 

and talent management strategies. 

Each segment aims to help clients manage the complex 

human elements necessary to acquire, develop, motivate 

and retain the talent required to meet business objectives. 

As of 2011, Aon employed over 59,000 employees world- 

wide with nearly $8.5 billion in revenues. 

Aon’s value lies not in plant assets, such as land and 

buildings, but in the knowledge capital of its employees, 

most of whom are Aon shareholders. This module consid- 

Getty Images 



Reporting and 

Module 

Analyzing Owner 
Financing 

LEARNING OBJECTIVES 

© Describe and illustrate accounting for contributed capital, including stock sales and repurchases, and equity-based 

compensation. (p. 9-4) 

2 Explain and illustrate accounting for earned capital, including cash dividends, stock dividends, and 

comprehensive income. (p. 9-15) 

1.92 Describe accounting for equity carve-outs and convertible debt. (p. 9-24) 

ers how shareholders’ investment is accounted for on a 

company’s financial statements. We consider common 

stock features, stock options, share issuances, share repur- 

chases, and dividend payments. 

Aon has one class of stock. Of the 750 million shares 

that have been authorized for issuance, 385.9 million 

have been issued to date. It also has restricted stock and 

restricted stock units. This stock is awarded to employees 

as incentive compensation. As further incentive, it offers 

employee stock options. This module explains and assesses 

these various forms of equity-based compensation. 

Aon has repurchased over 53.6 million shares of its 

stock at a purchase price of over $2 billion. Many compa- 

nies routinely repurchase their common stock as it is the 

best use of excess cash when there exist no better outside 

investment opportunities. Some companies repurchase 

their stock to offset the dilutive effect of stock-based com- 

pensation programs. This module explains and analyzes 

stock repurchases. The module also discusses a variety 

of equity transactions under the general heading of equity 

carve-outs and convertibles. These transactions include 

several methods by which companies seek to unlock hidden 

value for the benefit of their shareholders. 

enna ries . Av. 
$45 

$40 

$35 

2006 2008 2010 

Source: Aon Corporation, 2010 Form 10-K; The Wall Street Journal, January 

2012. 

9-2 
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MODULE 

ORGANIZATION Reporting and Analyzing Owner Financing 

Equity Carve-Outs and 

Contributed Capital Earned Capital Convertibles 

fm Classes of Stock @ Cash Dividends @ Sell-Offs 

& Stock Transactions ™ Stock Dividends and Splits @ Spin-Offs 

@ Stock Compensation @ Comprehensive Income @ Spilit-Offs 

& Employee Stock Options ™ Foreign Currency Effects = Convertible Securities 

& Noncontrolling Interest 

A company finances its assets through operating cash flows or it taps one or both of the following 

sources: either it borrows funds or it sells stock to shareholders. On average, companies obtain about 

half of their external financing from borrowed sources and the other half from shareholders. This mod- 

ule describes the issues relating to stockholders’ equity, including the accounting for stock transactions 

(sales and repurchases of stock, dividends, stock-based compensation, and convertible securities). We 

also discuss equity carve-outs, a process by which companies can unlock substantial shareholder value 

via spin-offs and split-offs of business units into separate companies. Finally, we discuss the accumu- 

lated other comprehensive income and noncontrolling interest components of stockholders’ equity. 

When a company issues stock to the public, it records the receipt of cash (or other assets) and 

an increase in stockholders’ equity, representing the shareholders’ investment in the company. The 

increase in cash and equity is equal to the market price of the stock on the issue date multiplied by the 

number of shares sold. 

Like bonds, stockholders’ equity is accounted for at historical cost. Consequently, the company’s 

financial statements do not reflect fluctuations in the market price of the stock subsequent to its issu- 

ance. The company’s stock price results from market transactions that involve outside parties and not 

the company. However, if the company repurchases and/or resells shares of its own stock, the balance 

sheet will be affected because those transactions involve the company. 

There is an important difference between accounting for stockholders’ equity and accounting for 

transactions involving assets and liabilities: there is never any gain or loss reported on the purchase 

and sale of a company’s own Stock or the payment of dividends to its shareholders. Instead, these “gains 

and losses” are reflected as increases and decreases in stockholders’ equity and do not affect net income 

(nor earned capital, see below). 

The typical balance sheet has two broad categories of stockholders’ equity: 

1. Contributed capital These accounts report the proceeds received by the issuing company from 

original stock issuances. It often includes common stock, preferred stock, and additional paid- 

in capital. Netted against these contributed capital accounts is treasury stock, the amounts paid 

to repurchase shares of the issuer’s stock from its investors, less the proceeds from the resale 

of such shares. Collectively, these accounts are referred to as contributed capital (or paid-in 

capital). 

2. Earned capital This section consists of (a) retained earnings, which represent the cumulative 

income and losses of the company, less any dividends to shareholders, and (b) accumulated other 

comprehensive income (AOCI), which includes changes to equity that have not yet impacted in- 

come and are, therefore, not reflected in retained earnings. 

In addition, many companies report an equity account called noncontrolling interest, which reflects 
the equity of minority shareholders. Exhibit 9.1 illustrates the stockholders’ equity section of Aon’s 
balance sheet. Aon’s balance sheet reports three equity accounts that make up contributed capital: 
common stock, additional paid-in capital, and treasury (repurchased) stock. Aon’s balance sheet also 
reports two earned capital accounts: retained earnings and accumulated other comprehensive income 
(loss). The final component of Aon’s stockholders’ equity is the noncontrolling interest account. 
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EXHIBIT 9.1 ockholders’ Equity from Aon’s Balance Sheet 

Common stock-$1 par value 

Contributed Authorized: 750 shares (issued: 2010—385.9; 2009—362.7)............... $ 386 

Capital AcaitionalkpaldsingCapltal taraseesr, etwas tern Me su ar\ aos sm Ph hae te ee ret cya 4,000 

Treasury stock at cost (shares: 2010—53.6; 2009—96.4) ................... (2,079 

Earned Retainedicarnings astra rte (eect Mert Ochs rents ety ttre ae Peet Dey Lae ceed exe | 9 7,861 

Capital Accumulated other comprehensive lOSS saan sealants se niente a (1,917 

N troll sLotal: Aonstockholdersaecuiltye-parretia twat ce-ccrutaeee mentite meek per eennaae ant ate 8,251 

| Nencontotin LT Neneontrling HATERS acre st pa eanemeyancitenn suche ovens otatasece ams cine -t cures hee amet ate 55 
Interest 

$8,306 slOtaleGuityisercranp cme pentru a tteke sai ck ateinas ete e kee ee mein a Ree eae oe : 

* We list contributed and earned capital accounts together for learning purposes; in the Aon balance sheet, these accounts are grouped by positive and 

negative balances. 

We discuss contributed capital, earned capital, and noncontrolling interest in order. For each section, 

we provide a graphic that displays the part of stockholders’ equity in the balance sheet impacted by the 

discussion of that section. 

CONTRIBUTED CAPITAL 
Contributed capital represents the cumulative cash inflow that the company has received from the sale 

of various classes of stock, less the net cash that it has paid out to repurchase its stock from the market. 

The contributed capital of Aon is highlighted in the following graphic. 

‘Stockholders’ Equity (In millions except per share amou 
Common stock-$1 par value Authorized: 750 shares 

(issued:2010—385.9; 2009—36217) (ot ass SR $ 386 $ 363 

Additional|paid-in. capital! tem sh ce oe ee ee eo ee bares 4,000 3,215 

Treasury stock at cost (shares: 2010—53.6; 2009—96.4).............. (2,079) (3,859) 

RetainedicannindSmameret cr atcrcres seen nisi ini tie at cit e Rice eurks crs 7,861 GSso 

Accumulated other comprehensive loss ...............2eee cere eee eee (1,917) (1,675) 

OtalFAOHPSTOCKHOIGeErsweqluity sacs swe ears ete aie ene madi eeeeene stereo 8,251 5,379 

NonGoMtrolinonintene Sie cent ce aeeucte cdacacs ane Suakae aad toler secu susmetete a5 vite dance & 55 52 

HOLA OCU LVic, Mepeyy Newer ieee de rete Sacked: Piertrehvcd Besse neat eee aya aed eS een se Seger $8,306 $5,431 

In 2010, Aon’s contributed capital consists of par value and additional paid-in capital for the 385.9 

million shares of its common stock that Aon has issued. Its contributed capital is reduced by the cost of 

treasury stock for the 53.6 million shares that Aon has repurchased. 

Classes of Stock 

There are two general classes of stock: preferred and common. The difference between the two lies in 

the legal rights conferred upon each class. 

Preferred Stock 
Preferred stock generally has preference, or priority, with respect to common stock. Two usual prefer- 

ences are: 

1. Dividend preference Preferred shareholders receive dividends on their shares before common 

shareholders do. If dividends are not paid in a given year, those dividends are normally forgone. 

However, some preferred stock contracts include a cumulative provision stipulating that any 

forgone dividends (dividends in arrears) must first be paid to preferred shareholders, together with 

the current year’s dividends, before any dividends are paid to common shareholders. 

© Describe 

and illustrate 

accounting for 

contributed 

capital, including 

stock sales and 

repurchases, and 

equity-based 

compensation. 
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2. Liquidation preference If a company fails, its assets are sold (liquidated) and the proceeds are 

paid to the creditors and shareholders, in that order. Shareholders, therefore, have a greater risk of 

loss than creditors. Among shareholders, the preferred shareholders receive payment in full before 

common shareholders. This liquidation preference makes preferred shares less risky than common 

shares. Any liquidation payment to preferred shares is normally at par value, although sometimes 

the liquidation is specified in excess of par; called a liquidating value. 

To illustrate the typical provisions contained in preferred stock agreements, consider the following 

stockholders’ equity and related footnote disclosure from Fortune Brands, Inc. (2010 10-K). 

ember 31 (in millions, except per share amounts) 2010 2009 
Fortune Brands stockholders’ equity 

CDS Taconventiblelpretemed Stocker serene mene rtera ieee enti een $ 4.9 $ D2 

Common stock, par value $3.125 per share, 234.9 shares issued ........ 734.0 734.0 

Paidsinicapitalt, s «cere cae cette cretrcceee cer ales cate Bene new eeyrs ou cocoate 820.2 (55:6 

Accumulated other comprehensive loSS ............... eee eee rece eee (172.0) (211.8) 

Retained Carningsier. maceide te trarerneecr ieee kocwerae meters ieee etme seats atin oenemer 7,499.3 UNE 

MEASUMY; STOCK Fal COST Pea st hous eaaeperseet honor tetera Py ar senate a waceeeee wae fosteareele (3,215.3) (3,326.0) 

Total!Fortune Brands stockholders? equity... 5.5..-----.s2.422se585 5. SiO/aled 5,092.4 

Noncontrollingiiinterests ig crx sensei tua ts -escievehalast sta) estcret ane remeron ete 16.9 13.3 

"TOtal Cquity tes feet en omer, SR cnn ne ee ee $5,688.0 $5,105.7 

$2.67 Convertible Preferred Stock—Redeemable at Company’s Option We have 60 million au- 

thorized shares of Preferred stock. There were 160,729 and 171,138 shares of the $2.67 Convert- 

ible Preferred stock issued and outstanding at December 31, 2010 and 2009, respectively ... The 

holders of $2.67 Convertible Preferred stock are entitled to cumulative dividends, three-tenths of 

a vote per share together with holders of common stock (in certain events, to the exclusion of the 

common shares), preference in liquidation over holders of common stock of $30.50 per share plus 

accrued dividends and to convert each share of Convertible Preferred stock into 6.601 shares of 

common stock . . . Holders converted 10,409 and 7,366 shares of Preferred stock into common 

stock during 2010 and 2009, respectively. The Company may redeem the Convertible Preferred 

stock at a price of $30.50 per share, plus accrued dividends. The Company paid cash dividends of 

$2.67 per share of Preferred stock in the aggregate amount of $0.4 million in the year ended De- 

cember 31, 2010 and $0.5 million in each of the years ended December 31, 2009 and 2008. 

Following are several important features of Fortune Brands’ convertible preferred stock: 

@ Preferred stock is typically reported before common stock to indicate that these shareholders will 

receive payments (dividends or payments if the company is liquidated) before common shareholders. 

@ Holders of convertible preferred stock are entitled to $2.67 dividends per share; during 2010, the 

company paid dividends on preferred shares amounting to $429,146, computed as 160,729 shares 

$2.67, which Fortune Brands rounds off to $0.4 million in the footnote. 

@ Each share of convertible preferred stock is entitled to 3/10 of a vote per share. 

@ Holders of convertible preferred stock have a preference in liquidation over common shareholders 
amounting to $30.50; this means that they receive $30.50 per share in liquidation before common 
shareholders receive a payment. 

m= Each share of convertible preferred stock is convertible into 6.601 shares of common stock. Upon 
conversion, the preferred shareholder tenders preferred shares to the company and receives 6.601 
shares of common in return for each preferred share tendered. Subsequent to conversion, then, the 
shareholder loses preferences accorded to preferred shareholders (for example, in dividends and 
liquidation) as well as the $2.67 of dividends per share. Instead, the shareholder is now able to par- 
ticipate in the wealth creation of the company with unlimited upside potential both for dividends 
and share price appreciation. 

™@ Fortune Brands has an option to redeem each share at a price of $30.50; upon redemption, the 
preferred shareholder will receive that cash amount and will surrender that share to the company. 
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Fortune Brands’ convertible preferred shares carry a dividend $2.67 per share. This preferred dividend 

compares favorably with the $0.76 of dividends per share paid to its common shareholders in 2010 

(which is a return of 1.26% based on year-end stock price of $60.25). Generally, preferred stock can 

be an attractive investment for shareholders seeking higher dividend yields, especially when tax laws 

wholly or partially exempt such dividends from taxation. (In comparison, interest payments received 

by debt holders are not tax exempt.) 

In addition to the sorts of conversion features outlined above, preferred shares sometimes carry a 

participation feature that allows preferred shareholders to share ratably with common stockholders in 

dividends. The dividend preference over common shares can be a benefit when dividend payments are 

meager, but a fixed dividend yield limits upside potential if the company performs exceptionally well. 

A participation feature can overcome this limitation. 

Under IFRS, preferred stock (called preference shares) is classified according to its underlying char- 

acteristics. Preference shares are classified as equity if they are not redeemable, or redeemable at 

the option of the issuer. Preference shares are classified as liabilities if the company must redeem 

the shares (mandatorily redeemable) or if they are redeemable at the option of the shareholder. 

Accounting for payments to preference shareholders follows from the balance sheet classification: 

cash paid out is recorded as interest expense or dividends, when the shares are classified as liabili- 

ties or equity, respectively. Under US GAAP, preferred stock is classified as equity and cash paid 

out to preferred shareholders is classified as a dividend. 

Common Stock 
Aon has one class of common stock, Class A, which has the following important characteristics: 

@ Aon’s Class Acommon stock has a par value of $1 per share. Par value is an arbitrary amount set 

by company organizers at the time of company formation and has no relation to, or impact on, the 

stock’s market value. Generally, par value has no substance from a financial reporting perspective 

(there are some legal implications, which are usually minor). Its main impact is in specifying the 

allocation of proceeds from stock issuances between the two contributed capital accounts on the 

balance sheet: common stock and additional paid-in capital, as we describe below. 

@ Aon has 750 million shares of stock that have been authorized for issuance. The company cannot 

issue (sell) more shares than have been authorized. So, if more shares are needed, say for an acqui- 

sition or for one of its various stock purchase programs, it must first get additional authorization 

by its shareholders. 

B To date, Aon’s management has issued (sold) 385.9 million shares of stock. The number of issued 

shares is a cumulative amount. As of 2009, Aon had issued 362.7 million shares of stock and it 

issued an additional 23.2 million (385.9 million — 362.7 million) shares in 2010. 

B® Aon has repurchased 53.6 million shares from its shareholders at a cumulative cost of $2,079 

million. These shares are currently held in the company’s treasury, hence the name treasury stock. 

These shares neither have voting rights nor do they receive dividends. 

@ The number of outstanding shares is equal to the issued shares less treasury shares. There were 

332.3 million (385.9 million — 53.6 million) shares outstanding at the end of 2010. 

Accounting for Stock Transactions 

We analyze the accounting for stock transactions in this section, including the accounting for stock is- 

suances and repurchases. 

Stock Issuance 
Companies issue stock to obtain cash and other assets for use in their business. Stock issuances increase 

assets (cash) by the issue proceeds: the number of shares sold multiplied by the price of the stock on the 

issue date. Equity increases by the same amount, which is reflected in contributed capital accounts. If 

the stock has a par value, the common stock account increases by the number of shares sold multiplied 

9-6 
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by its par value. The additional paid-in capital account increases for the remainder. Stock can also be 

issued as “no-par” or as “no-par with a stated value.” For no-par stock, the common stock account is 

increased by the entire proceeds of the sale and no amount is assigned to additional paid-in capital. For 

no-par stock with a stated value, the stated value is treated just like par value, that is, common stock is 

increased by the number of shares multiplied by the stated value, and the remainder is assigned to the 

additional paid-in capital account. 

To illustrate, assume that Aon issues 100,000 shares of its $1 par value common stock at a mar- 

ket price of $43 cash per share. This stock issuance has the following financial statement effects: 

Balance Sheet Income Statement 

Net 

Income 

Expen- 

ses 
Earned 

Capital 

Contrib. 

Capital 

Liabil- 

ities 

Cash 

Asset 

Noncash _ 

Transaction Assets 

Issue 
100,000 +100,000 

Common 
+4,300,000 

common 

shares with 

$1 par value 

for $43 cash 

Stock 

= +4,200,000 | = ~ 
Additional | 
Paid-In | 

| 4,200,000 per share 
Capital / 

IFRS Alert 

Stock terminol- 

ogy commonly 

differs between 

IFRS and 

GAAP. Under 

IFRS, common 

stock is called 

share capital 

and additional 

paid-in capital 

(APIC) is called 

share premium. 

Accounting for 

these items is 

identical under 

both systems. 

Specifically, the stock issuance affects the financial statements as follows: 

1. Cash increases by $4,300,000 (100,000 shares < $43 per share) 

2. Common stock increases by the par value of shares sold (100,000 shares X $1 par value = 

$100,000) 

3. Additional paid-in capital increases by the $4,200,000 difference between the issue proceeds and 

par value ($4,300,000 — $100,000) 

Once shares are issued, they are traded in the open market among investors. The proceeds of those sales 

and their associated gains and losses, as well as fluctuations in the company’s stock price subsequent to 

issuance, do not affect the issuing company and are not recorded in its accounting records. 

Refer again to the following report of common stock on Aon’s balance sheet: 

Common stock—$1 par value 

Authorized: 750 shares (issued: 2010—385.9; 2009—362.7) .............. 

Additionalipald=inicapitallieeremresttie ta: car neem ate eee ene a ern eee 

Aon common stock, in the amount of $4,386 million, equals the number of shares issued multiplied by 

the common stock’s par value: 385.9 million X $1 = $385.9 million (rounded to $386 million). Total 

proceeds from its stock issuances are $4,386, the sum of the par value and additional paid-in capital. 
This implies that common shares were sold, on average, for $11.37 per share ($4,386 million / 385.9 

million shares). 

=1-)=7\-ten) |\j(cipie Stock Issuance and Stock Returns 

Research shows that, historically, companies issuing equity securities experience unusually low stock 
returns for several years following those offerings. Evidence suggests that this poor performance is 
partly due to overly optimistic estimates of long-term growth for these companies by equity analysts. 
That optimism causes offering prices to be too high. This over-optimism is most pronounced when the 
analyst is employed by the brokerage firm that underwrites the stock issue. There is also evidence that 
companies manage earnings upward prior to an equity offering. This means the observed decrease in 
returns following an issuance likely reflects the market’s negative reaction, on average, to lower earn- 
ings, especially if the company fails to meet analysts’ forecasts. 
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Stock Repurchase 
Aon has repurchased 53.6 million shares of its common stock for a cumulative cost of $2,079 million. 

One reason a company repurchases shares is because it believes that the market undervalues them. 

The logic is that the repurchase sends a favorable signal to the market about the company’s financial 

condition that positively impacts its share price and, thus, allows it to resell those shares for a “gain.” 

Any such gain on resale is never reflected in the income statement. Instead, any excess of the resale 

price over the repurchase price is added to additional paid-in capital. GAAP prohibits companies from 

reporting gains and losses from stock transactions with their own shareholders. 

Another reason companies repurchase shares is to offset the dilutive effects of an employee stock 

option program. When an employee exercises stock options, the number of shares outstanding in- 

creases. These additional shares reduce earnings per share and are, therefore, viewed as dilutive. In 

response, many companies repurchase an equivalent number of shares in a desire to keep outstanding 

shares constant. 

A stock repurchase reduces the size of the company (cash declines and, thus, total assets de- 

cline). A repurchase has the opposite financial statement effects from a stock issuance. That is, cash 

is reduced by the price of the shares repurchased (number of shares repurchased multiplied by the 

purchase price per share), and stockholders’ equity is reduced by the same amount. The reduction 

in equity is achieved by increasing a contra equity (negative equity) account called treasury stock, 

which reduces stockholders’ equity. Thus, when the treasury stock contra equity account increases, 

total equity decreases. 

When the company subsequently reissues treasury stock there is no accounting gain or loss. In- 

stead, the difference between the proceeds received and the original purchase price of the treasury stock 

is reflected as an increase or decrease to additional paid-in capital. 

To illustrate, assume that 3,000 common shares of Aon previously issued for $43 are repurchased 

for $40. This repurchase has the following financial statement effects: 

Balance Sheet Income Statement 

Cash Noncash __Liabil- Contrib. Earned 
Transaction Asset Assets ities Capital Capital enues ses 

Repurchase 

3,000 com- —120,000 —120,000 
mon shares Cash = Treasury a = = 

for $40 cash aay | 
per share \ 

Net 

Income 

Assets (cash) and equity both decrease. Treasury stock (a contra equity account) increases by $120,000, 

which reduces stockholders’ equity by that amount. 

Assume that these 3,000 shares are subsequently resold for $42 cash per share. This resale of trea- 

sury stock has the following financial statement effects: 

Balance Sheet Income Statement 

Cash Noncash __Liabil- Contrib. Earned Expen- 

Transaction Asset Assets _ities Capital Capital enues ses 

Reissue + 120,000 
Treasury 

3,000 trea- ts a eeu 7 

LAAT aga = +6,000 - = 
mon) shares a Additional \ 
for $42 cash Paid-In \ 

per share Capital j 

Net 

Income 

Cash assets increase by $126,000 (3,000 shares < $42 per share), the treasury stock account is reduced by 

the $120,000 cost of the treasury shares issued (thus increasing contributed capital), and the $6,000 excess 

(3,000 shares X $2 per share) is reported as an increase in additional paid-in capital. (If the reissue price is 

below the repurchase price, then additional paid-in capital is reduced until it reaches a zero balance, after 
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which retained earnings are reduced.) Again, there is no effect on the income statement as companies are 

prohibited from reporting gains and losses from repurchases and reissuances of their own stock. 

The treasury stock section of Aon’s balance sheet is reproduced below: 

Treasury stock at cost (shares: 2010 — 53.6; 2009 — 96.4)..............-.. 

Bi 

$(3,859) 

Aon has repurchased a cumulative total of 53.6 million shares of its common stock for $2,079 million, 

an average repurchase price of $38.79 per share. This compares with total contributed capital of $4,386 

million, see Exhibit 9.1. Thus, Aon has repurchased about 47% of its original contributed capital in dol- 

lar terms, which represents 14% of contributed capital in terms of shares (53.6 million / 385.9 million). 

Although some of Aon’s treasury purchases were to meet stock option exercises, it appears that most of 

these purchases are motivated by a perceived low stock price by Aon management. 

MANAGERIAL DECISION | 

As CFO, you believe that your company’s stock price is lower than its real value. You are considering 

various alternatives to increase that price, including the repurchase of company stock in the market. 

What are some factors you should consider before making your decision? [Answer, p. 9-30] 

Stock-Based Compensation 

Common stock has been an important component of executive compensation for decades. The general 

idea follows: If the company executives own stock they will have an incentive to increase its value. 

This aligns the executives’ interests with those of other shareholders. Although the strength of this 

alignment is the subject of much debate, its logic compels boards of directors of most American com- 

panies to use stock-based compensation. 

Employee Stock Options 
One popular incentive plan is to give an employee the right to purchase common stock at a pre-specified 

price for a given period of time. This is called a stock option plan. Options allow employees to purchase 

a predetermined number of shares at a fixed price (called the exercise price or strike price) for a specified 

period of time. Because there is a good chance of future stock price increases, options are valuable to 

employees when they receive them, even if the exercise price is exactly equal to the stock’s market price 

the day the options are awarded. The intrinsic value of an option is the difference between the current 

stock price and the option’s strike price. When an option is issued with a strike price equal to the current 

stock price, which is common practice among U.S. companies, the option has a $0 intrinsic value. 

Companies use employee stock options (ESO) as a means to compensate employees and to bet- 

ter align the interests of employees and shareholders. The notion is that employees will work harder 

to increase their company’s stock price when they can benefit directly from future price increases. 

Because an employee with stock options can purchase stock at a fixed price and resell it at the prevail- 

ing (expectedly higher) market price, the options create the possibility of a future gain. Unlike cash 

compensation, options give employees the same incentives as shareholders—to increase stock price. 

Over the past 30 years, use of stock options has skyrocketed and options now make up the bulk 
of many executive compensation packages. Despite their popularity, stock options have a downside — 
they can create incentives for employees to increase stock price at any cost and by any means, includ- 
ing misstating earnings and engaging in transactions whose sole purpose is to inflate stock price. Op- 
tions can also induce managerial myopia—managers want stock price to increase, at least until they can 
exercise their options and capture their gains. 

Until recently, companies were not required to record the value of stock options as compensation 
expense. Previous GAAP (APB 25) held that options had value only to the extent that the predetermined 
purchase price (exercise price) was less than the market stock price on the date that the options were 
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granted to the employee. If a company sets the exercise price equal to the market price on the date of 
grant, the view was that nothing of value had been given to the employee. This meant that no compensa- 
tion expense was ever reported on such options. This reduced the quality of reported earnings because 
companies sheltered their income statements merely by setting the exercise price equal to the market 
price of the stock on the date of grant. Analysts and investors have long expressed serious concerns 
about accounting for stock options and the amount of unrecorded compensation expense tied to options. 

Under considerable pressure and controversy, the FASB issued a pronouncement (SFAS 123R) 
that applies to stock options granted after 2005. Under the pronouncement, companies must expense 
the fair value of options and recognize an equivalent increase in stockholders’ equity (to the additional 
paid-in capital account). 

To illustrate the accounting for stock options, assume that Aon grants an employee 100,000 

stock options with a strike price of $26, which will vest over a four-year period. The vesting period is 

the time over which an employee gains ownership of the shares, commonly over three to seven years. 

Employees usually acquire ownership ratably over time, such as 1/4 each year over four years, or 

acquire full (100%) vesting after the vesting period ends, called cliff vesting. Under SFAS 123R, Aon 

recognizes the fair value of the stock options granted over the employees’ service period (generally 

interpreted as the options’ vesting period). 

A first step, then, is to determine the “fair value” of the option. SFAS 123R does not specify the 

method companies must use to estimate fair value, but most companies use the Black-Scholes model 

to estimate the value of exchange-traded options. This model, developed by professors Fischer Black 

and Myron Scholes, has six inputs, two of which are observable (the company’s current stock price 

and the option’s strike price). Companies must estimate the other four model inputs: option life, risk- 

free interest rate, stock price volatility, and dividend payout rate. These six inputs yield an estimate 

of the option’s fair value. It is important we recognize that management selects the model inputs and, 

thus, can exercise some discretion over the reported fair value. The option’s value computed using 

Black-Scholes increases with the estimated option life, risk-free interest rate, and stock price volatil- 

ity; it decreases with the estimated dividend payout. (Free online Black-Scholes option calculators 

abound, which simplifies fair value estimation.) For analysis purposes, we can partly assess the qual- 

ity of the reported fair values by comparing a company’s model inputs to industry standards and to 

historical measures (of stock price volatility, for example). 

Some companies have recently switched from the common Black-Scholes model to a more com- 

plicated binomial (or lattice-binomial) valuation method (currently fewer than 1,000 of the 17,000 

publicly-traded U.S. companies use the binomial method). The basic mathematics of the Black-Scholes 

and binomial methods are identical, but the binomial method allows companies to insert additional 

assumptions into Black-Scholes and some claim that this provides a more accurate fair value. It also 

generally provides a lower fair value estimate than the Black-Scholes model, thus reducing the expense 

related to the options 

Returning to our Aon example, assume that the Black-Scholes fair value of the 100,000 options 

granted is $1,000,000. Thus, Aon records fair value compensation expense of $250,000 each year 

(fair value of $1,000,000 spread over the four-year vesting period) and its additional paid-in capital 

increases by $250,000 each year (or $1,000,000 over the four years). Two points are worth noting. 

First, Aon expenses the entire fair value of the options granted ($1,000,000) regardless of whether the 

employee actually exercises the options. Second, subsequent changes in the options’ value are not rec- 

ognized in financial statements. Thus, the stock option expense and the increase to additional paid-in 

capital reflect the ESO fair value measured at the grant date. 

As with any expense, there are tax consequences to stock option expense. That is, net income is 

affected on an after-tax basis—each dollar of expense is offset by a reduction in tax expense. Granting 

stock options creates a book-tax timing difference because the expense is recognized in the income 

statement at the grant date but is deductible for income tax purposes at the exercise date (see Module 

5 for more details about book-tax timing differences). The general approach is that a deferred tax asset 

is recorded at the statutory rate for this timing difference. This difference reverses when the options 

are exercised. (Most companies grant nonqualified stock options (NQSOs), which are taxed like other 

compensation but nor until the options are exercised; when NQSOs are exercised, the options’ intrinsic 

value is taxed as ordinary income to the employee and the employer takes a corresponding tax deduc- 

tion for the intrinsic value.) 
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Continuing with our Aon example, the company reports a deferred tax asset to recognize the 

future tax deduction of the compensation payment. Specifically, Aon reports a deferred tax benefit 

of $87,500 ($250,000 x 0.35) in each of the four years of the vesting period to reflect the expected 

reduction in future tax liability when the options are exercised. Thus, the after-tax stock option 

compensation expense is $162,500 (computed as $250,000 — $87,500). Each year, Aon increases 

the deferred tax asset account (on the balance sheet) by $87,500. The balance grows until the fourth 

year when the deferred tax asset balance is $350,000. When the employee exercises the options and 

Aon realizes the tax benefits, the company reduces taxes payable and reverses the deferred tax asset 

previously set up.' The financial statement effects template would record these transactions as fol- 

lows in each of the four years of the vesting period. 

Balance Sheet Income Statement 

stock options 

: Cash Noncash ___Liabil- Contrib. Earned _ Expen- Es Net 

Transaction Asset Assets ities Capital Capital enues ses Income 

Years 1,2,3,4: \ eee 
F ’ 

Giemt OC eee +87,500 +250,000 162,500 / SPS eens rere 
ae atl Deferred Additional Retained _ Expense Net 
wl alr value Tax Asset Paid-In Earnings | wee 

of $10 per Capital —87,500 eome 
share, vesting | ian Expense 
over 4 years i 

At exercise: | 

100,000 +2,600,000 +2,600,000 j 

stock options Cash ait Additional ( vad i 

exercised at a 3 nai \ 
$26 exercise / 
price / 

- 

AEX ese: ~350,000  —350,000 \ 
Tax effect of Deferred == “Taxes \ = 
the exercised Tax Asset Payable \ 

Aon’s following footnote discloses many details of its stock option activities. Aon reports that 

143,000 options were granted in 2010 with an average strike price of $38.00. These options had a fair 

value of $10.37 per share. The company also reports how many of its options outstanding have already 

vested and could potentially be exercised. (Recall that outstanding options affect the company’s diluted 

EPS calculation, see Module 5.) 

Stock Compensation Costs The Company recognizes compensation expense for all share- 

based payments to employees, including grants of employee stock options and restricted stock 

and restricted stock units (“RSUs”), as well as employee stock purchases related to the Employee 

Stock Purchase Plan, based on estimated fair value. Stock-based compensation expense recog- 

nized during the period is based on the value of the portion of stock-based payment awards that is 

ultimately expected to vest during the period, based on the achievement of service or performance 

conditions. Because the stock-based compensation expense recognized is based on awards ul- 

timately expected to vest, it has been reduced for estimated forfeitures. Forfeitures are estimated 

at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from 
those estimates. 

continued 

' The tax benefit the company receives is based on the options’ intrinsic value (current stock price less strike price) on the exer- 
cise date. Often, the exercise-date intrinsic value is greater than the grant-date fair value. Recall that deferred taxes are recorded 
based on grant-date fair value. Thus, the tax benefit received is often larger than the deferred tax asset on the company’s balance 
sheet. In that case, any tax benefit in excess of the deferred tax asset is included in additional paid-in capital and not in net in- 
come. The excess tax benefit is classified as cash from financing activities on the statement of cash flows. 
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Stock Options Options to purchase common stock are granted to certain employees at 100% of 
market value on the date of grant. Commencing in 2010, the Company stopped granting stock op- 
tions with the exception of historical contractual commitments...Aon uses a lattice-binomial option- 
pricing model to value stock options. Lattice-based option valuation models utilize a range of as- 
sumptions over the expected term of the options... The weighted average assumptions, the weighted 
average expected life and estimated fair value of employee stock options are summarized as follows: 

ee AllOther = LPP ss SSP_ All Other = 
Years ended December 31 = Options Options — Options — Options — Executive: 

Weighted average volatility... .. Ao 89/596 34.1% 32.0% 29.4% 

Expected dividend yield....... 1.6% 1.3% WO NY 1.3% 

Riskcfrecirate Bayan... eases 3.0% 1.5% 2OY) 2% 3.2% 

Weighted average expected 

TRS THAIN ete asioss. Ato tunes conus. ae 6.1 4.4 5.6 6.5 Ol Sif 

Weighted average estimated 

fair value per share......... $10.37 $12.19 $11.82 $12.34 $11.92 $12.87 

A summary of the status of Aon’s stock options and related information follows (shares in thousands). 

0 ee 

_ Weighted- = Weighted- 
oe _ Average [Average 

Exercise =—sExercise 
oe. es 6). | PrieePer...._.PricePor... Price Fer. 

Years ended December 31 __ Shares Share Shares Share Shares Share ~ 

Beginning outstanding............. 15,937 $33 19,666 $31 26,479 $31 

Options issued in connection with 

the Hewitt acquisition............ 4,545 22 — _ — — 

Granted Germ aeeme ed iets cust fea 143 38 15551 38 1,539 44 

EXelClSeClase cine ce ences acer tac = (6,197) 27 (4,475) 27 (6,779) 30 

Forfeited and expired............ (509) 35 (805) 38 (1,573) 4 

Outstanding at end of year.......... 13,919 2 15,937 33 19,666 31 

Exercisable at end of year.......... 11,293 30 9,884 31 10,357 30 

Shares available for grant........... TET 8,257 8,140 

Option grants and option exercises both affect the statement of cash flows. At grant, there is no 

cash inflow or outflow. However, the noncash stock option compensation expense is added back as a 

reconciling item in the operating section of the statement of cash flows (indirect method). Aon reported 

an add-back on its 2010 statement of cash flows of $221 million. 

An interesting, often underappreciated, fact is that stock option expense pervades the income state- 

ment. Below is a footnote from Cisco System’s 2010 10-K that details the allocation of its stock option 

expense to cost of sales, research and development, sales and marketing expenses, and general and ad- 

ministrative expenses. 

Expense and Valuation Information for Share-Based Awards Share-based compensation ex- 

pense consists primarily of expenses for stock options, stock purchase rights, restricted stock, and 

restricted stock units granted to employees. The following table summarizes share-based compen- 

sation expense (in millions): 

continued 
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YearsEnded = CC ly 81, 2010 July 25, 2009 July 26, 2008 
Gost ofisales— products. meme cinema ttn renee 8 BY $ 46 $ 40 

Cost Of saleS—ServiCGmaac. vanstseuiris tts iene ol nmetanee renee 164 128 108 

Share-based compensation expense in cost of sales... . 221 174 148 

Research and development.............2.2++++eees 450 382 339 

SERIES Elael MENINEMMGbs.oa coo Gacneuceonocdoadnennooot 536 441 438 

GeneraliancladininiStrativicteer rater aerecien eaten mentor: 310 234 187 

Share-based compensation expense in operating 

OXPENSCS reece east err eaters nun mneaercens Caniepernan sbshere 1,296 Oo 964 

Total share-based compensation expense ............ Gil ful / $1,231 $1,112 

Restricted Stock and Restricted Stock Units 
Many companies, including Aon, compensate employees with restricted stock instead of with stock op- 

tions. Increasingly, firms have moved away from stock options in favor of restricted stock as compensa- 

tion for several reasons. First, stock options were seen as creating excess compensation during recent 

stock-market booms. Second, stock options can create incentives for managers to take on excessive firm 

risk because the value of an option increases with firm risk. Restricted stock does not create such severe 

risk-taking incentives. Third, there are certain tax advantages to restricted stock vis-a-vis stock options. 

Under a restricted stock plan, the company transfers shares to the employee, but the shares are restricted 

in that they cannot be sold until the end of a vesting period. Restricted stock units differ from restricted 

stock in two key ways: first, the company does not distribute shares of stock to employees until certain 

conditions are met; and second, the number of shares ultimately given to employees is typically a function 

of their performance relative to specified targets. Aon describes its restricted stock unit plan as follows: 

Restricted stock unit awards Employees may either receive service-based restricted stock units 

(“RSUs”) or performance-based awards, which ultimately result in the receipt of RSUs, if the em- 

ployee achieves his or her objectives . . . We account for service-based awards by expensing the 

total award value over the service period. We calculate the total award value by multiplying the esti- 

mated total number of shares to be delivered by the fair value on the date of grant. . . Performance- 

based RSUs may be immediately vested at the end of the performance period or may have a future 

additional service period. Generally, our performance awards are fixed, which means we determine 

the fair value of the award at the grant date, estimate the number of shares to be delivered at the 

end of the performance period, and recognize the expense over the performance or vesting period, 

whichever is longer . . . During 2010, the Company granted approximately 1.6 million shares in con- 

nection with the completion of the 2007 Leadership Performance Plan (“LPP”) cycle and 84,000 

shares related to other performance plans. During 2010, 2009 and 2008, the Company granted 

approximately 3.5 million, 3.7 million and 4.2 million restricted shares, respectively, in connection 

with the Company’s incentive compensation plans. 

A summary of the status of Aon’s non-vested stock awards follows (shares in thousands). 

2010 2009 2008 
: ; oo Fair Falko . Fair 

Yearsended December31 === == Shares Value(1) Shares Value(1) Shares Value(1) 

Non-vested at beginning of year.... 12,850 $36 14,060 $35 14,150 $31 
GIANTCC Rareters Sa urs ne oee. ae 5,477 39 5,741 38 4,159 42 

NVeSteCiaaitae dprptcan tons « purtecn. chomaen Ace: (6,938) 35 (6,285) SY) (3,753) 28 

FOeIteCpaemeraduciiete mic eete nner: (715) ENS) (666) Sif (496) (34) 

Non-vested at end of year......... 10,674 $38 12,850 $36 14,060 $35 

(1) Represents per share weighted average fair value of award at date of grant. 

continued 
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Information regarding Aon’s performance-based plans as of December 31, 2010, 2009 and 2008 
follows (Shares in thousands, dollars in millions): 

Potential RSUs to be issued based on current performance levels...... 
Unamortized expense, based on current performance levels.......... 

6,095 

$69 
7,686 

$154 

6,205 
$82 

The fair value of awards that vested during 2010, 2009 and 2008 was $235 million, $223 million, 

and $107 million, respectively. 

The accounting for restricted stock and restricted stock units is similar to that which we describe 

for stock options. Specifically, compensation expense is recognized at an amount equal to the value of 

the shares given to employees as those shares are earned. The consequent decline in retained earnings 

is offset by an increase in paid-in capital. Stockholders’ equity is, therefore, unaffected. 

Accounting for restricted stock is illustrated in the following template: 

Balance Sheet Income Statement 

Cash _ Liabil- Contrib. Noncash = 1 Earned 2 

Transaction Asset Assets ities Capital — Capital enues ses —_— Income 

Year 1: Com- \ 

pany issues y 

100 shares eh poe a 
ommon { 

of $10 par Stock | 
restricted +2,000 | 
stock with a = Additional \ = = 
market value Paid-In Capital j 

of $30 per —3,000 if 

hare, vest- Pelered 4 
: ; Compensation | 
ing ratably i 

over 6 years ii yoo Si bigest . a 

Years 
\ 

1,2,3,4,5,6: +500 500 / +500 
Record Cope = Deferred Retained 7 — Wage == —500 
pensation Compensation Earnings é Expense 

expense for \ 

year ‘ y 7 4 aq wi 

The company records the restricted stock grants as a share issuance exactly as if the shares were sold. 

That is, the common stock account increases by the par value of the shares and additional paid-in 

capital increases for the remainder of the share value. However, instead of cash received, the company 

records a deferred compensation (contra equity) account for the value of the shares that have not yet 

been issued. This reduces equity. Thus, granting restricted shares leaves the total dollar amount of 

equity unaffected. 

Subsequently, the value of shares given to employees is treated as compensation expense and 

recorded over the vesting period. Each year, the deferred compensation account is reduced by the 

vested shares and wage expense is recorded, thus reducing retained earnings. Total equity is un- 

affected by this transaction as the reduction of the deferred compensation contra equity account 

(thereby increasing stockholders’ equity) is exactly offset by the decrease in retained earnings. The 

remaining deferred compensation account decreases total stockholders’ equity until the end of the 

vesting period when the total restricted stock grant has been recognized as wage expense. Equity is, 

therefore, never increased when restricted stock is issued. As of 2010, Aon reports that “Unamor- 

tized deferred compensation expense, which includes both options and awards, amounted to $254 

million as of December 31, 2010, with a remaining weighted-average amortization period of ap- 

proximately 2.0 years.” 

9-14 
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smesaaennchneyecaeteaaenuasaccedchmemegeaeetcecssapensneandanecaceeecasnanseanneeccccsrierinhebanhc eee NE ESE ATE EET EE EET TE TEE CE LTE ELE TEATS LAL ALE SLL 

MID-MODULE REVIEW 1 

Part 1 Assume that Accenture (ACN) reported the following transactions relating to its stock accounts in 2012. 

Jan 15 Issued 10,000 shares of $5 par value common stock at $17 cash per share 

Mar 31 Purchased 2,000 shares of its own common stock at $15 cash per share. 

June 25 Reissued 1,000 shares of its treasury stock at $20 cash per share. 

Use the financial statement effects template to identify the effects of these stock transactions. 

Part 2 Accenture reports the following table in its 10-K, which is related to its stock compensation plan. 

Options Pri 
Options outstanding as of August 31, 2009............. 29,040,084 

Granted sy, cou: ote Necks os he teen me cae ee cee eee emer aE: 16,539 

EXGIrGISOCibeee ret eee eee Pei ernment cere ees (8,010,117) 

FORCE C eetaccseac eee os conte crores che ee Se errs ae es fous ay ems (126,444) 

Options outstanding as of August 31, 2010............. 20,920,062 19.63 2.6 356,341 

Options exercisable as of August 31, 2010............. 20,386,549 19.42 Pas 351,374 

Options exercisable as of August 31, 2009............. 28,150,454 19.11 3.4 406,360 

Options exercisable as of August 31, 2008............. 32,789,179 18.69 4.3 745,341 

Required 
a. Explain the terms “Granted,” “Exercised,” and “Forfeited.” What is the meaning of “Weighted Average 

Exercise Price”? 

b. Explain how the compensation cost related to the options above is recognized in financial statements. 

The solution is on page 9-48. 

LO2 Explain 

and illustrate 

accounting for 

earned capital, 

including cash 

dividends, stock 

dividends, and 

comprehensive 

income. 

EARNED CAPITAL 

We now turn to the earned capital portion of stockholders’ equity. Earned capital represents the cumula- 

tive profit that the company has retained. Recall that earned capital increases each period by income 

earned and decreases by any losses incurred. Earned capital also decreases by dividends paid to share- 

holders. Not all dividends are paid in the form of cash. Companies can pay dividends in many forms, 

including property (land, for example) or additional shares of stock. We cover both cash and stock divi- 

dends in this section. Earned capital also includes the positive or negative effects of accumulated other 

comprehensive income (AOCI). The earned capital of Aon is highlighted in the following graphic. 

Stockholders’ Equity (In millions except per share amounts) 

Common stock-$1 par value Authorized: 750 shares 

(issued320110—385.92)2009—36 227) Gree pea creereten a teem atresia eerie te ene 

Additionalipaid=in-capitalitw,sairrimcacrota iors elie teint ieee eine 

Treasury stock at cost (shares: 2010—53.6; 2009—96.4)................ 

Retained earning: ic rusis cece cerexeteqens cavkayos Stee Pater cis tga tect 7,861 7,335 

Accumulated other comprehensive loss ....................00eeeee (1,917) (1,675) 

jotal-AonystockholdersuGquity. ce caaever ices men eisai ecient ee 8.20 5,379 

Noncontrollinglintenestirratastrvar- j-panaretere cients ell ener ot ea See ee 55 52 

Total:eQuity ae aie ois ko cie Hee LE ened anne at eee ee $8,306 $5,431 

“We list contributed and earned capital accounts together for learning purposes; in the Aon balance sheet, these accounts are 
grouped by positive and negative balances. 
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Cash Dividends 

Many companies, but not all, pay dividends. Their reasons for dividend payments are varied. Most 
dividends are paid in cash on a quarterly basis. Aon makes the following disclosure relating to divi- 
dends in its 2010 10-K: 

Dividend During 2010, 2009, and 2008, Aon paid dividends on its common stock of $175 million, 
$165 million and $171 million, respectively. Dividends paid per common share were $0.60 for each 
of the years ended December 31, 2010, 2009, and 2008. 

Outsiders closely monitor dividend payments. It is generally perceived that the level of dividend pay- 
ments is related to the company’s expected long-term recurring income. Accordingly, dividend in- 
creases are usually viewed as positive signals about future performance and are accompanied by stock 
price increases. By that logic, companies rarely reduce their dividends unless absolutely necessary 
because dividend reductions are often met with substantial stock price declines. 

Financial Effects of Cash Dividends 
Cash dividends reduce both cash and retained earnings by the amount of the cash dividends paid. To 

illustrate, assume that Aon declares and pays cash dividends in the amount of $10 million. The financial 

statement effects of this cash dividend payment are as follows: 

- Balance Sheet Income Statement | 

Cash -Noncash __Liabil- Contrib. | Earned 
‘Transaction Asset Assets ities Capital Capital 

~~ Net 

Income 

Payment of WE ene 
e ‘f ~10 mil. ~10 mil. Gain, Maio aa 
; on Cash — Retained a — = = 
in cash Earnings a < a 
dividends a waa 

Dividend payments do not affect net income. They directly reduce retained earnings and bypass the 

income statement. 

Dividends on preferred stock have priority over those on common stock, including unpaid prior 

years’ preferred dividends (called dividends in arrears) when preferred stock is cumulative. To il- 

lustrate, assume that a company has 15,000 shares of $50 par value, 8% preferred stock outstanding; 

assume that the preferred stock is cumulative, which means that any unpaid dividends cumulate and 

must be paid before common dividends. The company also has 50,000 shares of $5 par value common 

stock outstanding. During its first three years in business, assume that the company declares $20,000 

dividends in the first year, $260,000 of dividends in the second year, and $60,000 of dividends in the 

third year. Cash dividends paid to each class of stock in each of the three years follows: 

Preferred Stock Sommon Sto 

Year 1—$20,000 cash dividends paid 

Current-year dividend (15,000 shares x $50 par x 8%; 

but only $20,000 paid, leaving $40,000 in arrears)..............-005. $20,000 

SHIEINSD VOCE .0 ncanceo to oh mon omletaboblod acum pO nod om come cds Ce aw) 

Year 2—$260,000 cash dividends paid 

Dividends in arrears from Year 1 

([15,000 shares x $50 par X 8%] — $20,000) ................-..-.. 40,000 

Current-year dividend (15,000 shares x $50 par X 8%) ..........-+---- 60,000 

Balance tOlC Onion memienrenrneme terete eicteie oneness ie lear reue cheers eucle ce 160,000 

Year 3—$60,000 cash dividends paid 

Current-year dividend (15,000 shares x S50 Dale OO) eee orn Seteeros 60,000 

SREIGEOCONMMON « coco nce Godbo Dehn Odap ioe cloOee.o nemo oDmocony 0 
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MID-MODULE REVIEW 2 

Assume that Accenture (ACN) has outstanding 10,000 shares of $100 par value, 5% preferred stock and 50,000 

shares of $5 par value common stock. During its first three years in business, assume that Accenture declared no divi- 

dends in the first year, $300,000 of cash dividends in the second year, and $80,000 of cash dividends in the third year. 

a. If preferred stock is cumulative, determine the dividends paid to each class of stock for each of the three 

years. 

b. If preferred stock is noncumulative, determine the dividends paid to each class of stock for each of the 

three years. 

The solution is on page 9-49. 

Stock Dividends and Splits 

Dividends need not be paid in cash. Many companies pay dividends in the form of additional shares of 

stock. Companies can also distribute additional shares to their stockholders with a stock split. We cover 

both of these distributions in this section. 

Stock Dividends 
When dividends are paid in the form of the company’s stock, retained earnings are reduced and 

contributed capital is increased. However, the amount by which retained earnings are reduced 

depends on the proportion of the outstanding shares distributed to the total outstanding shares on 

the dividend distribution date. Exhibit 9.2 illustrates two possibilities depending on whether stock 

dividends are classified as small stock dividends or large stock dividends. The break point be- 

tween small and large is 20-25% of the outstanding shares. When the number of additional shares 

issued as a stock dividend is so great that it could materially reduce share price, the transaction 

is akin to a stock split. The 20-25% guideline is used as a rule of thumb to distinguish material 

stock price effects. 

For small stock dividends, retained earnings are reduced by the market value of the shares dis- 

tributed (dividend shares X market price per share), and par value and contributed capital together 

are increased by the same amount. For large stock dividends, retained earnings are reduced by the 

par value of the shares distributed (dividend shares X par value per share), and common stock is 

increased by the same amount (no change to additional paid-in capital). 

EXHIBIT 9.2 Analysis of Stock Dividend Eitects 

Percentage of Outstanding | oe Cea ee Site En ce 

Shares Distributed Retaiied Earningé : Contributed Capital 

Common stock increased by: 

Dividend shares X Par value per share; 

Additional paid-in capital increased 

Reduce by market 
Less than 20-25% 

value of shares 
(small stock dividend treated as a dividend) 

distributed 
for the balance 

More than 20-25% Reduce by par value of Common stock increased by: 
(large stock dividend treated as a stock split) shares distributed Dividend shares x Par value per share 

To illustrate the financial statement effects of stock dividends, assume that BearingPoint 
has | million shares of $5 par common stock outstanding. It then declares a small stock dividend 
of 15% of the outstanding shares (1,000,000 shares X 15% = 150,000 shares) when the market 
price of the stock is $30 per share. This small stock dividend has the following financial statement 
effects: 
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Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned Rev- Expen- _ 
Transaction Asset Assets c ities Capital Capital enues.—s ses” 

Distribute \ 
150,000 +750,000 7 

shares with ree $4,500,000 zp 
OIE = +$3,750,000 Retained = = 
value of $4.5 Additional Earnings \ 
mil. as a Paid-In ' 
small stock Capital / 
dividend 

RE 4.5 mil 

cs 0.75 mil. 

APIC 3.75 mil 

RE 

4.5 mil. 

cs 

0.75 mil. 
APIC 

3.75 mil. 

The company reduces retained earnings by $4,500,000, which equals the market value of the small 

stock dividend (150,000 shares < $30 market price per share). The increase in contributed capital is 

split between the par value of $750,000 (150,000 shares X $5 par value) and additional paid-in capital 

($3,750,000). Similar to cash dividend payments, stock dividends, whether large or small, never impact 
income. 

Next, assume that instead, BearingPoint declares a large stock dividend of 70% of the 1 million 

outstanding common ($5 par) shares when the market price of the stock is $30 per share. This large 

stock dividend is treated like a stock split and has the following financial statement effects: 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned 
Transaction Asset Assets __ ities | Capital Capital 

Distribute \ 

700,000 +$3,500,000-$3,500,000_ - 
shares as a = Common Retained ag = — 
large stock Stock Earnings \ 

dividend ! 

The company’s retained earnings declines by $3,500,000, which equals the par value of the large stock 

dividend (700,000 shares X $5 par value per share). Common stock is increased by the par value of 

$3,500,000. There is no effect on additional paid-in capital since large stock dividends are reported at 

par value. 

For both large and small stock dividends, companies are required to show comparable shares out- 

standing for all prior periods for which earnings per share (EPS) is reported in the statements. The rea- 

soning is that a stock dividend has no effect on the ownership percentage of each common stockholder. 

As such, to show a dilution in reported EPS would erroneously suggest a decline in profitability when 

it is simply due to an increase in shares outstanding. 

Stock Splits 
A stock split is a proportionate distribution of shares and, as such, is similar in substance to a large stock 

dividend. A typical stock split is 2-for-1, which means that the company distributes one additional share 

for each share owned by a shareholder. Following the distribution, each investor owns twice as many 

shares, so that their percentage ownership in the company is unchanged. 

A stock split is not a monetary transaction and, as such, there are no financial statement effects. 

However, companies must disclose the new number of shares outstanding for all periods presented in 

the financial statements. Further, many states require that the par value of shares be proportionately 

adjusted as well (for example, halved for a 2-for-1 split). 

If state law requires that par value not be reduced for a stock dividend, this event should be de- 

scribed as a stock split affected in the form of a dividend. The following disclosure from John Deere’s 

2007 annual report provides such an example: 

RE 3.5 mil. 

cs 3.5 mil. 
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Stock Split in Form of Dividend On November 14, 2007, a special meeting of stockholders was held 

authorizing a two-for-one stock split effected in the form of a 100 percent stock dividend to holders of 

record on November 26, 2007, distributed on December 3, 2007. All share and per share data (except 

par value) have been adjusted to reflect the effect of the stock split for all periods presented. The 

number of shares of common stock issuable upon exercise of outstanding stock options, vesting of 

other stock awards, and the number of shares reserved for issuance under various employee benefit 

plans were proportionately increased in accordance with terms of the respective plans. 

a ee LTE aren eT 

MID-MODULE REVIEW 3 

Assume that the stockholders’ equity of Arbitron, Inc. at December 31, 2011, follows. 

5% preferred stock, $100 par value, 10,000 shares authorized; 

Al OOO) Sielss siete! elnvel @UUSWelorellMe), pono aco cope cso en eosenons $ 400,000 

Common stock, $5 par value, 200,000 shares authorized; 

HOOOOISharesiissuedrand Ouistancingneree eee ene sents tte 250,000 

Paid-in capital in excess of par value-Preferred stock.............. 40,000 

Paid-in capital in excess of par value-Common stock...........-... 300,000 

Retained earnings: certs. cectaotuse: ce eset coes wyraas Ges eaeuciey eras Pence sees 656,000 

lotalistockholdersmca UitVinaeariinrmacn ieee ieee nae ea nen eer $1,646,000 

Use the template to identify the financial statement effects for each of the following transactions that occurred 

during 2012: 

Apr. 1 Declared and issued a 100% stock dividend on all outstanding shares of common stock when the market 

value of the stock was $11 per share. 

Dec. 7 Declared and issued a 3% stock dividend on all outstanding shares of common stock when the market 

value of the stock was $7 per share. 

Dec. 31 Declared and paid a cash dividend of $1.20 per share on all outstanding shares. 

The solution is on page 9-49. 

Accumulated Other Comprehensive Income 

Comprehensive income is a more inclusive notion of company performance than net income. It in- 

cludes all changes in equity (assets less liabilities) that occur during a period except those resulting 
IFRS Alert fan AONE ine a8 ae 
IFRS does not from contributions by and distributions to owners. It’s important to note that comprehensive income 

use the term includes both net income and other items, which collectively are called other comprehensive income. 

“other compre- Specifically, other comprehensive income includes (and net income excludes) foreign currency 
” 

hensive income 

but reports 

that account 

in a statement 

translation adjustments, unrealized changes in market values of available-for-sale securities, pension 

liability adjustments, and changes in market values of certain derivative investments. Comprehensive 

income, therefore, includes the effects of economic events that are often outside of management’s 

of recognized control. Accordingly, some assert that net income measures management’s performance, while com- 

income and ex- prehensive income measures company performance. Each period, net income or loss is added to 
ees et retained earnings so that the balance sheet maintains a running total of the company’s cumulative 
S wi ‘Ss net income and losses (less any dividends paid out). In the same way, each period, comprehensive 

other compre- ; : : ‘ ‘ : Pree ; 
income items that are not included in net income (that is, all other comprehensive income items) are hensive income, 

SoRIE includes added to a balance sheet account called Accumulated Other Comprehensive Income (or Accumu- 
all changes to lated Other Comprehensive Loss if the comprehensive items are losses). This account maintains a 
equity, other than running balance of the cumulative differences between net income and comprehensive income. 
transactions with Aon reports the following components of its accumulated other comprehensive income in its 10-K 
owners. 

report: 
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Balance as of January 1, 2008......... $ 24 $284 $(1,110) $76 $ (726) 
Other comprehensive income ......... (37) (182) (497) (20) (736) 
Balance as of December 31, 2008...... (13) 102 (1,607) 56 (1,462) 
Other comprehensive income ......... 13 199 (413) (12) (213) 
Balance as of December 31, 2009...... 0 301 (2,020) 44 (1,675) 
Other comprehensive income ......... (24) (133) (41) (44)** (242) 

Balance as of December 31, 2010...... (24) $168 $(2,061) 0) $(1,917) 

* Net of amount attributable to noncontrolling interest 

™ Relates to consolidation of a variable interest entity in 2010. 

Aon’s accumulated other comprehensive income for 2010 includes the four following items that affect 

stockholders’ equity and are not reflected in net income: 

1. Net derivative losses, $(24) million. Hedging transactions relate to the company’s use of finan- 

cial instruments (derivatives) to hedge exposure to various risks such as fluctuations in foreign 

currency exchange rates, commodity prices, and interest rates. This account relates to unrealized 

losses on cash flow hedges, which we discuss in the appendix to Module 7. 

2. Net foreign exchange translation adjustments, $168 million. This is the cumulative translation 

adjustment for the net assets of foreign subsidiaries whose balance sheets are denominated in 

foreign currencies. A gain implies that the $US has weakened relative to foreign currencies; such 

as when assets denominated in foreign currencies translate to more $US. We discuss the effects 

of foreign currency translation adjustments on accumulated other comprehensive income in more 

detail below. 

3. Net postretirement benefit obligations, $(2,061) million. This amount mainly relates to unreal- 

ized losses on pension investments or can derive from changes in pension plans that increase the 

pension liability. We discuss the accounting for pension plans and other postretirement benefit 

obligations in Module 10. 

4. Net unrealized investment gains, $(0) this year. Unrealized gains and losses on available-for- 

sale securities are not reflected in net income. Instead, they are accumulated in a separate equity 

account, AOCI, until the securities are sold. We discuss the accounting for these unrealized gains 

(losses) in Module 7. 

We discuss accounting for available-for-sale securities and derivatives in Module 7, pensions in Mod- 

ule 10, and the income statement effects of foreign currency translation adjustments in Module 5. In 

the next section, we discuss the balance sheet effects of foreign currency translation adjustments, spe- 

cifically their impact on accumulated other comprehensive income. During 2010, Aon reported other 

comprehensive loss of $(242) million, which is the sum of the changes in each of the four components 

of AOCI, as shown on the statement above. This other comprehensive loss when added to the AOCI 

balance of $(1,675) at the beginning of the year yields the AOCI balance of $(1,917) at year-end. 

Foreign Currency Translation Effects on Accumulated 
Other Comprehensive Income 

Many companies have international transactions denominated in foreign currencies. They might pur- 

chase assets in foreign currencies, borrow money in foreign currencies, and transact business with their 

customers and suppliers in foreign currencies. Other companies might have subsidiaries whose entire 

balance sheets and income statements are stated in foreign currencies. Financial statements prepared 

according to U.S. GAAP must be reported in $US. This means that financial statements of foreign 

subsidiaries must be translated into $US before they are consolidated with those of the U.S. parent 

company. This translation process can markedly alter both the balance sheet and income statement. We 

discuss the income statement effects of foreign currency translation in Module 5 and the balance sheet 

effects in this section. 
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IFRS Alert 

The IFRS coun- 

terpart to AOCI 

is the Gen- 

eral Reserve and 

other reserve ac- 

counts. Reserves 

is the IFRS term 

for all equity 

accounts other 

than contributed 

capital. Retained 

earnings is typi- 

cally the largest 

reserve. The 

components 

of AOCI are re- 

ported individu- 

ally as additional 

reserve accounts 

rather than as 

one account. 

Consider a U.S. company with a foreign subsidiary that conducts its business in Euros. The sub- 

sidiary prepares its financial statements in Euros. Assume that the $US weakens vis-a-vis the Euro 

during the current period—that is, each Euro can now purchase more $US. When the balance sheet is 

translated into $US, the assets and liabilities are reported at higher $US than before the $US weakened. 

This result is shown in accounting equation format in Exhibit 9.3. 

| EXHIBIT 9.3 “Balance Sheet Effects of Changes in U.S. Dollar to Euro Exchange Rates _ 

ae et = lsbilties 
Increase 

Decrease 

Increase = Increase + 

Decrease = 

CUS WEEMS won osccndaanen 

$US strengthens............ Decrease + 

The amount reflected as an increase (decrease) in equity is called a foreign currency translation 

adjustment. The cumulative foreign currency translation adjustment is included in accumulated other 

comprehensive income (or loss) as illustrated above for Aon. Foreign currency translation adjustments 

are direct adjustments to stockholders’ equity; they do not impact reported net income. Because assets 

are greater than liabilities for solvent companies, the cumulative translation adjustment is positive 

when the $US weakens and negative when the dollar strengthens. 

Referring to Aon’s accumulated other comprehensive income table on the previous page, the 

cumulative foreign currency translation is a gain of $301 million at the beginning of 2010, which 

shrinks by $133 million (net of $2 million credited to noncontrolling shareholders) during the year to 

yield a cumulative year-end gain of $168 million. The $133 million reduction in Aon’s equity reflects 

a strengthening of the $US vis-a-vis the foreign currencies in which Aon transacted in 2010. That is, 

as the $US strengthened, Aon’s foreign assets and liabilities translated into fewer $US at year-end. 

This decreased Aon’s equity (because assets are greater than liabilities for solvent companies). In 

general, unrealized losses (or gains) remain in other accumulated comprehensive income as long as 

the company owns the foreign subsidiaries to which the losses relate. The translation adjustments 

fluctuate between positive and negative amounts as the value of the $US fluctuates. However, when 

a subsidiary is sold, any remaining foreign currency translation adjustment (positive or negative) is 

immediately recognized in current income along with other gains or losses arising from sale of the 

subsidiary. 

NONCONTROLLING INTEREST 

Noncontrolling interest represents the equity of noncontrolling (minority) shareholders who only have 

a claim on the net assets of one or more of the subsidiaries in the consolidated entity. As we discuss in 

Module 7, if a company acquires a controlling interest in a subsidiary, it must consolidate that subsid- 

lary when preparing its financial statements, thus reporting all of the subsidiary’s assets and liabilities 

on the consolidated balance sheet and reporting all of the subsidiary’s revenues and expenses in the 

consolidated income statement. If the company acquires less than 100% of the subsidiary, it must still 

include 100% of the subsidiary’s assets, liabilities, revenues and expenses in its consolidated balance 
sheet and income statement, but now there are two groups of shareholders that have a claim on the net 
assets and earnings of the subsidiary company: the parent company and the noncontrolling sharehold- 

ers (those shareholders who continue to own shares of the subsidiary company). 

Consolidated stockholders’ equity must now report the equity of these two groups of sharehold- 
ers and consolidated net income must now be apportioned between the two groups. For Aon, the 
consolidated income statement apportions net income as follows: 

? We assume that the company translates the subsidiary’s financial statements using the more common current rate method, 
which is required for subsidiaries operating independently from the parent. Under the current rate method, most items in the bal- 
ance sheet are translated using exchange rates in effect at the period-end consolidation date and the income statement is translated 
using the average exchange rate for the period. An alternative procedure is the temporal method, covered in advanced accounting 
courses, which uses historical exchange rates for some assets and liabilities. 
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Aon Consolidated Income Statement ($ millions) _ 
Revenues 

EXDONSGS ettave: (are, ek mercurd: Bey Renal ctr eati meena h ie got te 7,780 

NGHINCOMG aeite teeth shots dae ee Becetye de DU ARREST LAF ee | 732 

Less: Net income attributable to noncontrolling interest........ 26 

Net income attributable to Aon stockholders................. $ 706 

Net income is apportioned between the portion attributable to the noncontrolling interest and the portion 
attributable to the parent company’s shareholders. Although it can be more complicated, in its simplest 
form, if the noncontrolling shareholders own 20% of a subsidiary, 20% of the subsidary’s net income 
is attributable to that shareholder group and the parent’s shareholders received the balance of 80%. 

The common stock, additional paid-in capital and retained earnings accounts we see on the consoli- 

dated balance sheet represent those of the parent’s shareholders. The retained earnings attributable to the 

parent’s shareholders is increased (decreased) by the income (loss) attributable to the parent’s shareholders 

and is decreased by the dividends paid to the parent’s shareholders in a reconciliation similar to the follow- 

ing for Aon: 

Beginning balance of retained earnings 

Netincomeratinibtitable torpoarentaammrie erento ernaerenseeree 

Dividends). sts Sh reetatha sk ape ee eters. sels et Se ta Aes bier 

The equity of the noncontrolling interest, however, is only represented by one equity account labeled 

Noncontrolling Interest. It is updated similarly to the stockholders’ equity for the parent’s shareholders, 

that is, it is increased (decreased) by the income (loss) attributable to the noncontrolling shareholders 

and is decreased by the dividends paid to the noncontrolling shareholders: 

_ Aon Noncontrolling Inte re 

Senna balance (fair value at Sealer RE ie ARRERD aA ORO = 

Net income attributable to noncontrolling interest.............. 26 

Dividends declared and paid to noncontrolling shareholders ..... (20) 

OtheradjustmentSmin iss wees este sek. swore e es see erien _@) 

Ending balance seca: orien teeter eo eet ninco tee ciate. simi $55 

Again, although it can be more complicated, if the noncontrolling interest owns 20% of a subsidiary 

company, the balance in the noncontrolling interest equity account will equal 20% of the stockhold- 

ers’ equity of the subsidiary company. (This is not 20% of the consolidated company, only 20% of the 

subsidiary company.) 

Finally, the noncontrolling interest equity account is reported as a separate line in the consoli- 

dated stockholders’ equity as follows: 

: _ Aon Consolidated Balance Sheet 

‘Stockholders’ Equity (In millions except per share amounts) | - 2010 

Common stock—$1 par value Authorized: 750 shares 

(issued: 2010—385.9; 2009—362.7) «22. c ee eee ene rete etree eee $ 386 

/Neloltitorell (oz ite Ein CEI) so omc. n 6 yn os Sodom omc Do soneaso masa 4,000 

Treasury stock at cost (shares: 2010—53.6; 2009—96.4)................ (2,079) 

RetainecicarninGSmanramie er rertrsneeteneteemn ctetayer etelerenevistey atta erat aherernst enn: 7,861 

Accumulated other comprenensive lOSSiae et cist ale eielaetti steele ie (1,917) 

TOE WAein GOONIES COMNMe war cc cee tones bo esrmonemsemocoooude 8,251 

Noneontroliing interest: 22. tlhe deena kart et ees weg oles ents 55 

TO LA OCU ty ieeneen ePrice nue totsbe Grae sitrceeWeiaie sue tote wer cs fo seieenet) ies ava $8,306 
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Analysis and Interpretation of Noncontrolling Interest 

As we discuss more fully in Module 4, the return on equity (ROE) computation is usually performed 

from the perspective of the parent company’s shareholders. Consequently, the numerator is usually 

the net income attributable to the parent company shareholders and the denominator includes only the 

equity of the parent company’s shareholders (excluding noncontrolling interest equity). For the Aon 

financial statements shown above, that calculation follows (we use the year-end balance of equity, and 

not average equity, since we only illustrate one year in this example): 

_ $706 
~ $8,251 

Noncontrolling interest is reported as a component of stockholders’ equity and represents the claim of 

the noncontrolling interest to their proportionate share of the net assets and net income of the subsidiary 

in which they own stock. These shareholders do not have a claim on the net assets or income of any 

other subsidiary or of the parent company. Further, their claim is a residual claim, like that of any other 

shareholder; that is, they are not entitled to a preference in dividends or payouts in liquidation. 

ROE = 8.6% 

Summary of Stockholders’ Equity 

The statement of shareholders’ equity summarizes the transactions that affect stockholders’ equity dur- 

ing the period. This statement reconciles the beginning and ending balances of important stockholders’ 

equity accounts. Aon’s statement of stockholders’ equity is in Exhibit 9.4. 

Aon’s statement of shareholders’ equity reveals the following key activities for 2010: 

EXHIBIT 9.4 Aon’s Statement of Stockholders’ Equity 

Balance at December 31, 2009 362.7 $3,578 $7,335 $(8,859) $(1,675) $52 $5,431 $583 

Adoption of new accounting guidance ...... — —_— 44 _— (44) —_— — (44) 

Balance at January 1,2010............... 362.7 3,578 7,379 (3,859) (1,719) 52 5,431 539 

NetiinComeir.casmerancmiccets ae ena. sacrament _— —_ 706 — —_— 26 732 732 

Shares issued—Hewitt acquisition.......... 61.0 2,474 — aa —_ —_— 2,474 — 

Shares issued—employee benefit plans .... . 2.2 135 _ —_— —_ — 135 — 

Shakes) PUrChASCC rns crevaaieitehtenae errr: = — = (250) = = (250) _ 

Shares reissued—employee benefit plans... . _ (370) (49) 370 = — (49) —_ 

SNAKES WOU ler areene danse atare te vou chante ote aysneeens ne (40.0) (1,660) _— 1,660 — — — — 

EH & benefit—employee benefit plans........ — 20 _— — — — 20 — 

Stock compensation expense ............. _— 221 — = —_— _ 221 — 

Dividends to stockholders ..............-- = eae (7) ae = mz (175) ae 
[4 Change in net derivative gains/losses ....... == — — = (24) = (24) (24) 
[s}--“< foreign currency translation 

adjustments £3.5eeeerres ears eerie tee —_— = — —_ (133) (2) (135) (135) 

Net postretirement benefit obligation = = = = (41) — (41) (41) 

Purchase of subsidiary shares from 

noncontrolling interest ................. —_ (12) — _- — (3) (15) =F 

Capital contribution by noncontrolling 

Interest coarse Merercac the Re oe — — —_ — — ) @) aati 

Dividends paid to noncontrolling interest on 

subsidiary common stock..............- _— — — — — (20) (20) — 

Balance at December 31,2010 ............ 385.9 $4,386 $7,861  $(2,079) $(1,917) $55 $8,306 $532 

Shares issued are recorded as an increase in common stock (for the par value) and additional 
paid-in capital (for the excess of the value of the shares issued over the par value). Aon combines 
common stock and additional paid-in capital accounts into one column for total proceeds. The cost 
of shares repurchased is recorded as treasury stock. The cost of shares reissued and/or retired is 
recorded as a reduction of the treasury stock account since these are treasury shares. When shares 
are retired, the par value of the shares retired is removed from common stock and additional paid- 
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in capital. Aon does not provide information relating to accounting for share reissuance for the 
employee benefit plans. 

Tax benefits (in excess of the deferred tax asset previously recorded) arising from the exercise of 
employee stock options are recorded as an increase in additional paid-in capital (not as a reduction 
of tax expense). 

Dividends are recorded as a reduction of retained earnings. 

[4] Change in the fair value of derivatives relates to cash flow derivatives. These unrealized gains 
(losses) are reflected as increases (decreases) in AOCI until the underlying transaction occurs, at 
which time they are removed from AOCI and transferred into the income statement. We discuss 
the accounting for derivatives in the appendix to Module 7. 

[5] Net foreign currency translation adjustments relate to the translation of foreign currency- 
denominated balance sheets at year-end into $US. The negative amount implied that the $US has 

strengthened vis-a-vis the currency in which the financial statements of foreign subsidiaries are 

maintained with a consequent decline in the $US value of the net assets of those subsidiaries. 

[6] The adjustment relating to postretirement benefit obligations relates to the financial statement ef- 

fects of the changes in pension benefits or actuarial assumptions. We discuss the accounting for 

pension plans and other postretirement benefits in Module 10. 

Proceeds from sales and repurchases of the stock of noncontrolling shareholders as well as divi- 

dends paid to noncontrolling shareholders are reflected in the noncontrolling equity account. 

One final point: the financial press sometimes refers to a measure called book value per share. This 

is the net book value of the company that is available to common shareholders, defined as: stockholders’ 

equity of the parent’s shareholders less preferred stock (and preferred additional paid-in capital) divided 

by the number of common shares outstanding (issued common shares less treasury shares). Aon’s book 

value per share of its common stock at the end of 2010 is computed as: $8,251 million/(385.9 million 

shares — 53.6 million shares) = $24.83 book value per share. In contrast, Aon’s market price per share 

ranged from $36.81 to $42.32 in the 4th quarter of 2010. 

EQUITY CARVE-OUTS AND CONVERTIBLES 
Corporate divestitures, or equity carve-outs, are increasingly common as companies seek to augment ©3% Describe 

shareholder value through partial or total divestiture of operating units. Generally, equity carve-outs accounting for 

are motivated by the notion that consolidated financial statements often obscure the performance of equity carve-outs 

individual business units, thus complicating their evaluation by outsiders. Corporate managers are con- _and convertible 

cerned that this difficulty in assessing the performance of individual business units limits their ability to debt. 

reach full valuation. Shareholder value is, therefore, not maximized. In response, conglomerates have 

divested subsidiaries so that the market can individually price them. 

Sell-Offs 

Equity carve-outs take many forms. The first and simplest form of divestiture is the outright sale of a 

business unit, called a sell-off. In this case, the company sells its equity interest to an unrelated party. 

The sale is accounted for just like the sale of any other asset. Specifically, any excess (deficit) of cash 

received over the book value of the business unit sold is recorded as a gain (loss) on the sale. 

To illustrate, in 2010, Conoco Phillips sold its Syncrude Canada Ltd. business for $4.6 billion 

and recorded a pretax gain on that sale of $2.9 billion as disclosed in the following excerpt from its 

2010 annual report: 

On June 25, 2010, we sold our 9.03 percent interest in the Syncrude Canada Ltd. joint venture for 

$4.6 billion. The $2.9 billion before-tax gain was included in the “Gain on dispositions” line of our 

consolidated statement of operations. The cash proceeds were included in the “Proceeds from as- 

set dispositions” line within the investing cash flow section of our consolidated statement of cash 

flows. At the time of disposition, Syncrude had a net carrying value of $1.75 billion, which included 

$1.97 billion of properties, plants and equipment. During 2010 until its disposition, Syncrude con- 

tributed $327 million in intercompany sales and other operating revenues, and generated income 

before taxes of $127 million and net income of $93 million for the E&P segment. 
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The financial statement effects of this transaction follow: 

EH Conoco received $4.6 billion in cash, which it reported as a component of cash flows from invest- 

ing activities in its statement of cash flows. 

m The Syncrude joint venture was reported on Conoco’s balance sheet at $1.75 billion on the date 

of sale. 

H Conoco’s gain on sale equaled the proceeds ($4.6 billion) less the carrying amount of the business sold 

($1.75 billion), or $2.85 billion which Conoco rounds to $2.9 billion in the footnote referenced above. 

® Conoco subtracts the gain on sale in computing net cash flows from operating activities to remove 

the gain from net income; cash proceeds are reported as a cash inflow in the investing section. 

Spin-Offs 

A spin-off is a second form of divestiture. In this case, the parent company distributes the subsidiary 

shares that it owns as a dividend to its shareholders who, then, own shares in the subsidiary directly 

rather than through the parent company. In recording this dividend, the parent company reduces re- 

tained earnings by the book value of the equity method investment, thereby removing the investment 

in the subsidiary from the parent’s balance sheet. 

The spin-off of the Kraft Foods subsidiary by Altria is an example of this type of equity carve-out. 

Altria describes its spin-off of Kraft as follows: 

Kraft Spin-Off On March 30, 2007 (the “Kraft Distribution Date”), Altria Group, Inc. distributed all 

of its remaining interest in Kraft on a pro-rata basis to Altria Group, Inc. stockholders of record as 

of the close of business on March 16, 2007 (the “Kraft Record Date”) in a tax-free distribution. The 

distribution ratio was 0.692024 of a share of Kraft for each share of Altria Group, Inc. common stock 

outstanding. Altria Group, Inc. stockholders received cash in lieu of fractional shares of Kraft. Fol- 

lowing the distribution, Altria Group, Inc. does not own any shares of Kraft. 

Altria treats the distribution of its Kraft shares as a dividend, which Altria reports in the following ex- 

cerpt from its statement of stockholders’ equity. 

Accumulated Other oe si 
Comprehensive Earnings (Losses) _ 

ngs Total : 

a sted Currency = (isss(st*s«C stot: 
a oe inthe = Translation Repurchased holders’ 

(In millions, except per share) : Stock = ¢ apital _ Business Adjustments Other ~— Total ~~ Stock Equity 

Balances, December 31, 2006................... $935 $6,356 $59,879 $ (97) $(3,711)  $(8,808) $(23,743) $39,619 

Comprehensive earnings: 

INGTeann MOS toriaienineeanctcie ce acusiare sere iva cit ta enatenaye 9,786 9,786 

Other comprehensive earnings (losses), net of 

income taxes: 

Currency translation adjustments............. 736 736 736 

Change in net loss and prior service cost....... 744 744 744 

Change in fair value of derivatrives accounted 

TOR-AS: NEAGES raster trot earctal Secle elaue et nars (18) (18) (18) 

Total other comprehensive earnings............. 1,462 

Total comprehensive earnings ...............000 11,248 

Adoption Of riNt4 SrandiFAS 13=2iee arn ssi sient: Ou TA 

Exercise of stock options and issuance of 

othemstockiawardsin acpsarraecietiars eersieisres a cerierrce 528 289 817 

Cash dividends declared ($3.05 per share) ......... (6,430) (6,430) 

Spin-off of Kraft Foodsine: . <eiccu6 a eck aera (29,520) 89 2,020 2,109 (27,411) 

Balances; Decembers Ii 2007 aeraemrniie eee $935 $6,884 $34,426 $728 $ (965) $ (237) $(23,454) $18,554 

The $29,520 million book value of the Kraft subsidiary (the amount at which this equity investment 
is reported on Altria’s balance sheet) is removed from Altria’s balance sheet when the shares are dis- 
tributed to Altria’s shareholders, and that amount is subtracted from Altria’s retained earnings (titled 



Module 9 | Reporting and Analyzing Owner Financing 9-26 

“Earnings Reinvested in the Business”). Altria also removes all amounts relating to Kraft that impacted 
its Accumulated Other Comprehensive Earnings (a net of $2,109 million). In total, the Kraft spin-off 
reduced Altria’s equity by $27,411 million. 

Split-Offs 

The split-off is a third form of equity carve-out. In this case, the parent company buys back its own 
stock using the shares of the subsidiary company instead of cash. After completing this transaction, the 
subsidiary is an independent publicly traded company. 

The parent treats the split-off like any other purchase of treasury stock. As such, the treasury stock 

account is increased and the equity method investment account is reduced, reflecting the distribution 

of that asset. The dollar amount recorded for this treasury stock depends on how the distribution is set 

up. There are two possibilities: 

1. Pro rata distribution. Shares are distributed to stockholders on a pro rata basis. Namely, a share- 

holder owning 10% of the outstanding stock of the parent company receives 10% of the shares of 

the subsidiary. The treasury stock account is increased by the book value of the investment in the 

subsidiary. The accounting is similar to the purchase of treasury stock for cash, except that shares 

of the subsidiary are paid to shareholders instead of cash. 

2. Non pro rata distribution. This case is like a tender offer where individual stockholders can 

accept or reject the distribution. The treasury stock account is recorded at the market value of 

the shares of the subsidiary distributed. Since the investment account can only be reduced by 

its book value, a gain or loss on distribution is recorded in the income statement for the differ- 

ence. (The SEC allows companies to record the difference as an adjustment to additional paid-in 

capital; the usual practice, as might be expected, is for companies to report any gain as part of 

income.) 

Bristol-Myers Squibb’s non pro rata split-off of its subsidiary, Mead Johnson, provides an example. 

This transaction is described in the following excerpt from footnotes to Bristol-Myers’ 10-K: 

Mead Johnson Nutrition Company Split-off The split-off of the remaining interest in Mead Johnson 

was completed on December 23, 2009. The split-off was effected through the exchange offer of previ- 

ously held 170 million shares of Mead Johnson, after converting its Class B common stock to Class A 

common stock, for 269 million outstanding shares of the Company’s stock resulting in a pre-tax gain 

of $7,275 million, $7,157 million net of taxes. The shares received in connection with the exchange 

were valued using the closing price on December 23, 2009, of $25.70 and reflected as treasury stock. 

The gain on the exchange was determined using the sum of the fair value of the shares received plus 

the net deficit of Mead Johnson attributable to the Company less taxes and other direct expenses 

related to the transaction, including a tax reserve of $244 million which was established. 

From an accounting standpoint, the split-off of Mead Johnson is treated like the purchase of treasury 

stock, using the stock of Mead Johnson to fund the purchase instead of cash (such as exchanging Mead 

Johnson stock for Bristol-Myers stock). As a result of the transaction, the Treasury Stock account on 

Bristol-Myers’ balance sheet increased (became more negative) by $6.9 billion (269 million shares 

$25.70 per share), which reduced equity by $6.9 billion. This reduction was offset, however, by the 

recognition of a gain on the exchange amounting to $7.2 billion after tax. This split-off was affected 

by a tender offer with Bristol-Myers shareholders. Consequently, it is a non pro rata exchange and is, 

therefore, valued at market value with a resulting gain. The net effect on equity is minimal, but the 

income statement reports a substantial gain for that year. 

Analysis of Equity Carve-Outs 

Sell-offs, spin-offs, and split-offs all involve the divestiture of an operating segment. Although they are 

one-time occurrences, they can result in substantial gains that can markedly alter the income statement 
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L-f Debt 600,000 

cS 1 

LTD 

600,000 

and balance sheet. Consequently, we need to interpret them carefully. This involves learning as many 

details about the carve out as possible from the annual report, the Management Discussion and Analy- 

sis, and other publicly available information. 

Following an equity carve-out, the parent company loses the cash flows (positive or negative) of 

the divested business unit. As such, the divestiture should be treated like any other discontinued opera- 

tion. Any recognized gain or loss from divestiture is treated as a nonoperating activity. The sale price of 

the divested unit reflects the valuation of future expected cash flows by the purchaser and is best viewed 

as a nonoperating activity. Income (and cash flows) of the divested unit up to the date of sale, however, 

is part of operations, although discontinued operations are typically segregated. 

MID-MODULE REVIEW 4 

Assume that BearingPoint announced the split-off of its Canadian subsidiary. BearingPoint reported a gain from 

the split-off. (1) Describe the accounting for a split-off. (2) Why was BearingPoint able to report a gain on this 

transaction? 

The solution is on page 9-50. 

Convertible Securities 

Convertible securities are debt and equity securities that provide the holder with an option to convert 

those securities into other securities. In this section, we consider two specific types of convertibles: 

convertible debt securities, where debt is converted to common stock, and convertible preferred securi- 

ties, where preferred stock is converted to common stock. 

Convertible Debt Securities 
Xilinx had convertible debt transactions in 2010, as explained in the following excerpt from footnotes 

to its 10-K report: 

2.625% Senior Convertible Debentures In June 2010, the Company issued $600.0 million prin- 

cipal amount of 2.625% Debentures to qualified institutional investors. The 2.625% Debentures 

are senior in right of payment to the Company’s existing and future unsecured indebtedness... 

The 2.625% Debentures are initially convertible, subject to certain conditions, into shares of Xilinx 

common stock at a conversion rate of 33.0164 shares of common stock per $1 thousand principal 

amount of the 2.625% Debentures, representing an initial effective conversion price of approxi- 

mately $30.29 per share of common stock. 

The convertible debentures are reported as a long-term liability on Xilinx’s balance sheet. To see the 

effects that conversion would have on Xilinx’s financial statements, assume that the bonds are reported 

at their face amount of $600 (in $ millions) and that all of the bonds are subsequently converted into 

19,809,840 shares ({$600 million/$1,000] < 33.0164 shares) of common stock with a par value of 

$0.01 per share. The financial statement effects of the conversion are as follows (Xilinx reports its bal- 
ance sheet in $000s): 

Balance Sheet Income Statement 

Cash Noncash - Liabil- Contrib. Earned Net 

Transaction Asset Assets ities Capital Capital i“ 7 Income \ 

Conversion —600,000 $198 1 
of Long-Term Common v 

convertible = plesk J 
= $599,802 | - = 

debt Additional | 
Paid-In | 
Capital \ 
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Upon conversion, the debt is removed from the balance sheet at its book value ($600 million assumed 
in this case) and the common stock is issued for that amount, resulting in an increase in the Common 
Stock account of $198,000 (assuming 19,809,840 shares issued with a par value of $0.01 per share). 
Additional Paid-In Capital is increased for the remaining amount. No gain or loss (or cash inflow or 
outflow) is recognized as a result of the conversion. 

Convertible Preferred Stock 
Preferred stock can also contain a conversion privilege. Xerox provides an example in its 2010 10-K 
report: 

Series A Convertible Preferred Stock In connection with the acquisition of ACS in February 2010 

(see Note 3 Acquisitions for additional information), we issued 300,000 shares of Series A convertible 

perpetual preferred stock with an aggregate liquidation preference of $300 and a fair value of $349 

as of the acquisition date to the holder of ACS Class B common stock. The convertible preferred 

stock pays quarterly cash dividends at a rate of 8 percent per year and has a liquidation preference 

of $1,000 per share. Each share of convertible preferred stock is convertible at any time, at the option 

of the holder, into 89.8876 shares of common stock for a total of 26,966 thousand shares (reflecting 

an initial conversion price of approximately $11.125 per share of common stock . . .). On or after the 

fifth anniversary of the issue date, we have the right to cause, under certain circumstances, any or all 

of the convertible preferred stock to be converted into shares of common stock at the then applicable 

conversion rate. The convertible preferred stock is also convertible, at the option of the holder, upon 

a change in control, at the applicable conversion rate plus an additional number of shares determined 

by reference to the price paid for our common stock upon such change in control. In addition, upon 

the occurrence of certain fundamental change events, including a change in control or the delisting of 

Xerox’s common stock, the holder of convertible preferred stock has the right to require us to redeem 

any or all of the convertible preferred stock in cash at a redemption price per share equal to the liqui- 

dation preference and any accrued and unpaid dividends to, but not including the redemption date. 

Accounting for the conversion of preferred stock is essentially the same as that for convertible debt that 

we describe above: the preferred stock account is removed from the balance sheet and common stock 

is issued for the dollar amount of the preferred. 

Conversion privileges offer an additional benefit to the holder of a security. That is, debtholders 

and preferred stockholders carry senior positions as claimants in bankruptcy, and also carry a fixed 

interest payment or dividend yield. Thus, they are somewhat protected from losses and their annual 

return is guaranteed. With a conversion privilege, debtholders or preferred stockholders can enjoy the 

residual benefits of common shareholders should the company perform well. 

A conversion option is valuable and yields a higher price for the securities than they would other- 

wise command. However, conversion privileges impose a cost on common shareholders. That is, the 

higher market price received for convertible securities is offset by the cost imposed on the subordinate 

(common) securities. 

One final note, diluted earnings per share (EPS) takes into account the potentially dilutive effect of 

convertible securities. Specifically, the diluted EPS computation assumes conversion at the beginning 

of the year (or when the security is issued if during the year). The earnings available to common shares 

in the numerator are increased by any forgone after-tax interest expense or preferred dividends, and the 

additional shares that would have been issued in the conversion, increase the shares outstanding in the 

denominator (see Module 5). 

Convertible Securities under IFRS 

Unlike GAAP, convertible securities (called eee el financial instruments under IFRS) are split 

into separate debt and equity components. The idea is that the conversion premium is akin to a call 

option on the company’s stock. This embedded option has a value of its own even if it is not legally 

detachable. Thus, under IFRS, the proceeds from the issuance are allocated between the liability 

component (at fair value) and an equity component (the residual amount). 
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GLOBAL ACCOUNTING 
Under IFRS, accounting for equity is similar to that under U.S. GAAP. Following are a few terminol- 

ogy differences: 

U.S.GAAP IFRS 

Common stock Share capital 

Preferred shares Preference shares 

Additional paid-in capital Share premium 

Retained earnings Reserves 

Accumulated other comprehensive income Other equity or Other components of equity 

= Revaluation surplus or Revaluation reserve” 

* In Modules 6 and 7, we noted that certain assets including fixed assets and intangible assets may be revalued upwards (and 

later, revalued downwards) under IFRS. These revaluations do not affect net income or retained earnings but, instead, are reported 

in a separate equity account. For comparative purposes our analysis might exclude revaluations from both equity and the asset 

accounts to which they relate. 

U.S. GAAP has a more narrow definition of liabilities than IFRS. Therefore, more items are classi- 

fied as liabilities under IFRS. For example, some preferred shares are deemed liabilities under IFRS 

and equity under GAAP. (Both systems classify preferred shares that are mandatorily redeemable or 

redeemable at the option of the shareholder, as liabilities.) For comparative purposes, we look at clas- 

sification of preferred shares that are not mandatorily redeemable and make the numbers consistent. To 

do this we add preference shares classified as liabilities under IFRS to equity. 

Treasury stock transactions are sometimes difficult to identify under IFRS because companies 

are not required to report a separate line item for treasury shares on the balance sheet. Instead treasury 

share transactions reduce share capital and share premium. We must review the statement of sharehold- 

ers’ equity to assess stock repurchases for IFRS companies. 

For example, at March 31, 2011, British Telecom (BT) reports the following in the equity section 

of its IFRS balance sheet (in £ millions): 

Ordinary Shares seen ca. eters ti ciirunyeeh Aare ann rac rete £ 408 

Share OreMiUneers reese heer eer cae eae sere 62 

Capital redemption reserve ................ 27 

Othenresenves ae Amey eas Sea iams Se eerie 658 

Retained: CarnninGSwevee-nce on eterays siete ci nenene 770 

Total parent shareholders’ equity.......... £1,925 

Its balance sheet reports no treasury stock line item, but footnotes disclose that the other reserves ac- 

count (£658 million) includes the following: 

ce Treasury 

(£ million) shares 

At 1 April; 2010 ssn crane ete actors cid £(1,105) 

Net issue of treasury shares.............. 27 

Atsi.March:.2011 ciecteek aatiea ters aenk £(1,078) 

The footnote reports that the treasury shares reserve is used to hold BT shares purchased by the com- 

pany. During 2011 the company did not purchase any additional shares but did issue 12,335,580 shares 
from treasury to satisfy obligations under employee share schemes and executive share awards at a cost 
of £27 million . At March 31, 2011, 388,570,539 shares were held as treasury shares at cost. 

Share-based compensation gives rise to timing differences and both IFRS and U.S. GAAP re- 
quire companies to record deferred tax assets. Under IFRS, the deferred tax asset is adjusted each 
period to reflect fluctuations in the market price of equity. These market-value adjustments impact 
the income statement via tax expense. U.S. GAAP computes the deferred tax asset using the grant- 
date fair value and does not adjust for stock price fluctuations. This makes IFRS tax expense more 
volatile. 
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MODULE-END REVIEW 

Assume that Express Scripts, Inc., has issued the following convertible debentures: each $1,000 bond is convert- 
ible into 200 shares of $1 par common. Assume that the bonds were sold at a discount, and that each bond has a 
current unamortized discount equal to $150. Using the financial statements effect template, illustrate the effects 
on the financial statements of the conversion of one of these convertible debentures. 

The solution is on page 9-50. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

Several points must be considered. (1) Buying stock back reduces the number of shares outstanding, which can 

prop up earnings per share (EPS). However, foregone earnings from the cash used for repurchases can dampen 

earnings. The net effect is that EPS is likely to increase because of the reduced shares in the denominator. 

(2) Another motivation is that, if the shares are sufficiently undervalued (in management’s opinion), the stock 

repurchase and subsequent resale can provide a better return than alternative investments. (3) Stock repur- 

chases send a strong signal to the market that management feels its stock is undervalued. This is more cred- 

ible than merely making that argument with analysts. On the other hand, company cash is diverted from other 

investments. This is bothersome if such investments are mutually exclusive either now or in the future. 

DISCUSSION QUESTIONS 

Q9-1. Define par value stock. What is the significance of a stock’s par value from an accounting and 

analysis perspective? 

Q9-2. | What are the basic differences between preferred stock and common stock? What are the typical 

features of preferred stock? 

Q9-3. | What features make preferred stock similar to debt? Similar to common stock? 

Q9-4. | What is meant by preferred dividends in arrears? If dividends are two years in arrears on $500,000 

of 6% preferred stock, and dividends are declared at the end of this year, what amount of total 

dividends must the company pay to preferred shareholders before paying any dividends to common 

shareholders? 

Q9-5. Distinguish between authorized shares and issued shares. Why might the number of shares issued be 

more than the number of shares outstanding? 

Q9-6. Describe the difference between contributed capital and earned capital. Specifically, how can earned 

capital be considered as an investment by the company’s shareholders? 

Q9-7. How does the account “additional paid-in capital” (APIC) arise? Does the amount of APIC reported 

on the balance sheet relative to the common stock amount provide any information about the 

financial condition of the company? 

Q9-8. Define stock split. What are the major reasons for a stock split? 

Q9-9. Define treasury stock. Why might a corporation acquire treasury stock? How is treasury stock 

reported in the balance sheet? 

Q9-10. If a corporation purchases 600 shares of its own common stock at $10 per share and resells them at 

$14 per share, where would the $2,400 increase in capital be reported in the financial statements? 

Why is no gain reported? 

Q9-11. A corporation has total stockholders’ equity of $4,628,000 and one class of $2 par value common 

stock. The corporation has 500,000 shares authorized; 300,000 shares issued; and 40,000 shares as 

treasury stock. What is its book value per share? 
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Cisco Systems, Inc. 

(CSCO) 

Q9-12. 

Q9-13. 

Q9-14. 

Q9-15. 

Q9-16. 

Q9-17. 

Q9-18. 

What is a stock dividend? How does a common stock dividend distributed to common shareholders 

affect their respective ownership interests? 

What is the difference between the accounting for a small stock dividend and the accounting for a 

large stock dividend? 

Employee stock options potentially dilute earnings per share (EPS). What can companies do to offset 

these dilutive effects and how might this action affect the balance sheet? 

What information is reported in a statement of stockholders’ equity? 

What items are typically reported under the stockholders’ equity category of accumulated other 

comprehensive income (AOCI)? 

What is the difference between a spin-off and a split-off? Under what circumstances can either result 

in the recognition of a gain in the income statement? 

Describe the accounting for a convertible bond. Can the conversion ever result in the recognition of 

a gain in the income statement? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M9-19. 

M9-20. 

M9-21. 

M9-22. 

Analyzing and Identifying Financial Statement Effects of Stock Issuances (L071) 

During the current year, Beatty Company, (a) issues 8,000 shares of $50 par value preferred stock at $68 

cash per share and (b) issues 12,000 shares of $1 par value common stock at $10 cash per share. Indicate 

the financial statement effects of these two issuances using the financial statement effects template. 

Analyzing and Identifying Financial Statement Effects of Stock Issuances (07) 

During the current year, Magliolo, Inc., (a) issues 18,000 shares of $10 par value preferred stock at $48 

cash per share and (b) issues 120,000 shares of $2 par value common stock at $37 cash per share. Indi- 

cate the financial statement effects of these two issuances using the financial statement effects template. 

Distinguishing Between Common Stock and Additional Paid-in Capital (97%) 

Following is the 2010 stockholders’ equity section from the Cisco Systems, Inc., balance sheet. 

Shareholders quity ( (in millions, except par value) — 

Preferred stock, no par value: 5 shares authorized; none issued and aeenine ehuceee crea $ — 

Common stock and additional paid-in capital, $0.001 par value: 20,000 shares 

authorized; 5,655 and 5,785 shares issued and outstanding at July 31, 2010, 

and July 25,2009; respectively: ic-4 e 0 war <a Stabe tele sions ISRO aN Ree eee 37,793 

Retained, earningsprueciuancesnat iokeas tn: farcten nk citos spec ichian ever earn aie eee 5,851 

[Xero lng Ul EWeaKo livohunvelr COMMA SKELNELIAENIMSCO ME o voc oono ke nond anon ssnseesaguegonasae 623 

Total, CiscoishareholderseOquityaeracmiatrsire sores saiai retreat enema rane eee arte 44,267 

Noncontrolling interests: = seine Seth PAE eset eS Se ene eee 18 

Total OQUITY Sora a ccece ss tats oe ee ek Rare reeeest a nc tiarel cert Ae eae eae $44,285 

a. For the $37,793 million reported as “common stock and additional paid-in capital,” what portion is 

common stock and what portion is additional paid-in capital? 

b. Explain why Cisco does not report the two components described in part a separately. 

Identifying Financial Statement Effects of Stock Issuance and Repurchase (01) 
On January |, Bartov Company issues 5,000 shares of $100 par value preferred stock at $250 cash 
per share. On March 1, the company repurchases 5,000 shares of previously issued $1 par value 
common stock at $83 cash per share. Use the financial statement effects template to record these two 
transactions. 
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M9-23. Assessing the Financial Statement Effects of a Stock Split (02) 
Medco discloses the following footnote to its 10-K report. Medco Health 

Solutions, Inc. 

. (MHS) 
Stock Split In the first quarter of 2008, we completed a two-for-one stock split, which was 
effected in the form of a 100% stock dividend and distributed on January 24, 2008, to share- 
holders of record at the close of business on January 10, 2008. All share and per share amounts 

have been adjusted for the increase in issued and outstanding shares after giving effect to the 
stock split. 

What restatements has Medco made to its balance sheet as a result of the stock split? 

M9-24. Reconciling Common Stock and Treasury Stock Balances (07) VY) 
Following is the stockholders’ equity section from the Abercrombie & Fitch balance sheet. Abercrombie & Fen 

(ANF) 

Class A common stock—$.01 par value: 150,000 

shares authorized and 103,300 shares issued 

at each of January 29, 2011, and January 30, 2010 ..... $ 1,033 $ 1,033 

Paid=im capita lidar ccnactek. Mepitiar chew eon rns eat iciay cacceues © ope ou: 349,258 339,453 

RetainedcarningS cnr crieiccacaerstemcisteee ais ee heres POTENT 2,183,690 

Accumulated other comprehensive loss, net of tax........ (6,516) (8,973) 

Treasury stock at average cost: 16,054 and 

15,314 shares at January 29, 2011, and 

Vanvalyic0; 201 0sfeSpectively meatier jetaccanee (725,308) (687,286) 

jotalistockholders#equityaeremrsniisaccmiciaraoe are era $1,890,784 $1,827,917 

a. Show the computation to yield the $1,033 balance reported for common stock. 

. How many shares are outstanding at 2011 fiscal year-end? 

c. Use the common stock and paid-in capital accounts to determine the average price at which Aber- 

crombie & Fitch issued its common stock. 

d. Use the treasury stock account to determine the average price Abercrombie & Fitch paid when it 

repurchased its common shares. 

> 

M9-25. Identifying and Analyzing Financial Statement Effects of Cash Dividends (1.02) 

Freid Company has outstanding 6,000 shares of $50 par value, 6% preferred stock, and 40,000 shares of 

$1 par value common stock. The company has $328,000 of retained earnings. At year-end, the company 

declares and pays the regular $3 per share cash dividend on preferred stock and a $2.20 per share cash 

dividend on common stock. Use the financial statement effects template to indicate the effects of these two 

dividend payments. 

M9-26. Identifying and Analyzing Financial Statement Effects of Stock Dividends (02) 

Dutta Corp. has outstanding 70,000 shares of $5 par value common stock. At year-end, the company 

declares and issues a 4% common stock dividend when the market price of the stock is $21 per share. 

Use the financial statement effects template to indicate the effects of this stock dividend declaration and 

payment. 

M9-27. Identifying, Analyzing and Explaining the Effects of a Stock Split (02) 

On September |, Weiss Company has 250,000 shares of $15 par value ($165 market value) common 

stock that are issued and outstanding. Its balance sheet on that date shows the following account balances 

relating to its common stock: 

Commonistocks amen ce seen et ein ciieas $3,750,000 

Paid-in capital in excess of par value........ 2,250,000 

On September 2, Weiss splits its stock 3-for-2 and reduces the par value to $10 per share. 

a. How many shares of common stock are issued and outstanding immediately after the stock split? 

b. What is the dollar balance of the common stock account immediately after the stock split? 

c. What is the likely reason that Weiss Company split its stock? 
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NCR Corp. (NCR) 

Viacom, Inc. (VIA) 

Altria Group, Inc. 

(MO) 

M9-28. Determining Cash Dividends to Preferred and Common Shareholders (2) 

M9-29. 

M9-30. 

M9-31. 

M9-32. 

Dechow Company has outstanding 20,000 shares of $50 par value, 6% cumulative preferred stock and 

80,000 shares of $10 par value common stock. The company declares and pays cash dividends amount- 

ing to $160,000. 

a. If there are no preferred dividends in arrears, how much in total dividends, and in dividends per share, 

does Dechow pay to each class of stock? 

b. If there are one year’s dividends in arrears on the preferred stock, how much in total dividends, and 

in dividends per share, does Dechow pay to each class of stock? 

Reconciling Retained Earnings (_2) 

Use the following data to reconcile the 2012 retained earnings for Bamber Company (that is, explain the 

change in retained earnings during the year). 

Total retained earnings, December 31, 2011.... 

Stock dividends declared and paid in 2012 

Cash dividends declared and paid in 2012..... 35,000 

Netiincometor 20]: 23s ier eee cee 94,000 

Interpreting a Spin-Off Disclosure (1.03) 

NCR Corporation discloses the following in notes to its 2007 10-K report. 

Spin-off of Teradata Data Warehousing Business On September 30, 2007, NCR completed 

the spin-off of its Teradata Data Warehousing business through the distribution of a tax-free 

dividend to its stockholders. NCR distributed one share of common stock of Teradata Corpora- 

tion (Teradata) for each share of NCR common stock to NCR stockholders of record as of the 

close of business on September 14, 2007. Upon the distribution of Teradata, NCR stockholders 

received 100% (approximately 181 million shares) of the common stock of Teradata, which is 

now an independent public company trading under the symbol “TDC” on the New York Stock 

Exchange. 

a. Describe the difference between a spin-off and a split-off. 

b. What effects did NCR’s spin-off of Teradata have on NCR’s balance sheet and income statement? 

Interpreting a Proposed Split-Off Disclosure (_ 9) 

Viacom, Inc., reports the following footnote in its 2005 10-K. 

Discontinued Operations In 2004, Viacom completed the exchange offer for the split-off of 

Blockbuster Inc. (“Blockbuster”) (NYSE: BBI and BBI.B). Under the terms of the offer, Viacom 

accepted 27,961,165 shares of Viacom common stock in exchange for the 144 million common 

shares of Blockbuster that Viacom owned. Each share of Viacom Class A or Class B common 

stock accepted for exchange by Viacom was exchanged for 5.15 shares of Blockbuster com- 

mon stock, consisting of 2.575 shares of Blockbuster Class A common stock and 2.575 shares 

of Blockbuster Class B common stock. 

a. Describe the accounting for a split-off. 

b. How will the proposed split-off affect the number of Viacom shares outstanding? 

*. Under what circumstances will Viacom be able to report a gain for this proposed split-off? 

Interpreting Disclosure Related to Spin-Off (1.09) 

Altria reports the following footnote to its 2008 10-K. 

On March 28, 2008, Altria Group, Inc. distributed all of its interest in Philip Morris International 
Inc. (“PMI”) to Altria Group, Inc. stockholders of record as of the close of business on March 19, 
2008, in a tax-free distribution. Altria Group, Inc. distributed one share of PMI common stock 
for every share of Altria Group, Inc. common stock outstanding as of the PMI Record Date. 
Following the PMI Distribution Date, Altria Group, Inc. does not own any shares of PMI stock. 
Altria Group, Inc. has reflected the results of PMI prior to the PMI Distribution Date as discon- 
tinued operations on the consolidated statements of earnings and the consolidated statements 

continued 
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of cash flows for all periods presented. The assets and liabilities related to PMI were reclassi- 
fied and reflected as discontinued operations on the consolidated balance sheet at December 
31, 2007. The distribution resulted in a net decrease to Altria Group, Inc.’s total stockholders’ 
equity of $14.4 billion on the PMI Distribution Date. 

a. Describe the accounting for a spin-off. 

b. What effects did this transaction have on Altria’s balance sheet and income statement? 

Analyzing Financial Statement Effects of Convertible Securities (1.09) 

JetBlue Airways Corporation reports the following footnote to its 2005 10-K. 

In March 2005, we completed a public offering of $250 million aggregate principal amount of 

3%4% convertible unsecured debentures due 2035, which are currently convertible into 14.6 

million shares of our common stock at a price of approximately $17.10 per share. 

a. Describe the effects on JetBlue’s balance sheet if the convertible bonds are converted. 

b. Would the conversion affect earnings? Explain. 

EXERCISES 

E9-34, 

E9-35. 

E9-36. 

Identifying and Analyzing Financial Statement Effects of Stock Transactions 

Lipe Company reports the following transactions relating to its stock accounts in the current year. 

{LO1} 

Feb. 20 Issued 10,000 shares of $1 par value common stock at $25 cash per share. 

Feb. 21 Issued 15,000 shares of $100 par value, 8% preferred stock at $275 cash per share. 

June 30 Purchased 2,000 shares of its own common stock at $15 cash per share. 

Sep. 25 Sold 1,000 shares of its treasury stock at $21 cash per share. 

Use the financial statement effects template to indicate the effects from each of these transactions. 

Identifying and Analyzing Financial Statement Effects of Stock Transactions 

MeNichols Corp. reports the following transactions relating to its stock accounts in the current year. 

{LO1)} 

Jan. 15 Issued 25,000 shares of $5 par value common stock at $17 cash per share. 

Jan. 20 Issued 6,000 shares of $50 par value, 8% preferred stock at $78 cash per share. 

Mar. 31 Purchased 3,000 shares of its own common stock at $20 cash per share. 

June 25 Sold 2,000 shares of its treasury stock at $26 cash per share. 

July 15 Sold the remaining 1,000 shares of treasury stock at $19 cash per share. 

Use the financial statement effects template to indicate the effects from each of these transactions. 

Analyzing and Computing Average Issue Price and Treasury Stock Cost 

Following is the stockholders’ equity section from the Campbell Soup Company balance sheet. 

Shareowners’ Equity (millions, except per share amounts) August 1, 2010 

Preferred stock: authorized 40 shares; none issued ........... $ — 

Capital stock, $.0375 par value; authorized 560 shares; 

ISSuediD42 SHALCS a ueye sistas Sela oeeee ene. aepmmaelatas Spc eh 20 

Additional oaicaimiGa pital lemmas rtcnaehetapel aucteas halt -yenicra aye 341 

Earnings retained inthe business ................+-------- 8,760 

GapitalistockaimileasUiy gel COS tre metic ie reten i reer ee eet rar (7,459) 

Accumulated other comprehensive loss ............-...505- (736) 

Total Campbell Soup Company shareowners’ equity .......... 926 

Nencontrollingnntenes terenser tn tcst ete cterstdi ere eneten inch eas sii 3 

TACO 0 oo sero aod nemogeponche oh ouOne opp omgo gant $ 929 

Campbell Soup Company also reports the following statement of stockholders’ equity. 

July 2, 2009 - 

JetBlue Airways 

Corporation (JBLU) 

@ 
Campbell Soup (CPB) 
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Capital Business — 
Bre 

Balance at August 2, 2009......... 542 $20 (199) $(7,194) $332 $8,288 $(718) $ 3 $731 

Comprehensive income (loss) 

Netiearnings Mareen teeccme te cree 844 = 844 

Foreign currency translation 

adjustments, net of tax......... 39 = 39 

Cash-flow hedges, net of tax..... 2 2 

Pension and postretirement (59) (59) 

benefits) netioitaxcmme rs miracnrr — ——= 

Other comprehensive (18) (18) 

income: (lOSS)eercraseeentere erate ee = = 

Total comprehensive income (loss) . . 826 

Dividends ($1.075 per share) ....... (372) (372) 

Treasury stock purchased ......... (14) (472) (472) 

Treasury stock issued under 

management incentive and 

StOCKOPIOMPIANS eee acer i 207 9 boost 216 

Balance at August 1,2010......... 542 $20 (206)  $(7,459) $341 $8,760 $(736) $3 $929 | 

a. Show the computation, using par value and share numbers, to arrive at the $20 million in the common 

stock account. 

b. At what average price were the Campbell Soup shares issued? 

Reconcile the beginning and ending balances of retained earnings. 

d. Campbell Soup reports a $39 gain as part of Accumulated Other Comprehensive Income relating 

to foreign currency translation adjustments. Explain what foreign currency translation adjustments 

represent. What effect did foreign currency translation adjustments have on net earnings for the 

year? 

e. Campbell Soup reports an increase in stockholders’ equity relating to the exercise of stock options 

(titled “Treasury stock issued under management incentive and stock option plans”). This transac- 

tion involves the purchase of common stock by employees at a preset price. Describe how this set of 

transactions affects stockholders’ equity. 

f. Describe the transaction relating to the “Treasury stock purchased” line in the statement of stockhold- 

ers’ equity. 

“ 

E9-37. Analyzing Cash Dividends on Preferred and Common Stock (102) 

Moser Company began business on March |, 2010. At that time, it issued 20,000 shares of $60 par value, 

7% cumulative preferred stock and 100,000 shares of $5 par value common stock. Through the end of 

2012, there has been no change in the number of preferred and common shares outstanding. 

a. Assume that Moser declared and paid cash dividends of $0 in 2010, $183,000 in 2011, and $200,000 

in 2012. Compute the total cash dividends and the dividends per share paid to each class of stock in 
2010, 2011, and 2012. 

b. Assume that Moser declared and paid cash dividends of $0 in 2010, $84,000 in 2011, and $150,000 

in 2012. Compute the total cash dividends and the dividends per share paid to each class of stock in 

2010, 2011, and 2012. 

iY) E9-38. Analyzing Cash Dividends on Preferred and Common Stock (0) 

Potter Company has outstanding 15,000 shares of $50 par value, 8% preferred stock and 50,000 shares 

of $5 par value common stock. During its first three years in business, it declared and paid no cash divi- 

dends in the first year, $280,000 in the second year, and $60,000 in the third year. 

a. If the preferred stock is cumulative, determine the total amount of cash dividends paid to each class 
of stock in each of the three years. 

b. If the preferred stock is noncumulative, determine the total amount of cash dividends paid to each 
class of stock in each of the three years. 
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E9-39. Analyzing and Computing Issue Price, Treasury Stock Cost, and Shares Outstanding {1.0 4) 
Following is the stockholders’ equity section from Altria’s 2010 balance sheet. Altria Group, Inc. 

(MO) 

Common stock, par value $0.33'/s per share 

Additional: DaldciniGapital menwos qe tetss +. tie eh wa eorns eee eines ae at nee eee. 

SEVMUMNS RENMEI Cle) MUMS OUISINESS; . och amb e de cop hnoasnesaubacandasoecuoneuer 

Accumulated) OthheGicomprehemsive |OSSCS mms m arin miei trie ewelist ain east en ren rene 

COS! Gi (lOUiRel Ne Sael Stores (Al, QAR si] SaeES I ZOO) on nccconsavcoceucuccrsupoe (23,469) 

Total stockholders’ equity attributable to Altria Group, Inc..............0.0 eee eeaee 5,192 

Noncontrollingiinterests itest a <tyeetwaripiis Geese hen cel di pochenet alicia iets So sie nee ee mete tw 3 

slotalStOCkholdersrequitygetsn conte cement 1c esh Mere tean tna Rie an ere OE era $ 5,195 

. Show the computation to derive the $935 million for common stock. 

. At what average price has Altria issued its common stock? 

How many shares of Altria common stock are outstanding as of December 31, 2010? 

. At what average cost has Altria repurchased its treasury stock as of December 31, 2010? 

Why would a company such as Altria want to repurchase $23,469 million of its common stock? 

What does the Noncontrolling Interests account of $3 million represent? Ma aosces 

E9-40. Analyzing Cash Dividends on Preferred and Common Stock (.°2) 

Skinner Company began business on June 30, 2010. At that time, it issued 18,000 shares of $50 par 

value, 6% cumulative preferred stock and 90,000 shares of $10 par value common stock. Through the 

end of 2012, there has been no change in the number of preferred and common shares outstanding. 

a. Assume that Skinner declared and paid cash dividends of $63,000 in 2010, $0 in 2011, and $378,000 

in 2012. Compute the total cash dividends and the dividends per share paid to each class of stock in 

2010, 2011, and 2012. 

b. Assume that Skinner declared and paid cash dividends of $0 in 2010, $108,000 in 2011, and $189,000 

in 2012. Compute the total cash dividends and the dividends per share paid to each class of stock in 

2010, 2011, and 2012. 

E9-41. Identifying and Analyzing Financial Statement Effects of Dividends §.°2) 

Chaney Company has outstanding 25,000 shares of $10 par value common stock. It also has $405,000 of 

retained earnings. Near the current year-end, the company declares and pays a cash dividend of $1.90 per 

share and declares and issues a 4% stock dividend. The market price of the stock the day the dividends 

are declared is $35 per share. Use the financial statement effects template to indicate the effects of these 

two separate dividend transactions. 

E9-42. Identifying and Analyzing Financial Statement Effects of Dividends (02) 

The stockholders’ equity of Pagach Company at December 31, 2011, appears below. 

Common stock, $10 par value, 200,000 shares authorized; 

80 000 Shares isSueC anc OUTStaMCinG ier tereiesieiett cet aetna $800,000 

Paid=in capitaliin'excessiofipanValuey.. ikea. cee 0s sce sme oem eee 480,000 

REtaineG"SArniNGS tiene epcters ites aianralles stews oneal teuyaier are, sto iataniel ne iteley 305,000 

During 2012, the following transactions occurred: 

May 12 Declared and issued a 7% stock dividend; the common stock market value was $18 

per share. 

Dec. 31 Declared and paid a cash dividend of 75 cents per share. 

a. Use the financial statement effects template to indicate the effects of these transactions. 

b. Reconcile retained earnings for 2012 assuming that the company reports 2012 net income of 

$283,000. 
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(/) E9-43. 

Caterpillar Inc. 

(CAT) 

E9-44. 

E9-45. 

Identifying and Analyzing Financial Statement Effects of Dividends (92) 

The stockholders’ equity of Kinney Company at December 31, 2011, is shown below. 

5% preferred stock, $100 par value, 10,000 shares authorized; 

4,000 shares issued and outstanding..........-.+--++++eeeeees $ 400,000 

Common stock, $5 par value, 200,000 shares authorized; 

50,000 shares issued and outstanding...........--.--++--+-+++es 250,000 

Paid-in capital in excess of par value—preferred stock.............. 40,000 

Paid-in capital in excess of par value—common stock.............- 300,000 

Retainedkeariings eraapeiees ele cotta. ater Rs feteier ster cele aon netS at 656,000 

Totalistockholders#equityaee seme ene tens eet einen eeeeerer $1,646,000 

The following transactions, among others, occurred during 2012: 

Apr. 1 Declared and issued a 100% stock dividend on all outstanding shares of common 

stock. The market value of the stock was $11 per share. 

Dec. 7 Declared and issued a 3% stock dividend on all outstanding shares of common 

stock. The market value of the stock was $14 per share. 

Dec. 20 Declared and paid (1) the annual cash dividend on the preferred stock and (2) a cash 

dividend of 80 cents per common share. 

a. Use the financial statement effects template to indicate the effects of these separate transactions. 

b. Compute retained earnings for 2012 assuming that the company reports 2012 net income of $253,000. 

Identifying, Analyzing and Explaining the Effects of a Stock Split (02) 

On March | of the current year, Zhang Company has 400,000 shares of $20 par value common stock that are 

issued and outstanding. Its balance sheet shows the following account balances relating to common stock. 

Common stocker see ween ee eee $8,000,000 

Paid-in capital in excess of par value........ 3,400,000 

On March 2, Zhang Company splits its common stock 2-for-1 and reduces the par value to $10 per share. 

a. How many shares of common stock are issued and outstanding immediately after the stock split? 

b. What is the dollar balance in the common stock account immediately after the stock split? 

c. What is the dollar balance in the paid-in capital in excess of par value account immediately after the 

stock split? 

Analyzing and Computing Issue Price, Treasury Stock Cost, and Shares Outstanding (07%) 

Following is the stockholders’ equity section of the 2010 Caterpillar Inc., balance sheet. 

Stockholders’ Equity ($ millions) 2010 2009 2008 

Common stock of $1.00 par; Authorized shares: 2,000,000,000; 

Issued shares (2010, 2009 and 2008—814,894,624) 

At Pald-in AMOUN tr eee phobic seared ome Remey ice tevaraccsiele Rae eae $ 3,888 $ 3,439 $ 3,057 

Treasury stock (2010—176,071,910 shares; 2009—190,171,905 

shares; 2008 —213;367,988' shares) at COst), (25.0 ..sc0eensss ese (10,397) (10,646) (11,217) 

Proline mployveciinnthOnoUSi In SS ameme rer mi carien tiene eye ne aren ta ies 21,384 19,711 19,826 

Accumulated other comprehensive income (loss)................- (4,051) (3,764) (5,579) 

INiofaleeln ce MG MIMERSEMS con casononaaoopsanaunhuaeweeed yaa oy 40 83 103 

Total stockholders’ equity............ 0.0.0.0. cece eee eae $10,864 $ 8,823 $ 6,190 

a. How many shares of Caterpillar common stock are outstanding at year-end 2010? 

b. What does the phrase “at paid-in amount” in the stockholders’ equity section mean? 

c. At what average cost has Caterpillar repurchased its stock as of year-end 2010? 

d. Why would a company such as Caterpillar want to repurchase its common stock? 
e. Explain how CAT’s “issued shares” remains constant over the three-year period while the dollar 

amount of its common stock account increases. 
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E9-46. Analyzing Equity Changes from Convertible Preferred Stock (02) 
Xerox reports the following stockholders’ equity information in its 10-K report. Xerox Corporation 

(XRX) 

Polen ie a 

Series C mandatory convertible preferred stock ..............cccceceeeeeeeee $ — $ 889 
Common stock, including additional paid-in capital. .............. cc ee eeeeeee 4,666 4,741 

IReaSUrViStOCKmaAliCOSt eens tant mn Stents Mab at sty rE ehe bar anengSes tay) crore tCrA sti (141) (203) 

Retainedkearmingsweaepprenys Westap-tocer Suey cri: o@yeteergitr tps UeeNadyi die Mik ceek ers Seta ca 4,202 3,021 

Accumulated:other.compretiensive loss Wis. +1 ackateran aves as seucen meee (1,647) (1,240) 

Balancerat Decembenciy 20 05mysei mer miata tats nna 945,106 $945 $3,796 (13,917) $ (203) $3,021 $(1,240) $6,319 

Net iIncomebina. «osunici eee ae hee oe they ma ae Met eens 1,210 1,210 

WERE WC CIEE Ss naaucocanvodasdoeansouacueuuos 485 485 

Minimein: pension liability aerpecsieiee rite iene iel en reenter ae 131 131 

Otheruntealizedigains emer aac oe atone aera 1 1 

Comprehensiverincomescmes.ceieuh eile) acetone oe $1,827 

Adjustment to initially apply EASINOm SSsnetametea eet eecnie (1,024) (1,024) 

Stock option and incentive plans, net .................... 10,256 14 156 167 

Series C mandatory convertible preferred stock 

dividends ($6:25penshare)se aces os ccctictes cet nares aie (29) (29) 

Series C mandatory convertible preferred stock conversion. . . 74,797 75 814 889 

Payments to acquire treasury stock. .................-00- (70,111) (1,069) (1,069) 

Cancellationioftreasufy; SlOCK a cneryanr- sears a edare eettrerer lone (75,665) (75) (1,056) eno OOO mman leat oil — 

Ot er seer crim oaparecateiatnite gets sone nsliaecafeds, Sctsve ious cunletwieiaro.e: sepia 74 — 

Balance. Decembern3 12006 sence ace tac ke cane asa 954,568 $956 $3,710 (8,363) $ (141) $4,202 $(1,647) $7,080 

Preferred Stock As of December 31, 2006, we had no preferred stock shares outstanding and 

one class of preferred stock purchase rights. We are authorized to issue approximately 22 mil- 

lion shares of cumulative preferred stock, $1.00 par value. 

Series C Mandatory Convertible Preferred Stock Automatic Conversion: |n July 2006, 9.2 

million shares of 6.25% Series C Mandatory Convertible Preferred Stock were converted at 

a rate of 8.1301 shares of our common stock, or 74.8 million common stock shares. The re- 

corded value of outstanding shares at the time of conversion was $889. The conversion oc- 

curred pursuant to the mandatory automatic conversion provisions set at original issuance of 

the Series C Preferred Stock. As a result of the automatic conversion, there are no remaining 
outstanding shares of our Series C Mandatory Convertible Preferred Stock. 

Common Stock We have 1.75 billion authorized shares of common stock, $1 par value. At De- 

cember 31, 2006, 106 million shares were reserved for issuance under our incentive compensa- 

tion plans, 48 million shares were reserved for debt to equity exchanges, 15 million shares were 

reserved for the conversion of the Series C Mandatory Convertible Preferred Stock and 2 million 

shares were reserved for the conversion of convertible debt. The 15 million shares reserved 

for the conversion of the Series C Mandatory Convertible Preferred Stock are expected to be 

released in 2007, since conversion was completed in 2006. 

Se ROSE RS RRR TE ORR Tw 

Required 

a. At December 31, 2005, Xerox reports $889 million of 6.25% Series C Mandatory Convertible Pre- 

ferred stock. What is the dollar amount of dividends that Xerox must pay on this stock (assume a par 

value of $100 per share)? Some have argued that securities such as this are more like debt than equity. 

What is the basis for such an argument? 

b. Describe the effects of conversion of the Series C Mandatory Convertible Preferred stock during 

2006 on Xerox’s balance sheet and its income statement. 

c. What is the benefit, if any, to Xerox of issuing equity securities with a conversion feature? How are 

these securities treated in the computation of earnings per share (EPS)? 
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E9-47. Analyzing and Computing Issue Price, Treasury Stock Cost, and Shares Outstanding (1.0) MarcleComine: Following is the stockholders’ equity and minority interest sections of the 2010 Merck & Co., Inc., 
(MRK) balance sheet. 

Common stock, $0.50 par value; Authorized—6,500,000,000 shares 

Issued—3,576,948,356 shares—2010........ 0-6 eee eee ee ees $ 1,788 

Otherpaid=inicapitalameee.s cerry ars creteteter ee ietererte eter cate aeon- tena Cor 40,701 

Retained: CarninGSiaccoic ceveus cnc ste ete temereteliode urataieleleverace neo yela etna 37,536 

Accumulated other comprehensive loss .......-.-----+ee+eeeeeeeeeee (3,216) 

76,809 

Less treasury stock, at cost; 494,841,533 shares—2010 ............... 22,433 

Total Merck & Co., Inc. stockholders’ equity...................------ 54,376 

Noncontrollingiinterests memrnts srisrremire tte sceheneiett-ne) kainic a epee eeieedion 2,429 

ALeleclieq(e UN Tae Pee Rn men RN at) Pe ee Mom cant ue coon $56,805 

. Show the computation of the $1,788 million in the common stock account. 

. At what average price were the Merck common shares issued? 

. At what average cost was the Merck treasury stock purchased? 

. How many common shares are outstanding as of December 31, 2010? ao S&S 8 

PROBLEMS 

P9-48. Identifying and Analyzing Financial Statement Effects of Stock Transactions (1.07%) 

The stockholders’ equity section of Gupta Company at December 31, 2011, follows: 

8% preferred stock, $25 par value, 50,000 shares authorized; 

6;800ishares issued and Outstancing seesetecnse epee teten-t-te etait $170,000 

Common stock, $10 par value, 200,000 shares authorized; 

20,000 'Shares|issued and outstandinGia.. ste eee eee: 500,000 

Paid-in capital in excess of par value—preferred stock.............. 68,000 

Paid-in capital in excess of par value—common stock.............. 200,000 

Retainediearnings aie r-cemic a ticre oie te crane. oa seonoueee eee eee tarencre treme 270,000 

During 2012, the following transactions occurred: 

Jan. 10 Issued 28,000 shares of common stock for $17 cash per share. 

Jan. 23 Repurchased 8,000 shares of common stock at $19 cash per share. 

Mar. 14 Sold one-half of the treasury shares acquired January 23 for $21 cash per share. 

July 15 Issued 3,200 shares of preferred stock for $128,000 cash. 

Noy. 15 Sold 1,000 of the treasury shares acquired January 23 for $24 cash per share. 

Required 

a. Use the financial statement effects template to indicate the effects from each of these transactions. 

b. Prepare the December 31, 2012, stockholders’ equity section of the balance sheet assuming the com- 

pany reports 2012 net income of $59,000. 

P9-49. Identifying and Analyzing Financial Statement Effects of Stock Transactions (1.0%, 2) 

The stockholders’ equity of Sougiannis Company at December 31, 2011, follows: 

7% Preferred stock, $100 par value, 20,000 shares authorized; 

S,0O0lshanresiisstiodiahiGiourstancliiGmmmnemnn ei riekaee tenner nner ens $ 500,000 

Common stock, $15 par value, 100,000 shares authorized; 

40,000 shares issued and outstanding......................... 600,000 

Paid-in capital in excess of par value—preferred stock.............. 24,000 

Paid-in capital in excess of par value—common stock.............. 360,000 

Retained:earnings «5.5 zt Acai ee te sie erence neem see Ay cere 325,000 

otalistockholdersequity eam emrcreeener tie a ctiern ates en $1,809,000 
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The following transactions, among others, occurred during the following year: 

Jan. 12 Announced a 3-for-1 common stock split, reducing the par value of the common 

stock to $5 per share. The authorized shares were increased to 300,000 shares. 

Sept. 1 Repurchased 10,000 shares of common stock at $10 cash per share. 

Oct. 12 Sold 1,500 treasury shares acquired September | at $12 cash per share. 

Nov. 21 Issued 5,000 shares of common stock at $21 cash per share. 

Dec. 28 Sold 1,200 treasury shares acquired September | at $9 cash per share. 

Required 

a. Use the financial statement effects template to indicate the effects from each of these transactions. 

b. Prepare the December 31, 2012, stockholders’ equity section of the balance sheet assuming that the 

company reports 2012 net income of $83,000. 

Identifying and Analyzing Financial Statement Effects of Stock Transactions (0%) /) 

The stockholders’ equity of Verrecchia Company at December 31, 2011, follows: 

Common stock, $5 par value, 350,000 shares authorized; 

150,000 shares issued and outstanding......................5- $750,000 

Pile iM Geol MN GES Clee VW WAU. oc coosuemssodubosanccacuoos 600,000 

Retainedearningsé= ap vsctane re cere a nine meteor aan 346,000 

During 2012, the following transactions occurred: 

Jan. 5 Issued 10,000 shares of common stock for $12 cash per share. 

Jan. 18 Repurchased 4,000 shares of common stock at $14 cash per share. 

Mar. 12 Sold one-fourth of the treasury shares acquired January 18 for $17 cash per share. 

July 17 Sold 500 shares of treasury stock for $13 cash per share. 

Oct. 1 Issued 5,000 shares of 8%, $25 par value preferred stock for $35 cash per share. This 

is the first issuance of preferred shares from the 50,000 authorized preferred shares. 

Required 

a. Use the financial statement effects template to indicate the effects of each transaction. 

b. Prepare the December 31, 2012, stockholders’ equity section of the balance sheet assuming that the 

company reports net income of $72,500 for the year. 

Identifying and Analyzing Financial Statement Effects of Stock Transactions (1.07, 2) 

Following is the stockholders’ equity of Dennis Corporation at December 31, 2011: 

8% preferred stock, $50 par value, 10,000 shares authorized; 

7000ishares! issued andioutstancingmermenca serail ten) eels $ 350,000 

Common stock, $20 par value, 50,000 shares authorized; 

25,000ishares:issued/andioutstancinc smrcnicieitenneters retrain erratic 500,000 

Paid-in capital in excess of par value—preferred stock.............. 70,000 

Paid-in capital in excess of par value—common stock.............. 385,000 

Retained eanninGs oe cts en cin etetste eras ntienareisucin cists ahcrs wince: aera. ene 238,000 

TotalistockholderssequitVeemercacmt crmarrce erica ekeoyac unas reuse $1,543,000 

The following transactions, among others, occurred during 2012: 

Jan. 15 Issued 1,000 shares of preferred stock for $62 cash per share. 

Jan. 20 Issued 4,000 shares of common stock at $36 cash per share. 

May 18 Announced a 2-for-1 common stock split, reducing the par value of the common 

stock to $10 per share. The number of shares authorized was increased to 100,000 

shares. 

June 1 Issued 2,000 shares of common stock for $60,000 cash. 

Sept. 1 Repurchased 2,500 shares of common stock at $18 cash per share. 

Oct. 12 Sold 900 treasury shares at $21 cash per share. 

Dec. 22 Issued 500 shares of preferred stock for $59 cash per share. 

Required 

Use the financial statement effects template to indicate the effects of each transaction. 

9-40 
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VV) P9-52. Analyzing and Interpreting Equity Accounts and Comprehensive Income (02) 

Following is the shareholders’ equity section of the 2010 balance sheet for Procter & Gamble Com- 

pany and its statement of shareholders’ equity. 
The Procter & Gamble 

Company (PG) 

Shareholders’ Equity 

Convertible Class A preferred stock, stated value $1 per share 

(600'sharesjauthorized) same eens ereeicitrn nO etoile keecl ey ores eseeere $ 1,277 $1,324 

Non-Voting Class B preferred stock, stated value $1 per share 

(200\sharestauthorized) tase este mete etree te ceeds Veet neuen — _— 

Common stock, stated value $1 per share (10,000 shares authorized; 

shares issued: 2010—4,007.6, 2009—4,007.3).....................-. 4,008 4,007 

Additional:paid=inreapital Samer se sack ack eel okentte i ceed nar ace. narlee eer 61,697 61,118 

Reserve fon ESOP debtiretirememntaes cnc cupercueteieterencte eaiete eiterts tr) ol states aie (1,350) (1,340) 

Accumulated other comprehensive income (loSS)........-.--.++-+-+++0+- (7,822) (3,358) 

Treasury stock, at cost (shares held: 2010—1,164.1, 2009—1,090.3)........ (61,309) (55,961) 

RetainediearnindSatsaccscercrss toe ccinic: sonra oheraotis cycnere Gictenctetel ccna meee eu aes 64,614 57,309 

Noncontrolling'interesti. terete ee tcios on sie e oer Sete me see ere steetencts = 324 283 

otalishareholderszecuity mn. rsee cutee eter tet rc se nay onc mee Mee peme oee renee $61,439 $63,382 

Balance June 30, 2009........... 2,917,035 $4,007 $1,324 $61,118 $(1,340) $(3,358) $283  $(65,961) $57,309 $63,382 

NetioarmingStrcrrescccnts ccrscnccre a ctece 12,736 12,736 

Other comprehensive income: 

Financial statement translation. . . (4,194) (4,194) 

Hedges and investment 

securities, net of $520 tax... .. 867 867 

Defined benefit retirement plans, 

NERO MMEMES . ooccesnodser (1,137) (1,137) 

Total comprehensive income ... . $8,272 

Dividends to shareholders: 

Gomimontaeres. ceucererer ns scharee (5,239) (5,239) 

Preferred, net of tax benefits ... . (219) (219) 

Treasury purchases ............. (96,759) (6,004) (6,004) 

Employee plan issuances......... 17,616 1 574 616 1,191 

Preferred stock conversions....... 5,579 (47) if 40 — 

ESORidebtimpactSianeemrr rein (10) 27 17 

Noncontrolling interest....... (2) 41 39 

Balance June 30, 2010........... 2,843,471 $4,008 $1,277 $61,697 $(1,350) $(7,822) $324  $(61,309) $64,614 $61,439 

Required 

a. What does the term convertible (in reference to the company’s Class A preferred stock) mean? 
b. How many shares of common stock did Procter & Gamble issue when convertible Class A preferred 

stock was converted during fiscal 2010? 
c. Describe the transactions relating to employee plan issuances. At what average price was the com- 

mon stock issued as of year-end 2010? 

d. What is other comprehensive income? What is the accumulated other comprehensive income ac- 
count? Explain. 

e. What cash dividends did Procter & Gamble pay in 2010 for each class of stock? 
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P9-53. Analyzing and Interpreting Equity Accounts and Accumulated Other Comprehensive 
Income [{.02) 
Following is the stockholders’ equity section of Fortune Brands balance sheet and its statement of Fortune Brands, Inc. 
stockholders’ equity. (FO) 

Stockholders’ Equity 

S2.07-Converibie preterred. StOCK it5 (ha. Seed Rie od gon cede pe ee $ 4.9 $ 52 

Common stock, par value $3.125 per share, 234.9 shares issued ........ 734.0 734.0 

Paid=iniGapitalllte senor aera eretae Paani tea Sant nee APL ERI tenet eat 820.2 755.6 

Accumulated! othemcomprenensivellossse see seein ane ene (172.0) (211.8) 

Retained Carn ind Sucnesmnmrc peace g tere wetter hs erat aten tin sts bans eee 7,499.3 7,135.4 

SIREASUTV;StOCK Mat COST tment ard niet Ion eal eh chine eet hine an 2 eect es (S527 523) (3,326.0) 

lotalibortune Brandsistockholders# CquitVann ate teen 5,67 1a 5,092.4 

NOMCONtrOlINGHINTEreStSteeteeinan eterna einen 8s ceetiyee rena Lerner RATE eats 16.9 138 

otal OCuILy deminer arnt fu pheeeirnrtat ate rene Oh Pees sine) asain: Sam aS $5,688.0  $5,105.7 

Balancerat Decembensile2 000 earns aici erence $5.2 $734.0 $755.6 $(211.8) $7,135.4 $(3,326.0) $13.3 $5,105.7 

Comprehensive income 

NORINCOMGP ee wetrairat Soma rent ol serra rl saieee eens _— = = _— 487.6 = 8.4 496.0 

Translation adjustments (net of tax expense of 

SAT OMMUUOM arte erie ascesretie eta cic sais moh ee este oe — — — 26.0 — — _ 26.0 

Derivative instruments (net of tax benefit of 

$1.5 million) — — — 2.8 — _ 2.8 

Pension and postretirement benefit adjustments 

(net of tax expense of $8.1 million)................. _ —_— — 11.0 = = — leo) 

fotalicomprenensivelmCOMe were wsictereemt ety sesh eneieearey eich — — — 39.8 487.6 —_ 8.4 535.8 

Dividends paid to noncontrolling interests............... — _ _ —_ = — (4.8) (4.8) 

Dividends ($0.76 per Common share and 

So evapen pretered share) ieee atc: cose eee ae = — — — (116.2) — aes (116.2) 

Shares issued from treasury stock for 

benefit plans S76 —_— 61.4 _— 67.1 

StOCK-DAsediCOMPENSALOM armicray-fackctensze uate Us (oe ueliefe eee — — Sbe2 _— (7.5) 46.6 —_— 94.3 

Tax benefit on exercise of stock options ................ = = 6.1 — — — oS 6.1 

Gonversiomor Pretend) StOC Kees tate oleate erate qmeretersierveeiere (0.3) — (2.4) — = Deve == = 

BalanceratiDecembensils 2OdO) Sore erence ee sjerese eel ai eteer $49 $734.0 $820.2 $(172.0) $7,499.3 $(3,215.3) $16.9  $5,688.0 

Required 

a. Explain the “$2.67” component of the convertible preferred stock account title. 

b. Show (confirm) the computation that yields the $734.0 million common stock at year-end 2010. 

c. Assuming that the convertible preferred stock was sold at par value, at what average price were For- 

tune Brands’ common shares issued as of year-end 2010? 

d. What is included in Fortune Brands’ other comprehensive income for 2010? What other items are 

typically included in other comprehensive income? 

e. Explain the $6.1 million tax benefit on exercise of stock options, reported in the statement of stock- 

holders’ equity. 

P9-54. Interpreting Footnote Disclosure on Convertible Debentures (1.032) 

Alloy, Inc., reports the following footnote related to its convertible debentures in its 2007 10-K ($ thousands). Alloy, Inc. (ALOY) 

In August 2003, Alloy completed the issuance of $69,300 of 20-Year 5.375% Senior Convert- 

ible Debentures due August 1, 2023. If converted, bondholders would currently receive 29.851 

shares of Alloy common for each $1,000 face amount bond. Alloy continues to be responsible 

for repaying the Convertible Debentures in full if they are not converted into shares of Alloy 

continued 
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continued from prior page 

P9-55. 

Northrop Grumman 

Corp. (NOC) 

/) P9-56. 

common stock. If not previously converted to common stock, Alloy may redeem the Con- 

vertible Debentures after August 1, 2008 at 103% of their face amount from August 1, 2008 

through December 31, 2008 and at declining prices to 100% in January 2011 and thereafter, 

with accrued interest. From August 30, 2006 through December 7, 2006, holders converted 

approximately $67,903 face amount of their Debentures, in accordance with their terms, into 

approximately 2,026,000 shares of Alloy common stock. During fiscal 2006, the Company’s 

additional paid-in capital increased by $67,883 as a result of the conversions. At January 31, 

2007, the Company had $1,397 in principal amount of outstanding Convertible Debentures. 

At January 31, 2007, the fair value of the Convertible Debentures was approximately $1,504, 

which is estimated based on quoted market prices. 

Required 

a. How did Alloy initially account for the issuance of the 5.375% debentures, assuming that the conver- 

sion option cannot be detached and sold separately? 

b. Consider the conversion terms reported in the footnote. At what minimum stock price would it make 

economic sense for debenture holders to convert to Alloy common stock? 

c. Use the financial statement effects template to show how Alloy accounted for the conversion of the 

5.375% debentures in 2006. The par value of the company’s stock is $0.01. 

d. Assume that the conversion feature is valued by investors and, therefore, results in a higher initial 

issuance price for the bonds. What effect will the conversion feature have on the amount of interest 

expense and net income that Alloy reports? 

e. How are the convertible debentures treated in the computation of basic and diluted earnings per share 

(ERS)? 

Interpreting Disclosure on Convertible Preferred Securities (03) 

The 2008 annual report of Northrop Grumman Corporation includes the following disclosure in its 

shareholders’ equity footnote: 

Conversion of Preferred Stock On February 20, 2008, the company’s board of directors 

approved the redemption of all of the 3.5 million shares of mandatorily redeemable convertible 

preferred stock on April 4, 2008. Prior to the redemption date, substantially all of the preferred 

shares were converted into common stock at the election of shareholders. All remaining uncon- 

verted preferred shares were redeemed by the company on the redemption date. As a result 

of the conversion and redemption, the company issued approximately 6.4 million shares of 

common stock. 

Required 

a. Explain what is meant by “mandatorily redeemable” and “convertible” preferred stock. 

b. The company’s balance sheet reports preferred stock of $350 million at December 31, 2007 (and 

$0 at December 31, 2008). As is typical, Northrop Grumman originally sold these preferred at par. 

Confirm that the par value of the preferred stock is $100 per share. 

c. Northrop’s footnotes report that the fair value of the preferred shares was $146 per share at December 

31, 2008. What would explain this large increase in its preferred stock’s market price? 

d. Use the financial statement effects template to record the conversion of the preferred stock on April 

4, 2008. Assume that all 3.5 million shares were converted. The par value of the company’s common 

stock is $1 per share. 

Identifying and Analyzing Financial Statement Effects of Share-Based Compensation {07} 
Weaver Industries implements a new share-based compensation plan in 2009. Under the plan, the com- 
pany’s CEO and CFO each will receive non-qualified stock options to purchase 100,000, no par shares. 
The options vest ratably (1/3 of the options each year) over three years, expire in 10 years, and have an 
exercise (strike) price of $22 per share. Weaver uses the Black-Scholes model to estimate a fair value per 
option of $15. The company’s tax rate is 40%. 

Required 

a. Use the financial statement effects template to record the compensation expense related to these op- 
tions for each year 2009 through 2011. Include the effects of any anticipated deferred tax benefits. 
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. In 2012, the company’s stock price is $19. If you were the Weaver Industries CEO, would you exer- 

cise your options? Explain. 

. In 2014, the company’s stock price is $40 and the CEO exercises all of her options. Use the financial 

statement effects template to record the exercise. 

. What tax benefit will Weaver Industries receive related to the CEO’s exercise in part c? What will be 

the tax consequences to the CEO? 

Interpreting Disclosure on Employee Stock Options (9%) 

Intel Corporation reported the following in its 2010 10-K report. 

Share-Based Compensation Share-based compensation recognized in 2010 was $917 million 

($889 million in 2009 and $851 million in 2008). . .. During 2010, the tax benefit that we realized for 

the tax deduction from share-based awards totaled $266 million ($119 million in 2009 and $147 

million in 2008). . . . We use the Black-Scholes option pricing model to estimate the fair value of 

options granted under our equity incentive plans and rights to acquire stock granted under our 

stock purchase plan. We based the weighted average estimated values of employee stock option 

grants (excluding stock option grants in connection with the Option Exchange in 2009) and rights 

granted under the stock purchase plan, as well as the weighted average assumptions used in 

calculating these values, on estimates at the date of grant, as follows: 

$5.74 

5.0 

Estimated values ........ 

Expected life (in years).... 

Risk-free interest rate..... 2.5% 1.8% 3.0% 

WIE 5 ots 6 ale aon om coms 28% 46% 37% 

Dividencdivieldasenneiar 2.7% 3.6% 2.7% 3.1% 3.6% 2.5% 

Additional information with respect to stock option activity is as follows: 

(In millions, except per option amounts) 

DecembenZ9os 200 (ae ccs co nersu cutee oe uae ees $27.76 

(ETHTalicicc: HRS ce OR nts, eae ccd nae $20.81 

EXGICISCS WBA sear ea ccc ke amt Coens Taiene spas $19.42 

Cancellations and tOmenurcsmeers see eee ee $31.14 

EXDIATONS eatery rane Ln at NR tetas $22.84 

December2 fs 2008 car ses xlinstichias At cet. sanerea mee $27.70 

Great Sn ee tee ite set fe rer cars tain ae $18.01 

ASSUMECHIA-ACGUISITIOMM sc was con ta erate ns $15.42 

EXGnGiSeS seme area ciate Porat re nich phone titer eiarats $15.90 

Gancellationsranc: fOnentUneSaeamnn-iepercnenera crates lets $28.16 

EX Chan Ge Ouemtaemmeters irateker eaten ch eaiicient ciee cr eNey $26.75 

EXDIFatlOnS cap.emanmntrcs bennett abet cinighel shes eusiet $31.92 

December 2Or 200 Oma eenrinartn erate tiene eaten enact tre $25.08 

Grants eden cee. coserchs Guene Suave heaee ae eusire $23.25 

EXGKCISCS ee ea en eee ees $18.36 

Gancellanlonsran GON CiUKSS a emeee erm eeiey te itcretieiene rs $24.76 

EXOiatlOnS mentee ett cre cramr rece cre acne cnet $60.68 

WECEIMDEIC Dae Oil Okewpicts chert ects sia et $20.45 

Options exercisable as of: 

Becombenc7ac 00 Sit ete tinct a nets eee $28.78 

BCs xer-Aey 20S) ne acoconodsheovoungesnone $28.44 

DYAceiHeer Lo, ZOO. cadsucnonsoontverscvgoon $21.03 

@ 
Intel Corporation 

(INTC) 
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Intel Corporation 

(INTC) 

P9-58. 

Required 

a. What did Intel expense for share-based compensation for 2010? How many options did Intel grant in 

2010? Compute the fair value of all options granted during 2010. Why do the fair value of the option 

grants and the expense differ? 

. Intel used the Black-Scholes formula to estimate fair value of the options granted each year. How did 

the change in volatility from 2009 to 2010 affect share-based compensation in 2010? What about the 

change in risk-free rate? 

. How many options were exercised during 2010? Estimate the cash that Intel received from its em- 

ployees when these options were exercised. 

. What was the intrinsic value per share of the options exercised in 2010? If employees who exercised 

options in 2010 immediately sold them, what “profit” did they make from the shares? (Hint: Assume 

that Intel grants options at-the-money.) 

. The tax benefit that Intel will receive on the options exercised is computed based on the intrinsic 

value of the options exercised. Estimate Intel’s tax benefit from the 2010 option exercises assuming 

a tax rate of 37%. 

What was the average exercise price of the options that expired in 2010? Explain why employees 

might have let these options expire without exercising them. (Hint: Assume that Intel grants options 

at-the-money.) 

Interpreting Disclosure on Share-Based Compensation (07) 

Intel reported the following information in its 2010 10-K related to its restricted stock plan. 

In 2009, we began issuing restricted stock units with both a market condition and a service 

condition (market-based restricted stock units), referred to in our 2010 Proxy Statement as out- 

performance stock units, to a small group of senior officers and non-employee directors. The 

number of shares of Intel common stock to be received at vesting will range from 33% to 200% 

of the target amount, based on total stockholder return (TSR) on Intel common stock measured 

against the benchmark TSR of a peer group over a three-year period. TSR is a measure of 

stock price appreciation plus any dividends paid in this performance period. As of December 

25, 2010, there were 3 million market-based restricted stock units outstanding. These market- 

based restricted stock units accrue dividend equivalents and vest three years and one month 

from the grant date. Information with respect to outstanding restricted stock unit (RSU) activity 

is as follows: 

Weighted 
Number Average Grant- _ 

n Millions, Ex SUAmounts) —sof RSUs_ Date Fair Value 
Decembem2oe200 Lor. veces ti a eee ale $20.24 

Granted era ree ee eee he aon er een eee 32.9 $19.94 

Vested: Sitar. Meee ome te ena eter eae (12.1) $19.75 

Forfeited gsr: | Seana pee aoe a ie et eee ae (4.6) $20.12 

Decemben27e2008% ee ee ane. Seen. Cee 67.3 $20.18 

Girantedi Rea as ein ett aotearoa ae a 60.0 $14.63 

ASSET! IN AOCTISMOM 550cuencvoceersnoaacuce 1.6 $17.52 

NEStOC Antes eames Ce tere sce cg TS Se et be oe (20.1) $20.24 

Forfeited sie cca waes Atoka dere tes earercpen.s eat a (3.4) $18.19 

December:2642009: nats een eae he eet eee 105.4 $17.03 

Grantedis. aerctes wcaia csi MMe Tne a Ronee ae ee ee 32.4 $22.56 

Vested rane mieica tend a eke chine RA (34.6) $17.70 

EO Cited 2) Mepmree as ic ot 2a es ee Rae Bal (3.4) $17.98 

December:25%2.0:1. Ola aiiticn eh ocean 99.8 $18.56 

Expected to vest as of December 25, 2010........ 4.4 $18.54 

The aggregate fair value of awards that vested in 2010 was $808 million ($320 million in 2009 
and $270 million in 2008), which represents the market value of Intel common stock on the date 
that the restricted stock units vested. The grant date fair value of awards that vested in 2010 

continued 
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continued from prior page 

was $612 million ($407 million in 2009 and $239 million in 2008). The number of restricted stock 
units vested includes shares that we withheld on behalf of employees to satisfy the minimum 
statutory tax withholding requirements. Restricted stock units that are expected to vest are net 

of estimated future forfeitures. As of December 25, 2010, there was $1.2 billion in unrecognized 

compensation costs related to restricted stock units granted under our equity incentive plans. 

We expect to recognize those costs over a weighted average period of 1.3 years. 

cece ores 

Required 

a. How do restricted stock and stock options differ? In what respects are they the same? 

b. Why do companies impose vesting periods on restricted stock grants? 

c. Use the financial statement effects template to record the restricted stock granted to senior executives 

during 2010. The common stock has a par value of $0.001 per share. 

d. Use the financial statement effects template to record the 2010 compensation expense related to 

Intel’s restricted stock awards assuming straight-line amortization of the deferred compensation over 

the |.3-year amortization period. 

IFRS APPLICATIONS 

19-59, 

19-60. 

Analyzing Revaluation Reserve {1.0 2) 

WorkCover Queensland offers workers compensation coverage to people in Queensland, Australia. Its 

2010 notes (compliant with IFRS) reported the following information on the asset revaluation reserve, 

which is included in stockholders’ equity on the balance sheet. 

25,570 Carrying amount at the beginning of fiscal 2009......... 8,120 17,450 

Revaluation increment (decrement) .................-05- 1,000 (5,027) (4,027) 

TAX CneCuOMmrevalliallONsre. ents cts ercket tease sestenern see Sen ee (300) 1,508 1,208 

Carrying amount at the end of fiscal 2009.............. 8,820 13,931 22,00 

Carrying amount at the beginning of fiscal 2010......... 8,820 13,931 PETS 

Revaluation increment (decrement) ............-.--..00- (3,000) (2,285) (5,285) 

Haxcetfectionirevallationzierrsac-ceegnee aa. cya cea er were rien 900 686 1,586 

Carrying amount at the end of fiscal 2010.............. 6,720 12,332 19,052 

Explain the concept of asset revaluation. What happened to the fair value of land during fiscal 2009 and 

fiscal 2010? Were the fair values of buildings similarly affected? How was the income statement affected 

by these revaluations? 

Analyzing and Computing Average Issue Price and Treasury Stock Cost and Market Cap) 

(LO 1, 02} 

Ahold is a major international supermarket operator based in Zaandam, Netherlands. Following is infor- 

mation taken from Ahold’s financial statements prepared in accordance with IFRS. 

ee . _ January 3, 

Shareholders’ Equity (€ millions) 201k 2 

Isstiedrand)pald=inishate:capitaliarevsctuciste tiejstaterstercn tte tetete i) iatene 358 358 

NeichiomEl oelteHin C2IMElhs no ct emomccooosneseoonbcosoesoage 9,916 9,916 

[Leo FVIESEINES pcrmcccnsecibececaceApo. 0 BsSirco rtuor OC IDeELLCS Oicen) Ciosntoecinia eras (236) (311) 

ACCUMUlAteGICelICltpeac sas Stim on tee cartiinaietenauens Gene nalts (5,492) (6,353) 

NebhincOme settee a tcc Ge ct ee ere Se Sela sea Se Ee EDS oe 894 MOnh 

5,440 4,687 SieneinolloeiS "GCUIN soc cnaccdennccoguponsoeroudsonssEnacn 

Footnotes to financial statements disclose the following: At January 3, 2010, and December 28, 2008, 

there were 1.700,000,000 authorized and 1,191,888,000 shares issued. On those respective dates, the 

WorkCover 

Queensland 

Ahold 
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company had treasury stock of 10,674,000 shares and 15,203,000 shares, respectively, and the amount 

in shareholders’ equity was €(112) million and €(159) million. 

Required 

a. How many shares are authorized at 2009 fiscal year-end? 

b. How many shares are issued at 2009 fiscal year-end? At what average price were these shares issued 

at fiscal year-end 2009? 

c. How many treasury shares are held as of fiscal 2009 year-end? At what average price did the com- 

pany repurchase treasury shares as of fiscal 2009 year-end? 

d. How many shares are outstanding as of January 3, 2010? 

e. At January 3, 2010, the share price for Ahold was €9.32. Compute the company’s market capitaliza- 

tion on that date. How does this compare to the net book value of equity? 

19-61. Analyzing and Interpreting Equity Accounts and Comprehensive Income (0 *, 2) 

Henkel AG & Co. Henkel AG & Co. is an international, fast-moving consumer goods (FMCG) company headquartered 

in Diisseldorf, Germany. Following is its shareholders’ equity statement, prepared using IFRS, from its 

2010 annual report (in Euros millions). 

At January 1,2009............ 260 178 652 (115) 6,920 (1,199) (212) 6,484 51 6,535 

NetinCcome@nccsmeec cence eee = 602 602 26 628 

Other comprehensive income ... . (285) (102) (11) (398) (2) (400) 

Total comprehensive income ... 317 (102) (11) 204 24 228 

DiiMeWi els aoocoseaccaneannon (224) (224) (12) (236) 

Sale of treasury shares.......... 6 4 10 10 

Other changes in equity......... — 7 7 

At December 31, 2009/ 

January.t,; 2010 eee 260 178 652 (109) 7,017 (1,301) (223) 6,474 70 6,544 

Netincome ss orn ocsemnienake ter. 1,118 1,118 25 1,143 

Other comprehensive income .... 53 525 (59) 519 6 525 

Total comprehensive income .. . 1,171 525 (59) 1,637 31 1,668 

Distributlonitecrriccie ter aoe (225) (225) (19) (244) 

Sale of treasury shares.......... 10 9 19 19 

Other changes in equity......... (46) (46) 9 (37) 

At December 31, 2010 .......... 260 178 652 (99) 7,926 (776) (282) 7,859 91 7,950 

Required 

a. Did Henkel issue any additional ordinary or preferred shares during 2010? 

b. Use the information above to infer how much Henkel paid in dividends during 2010. To whom were 

these dividends paid? 

c. Did the company repurchase any stock during 2010? Did Henkel sell any treasury shares? If so, what 

did the company receive in exchange for the sale of treasury stock? 

d. How much did Henkel make in economic profit or loss on the sale, relative to the original stock 

repurchase price? Was this recorded in net income as an accounting profit or loss? 

19-62. Analyzing and Computing Average Issue Price and Treasury Stock Transactions (0 4) 
ThyssenKrupp AG ThyssenKrupp AG, is a German steelmaker and engineering company. The equity section of the com- 

pany’s 2010 statement of financial position reported the following: 

Capital stock 1,317 pout 

Additionallpaldiintcapitaliiemmmrimrersstrn iter herent 4,684 4,684 
Retained/earningS nce sure sen name eerenc tere crete ee Wer eee 3,643 3,703 
Cumulative other comprehensive income ................... (296) 192 
Treasury stock (51,015,552 and 50,094,707 shares)........... (1,421) (1,396) 

Equity attributable to ThyssenKrupp AG’s stockholders........ 7,927 8,500 
Noncontrolling’interestsemc ce ccm ie enc enter 1,769 1,888 

Total @qUIty os cia-d gateoce Oa gine eee hey SRE Ores ete 9,696 10,388 
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Notes to financial statements reveal that the company sold treasury shares during 2010 for proceeds of 

€21 million cash. Also, on July 6, 2011, Dow Jones Newswire reported the following: 

Frankfurt—ThyssenKrupp AG (TKA.XE) said Wednesday it has decided to sell 49.48 million 

treasury shares, which correspond to 9.6% of its capital stock, as part of its strategy to reduce 

net debt. Analysts welcomed the share placement, saying it should help reduce debt and re- 

store confidence in the company’s balance sheet, even though it puts short-term pressure on 

the stock. Net financial debt stood at around EUR6.5 billion, or around twice as high as earn- 

ings before interest, taxes, depreciation and amortization at the end of the company’s fiscal 

year 2010, ended Sept. 30. At 0830 GMT, ThyssenKrupp traded lower EUR1.80 or 5.2% at 

EUR32.96, underperforming a broadly firmer market. 

Required 

a. Consider the treasury shares at September 30, 2009. At what average price had the company repur- 

chased these shares? 

b. Use the information above to infer the number of treasury shares sold during fiscal 2010. How much 

cash did the company receive for these treasury shares? At what average price did the company sell 

these shares? 

c. Use the financial statement effects template to record the sale of treasury shares during fiscal 2010. 

d. Use the financial statement effects template to record the anticipated sale of treasury shares an- 

nounced in July 2011. Assume that the shares will be sold for EUR32.96. 

e. Assume the company uses all the anticipated proceeds to reduce debt. Quantify the effect on the total 

debt to total equity ratio. 

MANAGEMENT APPLICATIONS 

MA9-63. Ethics and Governance: Equity Carve-Outs (1.02) 

Many companies use split-offs as a means to unlock shareholder value. The split-off effectively splits 

the company into two pieces, each of which can then be valued separately by the stock market. If man- 

agers are compensated based on reported profit, how might they strategically structure the split-off? 

What corporate governance issues does this present? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 1 

Part 1 

Solution 

Balance Sheet Income Statement 

Cash Noncash ___Liabil- Contrib. Earned Expen- o Net 

Transaction Asset Assets _ities Capital Capital enues ses Income 

dela ee +50,000 \ Cash 170,000 

Issue 10,000 Common . cs 50,000 

shares, $5 +170,000 = Stock f - = Py 
par, common Cash = +120,000 = F70000T 
at $17 per Additional | cs 
share Paid-In Capital ' ; 50.000 

Mar. 31: } Bia lini2cocos 
Repurchase ~30.000 j TS 30,000 

2,000 shares -—30,000 = Testy - ee ends Cash 30,000 
WE | ioe Ts of common Cash crock j — 

at $15 per | "= Gash 
share é oe : on! a= . = ee oboe ten eee eee ft: T 30,000 
June 25: +15,000 \ Cash 20,000 

Reissue Treasury ) TS 16,000 

1,000 trea- | +20,000 a Stock j - = eee 
sury shares Cash = +5,000 / FiK30,000) Insel 
at $20 per Additional } TS 

Paid-In Capital pacer is GOON share aid-in Cap! a Menges 
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RE 250,000 
cs 250,000 

RE 
250,000 
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Part 2 

Solution 
a. Granted relates to the number of shares under option that have been awarded to employees for the year. 

Exercised refers to the number of shares that employees have purchased that were previously under 

option. Forfeited relates to the number of shares under option that are no longer exercisable because the 

options were not exercised before they expired. The “Weighted Average Exercise Price” is the average 

price at which employees can purchase shares of stock that are under option, weighted by the number of 

shares at each exercise price. 

Compensation cost is computed as the total value of employee stock options spread over the vesting period. 

For example, if Accenture grants employees stock options with an estimated value of $1 billion that vest 

over a four-year period, the expense that is recognized over the subsequent four years is $250 million per 

year. The “unrecognized compensation cost” is that portion of the total estimated value of the stock options 

that has not yet been recognized as expense in the income statement. 

Mid-Module Review 2 

Solution 

“- Cumulative Preferred Stock _ i. Preferred Stock Common Stock 

WET TSO CZAR CINIGEINES OIC saccoocnsoousacudonoucace $ 0 $ 0 

Year 2—$300,000 cash dividends paid 

Dividends in arrears from Year 1 ($1,000,000 x 5%)........ 50,000 

Current-year dividend ($1,000,000 x 5%)................ 50,000 

BalanceitoicommoOniees ta eter ee ee renee 200,000 

Year 3—$80,000 cash dividends paid 

Current-year dividend ($1,000,000 x 5%)................ 50,000 

Balance:torcommioniomarers aaron cis ear Crees 30,000 

b. Noncumulative Preferred Stock a : Preferred Stock Common Stock 

YE2F ISO. CASI CIMCEMCS OEIC snc ocscéobecnekseoes enous $ 0 $ 0 

Year 2—$300,000 cash dividends paid 

Current-year dividend ($1,000,000 x 5%)................ 50,000 

Balance:toiconmimonin-sta aerate ce eee ee ee 250,000 

Year 3—$80,000 cash dividends paid 

Current-year dividend ($1,000,000 x 5%)................ 50,000 

BEIENCE WO COMMMONs onnacandsécorannoonnadavedotenunc 30,000 

Mid-Module Review 3 

Solution 

Balance Sheet i Income Statement 

Cash Noncash a Liabil- Contrib. Earned i Rev- Expen- Net 
Transaction Asset Assets ities Capital Capital ( enues ses Income 

Apr. 1: \ 
Declare ) 

Fy “f 

and issue +250,000 —250,000' / 
100% stock = Common Retained \ _ = 
dividend; Stock Earnings \ 

stock is $11 | 
per share } 

Dec. 7: ‘ 

Declare +15,000 | 

and issue Common 2 4 =2 1,000 # 
3% stock = ree Retained - = 
dividend; De Earnings 4 

: Additional \ 
stock is $7 Paid-In Capital / 
per share 

continued 
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continued from prior page 

Balance Sheet 

Cash Noncash ___Liabil- Contrib. Earned , > Net 
Transaction Asset Assets _eities Capital Capital 1 enues ses Income 

Dec. 31: 
\ 

Declare and 

pay cash — 123,600 —123,600° 

dividend of eae = see = = 

$1.20 per US | 

share 
| 
i 

‘This large stock dividend reduces retained earnings at the par value of shares distributed (60,000 shares x 100% x $5 par value = 

$250,000). Contributed capital (common stock) increases by the same amount. 

?This small stock dividend reduces retained earnings at the market value of shares distributed (8% x 100,000 shares x $7 per share = 

$21,000). Contributed capital increases by the same amount ($15,000 to common stock and $6,000 to paid-in capital). Note that the number 

of common shares outstanding on December 7 was 100,000—the large stock dividend on April 7 doubled the number of common stock 

outstanding. 

S At the time of the cash dividend, there are 103,000 shares outstanding. The cash paid is, therefore, 103,000 shares x $1.20 per share = 

$123,600. 

Mid-Module Review 4 

Solution 

1. A split-off is like a treasury stock transaction, but instead of repurchasing stock with cash, shares of the 

parent company owned by the shareholders are exchanged for shares of the subsidiary owned by the par- 

ent. If the distribution is non pro rata, the parent can report a gain equal to the difference between the fair 

value of the subsidiary and its book value on the parent’s balance sheet. 

2. BearingPoint met the conditions for a split-off as described in part 1, which enabled it to report a gain. 

Module-End Review 

Solution 

Balance Sheet ' Income Statement 

Cash Noncash __Liabil- S Contrib. Earned f Rev-  ._ Expen- _ Net 

Transaction Asset Assets _ities Capital Capital enues ses Income 

Convert a +200 \ 

bond with Common 

$850 book —850 Stock | 

value into = Long-Term +650 \ = = 

Debt Additional \ 
200 common see i 

shares with Capital 

$1 par value 

123,600 
Cash 

123,600 



Delta Air Lines (DAL) is solvent and profitable, but con- 

fronts competing demands for its available cash flow as a 

result of a heavy debt load that includes borrowed money, 

aircraft leases, and pension and other post-employment 

obligations. The magnitude of obligations arising from 

aircraft leases often surprises those outside the industry. 

Many airlines do not own the planes that they fly. To a 

large extent, those planes are owned by commercial leas- 

ing companies like General Electric Commercial Credit 

(GE’s financial subsidiary), and are leased by the airlines. 

If structured in a specific way, neither the leased planes 

(the assets) nor the lease obligation (the liability) would be 

on Delta Air Lines’ balance sheet. That exclusion can alter 

10-1 

investors’ perceptions of the capital investment Delta Air 

Lines needs to operate its business as well as the level of 

debt it carries. In this module, we describe an analytical pro- 

cedure that provides an alternative view of the company’s 

investing and financing activities. 

The analytical adjustment increases the liability on 

Delta Air Lines’ balance sheet: lease payment obligations 

on aircrafts total $7.09 billion in 2010, which is a staggering 

amount when compared to the company’s net operating 

assets of $12.13 billion. This module discusses the account- 

ing for leases and explains this analytical adjustment and 

how to apply it. 

Getty Images 
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10 
Off-Balance-Sheet 

Financing 

LEARNING OBJECTIVES 

!.©*% Describe and illustrate the accounting for capitalized leases. (p. 10-4) 

!.©® Describe and illustrate the accounting for pensions. (p. 10-12) 

!.©S Explain the accounting for special purpose entities (SPEs). (p. 10-24) 

Pensions and long-term health care plans are another 

large obligation for many large companies, including Delta 

Air Lines. Until recently, information about these pension 

and health care obligations was only in footnotes. Recent 

accounting rule changes now require companies to report 

that information on the balance sheet. In particular, the bal- 

ance sheet now reports the net pension and health care 

liabilities (the total liability less related investments that fund 

the liabilities). 

Delta Air Lines’ 2010 net pension and health care liabil- 

ity exceeds pension assets by $11.4 billion. That amount 

represents 27% of Delta’s total liabilities and equity. This 

module explains the accounting for both pensions and 

health care obligations and examines footnote disclosures 

that convey a wealth of information relating to assumptions 

underlying estimates of these obligations. 

Methods that companies apply to avoid reporting poten- 

tial liabilities (and expenses), are commonly referred to 

as off-balance-sheet financing. Although companies have 

long practiced off-balance-sheet financing, more recent 

techniques have become increasingly complex and require 

careful analysis. We explain one such off-balance-sheet 

technique, special purpose entities (SPEs), in Appendix 10B. 

Sources: Delta Air Lines 2010 Form 10-K; The Wall Street Journal, January 

2012. 

10-2 
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MODULE 

ORGANIZATION Reporting and Analyzing Off-Balance-Sheet Financing | 

Special Purpose Entities 

lm Lessee Reporting of Leases @ Reporting of Defined Benefit Plans m Applying SPEs as Financing Tools 

@ Lease Footnote Disclosures @ Pension Footnote Disclosures = Reporting of Consolidated SPEs 

@ Capitalization of Operating Leases ™ Other Post-Employment Benefits 

Company stakeholders pay attention to the composition of the balance sheet and its relation to the 

income statement. This attention extends to their analysis and valuation of both equity and debt securi- 

ties. Of particular importance in this valuation process is the analysis of return on equity (ROE) and its 

components: return on net operating assets (RNOA)— including net operating profit margin (NOPM) 

and net operating asset turnover (NOAT)—and the degree of financial leverage (FLEV). Module 4 and 

its appendix explain these measures. 

To value debt securities such as bonds and notes, one must consider a company’s financial 

leverage (claims against assets) and the level of debt service (interest and principal payments), 

and compare them with expected cash flows. If analysis reveals that profitability (as measured 

by ROE and RNOA) and cash flows are inadequate, a company’s credit rating could decline. 

The resulting higher cost of debt capital could limit the number of investment projects that yield 

a return greater than their financing cost. This restricts the company’s growth and profitability. 

Financial managers are aware of the importance of how financial markets perceive their com- 

panies. They also recognize the market attention directed at the quality of their balance sheets and 

income statements. This reality can pressure managers to window dress financial statements to present 

the company’s financial condition and performance in the best possible light. To increase reported 

solvency and decrease the risk metrics, companies generally wish to present a balance sheet with low 

levels of debt. Companies that are more liquid and less financially leveraged are viewed as less likely 

to go bankrupt. As a result, the risk of default on their debt is less, resulting in a better credit rating and 

a lower interest rate. 

Companies also generally wish to present a balance sheet with fewer assets. This is driven by 

return considerations. ROE has two components: operating return and nonoperating return. The latter 

is a function of the company’s effective use of debt. Investors generally prefer a company’s ROE to 

be derived from operations (RNOA) rather than from its use of debt. So, if a company can maintain a 

given level of profitability with fewer assets, the related increase in ROE is perceived to be driven by 

higher RNOA (asset turnover), and not by increased financial leverage. 

Off-balance-sheet financing means that assets or liabilities, or both, are not reported on the bal- 

ance sheet. Even though GAAP requires detailed footnote disclosures, managers generally believe that 

keeping such assets and liabilities off the balance sheet improves market perception of their operating 

performance and financial condition. This belief presumes that the market is somewhat inefficient, a 

notion that persists despite empirical evidence suggesting that analysts adjust balance sheets to include 

assets and liabilities that managers exclude. 

This module explains and illustrates several types of off-balance-sheet financing. Major topics 

we discuss are leases, pensions, health care liabilities, and special purpose entities (SPEs). This is not 
an exhaustive list of the techniques that managers employ to achieve off-balance-sheet financing, but 
it includes the most common methods. We must keep one point in mind: the relevant information to 
assess off-balance-sheet financing is mainly in footnotes. While GAAP footnote disclosures on such 
financing are fairly good, we must have the analytic tools to interpret them and to understand the nature 
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and the magnitude of assets and liabilities that managers have moved off of the balance sheet. This 
module provides those tools. 

LEASES 
We begin the discussion of off-balance-sheet financing with leases. The following graphic shows that 
leasing impacts both sides of the balance sheet (liabilities and assets) and the income statement (leasing 
expenses are often reported in selling, general and administrative expenses). 

Current liabilities Cash 

Cost of goods sold Accounts receivable Long-term liabilities 

Selling, general and administrative expenses Inventory 

Income taxes Long-term operating assets Shareholders’ equity 

Net income Investments 

A lease is a contract between the owner of an asset (the lessor) and the party desiring to use that asset 

(the lessee). Since this is a private contract between two willing parties, it is governed only by appli- 

cable commercial law, and can include whatever provisions the parties negotiate. 

Leases generally provide for the following terms: 

m Lessor allows the lessee the unrestricted right to use the asset during the lease term. 

HM Lessee agrees to make periodic payments to the lessor and to maintain the asset. 

@ Title to the asset remains with the lessor, who usually takes physical possession of the asset at 

lease-end unless the lessee negotiates the right to purchase the asset at its market value or other 

predetermined price. 

From the lessor’s standpoint, lease payments are set at an amount that yields an acceptable return on 

investment, commensurate with the lessee’s credit rating. The lessor has an investment in the lease as- 

set, and the lessee gains use of the asset. 

The lease serves as a financing vehicle, similar to a secured bank loan. However, there are several 

advantages to leasing over bank financing: 

@ Leases often require less equity investment by the lessee (borrower) compared with bank financ- 

ing. Leases usually require the first lease payment be made at the inception of the lease. For a 

60-month lease, this amounts to a 1/60 (1.7%) investment by the lessee, compared with a typical 

bank loan of 70-80% of the asset cost (thus requiring 20-30% equity investment by the borrower). 

™ Because leases are contracts between two parties, their terms can be structured to meet both par- 

ties’ needs. For example, a lease can allow variable payments to match the lessee’s seasonal cash 

inflows or have graduated payments for start-up companies. 

@ A lease can be structured such that neither the lease asset nor the lease liability is reported on the 

balance sheet. Accordingly, leasing can be a form of off-balance-sheet financing. 

Lessee Reporting of Leases 

GAAP identifies two different approaches for the reporting of leases by the lessee: 

™ Capital lease method. This method requires that both the lease asset and the lease liability be 

reported on the balance sheet. The lease asset is depreciated like any other long-term asset. The 

lease liability is amortized like debt, where lease payments are separated into interest expense and 

principal repayment. 

= Operating lease method. Under this method, neither the lease asset nor the lease liability is reported 

on the balance sheet. Lease payments are recorded as rent expense by the lessee. 

2% Describe 

and illustrate the 

accounting for 

capitalized leases. 
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The financial statement effects for the lessee of these methods are summarized in Exhibit 10.1. 

EXHIBIT 10.1 Financial Statement Effects of Lease Type for the Lessee 

-LeaseType =—sAsset Liabilities 
Depreciation Payments per Capitals tac: Lease asset Lease liability 

reported reported and interest lease contract 

expense 

Operating ....... Lease asset Lease liability Rent expense Payments per 

not reported not reported lease contract 

GAAP defines criteria to determine whether a lease is capital or operating.'! Managers seeking off- 

balance-sheet financing structure their leases around the GAAP rules so as to fail the “capitalization 

tests.” (A proposal currently under review by the FASB and the IASB would require companies to 

record the rights and obligations related to all leases on their balance sheets. If approved, substantially 

all leases would be recorded on the balance sheet as an asset and a liability.) 

Under the operating method, lease assets and lease liabilities are not recorded on the balance sheet. 

The company merely discloses key details of the transaction in the lease footnote. The income state- 

ment reports the lease payment as rent expense. And, the cash outflows (payments to lessor) per the 

lease contract are included in the operating section of the statement of cash flows. 

For capital leases, both the lease asset and lease liability are reported on the balance sheet. In the 

income statement, depreciation and interest expense are reported instead of rent expense. (Because only 

depreciation is an operating expense, NOPAT is higher when a lease is classified as a capital lease.) Fur- 

ther, although the cash payments to the lessor are identical whether or not the lease is capitalized on the 

balance sheet, the cash flows are classified differently for capital leases—that is, each payment is part in- 

terest (operating cash flow) and part principal (financing cash flow). Operating cash flows are, therefore, 

greater when a lease is classified as a capital lease. 

Classifying leases as “operating” has four financial reporting consequences for the lessee: 

1. The lease asset is not reported on the balance sheet. This means that net operating asset turnover 

(NOAT) is higher because reported operating assets are lower and revenues are unaffected. 

2. The lease liability is not reported on the balance sheet. This means that balance sheet measures of 

financial leverage (like the total liabilities-to-equity ratio) are improved; many managers believe 

the reduced financial leverage will result in a better credit rating and, consequently, a lower interest 

rate on borrowed funds. 

Without analytical adjustments (see later section on capitalization of operating leases), the portion 

of ROE derived from operating activities (RNOA) appears higher, which improves the perceived 

quality of the company’s ROE. 

4. During the early years of the lease term, rent expense reported for an operating lease is less than the 

depreciation and interest expense reported for a capital lease.? This means that net income is higher in 

those early years with an operating lease.’ Further, if the company is growing and continually adding 

operating lease assets, the level of profits will continue to remain higher during the growth period. 

The benefits of applying the operating method for leases are obvious to managers, thus leading some 

to avoid lease capitalization. Furthermore, the lease accounting standard includes rigid requirements 

relating to capitalization. Whenever accounting standards are rigidly defined, managers can structure 

transactions to meet the letter of the standard to achieve a desired accounting result when the essence 

of the transaction would suggest a different accounting treatment. This is form over substance. 

' Leases must be capitalized when one or more of the following four criteria are met: (1) The lease automatically transfers owner- 

ship of the lease asset from the lessor to the lessee at termination of the lease. (2) The lease provides that the lessee can purchase 
the lease asset for a nominal amount (a bargain purchase) at termination of the lease. (3) The lease term is at least 75% of the 
economic useful life of the lease asset. (4) The present value of the lease payments is at least 90% of the fair market value of the 
lease asset at inception of the lease. 

* This is true even if the company employs straight-line depreciation for the lease asset since interest expense accrues on the 
outstanding balance of the lease liability, which is higher in the early years of the lease life. Total expense is the same over the 
life of the lease, regardless of whether the lease is capitalized or not. That is: Total rent expense (from operating lease) = Total 
depreciation expense (from capital lease) + Total interest expense (from capital lease). 

3 Ae F ; : However, NOPAT is lower for an operating lease because rent expense is an operating expense whereas only depreciation 
expense (and not interest expense) is an operating expense for a capital lease. 
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U.S. GAAP and IFRS both require that leases be capitalized if the lease asset’s risks and rewards 
are transferred to the lessee. The main difference between the two reporting systems is that IFRS 
are more principles based and GAAP is more rules based (as an example, see footnote 1). Given 
the broader application of principles, IFRS classify more leases as finance leases (termed “capital 

leases” under GAAP). Other small differences exist in the accounting for leases but these will not 

lead to materially different reporting outcomes in most cases. 

Footnote Disclosure of Leases 

Disclosures of expected payments for leases are required under both operating and capital lease meth- 

ods. Delta Air Lines provides a typical disclosure from its 2010 annual report: 

LEASE OBLIGATIONS We lease aircraft, airport terminals, maintenance facilities, ticket offices 

and other property and equipment from third parties. Rental expense for operating leases, which 

is recorded on a straight-line basis over the life of the lease term, totaled $1.2 billion, $1.3 billion 

and $798 million for the years ended December 31, 2010, 2009 and 2008, respectively. Amounts 

due under capital leases are recorded as liabilities on our Consolidated Balance Sheets. Assets 

acquired under capital leases are recorded as property and equipment on our Consolidated Bal- 

ance Sheets. Amortization of assets recorded under capital leases is included in depreciation and 

amortization expense on our Consolidated Statements of Operations. The following tables summa- 

rize, as of December 31, 2010, our minimum rental commitments under capital leases and noncan- 

celable operating leases (including certain aircraft under Contract Carrier agreements) with initial 

or remaining terms in excess of one year. At December 31, 2010, we operated 111 aircraft under 

operating leases and 113 aircraft under capital leases. 

Totaliminimum tease DayMentS seieucac. chee Scnsih soe bucue t Gucge on 2 Sacybacusneudieucphysisnsyrcss 122s 

Less: amount of lease payments representing interest...............-.0---000-- (487) 

Present value of minimum capital lease payments .................-- eee eee eee 738 

PlusHUnamonizedipremiunmanetieertoty. citi) s crt tarseeaitts/-fomere der. orton tach yraon 7 

Kessacuimennopligations UmCehCap|talll CASES arvsetatetaicts tenths tales te isk: eek er sees (119) 

WWohe IGA CEOMANEEREGOSICEWICTS. 14 conc nwanona oct obdomddacupeooemuuasne $ 626 

ses te le Contract Carrier — é 

Ce __DeltaLease Aircraft Lease — 
nding December 31 (in millions) = === Payments — Payments _ 

POOR sarciectchaspegslcie Sic oa aE e eG Ue song $ 899 $ 521 
20 Qe Ne satis hoa et iclsiers Creinn saon a 840 511 
20 Se Ce eins Comite ee mee 816 504 
POH 6 bctt ocds: cad Pacten duet dS, Oseae Bibles Corrects 770 493 
PAO 3 voce. 6-5 thon .6 Choos broom uidiess p'no Gain cee 688 481 

Asc elitcleu wo. a diate cious Loanunod on soutmows nt 7,096 |, S20 

Total minimum lease payments .............- $11,109 $3,837 

10-6 
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Lease disclosures such as this provide information concerning current and future payment obligations. 

These contractual obligations are similar to debt payments and must be factored into our evaluation of 

the company’s financial condition. 

Delta Air Lines’ footnote disclosure reports minimum (base) contractual lease payment obligations 

for each of the next five years and the total lease payment obligations that come due in year six and 

beyond. This is similar to disclosures of future maturities for long-term debt. The company also must 

provide separate disclosures for operating leases and capital leases (Delta Air Lines has both operating 

and capital leases outstanding). 

MANAGERIAL DECISION | 

You are the president of an operating division. Your CFO recommends operating lease treatment for 

asset acquisitions to reduce reported assets and liabilities on your balance sheet. To achieve this 

classification, you must negotiate leases with shorter base terms and lease renewal options that 

you feel are not advantageous to your company. What is your response? [Answer, p. 10-29] 

Capitalization of Operating Leases 

U.S. GAAP as of 2011 permits the classification of leases as operating or capital as explained above. 

As of the publication of this textbook, U.S. standard-setters are deliberating a new accounting standard 

that would require all leases to be accounted for much like capital leases currently (namely, lease as- 

sets and lease liabilities would be capitalized on the balance sheet following the procedures we outline 

below). However, until passage of the new standard, companies will report only capital leases on their 

balance sheets, whereas information on their operating leases will be in footnotes such as that shown 

above for Delta. 

Although not recognized on-balance-sheet, leased properties arguably represent assets (and cre- 

ate liabilities) as defined under GAAP. That is, the company controls the assets and will profit from 

their future benefits. Also, lease liabilities represent real contractual obligations. Although the financial 

statements are prepared in conformity with current (2011) GAAP, the failure to capitalize operating 

lease assets and lease liabilities for analysis purposes distorts ROE analysis—specifically: 

@ Net operating profit margin (NOPM) is understated. Over the life of the lease, rent expense un- 

der operating leases equals depreciation plus interest expense under capital leases; however, only 

depreciation expense is included in net operating profit (NOPAT) as interest is a nonoperating 

expense. Operating expense is, therefore, overstated, and NOPM is understated. While cash pay- 

ments are the same whether the lease is classified as operating or capital, operating cash flow is 

higher with capital leases since depreciation is an add-back, and the reduction of the capital lease 

obligation is classified as a financing outflow. Operating cash flows are, therefore, lower with 

operating leases than with capital leases. 

@ Net operating asset turnover (NOAT) is overstated due to nonreporting of lease assets. 

@ Financial leverage (FLEV) is understated by the omitted lease liabilities—recall that lease liabili- 

ties are nonoperating. 

Although aggregate ROE is relatively unaffected (assuming that the leases are at their midpoint on 
average so that rent expense is approximately equal to depreciation plus interest) failure to capitalize 
an operating lease results in a balance sheet that, arguably, neither reflects all of the assets that are used 
in the business, nor the nonoperating obligations for which the company is liable. Such noncapitaliza- 
tion of leases makes ROE appear to be of higher quality because it derives from higher RNOA (due to 
higher NOA turnover) and not from higher financial leverage. This is, of course, the main reason why 
some managers want to exclude leases from the balance sheet. 

Lease disclosures that are required under GAAP allow us to capitalize operating leases for analysis 
purposes. This capitalization process involves three steps (this is the same basic process that managers 
will use to capitalize leases under the proposed lease-accounting standard): 
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1. Determine the discount rate. 

2. Compute the present value of future lease payments. 

3. Adjust the balance sheet to include the present value from step 2 as both a lease asset and a lease li- 

ability. Adjust the income statement to include depreciation and interest in lieu of rent expense. 

Step 1. There are at least two approaches to determine the appropriate discount rate for our analysis: (1) 

If the company discloses capital leases, we can impute (infer) an implicit rate of return: a rate that yields 

the present value computed by the company given the future capital lease payments (see Business Insight 

box below). (2) Use the rate that corresponds to the company’s credit rating or the rate from any recent 

borrowings involving intermediate-term secured obligations. Companies typically disclose these details 

in their long-term debt footnote. To illustrate the capitalization of operating leases, we use the Delta Air 

Lines lease footnote reproduced above. Step | estimates the implicit rate for Delta’s capital leases to be 

14.31% (see the following Business Insight box on computing the imputed discount rate for leases). 

/Imputed Discount Ra te Computation for Leases . 

When companies report both operating and capital leases, the average rate used to discount ioe 

leases can be imputed from disclosures in the lease footnote. Delta Air Lines reports total undiscounted 

minimum capital lease payments of $1,225 million and a discounted value for those lease payments of 

$738 million. Using Excel, we estimate the discount rate that Delta used for its capital lease computations 

with the IRR function (= IRR (values,guess)) as shown in the following spreadsheet. The entries in cells 

B2 through G2 are taken from Delta’s reported schedule of lease maturities in the footnote shown earlier 

in this section, and those in cells H2 through K2 sum to $404 million, the total lease payments due after 

2015 (year 5). We assume that Delta continues to pay $124 million per year (the same as in 2015) until 

the $404 is used up. This yields a smaller residual payment in year 9. The spreadsheet method yields an 

estimate of 14.31% for the discount rate that Delta implicitly used for capitalization of its capital leases 

in its 2010 balance sheet. 

DAL Capitalized Jeases template.xisx - Microsoft Excel On) ae” ec 
mel Home Insert Page sei fat FOMnURRS Data Review View Developer Get started Ug iavae 

B10 A. ‘ee ee eee ee en ee 

..A.. aaa PT Hae HN ON ARNE: OM HPO > PRES LRN SEE APOE AE PERN POY PTT ES 
1 N 0 1 2 3 4 5 6 7 8 9 

2 Amount -738 214 193 160 130 124 124 124 124 32 

3 IRR 14.31% * ed any 
4 : 

5 * Formula for cell B3 is =IRR(B2:K2,10%) = 404 
c * 

Step 2. Compute the present value of future operating lease payments using the 14.31% discount rate 

that we estimated in Step |, see Exhibit 10.2. We demonstrate this computation using a spreadsheet 

(without rounding of numbers); we show those same computations using both a financial calculator and 

present value tables in Appendix 10C. The spreadsheet (and calculator) method is more exact, but may 

or may not yield a material difference to the number obtained when using present value tables. Given 

the widespread use of spreadsheets such as Excel, we use the spreadsheet method hereafter. 

_ Present Value Discount Factor (f = 0.1431) — Operating Lease Payment 

Remaining life........ d $8,432/$1,169 = 7.205 years 

Arment es hE LY Oh 2r x $1,420 0.87481 $1,242 

2) as NE eee 1,351 0.76530 1,034 

Ba Ae atc a 209 1,320 0.66949 884 

ets 0a die aE EN eed 1,263 0.58568 740 

Bat nes 1,169 0.51236 599 

oi ee er ee 8,423 ($1,169 x 7.205 years) 4.32210 x 0.51236 2,589 

$7,088 
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Spreadsheet Method. The present value of the operating lease payments equals the sum of the 

present values for each of the lease payments Year | through Year 5 and the present value of the lease 

payments after Year 5. This two-step computation follows: 

1. Present values for Years 1 through 5. The present value of each forecasted lease payment for 

Years | through 5 is computed as the product of (a) the lease payment for that year and (b) the 

; 3 | AG : 
present value factor for that year using the following formula: ati where i is the discount factor 

and ¢ is the year (1, 2, 3, 4 and 5). To illustrate using Delta, we enter the discount rate of 14.31% 

and the year |,2,3,4 and 5 separately for each year to obtain a present value factor for each year. 

1.1431)" and, for Year 

Seatac and so forth. Thus, the present value 
(143i)? 

($ in millions) of the Year | lease payment equals $1,242, computed from: $1,420 x F | 

For example, for Year | the present value factor is 0.87481, computed as 

2 the present value factor is 0.76530, computed as 

the present value of the Year 2 lease payment equals $1,034, computed from: $1,351 x F — = 

and so forth. In Excel, for Year 2, the present value factor is entered as: 1/1.143142. The present 

values for Year | through Year 5 are in the far right column of Exhibit 10.2. 

2. Present value for Year 6 and thereafter. To compute the present value of the lease payments 

remaining after Year 5, we make an assumption that the company continues to make lease 

payments at the Year 5 level for the remainder of the lease term. The remaining lease term is, 

therefore, estimated as: (Total payments for Year 6 and thereafter)/(Year 5 lease payment). This 

means the remaining payments are an annuity for the remainder of the lease term, the present value 

of which equals the product of (a) the lease payment for Year 5 and (b) the present value factor for 
Ii ee us te (| x | 

i (il 32 1) 

and n is the remainder of the lease term. To illustrate using Delta, we enter the 14.31% discount 

rate and the 7.205 years estimate of the remaining lease term (computed from $8 423/$1,169). The 

present value of the remaining lease payments equals $2,589, computed from: 

Li C1431) ee ee 
0.1431 (1.1431) 

The first term in this computation is the assumed annual payment after Year 5; the second term 

is the present value factor for the remaining annuity after Year 5; and the third term discounts 

the second term to the present. In Excel, the second and third terms are entered as ((1—(1/ 

(1.1431)47.205))/0.1431) * (1/1.143145). The present value of the lease payments for Year 6 and 

thereafter is in the sixth row of the far right column of Exhibit 10.2. 

that annuity using the following formula: ;, where i is the discount factor 

$1,169 million X< 

We sum the present values of Year | through Year 5 payments and the present value of the payments in 

Year 6 and beyond to obtain the present value of future operating lease payments; for Delta, this totals 

$7,088 ($ millions), computed as $1,242 + $1,034 + $884 + $740 + $599 + $2,589. 

Step 3. Use the computed present value of future operating lease payments to adjust the balance sheet, 

income statement, and financial ratios as we illustrate below. 

Balance Sheet Effects To adjust the balance sheet, add the present value from Step 2 to both oper- 
ating assets (PPE) and nonoperating liabilities (long-term debt). Exhibit 10.3 shows the adjustments for 
Delta Air Lines at year-end 2010. The capitalization of operating leases has a marked impact on Delta 
Airlines’ balance sheet. For the airline and retailing industries, in particular, lease assets (airplanes and 
real estate) comprise a large portion of net operating assets, which are typically accounted for using the 
operating lease method. Thus, companies in these industries usually have sizeable off-balance-sheet 
assets and liabilities. 

EXHIBIT 10.3 seers to Balance Sheet from Capitalization of Operating Leases 

Delta Air Lines ($ millions) Reported Figures Adjustments _ "Adjusted Figures _ Percent Increase 

_ Net operating assets ......... $12,130 $7,088 $19,218 58.4% 
Net nonoperating obligations. . . 1233 7,088 18,321 63.1% 
Equity 4k, eee 897 = 897 0.0% 
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Income Statement Effects Capitalizing operating leases affects the income statement via depre- 
ciation of the leased equipment and interest on the lease liability. Operating lease payments are reported 
as rent expense, typically included in selling, general and administrative expenses. The income state- 
ment adjustments relating to the capitalization of operating leases involve two steps:4 

1. Remove “rent expense” of $1,420 million from operating expense. 

2. Add depreciation expense from the lease assets to operating expense and add interest expense 
from the lease obligation as a nonoperating expense. Lease assets are estimated at $7,088 mil- 
lion (see Exhibit 10.3). GAAP requires companies to depreciate capital lease assets over their 
useful lives or the lease terms, whichever is less. For this example, we assume that the remaining 
lease term is 12.205 years (five years reported in the lease schedule plus 7.205 years after the 

fifth year). Using this term and zero salvage value results in estimated straight-line depreciation 

for lease assets of $581 million ($7,088 million/12.205 years). Interest expense on the $7,088 

million lease liability at the 14.31% capitalization rate is $1,014 million ($7,088 million x 

14.31%) for the first year. 

Delta Air Lines reports NOPAT of $1,607 million, nonoperating expense of $1,014 million, and net 

income of $593 million. Assuming a tax rate of 37%, the net adjustment to NOPAT is $529 million 

({$1,420 million rent expense — $581 million depreciation expense] X [1 — 0.37]), see Exhibit 10.4. 

The increase in nonoperating expense after-tax is $639 million ($1,014 < [1 — 0.37]), which is the 

additional after-tax interest expense on the capitalized lease obligation. Exhibit 10.4 summarizes 

those adjustments to Delta’s profitability measures. 

adie et 2: oo to ee Statement from Capitalization of Operating Leases 
ure s Adjust me : ts a Adjusted Figures _ "Percent Increase 

$529 $2,136 32.9% 

639 1,653 63.0% 

$(110) $ 483 (18.5)% 

ROE and Disaggregation Effects Adjustments to capitalize operating leases can alter our assess- 

ment of ROE components. Using the adjustments we describe in Exhibits 10.3 and 10.4, the impact for 

ROE and its components (defined in Module 4), is summarized in Exhibit 10.5 for Delta Air Lines. 

EXHIBIT 10.5 Ratio Effects of Sar onda from Capitalization of Operating Leases 

Delta, Air Lines ($ millions) ae oe Reported ‘Adjusted Computations for Adjusted Numbers 

NOBMMNE rash ioe ae tem andicia isa eine 5.1% 6.7% $2,136/$31,755 

IN@A Teeter ae rece nies Sate Re A 2.62 silo) $31,755/$19,218* 

PRN © Aare rar tes Pos apne tees ice Banter 13.4% 11.1% $2,136/$19,218* 

Financial leverage (FLEV = NNO/Equity)....... H2eo2 20.42 $18,321/$897 

FO me ores lovin ans nel aiagorg, canteens mayscorasd 2 66.1% 53.8% $483/$897* 

NioMOV XSW |KEWUI Me on on ooo B ese mo se ageosoe 52.7% 42.8% ROE — RNOA 

* For simplicity, we use year-end values for the denominator in lieu of average values. 

Using year-end (reported and adjusted) data, and Delta Air Lines’ total revenues of $31,755 mil- 

lion, adjusted RNOA is 11.1% (down from 13.4% reported). RNOA decreased because the increase 

in net operating profit margin (from 5.1% to 6.7%) was more than offset by a much lower net operat- 

ing asset turnover (from 2.62 to 1.65). After capitalization of its operating leases, Delta Air Lines is 

4 This approach uses the operating lease payments from Year | of the projected payments to approximate the rent expense for 

operating leases. This approach also uses the computed present value of future lease payments (from Step 2) to compute the 

depreciation and interest expense for capital leases. An alternative approach is to use actual rent expense for the current year 

(disclosed in the lease footnote) together with depreciation and interest computed based on capitalization of the prior year’s fu- 

ture lease payments. Although, arguably more exact, most analysts use the simplified approach illustrated here given the extent 

of other estimates involved (such as discount rates, depreciation lives, and salvage values). 
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more profitable (from an operating standpoint) and more capital intensive than we would infer from 

a review of its unadjusted income statement and balance sheet. 

Delta’s ROE decreases by 12.3% (from 66.1% to 53.8%). The analysis reveals that the non- 

operating return component of its ROE decreases from 52.7% using reported figures to an adjusted 

42.8%. The adjusted figures reveal that the lower spread is partially offset by much greater financial 

leverage from capitalized lease obligations that is not apparent prior to capitalization. Specifically, 

financial leverage is 20.42 times equity using adjusted figures versus 12.52 times using reported 

figures. Financial leverage is, therefore, revealed to play a greater role in ROE in partially offsetting 

the lower spread. In sum, Delta’s adjusted figures reveal a company with a lower ROE and with more 

assets and more financial leverage than was apparent from reported figures. 

Adjusted assets and liabilities arguably present a more realistic picture of the invested capital 

required to operate Delta Air Lines and of the amount of leverage represented by its leases. Similarly, 

operating profitability is revealed to be higher than reported, since a portion of Delta’s rent pay- 

ments represents repayment of the lease liability (a nonoperating cash outflow) rather than operating 

expense. 

MID-MODULE REVIEW 

Following is the leasing footnote disclosure from American Airlines’ 2010 10-K report. 

AMR’s subsidiaries lease various types of equipment and property, primarily aircraft and airport 

facilities. The future minimum lease payments required under capital leases, together with the pres- 

ent value of such payments, and future minimum lease payments required under operating leases 

that have initial or remaining noncancelable lease terms in excess of one year as of December 31, 

2010, were (in millions): 

© Capital Operating c 
YearEndingDecember31 —t™S _ Leases —_—_Leases : 
OTT nesta te ee es ee $186 $ 1,254 : 
AO Pla eee arg ee a wedi: ve licw sel el op ehernih tea oath 136 1,068 . 
PAO GN ee ha ire ie nc daar a a cara mien A en 120 973 . 

DOt de hee. Shy ads hk deere ara te othe 98 831 : 
POISE sect ttn: ie ermine ayy ere eee. dav ie 87 672 : 
AMS) lintel uMEREEIUE cone ac ccnuenecoannnenecatosonac 349 6,006 : 

976 $10,804 : 
Less amount representing interest.................00. 372 aa : 

Present value of net minimum lease payments .......... $604 : 

Required 
ll. Impute the discount rate that American uses, on average, to compute the present value of its capital leases. 
2. What adjustments would we make to American’s balance sheet to capitalize the operating leases at the end 

of 2010? (Hint: The implicit rate on its capital leases is approximately 13%; use this approximation to solve 
parts 2 and 3.) 

3. Assuming the same facts as in part 2, what income statement adjustments might we consider? 

The solution is on page 10-46. 

saan nner cece ccc ae nc cers ea S S S S  S S LSE T  D SELES EL LIE ALLIED DALE LOND ODDS EES ATOLL EELS TETE EEE OSE STE SE SEES CODE EI SAE ESTEE AE ccsnlnesat 

° Delta’s ROE (based on year-end equity) of 66.1% is high, which is an aberration resulting from the recessionary effects of the 
depressed economy in the late 2000s. During this period, U.S. airlines had huge losses that reduced equity and led to the bank- 
ruptcy of many carriers. Delta’s high ROE for this year is due to its reduced equity base, and not to abnormally high profitability. 
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PENSIONS 
Companies frequently offer pension plans as a benefit for their employees. There are two general types 1.2 Describe 
of pension plans: and illustrate the 

accounting for 

pensions. 
1. Defined contribution plan. This plan requires the company make periodic contributions to an em- 

ployee’s account (usually with a third-party trustee like a bank), and many plans require an employee 

matching contribution. Following retirement, the employee makes periodic withdrawals from that 

account. A tax-advantaged 401(k) account is a typical example. Under a 401(k) plan, the employee 

makes contributions that are exempt from federal taxes until they are withdrawn after retirement. 

2. Defined benefit plan. This plan also requires the company make periodic payments to a third 

party, which then makes payments to an employee after retirement. Payments are usually based 

on years of service and the employee’s salary. The company may or may not set aside sufficient 

funds to cover these obligations (federal law does set minimum funding requirements). As a result, 

defined benefit plans can be overfunded or underfunded. All pension investments are retained by 

the third party until paid to the employee. In the event of bankruptcy, employees have the standing 

of a general creditor, but usually have additional protection in the form of government pension 

benefit insurance. 

For a defined contribution plan, the company contribution is recorded as an expense in the income 

statement when the cash is paid or the liability accrued. For a defined benefit plan, it is not so simple. 

This is because while the company contributes cash or securities to the pension investment account, the 

pension obligation is not satisfied until the employee receives pension benefits, which may be many 

years into the future. This section focuses on how a defined benefit plan impacts financial statements, 

and how we assess company performance and financial condition when such a plan exists. 

Reporting of Defined Benefit Pension Plans 

There are two accounting issues concerning the reporting of defined benefit pension plans. 

1. How are pension plans (assets and liabilities) reported in the balance sheet (if at all)? 

2. How is the expense relating to pension plans reported in the income statement? 

The following graphic shows where pensions appear on the balance sheet (liabilities and assets) and 

the income statement (pension expense is reported in the same expense accounts as employee wages; 

for example, pension expense for manufacturing employees is in cost of goods sold, whereas pension 

expense for salespeople is in SG&A). 

: Income Statement Balance Sheet 

Sales Cash Current liabilities 

Cost of goods sold Accounts receivable Long-term liabilities 

Selling, general and administrative expenses Inventory 

Income taxes Long-term operating assets Shareholders’ equity 

Net income Investments 

Balance Sheet Effects 

Pension plan assets are primarily investments in stocks and bonds (mostly of other companies, but it 

is not uncommon for companies to invest pension funds in their own stock). Pension liabilities (called 

the projected benefit obligation or PBO) are the company’s obligations to pay current and former 

employees. The difference between the market value of the pension plan assets and the projected ben- 

efit obligation is called the funded status of the pension plan. If the PBO exceeds the pension plan 

assets, the pension is underfunded. Conversely, if pension plan assets exceed the PBO, the pension 

plan is overfunded. Under current GAAP, companies are required to record only the funded status on 

their balance sheets (namely, the net amount, not the pension plan assets and PBO separately), either as 

an asset if the plan is overfunded, or as a liability if it is underfunded. 
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Pension plan assets consist of stocks and bonds whose value changes each period in three ways. 

First, the value of the investments increases or decreases as a result of interest, dividends, and gains 

or losses on the stocks and bonds held. Second, the pension plan assets increase when the company 

contributes additional cash or stock to the investment account. Third, the pension plan assets decrease 

by the amount of benefits paid to retirees during the period. These three changes in the pension plan 

assets are articulated below. 

Pension Plan Assets 
Pension plan assets, beginning balance 

+ Actual returns on investments (interest, dividends, gains and losses) 

+ Company contributions to pension plan 

— Benefits paid to retirees 

= Pension plan assets, ending balance 

The pension liability, or PBO (projected benefit obligation), is computed as the present value 

of the expected future benefit payments to employees. The present value of these future payments 

depends on the number of years the employee is expected to work (years of service), the employee’s 

salary level at retirement, and the number of years the employee will receive benefits. Consequently, 

companies must estimate future wage increases, as well as the number of employees expected to 

reach retirement age with the company and how long they are likely to receive pension benefits fol- 

lowing retirement. Once the future retiree pool is determined, the expected future payments under 

the plan are discounted to arrive at the present value of the pension obligation. This is the PBO. A 

reconciliation of the PBO from beginning balance to year-end balance follows. 

Projected benefit obligation, beginning balance 

+ Service cost 

+ Interest cost 

+/— Actuarial losses (gains) 

= Benefits paid to retirees 

= Projected benefit obligation, ending balance 

As this reconciliation shows, the balance in the PBO changes during the period for four reasons. 

= First, as employees continue to work for the company, their pension benefits increase. The annual 

service cost represents the additional (future) pension benefits earned by employees during the 

current year. 

& Second, interest cost accrues on the outstanding pension liability, just as it would with any other 

long-term liability (see the accounting for bond liabilities in Module 8). Because there are no 

scheduled interest payments on the PBO, the interest cost accrues each year, that is, interest is 

added to the existing liability. 

@ Third, the PBO can increase (or decrease) due to actuarial losses (and gains), which arise 

when companies make changes in their pension plans or make changes in actuarial assumptions 

(such as the rate of wage inflation, termination and mortality rates, and the discount rate used to 

compute the present value of future obligations). For example, if a company increases the discount 

rate used to compute the present value of future pension plan payments from, say, 8% to 9%, the 

present value of future benefit payments declines (just like bond prices). Conversely, if the dis- 

count rate is reduced to 7%, the present value of the PBO increases. Other actuarial assumptions 

used to estimate the pension liability (such as the expected wage inflation rate or the expected life 

span of current and former employees) can also create similar actuarial losses or gains. 

@ Fourth, pension benefit payments to retirees reduce the PBO (just as the payments reduce the pen- 
sion plan assets). 

Finally, companies are permitted to net the pension plan assets and the PBO and then report this net 
amount on the balance sheet. This net amount is called the funded status and is reported as an asset if 
pension assets exceed the PBO, and as a liability if the PBO exceeds pension assets. 
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Pension plan assets (at market value) 

— Projected benefit obligation (PBO) 

Funded status 

If the funded status is positive (assets exceed liabilities such that the plan is overfunded), the over- 
funded pension plan is reported on the balance sheet as an asset, typically called prepaid pension 
cost. If the funded status is negative (liabilities exceed assets and the plan is underfunded), it is 
reported as a liability.° During the late 2000s, long-term interest rates declined drastically and many 
companies lowered their discount rate for computing the present value of future pension payments. 
Lower discount rates meant higher PBO values. This period also witnessed a bear market and pen- 

sion plan assets declined in value. The combined effect of the increase in PBO and the decrease 

in asset values caused many pension funds to become severely underfunded. Of the 710 publicly 

traded companies reporting pension plans in 2010 and with revenues over $500 million, a total of 

662 (93%) were underfunded. (Delta Air Lines, for example, reports an underfunded pension plan 

of $9.257 billion in 2010.) 

Like U.S. GAAP, IFRS requires companies to report the funded status of their defined benefit pen- 

sion plans on the balance sheet. The IFRS calculation of the unfunded status is slightly different than 

under GAAP. The IFRS unfunded status is calculated as projected benefit obligation minus the fair 

value of plan assets; but, unlike GAAP, any actuarial gains are added (losses are subtracted). There 

are other differences in detailed computations, which means that for pension assets and liabilities it 

is difficult to reliably compare GAAP and IFRS reports. 

Income Statement Effects 

A company’s net pension expense is computed as follows. 

_ Net Pension Expense 
Service cost 

+ Interest cost 

— Expected return on pension plan assets 

Amortization of deferred amounts I+ 

Net pension expense 

The net pension expense is rarely reported separately on the income statement. Instead, it is included 

with other forms of compensation expense. However, pension expense is disclosed separately in 

footnotes. 

The net pension expense has four components. The previous PBO section described the first two 

components: service costs and interest costs. The third component of pension expense relates to the 

return on pension plan assets, which reduces total pension expense. To compute this component, com- 

panies use the long-term expected rate of return on the pension plan assets, rather than the actual 

return, and multiply that expected rate by the prior year’s balance in the pension plan assets account 

(usually the average balance in the prior year). Use of the expected return rather than actual return is 

an important distinction. Company CEOs and CFOs dislike income variability because they believe 

that stockholders react negatively to it, and so company executives intensely (and successfully) lobbied 

the FASB to use the more stable expected long-term investment return, rather than the actual return, in 

6 Companies typically maintain many pension plans. Some are overfunded and others are underfunded. Current GAAP requires 

companies to separately group all of the overfunded and all of the underfunded plans, and to present a net asset for the over- 

funded plans and a net liability for the underfunded plans. 
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computing pension expense. Thus, the pension plan assets’ expected return is deducted to compute net 

pension expense.’ 

Any difference between the expected and the actual return is accumulated, together with other 

deferred amounts, off-balance-sheet and reported in the footnotes. (Other deferred amounts include 

changes in PBO resulting from changes in estimates used to compute the PBO and from amendments 

to the pension plans made by the company.) However, if the deferred amount exceeds certain limits, 

the excess is recognized on-balance-sheet with a corresponding amount recognized (as amortization of 

deferred amounts) in the income statement.’ This amortization is the fourth component of pension ex- 

pense and can be either a positive or negative amount depending on the sign of the difference between 

expected and actual return on plan assets. (We discuss the amortization component of pension expense 

further in Appendix 10A.) 

A final point to consider is the operating or nonoperating nature of the components of pension 

expense. Most analysts consider the service cost portion of pension expense to be an operating 

expense, similar to salaries and other benefits. However, the interest cost component is generally 

viewed as a nonoperating (financing) cost. Similarly, the expected return on plan assets is considered 

nonoperating. 

Footnote Disclosures—Components of Plan 

Assets and PBO 

GAAP requires extensive footnote disclosures for pensions (and other post-employment benefits which 

we discuss later). These notes provide details relating to the net pension liability reported in the balance 

sheet and for the components of pension expense on the income statement. 

Delta Air Lines’ pension footnote below indicates that the funded status of its pension plan is 

$(9,257) million on December 31, 2010. This means Delta’s plan is underfunded. Following are the 

disclosures Delta Air Lines makes in its pension footnote, $ millions. 

2010 ~=~—- 2009 December 31 (in millio . , ) 
Benefit obligation at beginning of period.................... $17,031 $15,929 

SGIVICE COST Hrs were ccs erent erento et ce eae) eens eae — — 

INtereSth COST Ae ria cer eee en Renee ene gen see re a Reco nenee 982 1,002 

Actuarial loSs:(Qa@in) avec aareeaCeoee aba teacaars eee rare een oe 570 1,170 

Benefits paid, including lump sums and annuities............. (1,013) (1,021) 

Peelad(el OTC MMOS aocesasdscac somes ee eee dacbaeu eds — — 

PlancamengimentS ener. caer teeing eres cart hotrgece ence cee eiees — —_ 

Specialitermination}; DemenitSs mes sericea arenes ornate — _— 

Settlements = cc icc cc. See eee An IER DPA. (64) (49) 

Benefitobligationiatiend! of periods sani sr sce cits ete clei: $17,506 $17,031 

continued 

7 The IASB has amended its standard on accounting for pensions and other postretirement benefits (OPEB), which potentially 

has important implications for U.S. GAAP. Those amendments take effect for years starting on or after January 1, 2013, and 

include the following key changes: 

° Elimination of deferred recognition. The full value of the benefit obligation and plan assets will be reported in the bal- 

ance sheet with changes arising from actuarial gains and losses recognized in full in other comprehensive income (OCI). 

Companies will not have an option to recognize those gains and losses in net income, either in the periods in which they 

occur or through amortization. Prior service cost will be recognized in full in determining net income in the period the plan 

amendment is made. 

° Disaggregation of benefit cost. The components of pension and OPEB cost (service cost, finance cost, and remeasurement 

cost) will be reported separately in the footnotes. Separate or aggregate presentation of service and finance cost components 

will be permitted in the statement of comprehensive income. 

° Elimination of expected return on plan assets. The discount rate would be applied to the net funded position to determine 
the net financing cost, which will include an implied return on assets. A separate expected long-term rate of return on plan 
assets will no longer be used. 

8 To avoid amortization, the deferred amounts must be less than 10% of the PBO or pension investments, whichever is less. The 
excess, if any, is amortized until no further excess remains. When the excess is eliminated (by investment returns or company 
contributions, for example), the amortization ceases. 
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continued from prior page 

Fair value of plan assets at beginning of period 

(NG Wel] (OSS) Cell) OMAEMESSEIS on ccaasnesastencovaesodace 975 1,198 
iil Newel ColuM 6s osa%caodahasocbhacooaduaenooucnee 728 200 

PT OEM COMMMOUMIONS. <4 oo becom onacaenantdooubtionenane —_ = 

Benefits paid, including lump sums and annuities............. (1,013) (1,021) 

SS ICLad CTAVSTALSNL IS a pret ease ents Ah a hal ed a es a ated oR haere mt (64) (49) 

Fair value of plan assets at end of period ................... $ 8,249 $ 7,623 

[FUINGEe SEIS Bi CMCh OH DENCE) 6.5 ooo os sabe ounce soon sousoae $ (9,257) $ (9,408) 

Delta Air Lines’ PBO began the year with a balance of $17,031 million. It increased by the accrual of 

$982 million in interest cost (Delta froze its pension plans following the merger with Northwest Airlines; 

consequently, there is no current accrual for service cost as employees are not earning additional pension 

benefits). During the year, Delta realized an actuarial loss of $570 million, which increased the pension 

liability, and its PBO decreased as a result of $1,013 million in benefits paid to retirees, leaving a balance 

of $17,506 million at year-end.? 

Pension plan assets began the year with a fair market value of $7,623 million, which increased by 

$975 million from investment returns and by $728 million from company contributions, and it decreased 

by $64 million for settlements to retirees. The company drew down its investments to make pension pay- 

ments of $1,013 million to retirees. The $1,013 million payment reduced the PBO by the same amount, as 

discussed above, leaving the pension plan assets with a year-end balance of $8,249 million. The funded 

status of Delta Air Lines’ pension plan at year-end was $(9,257) million, computed as $8,249 million — 

$17,506 million. The negative balance indicates that its pension plan is underfunded. 

Delta Air Lines incurred $367 million of pension expense in 2010 and an additional $334 mil- 

lion of expense relating to defined contribution plans (companies typically maintain different types of as an operating 

retirement plans). The combined expense of $701 million is not broken out separately in the income item (either asset 

statement. Details of this expense are found in its 2010 pension footnote, which follows ($ millions): or liability). 

We can treat the 

funded status 

Components of net periodic benefit cost a : . : 2010. 

Defined benefit plans 

ServicelCostiitsn.esid Ute’ areeet seen) ae tee eee a $ — 
Interest COSt Hamish Me ens ewer Aah iikoen take tet Chetee aie son 982 

Expectediretunnion| plamiaSSetste a tacrirsrteryeteeiai-c see (677) 

INqmolaleazeulfelny@)i (SiiOle SEMIS CON an sab oonnecccs oan anes 4 — 

Recognizedinet actuaniall(Gain)) |OSSa eres mare ae freer rena 48 

Settlement charge snietyscs es, aout pele Nearest aan een 14 

Special termination benefits seme ein ater eine aie — 

Netiperiodic'cOSthit wits sais ces sh sisistoe ie ree a es eke ait as 367 

Defined conthinution plamicOStsins.jeieieienere risen enters onereaa ere 334 

TOtARCOS tee pat pecan RAC ee ar er ne aa ce ae $701 

The service and interest cost components of pension expense relate to the increase in the PBO of 

employees working another year for the company (expected benefits typically increase with longev- 

ity and salary, and the PBO increases because it is discounted for one less year). This expense is 

offset by the expected return on pension assets. Notice the use of expected returns rather than actual 

returns. Expected returns do not fluctuate as much as actual returns, and this yields a less volatile 

year-on-year pension expense and, consequently, less volatility in net income. The use of expected 

returns is in conformity with GAAP and companies lobbied for its use because of the reduced vola- 

tility for pension expense. Finally, because we cannot separate the operating and nonoperating com- 

ponents of a company’s funded status and, hence, treat it entirely as operating, we do the same for 

pension expense and treat it entirely as operating. (We do this for consistency purposes even though 

° This actuarial loss derives from: (1) a lower discount rate, from 5.93% to 5.69% —this change increased pension liability; and 

(2) a lower health care cost trend rate, from 7.5% to 7% —this change decreased pension liability. The lower discount rate domi- 

nated the lower cost trend and, thus, pension liability increased, yielding the actuarial loss. 
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we know that expense components related to interest cost, expected returns on plan assets, and many 

amortizations are nonoperating.) 

ension Footno RESEARCH INSIGHT 

The FASB requires footnote disclosure of the major components of pension cost presumably be- 

cause it is useful for investors. Pension-related research has examined whether investors assign 

different valuation multiples to the components of pension cost when assessing Company market 

value. Research finds that the market does, indeed, attach different interpretation to pension com- 

ponents, reflecting differences in information about perceived permanence in earnings. 

Footnote Disclosures and Future Cash Flows 

Companies use their pension plan assets to pay pension benefits to retirees. When markets are boom- 

ing, as during the 1990s, pension plan assets can grow rapidly. However, when markets reverse, as in 

the bear markets of the early and late 2010s, the value of pension plan assets can decline. The com- 

pany’s annual pension plan contribution is an investment decision that is influenced, in part, by market 

conditions and minimum required contributions specified by law. Companies’ cash contributions come 

from borrowed funds or operating cash flows. 

RESEARCH INSIGHT 

Research examines why companies choose to offer pension benefits. It finds that deferred compen- 

sation plans and pensions help align the long-term interests of owners and employees. Research 

also examines the composition of pension investments. It finds that a large portion of pension 

fund assets are invested in fixed-income securities, which are of lower risk than other investment 

securities. This implies that pension assets are less risky than nonpension assets. The FASB has 

mandated new pension disclosures that require firms (after 2009) to provide more detail about the 

types of assets held in pension plans. These disclosures presumably help investors better assess 

the riskiness of pension assets. 

Delta Air Lines paid $1,013 million in pension benefits to retirees in 2010, yet it contributed only 

$728 million to pension assets that year. The remaining amount was paid out of available funds in 

the investment account. Cash contributions to the pension plan assets are the relevant amounts for an 

analysis of projected cash flows. Benefits paid in relation to the pension liability balance can provide 

a clue about the need for future cash contributions. Companies are required to disclose the expected 

benefit payments for five years after the statement date and the remaining obligations thereafter. Fol- 

lowing is Delta Air Lines’ benefit disclosure statement: 

The following table summarizes the benefit payments that are scheduled to be paid in the following 

years ending December 31: 

($millions) = =~=~—_—_— Pension’ 

ZO ees ee Bi eee, $1,048 

2 ON Durie bom he ne tate, San 1,036 

AON Sie ess OAD Oren Reh 1,048 

AO ORs es Be in nada meee OR 1,059 

PAQUNSY techno) zitro keke O07 
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As of 2010, Delta Air Lines pension plan assets account reports a balance of $8,249 million, as dis- 
cussed above, and during the year, the plan assets generated actual returns of $975 million. The pen- 
sion plan asset account is currently generating investment returns that almost cover the $1 billion in 
projected benefit payments that Delta expects to pay to retirees as outlined in the schedule above. 
Should future investment returns decline, however, the company will have to use operating cash flow 

or borrow money to fund the deficit. 

One application of the pension footnote is to assess the likelihood that the company will be re- 

quired to increase its cash contributions to the pension plan. This estimate is made by examining the 

funded status of the pension plan and the projected payments to retirees. For severely underfunded 

plans, the projected payments to retirees might not be covered by existing pension assets and pro- 

jected investment returns. In this case, the company might need to divert operating cash flow from 

other prospective projects to cover its pension plan. Alternatively, if operating cash flows are not 

available, it might need to borrow to fund those payments. This can be especially troublesome as 

the debt service payments include interest, which increase the required pension contribution. The 

decline in the financial condition and ultimate bankruptcy of General Motors was due in large part 

to its inability to meet its pension and health care obligations from pension assets. The company 

was forced to divert much needed operating cash flow and to borrow funds to meet its cash payment 

obligations. 

Footnote Disclosures and Profit Implications 

Recall the following earlier breakdown for pension expense: 

Net Pension Expense 
Service cost 

+ Interest cost 

— Expected return on pension plan assets 

Amortization of deferred amounts \+ 

Net pension expense 

Interest cost is the product of the PBO and the discount rate. This discount rate is set by the company. 

The expected dollar return on pension assets is the product of the pension plan asset balance and the ex- 

pected long-run rate of return on the investment portfolio. This rate is also set by the company. Further, 

PBO is affected by the expected rate of wage inflation, termination and mortality rates, all of which are 

estimated by the company. 

GAAP requires disclosure of several rates used by the company in its estimation of PBO and the 

related pension expense. Delta Air Lines discloses the following in its pension footnote: 

Net Periodic Benefit Cost (Year Ended December 31) 2010 2009 a 2008 

Weighted average discount rate — pension benefit ...............0005. 5.93% 6.49% 7.19% 

Weighted average discount rate — other postretirement benefit .......... 5.75% 6.46% 6.46% 

Weighted average discount rate — other postemployment benefit ........ 5.88% 6.50% 6.95% 

Weighted average expected long-term rate of return on plan assets ....... 8.82% 8.83% 8.96% 

/NSSUANIsorl AMOS COSMO w oancnunooucobaonogoueonon moms 7.50% 8.00% 8.00% 

During 2010, Delta Air Lines decreased its discount rate (used to compute the present value of its 

pension obligations, or PBO) by 0.56%, while leaving essentially unchanged its estimate of the ex- 

pected return on plan assets. Delta also decreased its assumed health care cost trend rate by 0.50% 

and said it expects further declines in that rate to a level of about 5% by 2019 from its present rate 

of 7.5%. 
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Investment return A AM alsa on ans 

Wage inflation A 

Changes in these assumptions have the following general effects on pension expense and, thus, 

profitability. This table summarizes the effects of increases in the various rates. Decreases have the 

exact opposite effects.!° 

ee eo a Reason for effect ge 

While the higher discount rate reduces the PBO, the lower PBO is 

Discount rate A Poct obo Bese aL multiplied by a higher rate when the company computes the interest 
component of pension expense. The rate effect is larger than the discount 

effect, resulting in increased pension expense. 

Vv The dollar amount of expected return on plan assets is the product of the 

plan assets balance and the expected long-term rate of return. Increasing 

the return increases the expected return on plan assets, thus reducing 

pension expense. 

A The expected rate of wage inflation affects future wage levels that 

determine expected pension payments. An increase, thus, increases PBO, 

which increases both the service and interest cost components of pension 

expense. 

In the case of Delta Air Lines, the decrease in both the discount rate and the assumed health care cost 

trend rate, coupled with no change in the expected return on investments, served to decrease pension 

costs and increase profitability in that year. It is often the case that companies reduce the expected in- 

vestment returns with a lag, but increase them without a lag, to favorably impact profitability. We must 

be aware of the impact of these changes in assumptions in our evaluation of company profitability. 

Analysis Implications 

There are two important analysis issues relating to pensions: 

1. To what extent will the company’s pension plans compete with investing and financing needs for 

the available cash flows? 

2. In what ways has the company’s choice of estimates affected its profitability? 

Regarding the first issue, pension plan assets are the source of funds to pay benefits to retirees, and 

federal law (Employee Retirement Income Security Act) sets minimum standards for pension contribu- 

tions. Consequently, if investment returns are insufficient, companies must make up the shortfall with 

additional contributions. Any such additional contributions compete for available operating cash flows 

with other investing and financing activities. This can be especially severe in a business downturn 

when operating cash flows are depressed. As debt payments are contractual, companies can be forced 

to postpone needed capital investment to make the contributions necessary to ensure funding of their 

pension plans as required by law or labor agreements. Analysts must be aware of funding requirements 

when projecting future cash flows. 

'° The effect of two hypothetical discount rates on the PBO and interest cost is seen in the following tables using the present 
values from an annuity of $1 for 10 and 40 years, respectively (dollar amounts are the present value factors from Appendix A; 
present value of an ordinary annuity, rounded to 2 decimal places). 

Discount rate 10 Years 40 Years 

PBO 5% $7.72 $17.16 

8% 6.71 idee 

As the discount rate increases, the PBO decreases. This is the discount effect. Second, the interest cost component of pension ex- 
pense is computed as the PBO x Discount rate. For the four PBO amounts and related discount rates above, interest cost follows: 

Discount rate 10 Years 40 Years 

Interest cost 5% $0.39 $0.86 

8% 0.54 0:95. 

Interest cost increases with increases in the discount rate, regardless of the length of the liability. This is the rate effect. 
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Regarding the second issue, accounting for pensions requires several assumptions, including the 
expected return on pension investments, the expected rate of wage inflation, the discount rate used to 
compute the PBO, and other actuarial assumptions that are not reported in footnotes (mortality rates, 
for example). Each of these assumptions affects reported profit as already explained. Analysts must be 
aware of changes in these assumptions and their effects on profitability. An increase in reported profit 
that is due to an increase in the expected return on pension investments, for example, is not related 
to core operating activities and, further, might not be sustainable. Such changes in estimates must be 
considered in our evaluation of reported profitability. 

Overfunded pension plans and boom markets can inflate income. Specifically, when the stock mar- 

ket is booming, pension investments realize large gains that flow to income (via reduced pension 

expense). Although pension plan assets do not belong to shareholders (as they are the legal entitle- 

ment of current and future retirees), the gains and losses from those plan assets are reported in 

income. The following graph plots the funded status of General Electric’s pension plans together 

with pension expense (revenue) that GE reported from 1998 through 2010. 

GE’s Funded Status of Pension Plans and Pension Expense (Revenue) 

$2,000 2 
__ 20,000 = 
Q $1,000 & 
S 15,000 eo 
€ $0 $s @ 10,000 = 

= > 

$5,000 $(1,000) @ 
re 2 
ab $0 : $(2,000) 2 
® 
Zo} Q 

Eiioae, $(3,000) 
$(10,000) 

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 
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GE’s funded status has consistently been positive (indicating an overfunded plan) until the market 

decline of 2008. The degree of overfunding peaked in 2001 at the height of the stock market, and 

began to decline during the bear market of the early 2000s. GE reported pension revenue (not ex- 

pense) during this period. In 2001, GE’s reported pension revenue was $2,095 million (10.6% of its 

pretax income). Because of the plan’s overfunded status, the expected return and amortization of 

deferred gains components of pension expense amounted to $5,288 million, far in excess of the 

service and interest costs of $3,193 million. In the mid to late 2000s, GE recorded pension expense 

(rather than revenue) as the pension plan’s overfunding and expected long-term rates of return 

declined. 

Other Post-Employment Benefits 

In addition to pension benefits, many companies provide health care and insurance benefits to re- 

tired employees. These benefits are referred to as other post-employment benefits (OPEB). These 

benefits present reporting challenges similar to pension accounting. However, companies most often 

provide these benefits on a “pay-as-you-go” basis and it is rare for companies to make contributions 

in advance for OPEB. As a result, this liability, known as the accumulated post-employment ben- 

efit obligation (APBO), is largely, if not totally, unfunded. GAAP requires that the unfunded APBO 

liability, net of any unrecognized amounts, be reported in the balance sheet and the annual service 

costs and interest costs be accrued as expenses each year. This requirement is controversial for two 

reasons. First, future health care costs are especially difficult to estimate, so the value of the resulting 

APBO (the present value of the future benefits) is fraught with error. Second, these benefits are pro- 

vided at the discretion of the employer and can be altered or terminated at any time. Consequently, 
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employers argue that without a legal obligation to pay these benefits, the liability should not be re- 

ported in the balance sheet. 

These other post-employment benefits can produce large liabilities. For example, Delta Air Lines’ 

footnotes report a funded status for the company’s health care obligation of $(2,178) million, consist- 

ing of an APBO liability of $3,298 million less health care plan investments with a market value of 

$1,120 million. Our analysis of cash flows related to pension obligations can be extended to other post- 

employment benefit obligations. For example, in addition to its pension payments, Delta Air Lines dis- 

closes that it is obligated to make health care payments to retirees totaling about $260 per year. Because 

health care obligations are rarely funded until payment is required (federal minimum funding standards 

do not apply to OPEB and there is no tax benefit to pre-funding), there are no investment returns to 

fund the payments. Our analysis of projected cash flows must consider this potential cash outflow in 

addition to that relating to pension obligations. 

RESEARCH INSIGHT |, Nonpension Post-Employment Benefits 

The FASB requires employers to accrue the costs of all nonpension post-employment benefits; 

known as accumulated post-employment benefit obligation (APBO). These benefits consist primar- 

ily of health care and insurance. This requirement is controversial due to concerns about the reliabil- 

ity of the liability estimate. Research finds that the APBO (alone) is associated with company value. 

However, when other pension-related variables are included in the research, the APBO liability is no 

longer useful in explaining company value. Research concludes that the pension-related variables 

do a better job at conveying value-relevant information than the APBO number alone, which implies 

that the APBO number is less reliable. 

GLOBAL ACCOUNTING 
We discussed three forms of off-balance-sheet financing. Moreover, there are several differences be- 

tween U.S. GAAP and IFRS on these items, which we highlight below. 

Leases IFRS lease standards currently allow for operating leases, but the standards are such that it is 

very difficult for a lease agreement to qualify as an operating lease. IFRS standards are more principles 

based and so for lease accounting, there are no bright-line rules for lease classification. Instead the par- 

ties must consider the economic substance of the transaction. In addition, IFRS will classify as capital 

leases (labeled financial leases) various “arrangements” that convey the right to use an asset or compel 

the company to make specified payments, but that do not take the legal form of a lease. Examples 

include contracts where the company must make payments regardless of whether they take delivery 

of the contracted product or service (take-or-pay contracts) and outsourcing contracts. This will result 

in more capital leases under IFRS. A minor difference is that IFRS requires the separation of land and 

buildings for leases that involve both. 

Pensions For pension accounting, there are several disclosure differences and one notable account- 

ing difference. The accounting difference pertains to actuarial gains and losses. As discussed in Ap- 

pendix 10A, U.S. GAAP permits deferral of actuarial gains and losses and then amortizes them to net 

income over time. A notable difference is that IFRS companies can recognize all actuarial gains and 
losses in comprehensive income in the year they occur. These gains and losses are not deferred, and 
they are never reported on the IFRS income statement. Many IFRS companies select this option. Turn- 
ing to disclosure, one difference is that pension expense is not reported as a single item under IFRS; 
various components can be aggregated with other expenses. For example, interest cost can be included 
with other interest expenses and reported as finance expense under IFRS. A second disclosure differ- 
ence is that IFRS companies do not disclose the full funded status of their pension plan on the balance 
sheet as U.S. GAAP requires. However, they must do so in the footnotes. These disclosure differences 
make it more challenging to analyze IFRS pension costs and balance sheet items. FASB and IASB 
continue to work toward convergence on pension accounting. 
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Special Purpose Entities Companies use special purpose entities (SPE) to structure projects or 
transactions. Under U.S. GAAP, the primary beneficiary (the party with the power to direct SPE activi- 
ties and with the obligation to absorb SPE losses) is required to consolidate the SPE. At the publication 
of this book, the IASB has not yet addressed the issue of SPEs. Instead, IFRS focuses on the general 
concept of “control” to determine if the SPE is consolidated. 

RSE SAE EEE TOP ESO SR SRA TTS SES ETT ee DD I HTL TES NSN EE SO ETE UD SSG GS SR ESSA SS Se SER SE ASAE NTR TOO TSE 

MODULE-END REVIEW 

Following is the pension disclosure footnote from American Airlines’ 10-K report (in millions). 

Reconciliation of benefit obligation 

Obligationratlanuiarvalmeem ceerin reteset emer $12,003 $10,884 

SENVICEICOSLES Series ABE rth SONI hoger Sh: cer. EST EEY 366 333 

IMUGKESE: COST amen enes tm chien cre. ee Merce hecre eee ane ews 737 712 

ACtUatiall(Qain)llOSSsaarsermereres cause c munatrs seater + 442 675 

PlanyamendimentSmart ttc ects cates see aueeestotitee 1 — 

Benotit. payments: a mcmrtatmie mer tata Och ection gucaeteciec cau (581) (601) 

Obligationvat Decembencile-areen irate erento etree $12,968 $12,003 

Reconciliation of fair value of plan assets 

Fair value of plan assets at January1.................-. $ 7,051 $ 6,714 

ActuallireturmonrplanrasSetSaeveme mrs ae tenes arate eee nee 837 928 

=ineltonelrColmilewWlelaS 6 sacs acanoodnacbooscunaopadud 466 10 

Benefits paymentsrrerrrtccce or sert.te atenerr emirate te eee eee (581) (601) 

Fair value of plan assets at December 31 ................ 8 708 $ 7,051 

Fimaedistatusral Decemben Giltmirr amen ritrcntne ater $ (5,195) $ (4,952) 

Following is American Airlines’ footnote for its pension cost as reported in its income statement (in millions). 

Pension Benefits 
Components of net periodic benefit cost 

Defined benefit plans: 

SErVICECOSt memento esis Ce She vitae me ye hares Sree ee 2 $366 $333 
interest:cOSt name merce a. fescue erent ee) ocr qass bone ales 737 TW 

Expected|retumiomiasSetSinnw.-..e scl star ecie isles ene (593) (566) 

Amortization of: 

PrORSOIVICGICOSTir marenteiern te store ensiarte) eaneionoveiat ovorvict ts ouerneiee 13 13 

Seitlomentgemntn Me cere cine edema slaw ats aie vo was e Sis ester _— — 

VreCOOMIZEG MoulOSS eae nensis te tcitarsrni creer neon 154 145 

Net periodic benefit cost for defined benefit plans ......... 677 637 

DNC Cone WMOMISENS. ooacaannaucaccenntacanaonar 168 168 

$845 $805 

Required 
. In general, what factors impact a company’s pension benefit obligation during a period? 

. In general, what factors impact a company’s pension plan investments during a period? 

What amount is reported on the balance sheet relating to the American Airlines pension plan? 

How does the expected return on plan assets affect pension cost? 

How does American Airlines’ expected return on plan assets compare with its actual return (in $s) for 2010? 

. How much net pension expense is reflected in American Airlines’ 2010 income statement? 

_ Assess American Airlines’ ability to meet payment obligations to retirees. NAWRONS 
The solution is on page 10-47. 
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APPENDIX 10A: Amortization Component of 

Pension Expense 

One of the more difficult aspects of pension accounting relates to the issue of what is recognized on-balance- 

sheet and what is disclosed in the footnotes off-balance-sheet. This is an important distinction, and the FASB 

is moving toward more on-balance-sheet recognition and less off-balance-sheet disclosure. The FASB is con- 

sidering whether to eliminate deferred gains and losses, and to require recognition in the income statement of 

all changes to pension assets and liabilities. Until this standard is enacted, deferred gains and losses will only 

impact reported pension expense via their amortization (the fourth component of pension expense described 

earlier in this module). 

There are three sources of unrecognized gains and losses: 

1. The difference between actual and expected return on pension investments. 

2. Changes in actuarial assumptions such as expected wage inflation, termination and mortality rates, and 

the discount rate used to compute the present value of the projected benefit obligation. 

3. Amendments to the pension plan to provide employees with additional benefits (called prior service 

costs). 

Accounting for gains and losses resulting from these three sources is the same; specifically: 

% Balance sheets report the net pension asset (overfunded status) or liability (underfunded status) 

irrespective of the magnitude of deferred gains and losses; that is, based solely on the relative balances of 

the pension assets and PBO accounts. 

fH Cumulative unrecognized gains and losses from all sources are recorded in one account, called deferred 

gains and losses, which is only disclosed in the footnotes, not on-balance-sheet. 

f When the balance in the deferred gains and losses account exceeds prescribed levels, companies transfer 

a portion of the deferred gain or loss onto the balance sheet, with a matching expense on the income 

statement. This is the amortization process described in the text. 

Recall that a company reports the estimated return on pension investments as a component (reduction) of 

pension expense. The pension assets, however, increase (decrease) by the actual return (loss). The difference 

between the two returns is referred to as a deferred (unrecognized) gain or loss. To illustrate, let’s assume that 

the pension plan is underfunded at the beginning of the year by $200, with pension assets of $800, a PBO of 

$1,000, and no deferred gains or losses. Now, let’s assume that actual returns for the year of $100 exceed the 

long-term expected return of $70. We can illustrate the accounting for the deferred gain as follows: 

On Financial Statements _ ‘Footnotes 

“Accumulated 
Other 
Comprehensive Income | Pension __ 

: Funded 

2 ___ (Liabilities) _ Earned Capital — Income (AOCI) Statement _ Assets — ~PBO — 

Seon $200 $0 $0 $800 $1,000 

Reo heer Rae (100) $70 30 70 100 
(Retained Earnings) 

30 
(AOCI) _—: ae 

Balance, Dec. 31 ..... $100 $70 $30 $70 $900 $1,000 
(Retained Earnings) 

30 
(AOCI) 

The balance sheet at the beginning of the year reports the funded status of the pension plan as a $200 liability, 
reflecting the underfunded status of the pension plan. Neither the $800 pension asset account, nor the $1,000 
PBO appear on-balance-sheet. Instead, their balances are only disclosed in a pension footnote. 

During the year, pension assets (off-balance-sheet) increase by the actual return of $100 with no change 
in the PBO, thus decreasing the pension liability (negative funded status) by $100. The pension expense on 
the income statement, however, only reflects the expected return of $70, and retained earnings increase by that 
amount. The remaining $30 is recognized in accumulated other comprehensive income (AOCI), a component 
of earned capital. 
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These deferred gains and losses do not affect reported profit until they exceed prescribed limits, after which 
the excess is gradually recognized in income.'! For example, assume that in the following year, $5 of the $30 de- 
ferred gain is amortized (recognized on the income statement as expense, which flows to retained earnings on the 
balance sheet). This amortization would result in the following effects: 

Assets: 
$900 Balance, Jan. 1 $1,000 

(Retained Earnings) 

30 
(AOCI) 

8 & (5) 5 
(Retained Earnings) 

$75 
(Retained Earnings) 

25 
(AOC) 

Amortization......... 

$900 Balance: Decode: $1,000 

The deferred gain is reduced by $5 and is now recognized in reported income as a reduction of pension expense. 

(This amortization is the fourth item in the Net Pension Expense computation table from earlier in this module.) 

This is the only change, as the pension assets still report a balance of $900 and the PBO reports a balance of 

$1,000, for a funded status of $(100) that is reported as a liability on the balance sheet. 

In addition to the difference between actual and expected gains (losses) on pension assets, the deferred gains 

(losses) account includes increases or decreases in the PBO balance that result from changes in assumptions 

used to compute it, namely, the expected rate of wage inflation, termination and mortality rates for employees, 

and changes in the discount rate used to compute the present value of the pension obligations. Some of these can 

be offsetting, and all accumulate in the same deferred gains (losses) account. Justification for off-balance-sheet 

treatment of these items was the expectation that their offsetting nature would combine to keep the magnitude of 

deferred gains (losses) small. It is only in relatively extreme circumstances that this account becomes large enough 

to warrant amortization and, consequently, on-balance-sheet recognition. Further, the amortization portion of re- 

ported pension expense is usually small. 

APPENDIX 10OB: Special Purpose Entities (SPEs) 

Special purpose entities (SPEs) allow companies to structure projects or transactions with a number of financial 

advantages. SPEs have long been used and are an integral part of corporate finance. The SPE concept is illustrated 

by the following graphic that summarizes information taken from Ford’s 2010 10-K relating to the SPE structure 

it uses to securitize the receivables of Ford Credit (its financing subsidiary): 

Receivables Receivables Securities 
Bie 

H Bankruptcy Remote : Off-Balance-Sheet 

5 Transaction . Transaction 
8 

Ford Credit (“sponsor”) 2 Subsidiary © Securitization Trust (SPE) 
® (On-Baiance-Sheet) f Investors 
@ ® 
a t 

tS OSB 2 SH 8S 

Proceeds Proceeds Proceeds 

» 

oe 
8 
a 
6 
6 
r] 

'| The upper (lower) bound on the deferred gains (losses) account is 10% of the PBO or Plan Asset account balance, whichever 

is greater, at the beginning of the year. Once this limit is exceeded, the excess is amortized until the account balance is below that 

threshold, irrespective of whether such reduction results from amortization, or changes in the PBO or Pension Asset accounts 

(from changes in actuarial assumptions, company contributions, or positive investment returns). 

OS Explain the 

accounting for 

special purpose 

entities (SPEs). 
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This graphic is typical of many SPEs and has the following characteristics of all SPEs: 

@ A sponsoring company (here, Ford Credit) forms a subsidiary that is capitalized entirely with equity; this 

creates a bankruptcy remote structure. This means that even if Ford Credit becomes bankrupt, neither it nor its 

creditors will be able to access the subsidiary’s assets; this reduces the risk for subsequent investors. 

@ The subsidiary purchases assets from the sponsoring company and sells them to a securitization (off- 

balance-sheet) trust (the SPE), which purchases the assets using borrowed funds (here, the SPE purchases 

receivables from Ford Credit’s subsidiary using cash from investors). 

Cash flows from the acquired assets are used by the SPE to repay its debt (here, the SPE collects receivables 

and uses the funds to repay any borrowings). 

The sponsoring company benefits in two ways. First, SPEs create direct economic benefits by speeding up re- 

ceipt of the company’s operating cash flows and by mitigating certain types of risk. Second, SPEs create indirect 

economic benefits by providing financial reporting benefits and alternatives. These indirect benefits derive from 

having assets, and their related debt, moved off-balance-sheet. Also, the SPE owns the sponsoring company’s 

former assets. Thus, the sponsoring company enjoys an improved asset turnover ratio (assets are typically less in 

the denominator of the turnover ratio) and an improved financial leverage ratio (liabilities are less in the numerator 

of the liabilities-to-equity ratio). 

Applying SPEs as Financing Tools 

This section describes two common means of using SPEs as financing tools. 

Asset Securitization 
Consumer finance companies, retailers, and financial subsidiaries of manufacturing companies commonly use 

SPEs to securitize (sell) their financial assets. Ford Credit, the finance subsidiary of Ford Motor Company, 

provides a common example as illustrated in the MD&A of Ford’s 2010 10-K report. 

Securitization In 2005 and 2006, the credit ratings assigned to Ford Credit were lowered to below invest- 

ment grade, which increased its unsecured borrowing costs and restricted its access to the unsecured debt 

markets. In response, Ford Credit increased its use of securitization transactions (including other structured 

financings) and other sources of funding. In 2010, although Ford Credit experienced several credit rating 

upgrades and its credit spreads narrowed considerably, its credit ratings are still below investment grade. 

Ford Credit’s higher credit ratings have provided it more economical access to the unsecured debt markets, 

but it is still utilizing asset-backed securitization transactions for a substantial amount of its funding. . . 

In a securitization transaction, the securitized assets are generally held by a bankruptcy-remote 

special purpose entity (“SPE”) in order to isolate the securitized assets from the claims of Ford Credit’s 

other creditors and ensure that the cash flows on the securitized assets are available for the benefit of 

securitization investors. As a result, payments to securitization investors are based on the creditworthi- 

ness of the securitized assets and any enhancements, and not on Ford Credit’s creditworthiness. Senior 

asset-backed securities issued by the SPEs generally receive the highest short-term credit ratings and 

among the highest long-term credit ratings from the rating agencies that rate them. 

Ford Credit’s use of SPEs is typical. As Ford Credit provides financing to customers who purchase autos from Ford 

Motor Company, it accumulates the receivables on its balance sheet. Periodically, through a subsidiary, it packages 

certain receivables and sells them to its SPE, which funds the purchase by selling certificates entitling the holder 

to a portion of the cash receipts from eventual collection of receivables. Ford Credit does not provide any other 

form of protection to the outside certificate holders (its footnote indicates that the receivables are sold “without 

recourse,” meaning without collection rights against Ford Credit or its parent, Ford Motor Company). 

Ford Motor Company’s credit ratings have declined in recent years, thus making its unsecured borrowings more 

costly and limiting its availability to borrowed funds. In response, it has increased its use of SPEs as a financing source. 

This funding mechanism is now an important source of liquidity for the company, as Ford Credit’s cost of debt capital 
is substantially less, and exhibits less volatility, than that for Ford Motor Company. Thus, Ford’s use of SPEs as a fund- 
ing source provides necessary liquidity and also provides capital at a substantially lower interest rate. Due to the SPE’s 
limited scope of operations, and its isolation from the general business risk of the parent company, the SPE’s lenders face 
lower risk of default and can, therefore, charge a comparatively lower rate of interest on money they lend to the SPE. 

Project and Real Estate Financing 
Another common use of SPEs is to finance construction projects. For example, a sponsoring company desires to con- 
struct a manufacturing plant. It establishes an SPE and executes a contract with the SPE to build the plant and to later 
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purchase output from the plant. The SPE uses the contract, and the newly constructed manufacturing plant assets, to 
collateralize debt that it issues to finance the plant’s construction. The sponsoring company obtains the benefits of the 
plant, but does not recognize either the PPE asset or the related liability on its balance sheet. The sponsoring company 
has commitments with the SPE, labeled executory contracts, but GAAP currently does not require such contracts be 
recognized in the balance sheet, nor does it even require footnote disclosure of these contracts. 

Clothing retailers such as Gap and Abercrombie & Fitch use these types of executory contracts involving 
outside manufacturers. The manufacturing assets, and related liabilities, are reported on the balance sheet of the 
SPE and not of the company itself. 

A slight variation is to add leasing to this transaction. To illustrate, assume a company desires to construct an 

office building. It establishes an SPE to construct and finance the building and then leases the building back from the 

SPE under an operating lease. As we explained earlier in this module, if the lease is structured as an operating lease, 

neither the lease asset nor the lease obligation is reported on the company’s balance sheet. Thus, the company obtains 

the use and benefit of the building without recording either the building or the related debt on its balance sheet. 

Reporting of SPEs 

Special purpose entities, such as those that Ford uses to securitize its loan and lease assets, must be consolidated 

by whichever company has the power to direct the activities of the SPE and the right to receive its benefits (or 

absorb the losses). As we discuss in Module 7, for companies that issue common stock, consolidation means that 

the balance sheet and income statement of the SPE are reported together with that of the parent company. The 

consolidation of SPEs is no different and their financial statements must be combined with those of the sponsoring 

company (Ford Credit in this case). 

The effect of consolidation of SPEs is to report both the loan and lease receivables on Ford’s consolidated 

balance sheet as well as the liabilities of the SPE. Similarly, the loan and lease income is reported in Ford’s in- 

come statement together with the SPE’s expenses, including interest expense on borrowed funds. As a result, the 

securitization process is fully reflected in Ford’s financial statements. Further, companies are required to provide 

extensive disclosures relating to the magnitude of the assets securitized and the effects (and risks) on their liquidity 

of reliable access to securitization credit markets. 

Under both U.S. GAAP and IFRS, SPEs are consolidated based on the transfer of risks and rewards. 

But unlike GAAP’s more rules-based orientation, IFRS requires a more conceptual analysis of risks 

and rewards. This leads to consolidation of more special purpose entities under IFRS as compared 

to GAAP. The FASB and the IASB are working toward convergence on this standard. 

Analysis Implications of SPEs 

Despite that SPEs are consolidated in the financial statements of the sponsoring company, the securitization pro- 

cess continues to provide a lower-cost financing source to companies by reducing credit risk for the lenders. 

Accordingly, SPEs will continue to be part of the business landscape. As such, there are at least two analysis 

implications related to SPEs: 

@ Cost of capital. As discussed, SPEs reduce business risk and bankruptcy risk for their lenders. 

Consequently, the sponsoring company is able to obtain capital at a lower cost. Ford Motor Company (a 

manufacturer), for example, has witnessed a reduction in its credit ratings and a consequent increase in its 

cost of borrowed funds. Ordinarily, its negative credit rating would be ascribed to its subsidiaries as well, 

including its finance subsidiary. Using SPEs, however, the finance subsidiary, Ford Credit, is able to obtain 

financing at lower interest rates, which allows it to pass along that lower cost in the form of lower interest 

rates on auto and other loans to its customers. Without that financing source, Ford Credit would be less 

competitive in the marketplace vis-a-vis other, financially stronger, financial institutions. 

® Liquidity. Financial institutions, and finance subsidiaries of manufacturing companies, rely on a business 

model of generating a high volume of loans, each of which carries a relatively small profit (spread of the 

interest rate over the cost of the funds). If they were forced to hold all of those loans on their own balance 

sheets, they would eventually need to raise costly equity capital to balance the increase in debt financing. 

That would also serve to reduce their competitiveness in the marketplace. These companies must, therefore, 

be able to package loans for sale, a crucial source of liquidity. 
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Given the importance of the cash flows contributed by its Ford Credit financing subsidiary to Ford Motor Com- 

pany, analysts would be concerned about the welfare of the overall entity were there indications that its SPE fi- 

nancing sources would no longer be available (say, if further accounting standards limited Ford’s ability to remove 

these loans from its consolidated balance sheet and record their transfer to the SPE as a sale). Analysts would 

also be concerned if the credit markets no longer favored this SPE structure as a financing mechanism (say, if the 

presumed bankruptcy protection of the SPEs was ultimately proven to be false following the bankruptcy of the 

sponsoring company and the consequent bankruptcy of an SPE that it sponsored). Neither of these events has oc- 

curred, and lenders rely on legal opinions that SPEs are “bankruptcy remote.” Analysts must always assess these 

risks when assessing the financial strength of companies that rely on the SPE financial structure. 

APPENDIX 10C: Lease Capitalization Using 

a Calculator and Present 

Value Tables 

This Appendix identifies the keystrokes to compute both the present value of projected operating lease payments 

and the imputed discount rate using two popular financial calculators: Hewlett-Packard 10bII and Texas Instru- 

ments BA II Plus. It also computes the present value of projected lease payments using present value tables. 

Hewlett-Packard 10bll: Present value of projected operating 
lease payments 
Following are the keystrokes to compute the present value of the Delta Air Lines projected lease payments. This 

approach utilizes the same computational steps as our illustrations. 

1 P/YR Enter the number of periods per year 

0 CF, Enter the cash flow in year O (current year) 

1,420 CF; Enter the cash flow in year 1 

deson CF; Enter the cash flow in year 2 

1,320 CF; Enter the cash flow in year 3 

1,263 CF; Enter the cash flow in year 4 

1,169 CF; Enter the cash flow in year 5 (and assumed thereafter) 

8 N; Enter the number of years the year 5 cash flow is repeated 

240 CF, Enter the cash flow in final partial year ($1,169 = 0.205 years) 

14.31 I/YR Enter the annual discount rate 

NPV Press NPV button to get present value ($7,085) 

*To enter a number, type the number and then press the corresponding key; for example, to enter P/ 

YR, type “1” and then press P/YR. 

Hewlett-Packard 10bll: Imputed discount rate 
This example computes the imputed discount rate given the capitalized lease disclosures in the lease footnote; we 

again use Delta Air Lines. 

Enter the number of periods per year 

Enter the cash flow in year 0 (current year) 

Enter the cash flow in year 1 

Enter the cash flow in year 2 

Enter the cash flow in year 3 

Enter the cash flow in year 4 

Enter the cash flow in year 5 (and assumed thereafter) 

Enter the number of years the year 5 cash flow is repeated 

82 CF, Enter the cash flow in final partial year ($124 x 0.258 years) 

IRR Press IRR button to get implicit discount rate (14.31%) 

* To enter a negative number, type in the absolute value of that number and then press +/— button; 
for example, to enter the initial cash flow in year 0, enter “738”, press +/—, and then press CF. 
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Texas Instruments BA II Plus: Present value of projected 
operating lease payments 
Following are the keystrokes to compute the present value of the Delta Air Lines projected lease payments. This 
approach utilizes the same computational steps as our illustrations. 

FORMAT 0 Press the FORMAT button and enter decimal places desired 
CF 0 Enter the cash flow in year 0 (CF) 

J 1,420 Enter the cash flow in year 1 (CO1) 

J Frequency (FO1) should be pre-set at “1”, so nothing need be entered 

J 1,351 Enter the cash flow in year 2 (CO2) 
J Frequency (FO2) should be pre-set at “1” 
J 1,220 Enter the cash flow in year 3 (CO3) 
J Frequency (FO3) should be pre-set at “1” 

J 1,263 Enter the cash flow in year 4 (CO4) 
J Frequency (FO4) should be pre-set at “1” 

1 1,169 Enter the cash flow in year 5 (COS) and assumed thereafter 

y 8 Enter the number of years the year 5 cash flow is repeated (FO5) 

tt 240 Enter the cash flow in final partial year (1,169 < 0.205 years) (CO6) 

y Frequency (FO6) should be pre-set at “1” 

NPV 14.31 Press NPV button, the pre-set discount rate should say “0”; enter “14.31” the 

discount rate 

), CPT 7,085 Press | button and then press CPT to get present value 

@ After entering in a number from this column, press ENTER. 

Texas Instruments BA II Plus: Imputed discount rate 
Following are the keystrokes to compute the present value of the Delta Air Lines projected lease payments. This 

approach utilizes the same computational steps as our illustrations. 

CF =738? Enter the cash flow in year 0 (CF,) 

i) 214 Enter the cash flow in year 1 (CO1) 

} Frequency (FO1) should be pre-set at “1” 

i 193 Enter the cash flow in year 2 (CO2) 

J Frequency (FO2) should be pre-set at “1” 

{) 160 Enter the cash flow in year 3 (CO3) 

J Frequency (FO3) should be pre-set at “1” 

it 130 Enter the cash flow in year 4 (CO4) 

A Frequency (FO4) should be pre-set at “1” 

th 124 Enter the cash flow in year 5 and assumed thereafter (CO5) 

J 4 Enter the number of years the year 5 cash flow is repeated (FO5) 

{l 32 Enter the cash flow in final partial year (CO6) 

{| Frequency (FO6) should be pre-set at “1” 

IRR Press IRR button, the pre-set IRR should say “O” 

I (@ieay Press | button and then press CPT to get implicit discount rate 

2 After typing in a number from this column, press ENTER. 

> To enter a negative number, type in the absolute value of that number and then press +/— button; for example, to enter the initial 

cash flow in year 0, press CF, enter “738”, press +/—, and then press ENTER. 

Lease Capitalization Using Present Value Tables 

Present value tables list the factors for selected interest rates and discount periods (often in whole numbers). To 

compute the present value of the operating lease payments using those tables (see Appendix A near the end of this 

book), we must first round the remaining lease term (7.205 for Delta) to the nearest whole year (7), and round the 

discount rate (14.31% for Delta) to its nearest whole interest rate (14%). After that, computation of the present 

value of future operating lease payments is identical to the spreadsheet method and is shown below. We see that 

the present value of each projected lease payment for Years | through 5 is computed using the present value factor 
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for that particular year (taken from tables similar to Appendix A, Table 1, “Present Value of Single Amount”) us- 

ing a discount rate of 14%. To compute the present value of the lease payments remaining after Year 5, we again 

assume that lease payments continue at the Year 5 amount for the remainder of the lease term. Those payments 

represent an annuity, $672 million for 7 years (7.205 rounded to 7), that is discounted at 14% (taken from tables 

similar to Appendix A, Table 2, “Present Value of Ordinary Annuity”), which is then discounted back five more 

years to the present. 

Discount Factor (= 0.14) Present Ve 
0.87719 $1,246 

0.76947 1,040 

0.67497 891 

0.59208 748 

Bee rcn cn cebvitaceecl ara yieek 1,169 0.51937 607 

Sto ante hotel ohana era 8,423 [$1,169 for ~7.205 years] 4.28830 0.51937 2,604 

$7,136 

Remaining life........ $8,423/$1,169 = 7.205 years, rounded to 7 years. 

Regardless of the method used, the computed amount is the present value of future operating lease payments. That 

value is $7,088 million using the spreadsheet method, $7,085 million using a calculator, and $7,136 million using 

present value tables. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

Lease terms that are not advantageous to your company but are structured merely to achieve off-balance-sheet 

financing can destroy shareholder value. Long-term shareholder value is created by managing your operation 

well, including negotiating leases with acceptable terms. Lease footnote disclosures also provide sufficient infor- 

mation for skilled analysts to undo the operating lease treatment. This means that you can end up with de facto 

capitalization of a lease with lease terms that are not in the best interests of your company and with few benefits 

from off-balance-sheet financing. There is also the potential for lost credibility with stakeholders. 

Superscript 4“°:© denotes assignments based on Appendix 10A (B, C). 

DISCUSSION QUESTIONS 
Q10-1. What are the financial reporting differences between an operating lease and a capital lease? Explain. 

Q10-2. Are footnote disclosures sufficient to overcome nonrecognition on the balance sheet of assets and 

related liabilities for operating leases? Explain. 

Q10-3. Is the expense of a lease over its entire life the same whether or not it is capitalized? Explain. 

Q10-4. What are the economic and accounting differences between a defined contribution plan and a 

defined benefit plan? 

Q10-5. Under what circumstances will a company report a net pension asset? A net pension liability? 

Q10-6. What are the components of pension expense that are reported in the income statement? 

Q10-7. What effect does the use of expected returns on pension investments and the deferral of unexpected 
gains and losses on those investments have on income? 

Q10-8. What is a special purpose entity (SPE)? Provide an example of the use of an SPE as a financing vehicle. 

Q10-9. What effect does consolidating SPEs have on both accounting for SPEs and the balance sheets of 
companies that sponsor them? 
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Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M10-10. Analyzing and Interpreting Lease Footnote Disclosures (07) 

The GAP, Inc., discloses the following schedule to its 2011 10-K report relating to its leasing activities. | The GAP, Inc. (GPS) 

The aggregate minimum noncancelable annual lease payments under leases in effect on 

January 29, 2011, are as follows: 

a. Compute the present value of GAP’s operating leases using a 6% discount rate and round the 

remaining lease term to the nearest whole year. 

b. What types of adjustments might we consider to GAP’s balance sheet and income statement for 

analysis purposes? 

M10-11. Analyzing and Capitalizing Operating Lease Payments Disclosed in Footnotes (91) 

Costco Wholesale Corporation discloses the following in footnotes to its 10-K report relating to its 
: 3 atic Costco Corp. (COS 

leasing activities. 
rp. (COST) 

Future minimum payments . . . during the next five fiscal years and thereafter under non- 

cancelable leases with terms of at least one year, at the end of 2010, were as follows ($ millions): 

QOWE Song caer Sees SeorareMe Be cuenta ce $ 162 

ZO 2s Man rn ee ee ca POR cree seen rere coment Ree eye 

PAO Si Ke Wee SRR sSianeets aad) te Dreee CeO we net Or aeee ile¥e) 

QOS Race rte Ee ses he Se 148 

QO 1S ae weet toon erateae a ersvcrehean eee eens 134 

AM nelaevshikelho cemta Aig ts ma God cm cee oh ha cee Pee Pome, 

Total minimum payments............. $2,328 

Operating leases are not reflected on-balance-sheet. In our analysis of a company, we often capitalize 

these operating leases, that is, add the present value of the future operating lease payments to both the 

reported assets and liabilities. 

a. Compute the present value of Costco’s operating lease payments assuming a 6% discount rate and 

round the remaining lease term to the nearest whole year. 

b. What effect does capitalization of operating leases have on Costco’s total liabilities and total assets 

(it reported total liabilities and total assets of $12,885 million and $23,815 million, respectively)? 

M10-12. Analyzing and Interpreting Pension Disclosures—Expenses and Returns (0%) 

StanleyBlack & Decker discloses the following pension footnote in its 10-K report. StanleyBlack & 

; Decker (SWK) 
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($ millions) — - 2010 

ServiCe:COSttaan qhascnor sehr iar cic ee $ 18.1 

Interest COStie cee cig cisiesetensueines Mere ou eee, eee 61.2 

Expected return on plan assets.......... (52.5) 

Amortization of prior service cost ........ 1.0 

Transition amount amortization .......... 

Acivianialllossiamontizatio nines ratte tet: 

Settlement/curtailment loss (gain) ........ (9.1) 

Net periodic pension expense........... $ 20.7 

a. How much pension expense does StanleyBlack & Decker report in its 2010 income statement? 

b. Explain, in general, how expected return on plan assets affects reported pension expense. How did 

expected return affect StanleyBlack & Decker’s 2010 pension expense? 

c. Explain use of the word “expected” as it relates to pension plan assets. 

M10-13. Analyzing and Interpreting Pension Disclosures—PBO and Funded Status (_°*2) 

YUM! Brands, Inc. YUM! Brands, Inc., discloses the following pension footnote in its 10-K report. 
(YUM) 

Pension Benefit Obligation ($ millions) _ 2010 2009 

Change in benefit obligation 

Benefit obligation at beginning of year....... $1,010 $ 923 

SONICS. COSTA teary: nae aegongia apt eee sata 25 26 

Interest COSk Ae anne shit coi ein ote ere 62 58 

Palejoeine CORMMOUMOMS, .cccctsousnpeor —_— — 

PlankamnenciinentS saaeeaen-eaemie: sr temer terete _ 1 

Cuitailmentic alnieeemienseies teeters Riebeneae iene (2) (9) 

SettlememtiloSss seet ser aon ees sete an 1 2 

Special termination benefits............. 1 4 

Exchange rate changes ................ — — 

Benefits’ Dal. ae aieeae cnc ns woes cee lee (57) (47) 

Settlement paymentS s+. sce... oeee sce (9) (10) 

Actuiantall(Galt) OSS seruwterusteiaie lenceria 77 62 

Benefit obligation at end of year ........... $1,108 $1,010 

a. Explain the terms “service cost” and “interest cost.” 

b. How do actuarial losses arise? 

c. The fair market value of YUM!’s pension assets is $907 million as of 2010. What is the funded 

status of the plan, and how will this be reflected on YUM!’s balance sheet? 

M10-14. Analyzing and Interpreting Pension Disclosures—Plan Assets and Cash Flow (2) 

YUM! Brands, Inc. YUM! Brands, Inc., discloses the following pension footnote in its 10-K report. 
(YUM) 

Pension Plan Assets ($ millions) 2010 2009 

Fair value of plan assets at beginning of year ...... $835 $513 

NOMEN WUT Cle) (VEINZSSEMS soo Geen conse 108 132 

Sin} ol ONel CLOIMMAM OWS: 6s boc eon ecu ene 35 252 

PagicibanicontiOUtionssei ara ntnt trate _ —_— 

Settlement Payments meee a ets cater (9) (10) 

Benefits paid av ariin soe Taner oe Pattee SER (57 (47) 

Exchangematerchangesieme iii aia nnitnae — = 

Administrative expenses. .................00. (5) (5) 

Fair value of plan assets at end of year........... $907 $835 

a. How does the “actual return on plan assets” of $108 million affect YUM!’s reported profits for 
2010? 
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b. What are the cash flow implications of the pension plan for YUM! in 2010? 

c. YUM!"’s pension plan paid out $57 million in benefits during 2010. Where else is this payment 

reflected? 

M10-15. Analyzing and Interpreting Retirement Benefit Footnote (02) 

Abercrombie & Fitch discloses the following footnote relating to its retirement plans in its 2010 10-K Abercrombie & Fitch 

report. (ANF) 

RETIREMENT BENEFITS The Company maintains the Abercrombie & Fitch Co. Savings & 

Retirement Plan, a qualified plan. All U.S. associates are eligible to participate in this plan if they 

are at least 21 years of age and have completed a year of employment with 1,000 or more hours 

of service. In addition, the Company maintains the Abercrombie & Fitch Nonqualified Savings 

and Supplemental Retirement, composed of two sub-plans (Plan | and Plan Il). Plan | contains 

contributions made through December 31, 2004, while Plan II contains contributions made on 

and after January 1, 2005. Participation in this plan is based on service and compensation. 

The Company’s contributions are based on a percentage of associates’ eligible annual 

compensation. The cost of the Company’s contributions to these plans was $19.4 million in 

Fiscal 2010, $17.8 million in Fiscal 2009 and $24.7 million in Fiscal 2008. 

a. Does Abercrombie have a defined contribution or defined benefit pension plan? Explain. 

b. How does Abercrombie account for its contributions to its retirement plan? 

c. How does Abercrombie report its obligation for its retirement plan on the balance sheet? 

M10-16. Analyzing and Interpreting Lease Disclosure (0%) 

Dow Chemical Company provided the following footnote in its 2010 10-K report relating to Dow Chemical 

operating leases. Company (DOW) 

Leased Property The Company routinely leases premises for use as sales and adminis- 

trative offices, warehouses and tanks for product storage, motor vehicles, railcars, com- 

puters, office machines, and equipment under operating leases. In addition, the Company 

leases aircraft in the United States. At the termination of the leases, the Company has the 

option to purchase certain leased equipment and buildings based on a fair market value de- 

termination. In 2009, the Company purchased a previously leased ethylene plant in Canada 

for $713 million. Rental expenses under operating leases, net of sublease rental income, 

were $404 million in 2010, $459 million in 2009, and $439 million in 2008. Future minimum 

rental payments under operating leases with remaining noncancelable terms in excess of 

one year are as follows: 

Minimum Operating Lease Commitments (in millions) December 31, 2010 

AOU Mai cies: lute ce Gy laces ark re Sarto Geom een et ee ae Ne Naar $ 202 

227 SRR Pag a ae ere ety aN ae eee et op Ce Lave yao 163 

PIS uIGR OS cera Mion carer aie ORePer Oy choi cet cana Renae ore eee ee 149 

PAHs Sia nD HNO O-4.0 BO Lucho) & ECO TROT EON RR ROR RCT 126 

XO Ne tree tans part LAUR CE ROOM RO oent tings, curiae aks 

20T6randithereatten’, 7 ewes. ee Ses Tae 1,796 

Otalteneeeren ts ca wn sat at min sates orn ciiuenue eset cue $2,551 

Required 

a. Dow describes all of its leases as “operating.” What is the significance of this designation? 

b. How might we treat these operating leases in our analysis of the company? 

M10-17. Analyzing and Interpreting Disclosure on Contract Manufacturers = (09) @ 

Nike reports the following information relating to its manufacturing activities in footnotes to its fiscal Ni ine NE) 

2010 10-K report for the year ended May 31, 2011. 
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Lockheed Martin 

Corp. (LMT) 

Lowe’s Companies 

(LOW) 

M10-18. 

Manufacturing — Virtually all of our footwear is produced by factories we contract with outside of 

the United States. In fiscal 2010, contract factories in Vietnam, China, Indonesia, Thailand, and 

India manufactured approximately 37%, 34%, 23%, 2% and 1% of total NIKE Brand footwear, 

respectively. We also have manufacturing agreements with independent factories in Argentina, 

Brazil, India, and Mexico to manufacture footwear for sale primarily within those countries. The 

largest single footwear factory that we have contracted with accounted for approximately 5% of 

total fiscal 2010 footwear production. Almost all of NIKE Brand apparel is manufactured outside 

of the United States by independent contract manufacturers located in 33 countries. Most of this 

apparel production occurred in China, Thailand, Indonesia, Malaysia, Vietnam, Sri Lanka, Turkey, 

Cambodia, El Salvador, Mexico, and Taiwan. The largest single apparel factory that we have 

contracted with accounted for approximately 7% of total fiscal 2010 apparel production. 

a. What effect does the use of contract manufacturers have on Nike’s balance sheet? 

b. How does Nike’s use of contract manufacturers affect Nike’s return on net operating assets 

(RNOA) and its components, net operating profit margin (NOPM) and net operating asset turnover 

(NOAT)? Explain. 

c. Nike executes agreements with its contract manufacturers to purchase their output. How are such 

“executory contracts” reported under GAAP? Does your answer suggest a possible motivation for 

the use of contract manufacturing? 

Analyzing and Interpreting Pension Plan Benefit Footnotes (92) 

Lockheed Martin Corporation discloses the following funded status for its defined benefit pension 

plans in its 10-K report. 

Defined Benefit Pension Plans (In millions) 2010 2009 
Uniuincdedistattisiotatinesolatismeseirerrri tee renee enn tare $(10,428) $(10,663) 

Lockheed contributed $2,240 million to its pension plan assets in 2010, up from $1,482 million in the 

prior year. The company also reports that it is obligated for the following expected payments to retirees 

in the next five years. 

— Qualified 
(In millions) o Pension Benefits 

20 ATs: Sart ew eee et $ 1,670 

OA Ogergeks, hare Ann eS 1,740 

PAG RES a cx pon Meee eerie erator eater 1,810 

ZONA GRE et RAS Sey iare Sir ae 1,900 

ZOTAR RA ee ee nee eee 1,990 

Wears. 0116=202 Oe ee 11,580 

a. How is this funded status reported in Lockheed’s balance sheet under current GAAP? 

b. How should we interpret this funded status in our analysis of the company? 

c. What likely effect would a substantial decline in the financial markets have on Lockheed’s 
contribution to its pension plans? Explain. 

EXERCISES 

E10-19. Analyzing and Interpreting Leasing Footnote (0+) 

Lowe’s Companies, Inc., reports the following footnote relating to its leased facilities in its fiscal 2010 
10-K report for the year ended January 28, 2011. 



da. 

b. 
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The Company leases facilities and land for certain facilities under agreements with original 

terms generally of 20 years. . . . The future minimum rental payments required under operating 

leases and capitalized lease obligations having initial or remaining noncancelable lease terms 

in excess of one year are summarized as follows: 

Capitalized 

(In millions) es oi Leases Obligations Total 

PAO A ecttiedt. tibet teeter gE ON ne eS ees Bin BR $ 418 $ 68 $ 486 

FADER crete ety cde MOI, ae oe TT ee 416 69 485 

TAOS Sr reran cs Mtrorect MRO ar to TO ee ae Me 410 69 479 

AORN & cobed Bee ctr Eee Cone Ce ae oe ieee 399 64 463 

PAOD NeW AMEE sc. penser tte (Ghee a8 Hoo teh a Ge OE RHR RRS 392 54 446 

Later years mice ocr enter ess trae eet eel 3,973 302 4,275 

Total minimum lease payments.................. $6,008 $626 $6,634 

Less amount representing interest................ 273) 

Present value of minimum lease payments ......... 353 

SSS OU TeIeiNEWbIMMIESS ss ceo oobabotmaonane onus (35) 

Present value of minimum lease payments, 

lESSICUITENTMaAlUniticStews eee ene ae ein ieee rime $318 

Using your financial calculator or Excel spreadsheet, confirm that Lowe’s capitalized its capital 

leases using a rate of 12.2%. 

What effect does the failure to capitalize operating leases have on Lowe’s balance sheet? Over the 

life of the lease, what effect does this classification have on net income? 

. Compute the present value of these operating leases using a discount rate of 12% and round the 

remaining lease term to the nearest whole year. How might we use this information in our analysis 

of the company? 

E10-20. Analyzing and Interpreting Footnote on Operating and Capital Leases (1.07) VV) 

Verizon Communications, Inc., provides the following footnote relating to leasing activities in its 10-K 

report. 

b. 

Verizon 

Communications, Inc. 

4) 

The aggregate minimum rental commitments under noncancelable leases for the periods 

shown at December 31, 2010, are as follows: 

Years (dollars in millions) Capital Leases Operating Leases 

PIORRSE, © 2, Se too Fehon oC NO meres $ 97 $ 1,898 

JO Os Se Re ore etree One to Sone eC ree 74 1,720 

AOR NEY att SRN Sao OCR Gent eR Re NE ee 70 1,471 

AON ER 4. RE A rratceotoicene Raa caeinacmeee 54 e255 

OO St eee ee trent. ois cieriarn ® Cabaaalenh aa’ 42 1,012 

MTN SOU Chea seeusen ony aac cushel aus: eon cers ct ie.ievior vito eke co 81 SPIT 

Total minimum rental commitments............ 418 $12,633 

Less interest and executory costs............. 86 

Present value of minimum lease payments ...... 332 

KessieuirrentinstallmmentS sierra: euctetene stele) os 0S 

Long-term obligation at December 31, 2010... $257 

. Using your financial calculator or Excel spreadsheet, confirm that Verizon capitalized its capital 

leases using a rate of 7.4%. 

What effect does the failure to capitalize operating leases have on Verizon’s balance sheet? Over 

the life of its leases, what effect does this lease classification have on net income? 
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c. Compute the present value of Verizon’s operating leases, assuming a 7.4% discount rate and 

rounding the remaining lease life to three decimal places. How might we use this additional 

information in our analysis of the company? 

E10-21. Analyzing, Interpreting and Capitalizing Operating Leases (9%) 

Staples, Inc. (SPLS) Staples, Inc., reports the following footnote relating to its capital and operating leases in its 10-K report 

for the fiscal year ended January 29, 2011 ($ thousands). 

Future minimum lease commitments due for retail and support facilities (including lease 

commitments for 76 retail stores not yet opened at January 29, 2011) and equipment leases 

under noncancelable operating leases are as follows (in thousands): 

Year Total 

PAO Wh Geacuccaarhibemhcaeeoracirame tote $ 886,495 

DONQ eras cts ae cate are 798,958 

ONS merehenaate tiers tannins roe 699,625 

PAO NP ste Soe aie ae, Abc tn Pararwe 594,819 

2 Oi Siete gy aeeeen ene soe 497,833 

‘TLhereatler nee ae Semone tes 1,499,789 

$4,977,519 

a. What dollar adjustment(s) might we consider to Staples’ balance sheet and income statement given 

this information and assuming that Staples intermediate-term borrowing rate is 8% and rounding 

the remaining lease life to the nearest whole year? Explain. 

b. Would the adjustment from part a make a substantial difference to Staples’ total liabilities? (Staples 

reported total assets of nearly $14 billion and total liabilities of nearly $7 billion for 2011.) 

‘/) E10-22. Analyzing, Interpreting and Capitalizing Operating Leases (07%) 

YUM! Brands, Inc., reports the following footnote relating to its capital and operating leases in its 2010 
YUM! Brands, Inc. Pa Yr 

(YUM) 10-K report ($ millions). 

Future minimum commitments . . . under non-cancelable leases are set forth below. At 

December 25, 2010, and December 26, 2009, the present value of minimum payments under 

capital leases was $236 million and $249 million, respectively. 

Commitments ($ millions) Capital Operating 
DOT ane ae atc $ 26 $ 550 
BO et mediante 3 53 63 514 
Hori eon med Minako nem 23 483 
BO Andee cat. cane ae? 23 447 
Do arieesign oi eee 23 405 
Mhereattok saa sty ace eee 222 2,605 

$380 $5,004 

a. Confirm that the implicit rate on YUM!’s capital leases is 7.63%. Using a 7.63% discount rate, 
compute the present value of YUM!’s operating leases and rounding the remaining lease life to 
three decimal places. Describe the adjustments we might consider to YUM!’s balance sheet and 
income statement using that information. 

b. YUMI reported total liabilities of $6,647 million for 2010. Would the adjustment from part a make 
a substantial difference to YUM!’s total liabilities? Explain. 

E10-23. Analyzing, Interpreting and Capitalizing Operating Leases (0+) 
TJX Companies (TJX) TJX Companies reports the following footnote relating to its capital and operating leases in its 10-K 

report. 
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Following is a schedule of future minimum lease payments for continuing operations as of 

January 29, 2011: 

Fiscal Year ($ 000s) oe . a Operating Leases 

20) ORE ye tock Reece he AE oe Re a oe $1,092,709 

PADIS ba ids daunted ce Sete irae 4 nla dali i ite ate Bae, 1,022,364 

ON AS corns cutee aiostaichere ees eee Ree ee ee 915,656 

ZOE eee Sa enete Mie me treen. Ray ORE, DET Oe AE ee 794,253 

DONG a rsgcten cee ae corre gene Coch ee ence eM eee tae 670,437 

Ate VOarS Ren a trce a nee ibihe ea tem tac tse See a uate 2,304,674 

Total future minimum lease payments............... 

Required 

Ge 

$6,800,093 

Using a 7% discount rate and rounding the remaining lease life to the nearest whole year, compute 

the present value of TJX’s operating leases. Explain the adjustments we might consider to its 

balance sheet and income statement using that information. 

. TJX reported total liabilities of nearly $4.9 billion for fiscal 2011. Would the adjustment from part a 

make a substantial difference to the company’s total liabilities? Explain. 

E10-24. Analyzing and Interpreting Pension Disclosures 

General Mills reports the following pension footnote in its 10-K report. 

Defined Benefit Pension Plans (In millions) 
Change in Plan Assets 

Fair value at beginning of year 

Benefits payments 

Fainvalderatiend Of yeatee eeartrrers ate oid 

Change in Projected Benefit Obligation 

Benefit obligation at beginning of year...... 

Service cost 

Interest cost 

Curtailment/other 

AcitarialsOSSi(G alin) nemesis eaters yer 

Benefits payments 

RO\ Ciel MMe Ue MOG.ad scune concen oo aan nds cro ee 

Projected benefit obligation at end of year 

AGtUal KetunmiOntaSSCtS mearecrun sist eth-perets nee 

EmplovermCcontibUtlonSasmmme cry eccrine 

Plan participant contributions............. 

OMENS I MCWIATEMNOS cs naneqcndesonan car ce 

ml FeVajitelaalel mel nplenisiecin cecen patra cusnaed asin teense 

Plan participant contributions............. 

Medicare Part D reimbursements.......... 

{LO2) (/) 

General Mills (GIS) 

oe Fiscal Year . : 

_ aio oo 

Wie, Sepa $3,157.8 $4,128.7 
s PitieG hy. 535.9 (1,009.1) 
ee eet 174 220.2 
ey sires 3.5 3.1 
Pee (182.6) (177.4) 
Lee (1.9) (7.7) 

ey. sues $3,529.8 $3,157.8 

Ae. $3,167.3 $3,224.1 
ee 70.9 76.5 
a ee 230.3 215.4 
re 25.8 0.3 

ee 3.5 3.1 

tbo, 716.4 (166.8) 
tees (182.6) (177.4) 
teat (1.6) (7.9) 

sdaes ers $4,030.0 $3,167.3 

Estimated benefit payments . . . are expected to be paid from fiscal 2011-2020 as follows: 

(in millions) 

Defined Benefit 

Pension Plans | 

$ 194.8 

202.8 

211.9 

221.4 

231.4 

POoey 
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/) E10-25. 

Xerox Corporation 

(XRX) 

a. Describe what is meant by service cost and interest cost. 

b. What is the total amount paid to retirees during fiscal 2010? What is the source of funds to make 

these payments to retirees? 

c. Compute the 2010 funded status for the company’s pension plan. 

d. What are actuarial gains and losses? What are the plan amendment adjustments, and how do they 

differ from the actuarial gains and losses? 

e. General Mills projects payments to retirees of over $200 million per year. How is the company able 

to contribute only $17.1 million to its pension plan? 

f. What effect would a substantial decline in the financial markets have on General Mills’ contribution 

to its pension plans? 

(millions) 

Change in Benefit Obligation 

Benefit obligation; Janliaty 1 aes stcriees aeren: 

SEMICE/COSE Ls oats mentee sista teeta cee me es nas 

IntenesticOStisec cs om cence acs ae eee renee tee 

Plan participants’ contributions .............. 

Plan-amencimentSs src cere eisai rare ie 

INGUETEN TOSS(GEMA) cocascccusocuunaronaaas 

AGQUISITIONS Serres se te eperetc ie nem ere eyeac iene 

Currency exchange rate changes ............ 

Curtailments scsaccace trast, cictaner na reecsie yaweus 

Change in Plan Assets 

Fair value of plan assets, January1........... 

Actual return on plan assets................. 

Employercontrbutionamer manera ater: 

Plan participants’ contributions.............. 

ACQUISITIONSt eerie neice ete eee 

Currency exchange rate changes ............ 

Benefits paid/settlements................... 

(in millions) 
Components of Net Periodic Benefit Cost 

Service .COStemer.avects ete ERI Racy cnet onary 

IntereSt:COstteemn cn case scerermrn pened trie ete 

Expected return on plan assets.............. 

Recognized net actuarial loss ............... 

Amortization of prior service credit ........... 

Recognized settlement loss................. 

Defined! benefit: plans tari minnatsrs ita nent 

Definedicontnbution planSmer isn ttt 

Total net periodic benefit costs ............ 

Pension Benefits 
2010 

$178 
575 
(570) 

71 
(22) 
72 

304 

51 

$ 355 

Analyzing and Interpreting Pension and Health Care Footnote 

Xerox reports the following pension and retiree health care (“Other”) footnote as part of its 10-K report. 

{LO2) 

2009 

$173 

508 

2008 

$209 
(5) 

(80) 
36 
(20) 
34 

174 

80 

$254 

Pension Benefits —_—_—=Retiree Health” 
2010 2009 2010 2009 

$9,194 $8,495 $1,102 $1,002 
178 173 8 7 
575 508 54 60 
11 9 26 36 
(19) 4 (86) 1 
477 209 13 124 
140 1 1 = 
(154) 373 6 15 

(1) = = — 
(670) (578) (118) (143) 

$9,731 $9,194 $1,006 $1,102 

$7,561 $6,923 $— Sees 
846 720 = - 
237 122 92 107 
11 9 26 36 

107 = — = 
(144) 349 _ = 
(669) (578) (118) (143) 

(9) 16 a = 
$7,940 $7,561 $ — $ — 

$(1,791)  $(1,633) —-$(1,006) $1,102) 

Retiree Health = 

2010 2009 2008 

$ 8 $ 7 $ 14 
54 60 84 

(30) (41) (21) 

continued 
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continued from prior page 

Other Changes in Plan Assets and Benefit Obligations 

Recognized in Other Comprehensive Income 

Nefactuanialllossi(Galtn) serena $ 198 $ 8 $1,062 $ 13 $126 $(244) 
Prior. service. cost (Credit)wae sien: ote ne nl (19) — 1 (86) 1 (219) 
Amortization of net actuarial (loss) gain.......... (143) (95) (70) = = a 
Amortization of prior service (cost) credit ........ 22 21 20 30 AN 21 

Total recognized in other 

comprehensive income ..................... $e58 S$ "(66)" °$1,013 $ (43) $168 $(442) 

a. Describe what is meant by service cost and interest cost (the service and interest costs appear both 

in the reconciliation of the PBO and in the computation of pension expense). 

b. What is the actual return on the pension and the health care (“Other”) plan investments in 2010? 

Was Xerox’s profitability impacted by this amount? 

c. Provide an example under which an “actuarial loss,” such as the $477 million loss in 2010 that 

Xerox reports, might arise. 

. What is the source of funds to make payments to retirees? 

How much cash did Xerox contribute to its pension and health care plans in 2010? 

How much cash did retirees receive in 2010 from the pension plan and the health care plan? How 

much cash did Xerox pay these retirees in 2010? 

g. Show the computation of the 2010 funded status for the pension and health care plans. 

hA The company reports $198 million “Net actuarial loss (gain)” in the table relating to Other 

Comprehensive Income, a credit of $19 million relating to “Prior service cost,” a loss of $(143) 

million relating to “Amortization of net actuarial (loss) gain,” and a credit of 22 million relating to 

“Amortization of prior service (cost) credit” in the net periodic benefit cost table. Describe the process 

by which these amounts are transferred from Other Comprehensive Income to pension expense in the 

income statement. 

SPA 

E10-26. Analyzing and Interpreting Pension and Health Care Disclosures (i. 2) 

Verizon reports the following pension and health care benefits footnote as part of its 10-K report. Verizon (VZ) 

At December 31 (dollars in millions) 
Change in Benefit Obligations 

Beginning iOtsyearuem sa sree + sie secretes esas ie cick $ 31,818 $ 30,394 $ 27,337 $ 27,096 

SAIVICCSCOSt ME me tT eee etre a Tits nine ci Mica tier sate nrmie 353 384 305 311 

InterestiCOSt- eye sete erecta acetone ae rarer nein as panes 1,797 1,924 1,639 1,766 

PEMEMEMCNMNEMUS 5: ono o noon r He aeAowe po aonoEaae (212) = (2,580) (5) 
Actianal(Gaimilossa iets se aerrteene oe eteris siete) tens chor 748 2,056 826 (469) 

Beniefitsipald eevee eon seiieisceatnas sacha araoms etaaeiays (1,996) (2,565) (1,675) (1,740) 

ermination DENetitS meres aerate onc ate araratalte tevesa ers. 687 75 _ 18 

Curtailment: (Gain) OSS mmetererremnt ar hte eters ttetercrtennenata re 61 1,245 132 352 

Acquisitions and divestitures, net ................... (581) 192 (266) 8 

SottlementSipaidiane nine. ee ee ore hee cl oele ote oe (3,458) (1,887) _— = 

EMGKOL.V Cal sete naete tetanus op tigi = cocks Oasgo lek Clouser sueas $ 29,217 $ 31,818 $ 25,718 3 ZS 

Change in Plan Assets 

BS CII ON VOOM an aren trae arazarapsete eycll ahe mm Sram Got $ 28,592 $ 27,791 $ 3,091 $92)555 
ActialsretunmOnmiplalitaSSCUS writers i yerene tere erene lire erie - 3,089 4,793 319 638 

(CYolanoeetihy GoMMMOUMIONS so. coasacpbonmonnsneeaacde 138 337 1,210 1,638 

Benetitsipaidipaseheeecys- cactoreatias onenceste fo elaorsoiarayyor- rane (1,996) (2,565) (1,675) (1,740) 

SomiiMNNSeklel oooncucb oon so esAnooseousooesne ae (3,458) (1,887) — =. 

Acquisitions and divestitures, net ................--. (551) 123 — = 

RCN EE en ao on penckieotoaemocaas vos c.ou eos React $ 25,814 $ 28,592 $ 2,945 $ 3,091 

Funded Status 

Sie KO Sele cea Webs oe ego as bo UID Ale Dips eiocIn $ (3,403) $ (3,226) $(22,773) $(24,246) 
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Years Ended December 31. 
2010 dollars in millions) oF 1009 

SéIvice COSTA ee ae ee Ea tne ren ene $ 353 $ 384 
Amortization of prior service cost ............ 109 112 

Subtotal): 2 tiene ee eos scones cena eee tebe tec 462 496 

Expected return on plan assets.............. (2,176) (2,216) 

Interest Coste! Saale ors S aeus Gh cla ote ar ote hes 1,797 1,924 

Subtotal Peete 5.0. otis oso ccosceen wens ener Pees a 83 204 

Remeasurement (gain) loss, net.............. (166) (515) 

Net periodic benefit (income) cost............ (83) (311) 

Curtailment and termination benefits.......... 860 S71 

Wi Re f= ehiarescherrcviheaboechicrcicticlat hiqewis, Bacteotsken eer eachichos Peavon 83 gate — Sil Aotele, 

a. Describe what is meant by service cost and interest cost. 

b. What payments did retirees receive during fiscal 2010 from the pension and health care plans? 

What is the source of funds to make payments to retirees? 

c. Show the computation of Verizon’s 2010 funded status for both the pension and health care plans. 

d. What expense does Verizon’s income statement report for both its pension and health care plans? 

v/) E10-27.® Analyzing and Interpreting Disclosure on Off-Balance-Sheet Financing (_°°%) 

Sees Harley-Davidson provides the following footnote in its 10-K report relating to the securitization of 

- San ToG receivables by its finance subsidiary, Harley-Davidson Financial Services (HDFS). 

Term Asset-Backed Securitization VIES The Company transfers U.S. retail motorcycle 

finance receivables to SPEs which in turn issue secured notes to investors, with various maturities 

and interest rates, secured by future collections of the transferred U.S. retail motorcycle finance 

receivables. In 2010 and 2009, HDFS transferred $670.8 million and $3.08 billion, respectively, 

of U.S. retail motorcycle finance receivables to five separate SPEs. The SPEs in turn issued the 

following secured notes with the related maturity dates and interest rates (dollars in thousands): 

Weighted-Average 
ee _ Principal Rate at Date of | 
IssueDate _ Amount  —_—sIssuance_— Maturity Dates 

November 2010....... $600,000 1.05% December 2011-April 2018 

December 2009 ....... 562,499 Todo December 2010-June 2017 

October 2009 keene: 700,000 1.16 October 2010-April 2017 

NUM AOC) «ste cowenn ox 700,000 Pall July 2010-February 2017 

MEM 2008) 5 oc nccss.eee 500,000 ulate May 2010-—January 2017 

Each term asset- backed securitization SPE is a separate legal entity and the U.S. retail 

motorcycle finance receivables included in the term asset backed securitizations are only 

available for payment of the secured debt and other obligations arising from the term asset- 

backed securitization transactions and are not available to pay other obligations or claims 

of the Company’s creditors until the associated secured debt and other obligations are 

satisfied. Cash and cash equivalent balances held by the SPEs are used only to support 

the securitizations. There are no amortization schedules for the secured notes; however, the 

debt is reduced monthly as available collections on the related U.S. retail motorcycle finance 

receivables are applied to outstanding principal. The Company was required to adopt the 

new guidance within ASC Topic 810 and ASC Topic 860 as of January 1, 2010. The Company 

determined that the formerly unconsolidated QSPEs that HDFS utilized were VIEs, of which the 

Company was the primary beneficiary, and consolidated them into the Company’s financial 
statements beginning January 1, 2010. 

a. Describe in your own words, the securitization process employed by HDFS. 

b. What benefits does Harley-Davidson derive by securitizing receivables in this manner? 

c. Current accounting standards require consolidation of the VIEs. What effect does this have on 
Harley-Davidson? Is there still a benefit to securitization? Explain. 
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PROBLEMS 

P10-28. Analyzing, Interpreting and Capitalizing Operating Leases (1.07) (/) 
The Abercrombie & Fitch 10-K report contains the following footnote relating to leasing activities. : : 

Sone , eee toads ; : : a Abercrombie & Fitch 
This is the only information it discloses relating to its leasing activity. (ANF) 

At January 29, 2011, the Company was committed to noncancelable leases with remaining 

terms of one to 17 years. A summary of operating lease commitments under noncancelable 

leases follows (thousands): 

FISCal-2 01h eet merch ite tein, ee ec aee ser Meat $ 331,151 
Fiscal 20120 ree Catone Gewese 214 eh rt plea 319,982 
SCAM wecahovareda tenend como deto he 303,531 
EISCali2 Oi Aspartate aay tee metas ane 285,337 
Pace AOS sean cone see ae tor ore ae ar 262,586 
WANE co DOD Aaa ae OA Gon oan came cm mromce A ee 1,110,598 

Required 

a. What lease assets and lease liabilities does Abercrombie report on its balance sheet? How do we 

know? 

b. What effect does the lease classification have on A&F’s balance sheet? Over the life of the lease, 

what effect does this classification have on the company’s net income? 

c. Using a 6% discount rate and rounding the remaining lease life to the nearest whole year, estimate 

the assets and liabilities that A&F fails to report as a result of its off-balance-sheet lease financing. 

d. What adjustments would we consider to A&F’s income statement corresponding to the adjustments 

we would make to its balance sheet in part c? 

e. Indicate the direction (increase or decrease) of the effect that capitalizing these leases would have 

on the following financial items and ratios for A&F: return on equity (ROE), net operating profit 

after tax (NOPAT), net operating assets (NOA), net operating profit margin (NOPM), net operating 

asset turnover (NOAT), and measures of financial leverage. 

P10-29. Analyzing, Interpreting and Capitalizing Operating Leases (041) 

The Best Buy 10-K report has the following footnote related to leasing activities. Best Buy (BBY) 

The future minimum lease payments under our capital and operating leases by fiscal year (not 

including contingent rentals) at February 26, 2011, were as follows: 

Capital Operating 

Fiscal Year ($ millions) Leases Leases 

LOZ A ete er ets Maen eee a reas $18 $1,208 

DOIG ee ee ee ee as OE a 16 1,166 

AOA Ie ae Sen Se rte tet oye 16 1,079 

ZOMG eee er, Ri acc Mee Seer eee 14 992 

DO d:69 eee at eee Hae, het SRR Ny 8 872 

TINGE OATES eeem nae aie cate eter aka MENDED id aes 25 2,930 

SUDIOLA Meee EN ei tee one. 97 $8,247 

FeSSaimpuUteahimteneStesamnersts a sat nantes (18) 

BresentavalUCarectensre trust 1a.ctebsacy taierars oor $79 

Required 

a. What is the balance of the lease liabilities reported on Best Buy’s balance sheet? 

b. What effect has the operating lease classification had on its balance sheet? Over the life of the lease, 

what effect does this classification have on the company’s net income? 
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c. Confirm that the implicit discount rate used by Best Buy for its capital leases is 5.73%. Use this 

discount rate to estimate the assets and liabilities that Best Buy fails to report as a result of its off- 

balance-sheet lease financing. Round the remaining lease life to two decimals. 

d. What adjustments would we make to Best Buy’s income statement corresponding to the 

adjustments we made to its balance sheet in part c? 

e. Indicate the direction (increase or decrease) of the effect that capitalizing the operating leases 

would have on the following financial items and ratios for Best Buy: return on equity (ROE), 

net operating profit after tax (NOPAT), net operating assets (NOA), net operating profit margin 

(NOPM), net operating asset turnover (NOAT), and measures of financial leverage. 

P10-30. Analyzing, Interpreting and Capitalizing Operating Leases (071) 

FedEx (FDX) FedEx reports total assets of $24,902 and total liabilities of $11,091 for 2010 ($ millions). Its 10-K 

report has the following footnote related to leasing activities. 

A summary of future minimum lease payments under capital leases and noncancelable 

operating leases with an initial or remaining term in excess of one year at May 31, 2010, is as 

follows (in millions): 

Operating Leases 

>) Aircraft S 
and | Total 
Capital = Related _—_‘ Facilities | Operating 

= oe S Leases _ Equipment andOther Leases 

207) 1% RE tk ene eee $ 20 $ 526 $1,250 $ 1,776 

2012 eee ei eee Se 8 504 1,085 1,589 

20S x te eres ee 119 499 926 1,425 

2.0 VA eee ee ee Ate 2 473 786 1,259 

PAG occas Bat orechnae, Gree Gc crcl nL CreRe eee 1 455 Tit inline 

THERE ATLCKe Ree eat ae ae ee 14 2,003 4,547 6,550 

TOtal tek Sak Gers tier Ne RARE ere nies cere 164 $4,460 $9,311 $13,771 

Less amount representing interest... . 23 a a 

Present value of net minimum 

lease payments...............5. $141 

Required 

a. What is the balance of lease assets and lease liabilities reported on FedEx’s balance sheet? 

Explain. 

b. Confirm that the implicit rate that FedEx uses to discount its capital leases is 4.6%. Use this 

discount rate and round the remaining lease life to three decimals to estimate the amount of 

assets and liabilities that FedEx fails to report as a result of its off-balance-sheet lease financing. 

c. What adjustments would we make to FedEx’s income statement corresponding to the 

adjustments we make to its balance sheet in part b? 

d. Indicate the direction (increase or decrease) of the effect that capitalizing the operating leases 

would have on the following financial items and ratios for FedEx: return on equity (ROE), net 

operating profit after tax (NOPAT), net operating assets (NOA), net operating profit margin 

(NOPM), net operating asset turnover (NOAT), and measures of financial leverage. 

e. What portion of total lease liabilities did FedEx report on-balance-sheet and what portion is off- 
balance-sheet? 

f. Based on your analysis, do you believe that FedEx’s balance sheet adequately reports its aircraft 
and facilities assets and related obligations? Explain. 

(/) P10-31. Analyzing and Interpreting Pension Disclosures (92) 

DuPont (DD) DuPont’s 10-K report has the following disclosures related to its retirement plans ($ millions). 
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: Obligat ae aod. Funded Status 
December 31 ($ millions) 

Change in benefit EpiCatone 

Benetijobligationrati beginningion yealmnninn atti itniriennn 

SSIVICCICOS Titian cwei.ti2) 5 ster eRe ce aL bea eee 

IMUSRESECOS Heimer arent yA https rh a laa So PR te tiga eg hee soa A a 

PEIN SENIC/SEMS’ GOMMMOWMNOMNS 550 ceoc5o6n0e4encnooonsaaan- 

NCU MOSS Feentenring ts sre yh eek paw iar e Re hea nike ana 

Bonetitsspalcleuepemrere: pros. ic sntepeee nay a Are Rent te ee ae 

PACIGIICUTICTILS shen teense ecru rues eC ETc Ea tacit aie WRENS 

Change in plan assets 

Fair value of plan assets at beginning of year................. 

AGWE MCE CIS EMZESEIS., cosy ouwed omen poetoodanmapenasoess 

EMplOVemECOMtnbUtONS marca taeuscenr cham: peters tier tae ire ane oi 

Pein (SEMICON COMMOUMOMNS daces ovacecdanounoddbhasnace 

Benentsipalcligaes Mereyetrrec sec c cs ec tece shea hee inno ederim oe fe 

Net effects of acquisitions/divestitures y......-.e....5.. 0.000: 

Fair value of plan assets at end of year...............0.00000. 

Funded status 

UES SOlANS WwithiplanvaSSetSeeme seseNm en sparen See rehome sere ena 

NomUES. IS Wii EMESSeS ocunnousqaqumdovnubougmebess 

IMUM ciel Ta eRe Oe Seo than anc eacd pheno ob tosa so onku 

Components of net periodic benefit cost ae : 

(credit) and amounts recognized i in other 

comprehensive income _ oe | e010 . 

Net periodic benefit (credit) cost 

SSLVICEiCOStE ES: erate Hee cet Pace a Meicta ener SS Alor 

INtEKESTICOS teedertrehsied co cecmeea taut ede y csc Rees 1,262 

Expected return on plan assetS................ (1,435) 

Amorntizattoniof lOSSiereracimitesasete eteleeat fede eieners) 7 507 

Amortization of prior service cost .............. 16 

Curtailment/settlement loss................04. — 

Net periodic benefit (credit) cost ............... $ 557 

Changes in plan assets and benefit obligations 

recognized in other comprehensive income 

Net loss (Gall) aarsct tipecusae rot pemaeotsiars apeeeclae te 634 

AMOnIZ atl OMOMlOSS Bryartar.ainc taseom uate eis (ayaa s eae (507) 

PHORSENVICE COST Bisgrrac 5 cis atc = Beeecleislate soa mc arene — 

Amortization of prior service cost .............. (16) 

Curtailment/settlement loss — 

Total recognized in other comprehensive income. . $ 111 

Total recognized in net periodic benefit cost and 

other comprehensive income.............+-. $ 668 

Weighted-average assumptions used to determine net 

periodic benefit cost for years ended December 31 

DISCOUNT ATO Mwrerw ct cos ce cetacs aun west neice wars: Sourars's 

EQoaeSel SUN OM EIN ESSEIS: coo oo none cggscouenaaoe 

RateOh COMPeNSatlon IMCtCASCimgar-t enc stelle) is ietrge ms lec 

2010 

5.80% 

8.64% 

4.24% 

Pension Benefits 

2010 

$22,770 
207 

1,262 
18 

1,218 
(1,584) 

33 

$23,924 

$ 17,143 
2,015 
782 
18 

(1,584) 
29 

$ 18,403 

$ (3,408) 
(652) 

(1,461) 

$ (5,521) 

2009 

$ 192 
1,270 
(1,603) 

278 
18 

2009 

$21,506 

192 

WTA) 

ala 

1,392 

(1,608) 

1 

$22,770 

$ 16,209 

2,219 

306 

_ Pension Benefits (In millions) 

— 2008 

$ 209 
1,286 
(1,932) 

56 
18 

Pension Benefits 

_ 2009 

6.14% 

8.75% 

4.30% 

2008 

6.01% 

8.74% 

4.28% 
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The following benefit payments, which reflect future service, as appropriate, are expected to 

be paid: 

“($millions) Pension Benefits 
PAO shocks c.n, Bea et aes mca aM eee. oe $1,593 

PAO GPE co hcales rach rath rucah or orca ao. ces 1,528 

201 See moet cai a err sree ipo2a 

OIA sate Ryans rae cee ete oases eye 7/ 

201 See er nro omen eae nae ieee 1,544 

VWearsi20i16=202 Oe erie seme 8,002 

Required 

a. How much pension expense (revenue) does DuPont report in its 2010 income statement? 

b. DuPont reports a $1,435 million expected return on pension plan assets as an offset to 2010 pension 

expense. Approximately, how is this amount computed (estimate from the numbers reported)? What 

is DuPont’s actual gain or loss realized on its 2010 pension plan assets? What is the purpose of 

using this expected return instead of the actual gain or loss? 

c. What main factors (and dollar amounts) affected DuPont’s pension liability during 2010? What 

main factors (and dollar amounts) affected its pension plan assets during 2010? 

d. What does the term funded status mean? What is the funded status of the 2010 DuPont pension 

plans? 

e. DuPont decreased its discount rate from 6.14% to 5.80% in 2010. What effect(s) does this increase 

have on its balance sheet and its income statement? 

f. How did DuPont’s pension plan affect the company’s cash flow in 2010? (Identify any inflows and 

outflows, including amounts.) 

g. In 2010, DuPont contributed $782 million to its pension plan. Explain how the returns on pension 

assets affect the amount of cash that DuPont must contribute to fund the pension plan. 

P10-32. Analyzing and Interpreting Pension Disclosures (_92) 

Johnson & Johnson Johnson & Johnson provides the following footnote disclosures in its 10-K report relating to its defined 

UN) benefit pension plans and its other post-retirement benefits. 

ee a Retirement Plans — Other Benefit Plans 

(Sin millions) _ ae 2010 2009 2010 2009 

Change in Benefit Obligation 

Projected benefit obligation—beginning of year....... $13,449 $11,923 $ 3,590 $ 2,765 

SOMICE OSU eek smear Gaeta ee ues ol eee een ee earae a ae 550 Sait 134 137 

INLEFESTOOSES ee mcurse cossevede oeacbee to naece eta ca em NT 791 746 202 174 

heli (OeIniehOeln COMMMAMUWMIOMS .acsns2cascuvvenangne 42 50 _ _— 

AMO@ndinentSmemeamnamtsck:ircacxntern tarertrr tartar ieeeneri one. ie — 3 _— _— 

ACtUlatial lOSSCSa mn we tnceeie ce tie arene eieeante es a emmiiee one 815 412 Ao Sy] 

DIVEStITUKESTScaCGUISITIONS sees ene eset — 15 — 13 

Curtailments & settlements & restructuring........... (10) (3) _ 748 

ZEMAN S OEIC MEMO cocoon ar oucaeasenemasoonoc (627) (570) (476) (313) 

Effecrofexchangematesaeryay erate nner ee (17) 362 ii. WS) 

Projected benefit obligation—end of year............ $14,993 $13,449 $ 3,572 $ 3,590 

Change in Plan Assets 

Plan assets at fair value—beginning of year .......... $10,923 $7,677 8 Ie Sale 

/NoviUF UUM Cla) (EMI EENEWA) nc abe eo as anocdoocanae 1,466 2,048 2 4 

CLoyinoretnny CIMINO oc ee cans pereesooaccsooeone leOulal | eteyal 472 308 

etm eieioeine COMINGS oo cco Sako ood ane naan 42 50 — — 

Settlements caewanter wpsputar cascmmemen seers ecw es ae (7) _— — — 

Benetits paid troimplantascolcnnn ie tat ta ttn (627) (570) (476) (313) 
Effectofiexchange rates a. mye res sci er eee 25 364 — — 

Plan assets at fair value—end of year............... $13,433 $10,923 $ 14 $ 16 

Fundedistatus—end of veatameieeien sean aerate $ (1,560) $ (2,526) $(3,558) $(3,574) 
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a Retirement Plans = =—_—_—Otther Benefit Plans 

eID CUO ei 20 2008, 2008 = 2010 anes nee 
SENVICE COST EIN Hane Ee nee $ 550 $511 $545 $134 $137 $142 

ILEFESUCOS Use eeenete Rane ae a ner ee tree 791 746 701 202 174 166 

Expected return on plan assets...... (1,005) (934) (876) (1) (1) (2) 
Amortization of prior service cost .... 10 13 10 (4) (6) (4) 
Amortization of net transition asset . . . 1 1 2 = = — 
Recognized actuarial losses......... 236 Was 62 48 55 64 

Curtailments and settlements ....... 1 (11) 7 — (1) — 

Net periodic benefit cost ........... $ 584 $481 $451 $379 $359 $366 

oe "Retirement Plans — Other Benefit Plans 

‘Sinmilions) = = = tots oos eps etis«ssi 200 hs = 
U.S. Benefit Plans 

DISCOUNIALS Reeve tar reste wcct ee 5.98% 6.50% 6.50% 5.98% 6.50% 6.50% 

Expected long-term rate of return 

ON PIANWASS CTS mere re eter Here aes cw eos 9.00 9.00 9.00 9.00 9.00 9.00 

Rate of increase in compensation 

leVelS rennin eh rte eee wrt ties 4.25 4.50 4.50 4.25 4.50 4.50 

Required 

a. How much pension expense does Johnson & Johnson report in its 2010 income statement? 

b. The company reports a $1,005 million expected return on pension plan assets as an offset to 2010 

pension expense. Approximately, how is this amount computed? What is the actual gain or loss 

realized on its 2010 pension plan assets? What is the purpose of using this expected return instead 

of the actual gain or loss? 

c. What factors affected the company’s pension liability during 2010? What factors affected the 

pension plan assets during 2010? 

d. What does the term funded status mean? What is the funded status of the 2010 pension plans and 

postretirement benefit plans? 

e. The company decreased its discount rate from 6.50% to 5.98% in 2010. What effect(s) does this 

increase have on its balance sheet and its income statement? 

f. How did Johnson & Johnson’s pension plan affect the company’s cash flow in 2010? 

IFRS APPLICATIONS 

110-33. Analyzing and Capitalizing Operating Lease Payments Disclosed in Footnotes (0) 

GlaxoSmithKline ple, headquartered in London, United Kingdom, is the world’s third largest 

pharmaceutical company. The company’s 2009 balance sheet reported total assets of £42,862 and total 

liabilities of £32,120 (in millions). The footnotes disclosed the following information related to leasing 

activities. 

Commitments under non-cancellable operating leases 2009£m 2008 £m 

Rental payments due within one year .................... lel £140 

Rental payments due between one and two yers........... 72 109 

Rental payments due between two and three years ......... 50 76 

Rental payments due between three and four years......... 21 54 

Rental payments due between four and five years .......... 14 22 

Rental payments due after five years................-.--. 69 47 

Total commitments under non-cancellable operating leases .. £337 £448 
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110-34. 

110-35. 

Operating leases are not reflected on-balance-sheet. In our analysis of a company, we often capitalize 

operating leases, that is, add the present value of the future operating lease payments to both the reported 

assets and liabilities. 

a. Compute the present value of GlaxoSmithKline’s operating payments assuming a 6% discount rate 

and round the remaining lease life to three decimals. 

b. What effect would capitalization of operating leases have on GlaxoSmithKline’s total liabilities and 

total assets? 

Analyzing, Interpreting and Capitalizing Operating Leases (07%) 

Total S.A. is a French multinational oil company and one of the six “supermajor” oil companies in the 

world. The company is headquartered in Courbevoie, France, and uses IFRS to prepare its financial 

statements. Total S.A. reports the following footnote relating to its finance and operating leases in its 

2009 20-F report (€ millions). 

The Group leases real estate, retail stations, ships, and other equipment. The future minimum 

lease payments on operating and finance leases to which the Group is committed are shown 

as follows: 

ingleases Finance leases ~ 
€ 42 

43 
42 

41 

39 

128 

€335 

On December 31, 2009, the present value of minimum lease payments under capital leases 

was €282 million. 

a. Confirm that the implicit rate of Total’s finance leases is 3.94%. 

b. Use 3.94% as the discount rate and round the remaining lease term to three decimals to compute the 

present value of Total’s operating leases. 

c. Describe the adjustments we might consider to Total’s balance sheet and income statement using 

the information from part b. 

d. Total reported total liabilities of €74,214 million for 2009. Are these finance leases substantial? 

Would capitalizing the operating leases make a difference to our assessment of Total’s liquidity or 

solvency? 

Analyzing, Interpreting and Capitalizing Operating Leases (1.01) 

Air Canada is the largest Canadian airline and is the world’s ninth largest passenger airline by number 

of destinations. The company is headquartered in Montreal, Quebec. Air Canada used Canadian GAAP 

to prepare its 2010 financial statements. Its footnotes include the following: 

Operating Lease Commitments The table below presents the future minimum lease 
payments under existing operating leases of aircraft and other property as at December 31, 
2010. 

CDN$ millions 
Aircraft 

Other property 
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Required 

a. Mandatory adoption of IFRS by European companies in 2005 caused many leases previously 

classified as operating to be treated as capital (finance) leases. This is due to the IFRS’ conceptual 

approach to lease classification as compared to the rules-based approach taken by many country- 

specific GAAP. Use a discount rate of 10% and round the remaining years to 3 decimals to estimate 

the amount of assets and liabilities that Air Canada would likely need to capitalize had the company 

used IFRS in 2010. 

b. What would the income statement effect have been given the balance sheet changes from part a? 

110-36. Analyzing, Interpreting and Capitalizing Operating Leases (0+) 

LM Ericsson, one of Sweden’s largest companies, is a provider of telecommunication and data 

communication systems. The company reports total assets of SEK 269,809 and total liabilities of SEK 

128,782 for 2009 (in millions). Its annual report has the following footnote related to leasing activities. 

As of December 31, 2009, future minimum lease payment obligations for leases were distributed 

as follows: 

FULMUIKS) MEINE MENGES oc on cos onepcoomons sa (676) n/a 

Present value of finance lease liabilities........ 1,394 12,474 

Required 

a. What is reported on Ericsson’s balance sheet as leased assets and lease liabilities? 

b. Confirm that the implicit rate that Ericsson uses to discount its capital leases is 7.08%. Use this 

discount rate and round the remaining years to 3 decimals to estimate the amount of assets and 

liabilities that Ericsson fails to report as a result of its off-balance-sheet lease financing. 

c. What adjustments would we make to Ericsson’s income statement corresponding to the balance 

sheet adjustments implied in part b? 

d. What portion of total lease liabilities did Ericsson report on-balance-sheet and what portion is off- 

balance-sheet? 

e. Indicate the direction (increase or decrease) of the effect that capitalizing the operating leases 

would have on the following financial items and ratios for Ericsson: return on equity (ROE), 

net operating profit after tax (NOPAT), net operating assets (NOA), net operating profit margin 

(NOPM), net operating asset turnover (NOAT), and measures of financial leverage. 

f. Based on your analysis, do you believe that Ericsson’s balance sheet adequately reports its facilities 

assets and related obligations? Explain. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

1. The interest rate that American uses in the computation of its capital lease balance is imputed to be 12.91%; 

this rate is determined as follows (using a spreadsheet). 
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2. 

3. 
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AMR Capitalized leases template.wdsx - Microsoft Excet 

Home. Insert out Formulas Data Developer Get Seted ae (eka 

(See Bone A= - 
a ean E.. 

0 ut 2 3 4 

2 Amount -604 186 136 120 98 

3 IRR 12.91% * 
4 

5 * Formula for cell B3 is =IRR(B2:L2,10%) 

Using the 12.91% discount rate, the present value of American’s operating leases follows ($ millions): 

Year Operating Lease Payment Discount Factor (i = 12.91%) Present Value 

|) tyes as Woes $ 1,254 0.88566 Sieadal 

Phot sit ac irae tats AEE 1,068 0.78440 838 

GNP Beet dune as eee creer eS 973 0.69471 676 

i a cenerregee ore a 831 0.61528 bad 

ORS otha. doo Peo nce 672 0.54493 366 

do frais hod cuiec iol Scout 6,006 5.12909* 0.54493 1,878** 

$5,380 

$6,006/$672 = 8.938 years 

*The annuity factor for 9 years at 12.91% is 5.12909. 

$672 X 5.12909 x 0.54493 = $1,878 

Remaining life...... 

AMR’s operating leases represent $5,380 million in both unreported operating assets and unreported non- 

operating liabilities. These amounts should be added to the balance sheet for analysis purposes. 

Income statement adjustments relating to capitalization of operating leases involve two steps: 

a. Remove rent expense of $1,254 million from operating expense. 

b. Add depreciation expense from lease assets to operating expense and also reflect interest expense on 

the lease obligation as a nonoperating expense. We assume that the remaining lease term is 13.938 

years (five years reported in the lease schedule plus 8.938 years after Year 5). Using this term and zero 

salvage value, we get an estimated straight-line depreciation for lease assets of $386 million ($5,380 

million/13.938 years). Interest expense on the $5,380 million lease liability at the 12.91% capitalization 

rate is $695 million ($5,380 million X 12.91%). The net adjustment to NOPAT, reflecting the elimina- 

tion of rent expense and the addition of depreciation expense, is $547 million, which is computed as: 

($1,254 million rent expense — $386 million depreciation) X (1 — 0.37). 

Module-End Review 

Solution 

the A pension benefit obligation increases primarily by service cost, interest cost, and actuarial losses (which 

are increases in the pension liability as a result of changes in actuarial assumptions). It is decreased by the 

payment of benefits to retirees and by any actuarial gains. 

Pension assets increase by positive investment returns for the period and cash contributions made by the 

company. Assets decrease by benefits paid to retirees and by investment losses. 

American Airlines’ funded status is $(5,195) million ($12,968 million PBO — $7,773 million Pension Assets) 

as of 2010. The negative amount indicates that the plan is underfunded. Consequently, this amount is reflect- 

ed as a liability on American’s balance sheet. 

Expected return on plan assets acts as an offset to service cost and interest cost in computing net pension 

cost. As the expected return increases, net pension cost decreases. 

American Airlines’ expected return of $593 million is less than its actual return of $837 million in 2010. 

American Airlines reports a net pension expense of $845 million in its 2010 income statement. Of this, $677 

million pertained to the company’s defined benefit plans, and $168 million to defined contribution plans. 

American Airlines’ funded status is negative, indicating an underfunded plan. In 2010, the company contributed 

$466 million to the pension plan, up from $10 million in the prior year. It is likely that the company will need 

to increase its future funding levels to cover the plan’s requirements. This might have negative repercussions 

for its ability to fund other operating needs, and could eventually damage its competitive position. 
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| PROCTER & Ge 

Procter & Gamble (P&G), the world’s largest consumer 

products company, is “one of the leaders in the race to har- 

ness massive streams of data for managing a business bet- 

ter. The company has been profit-forecasting on a monthly 

basis for about 40 years, trying to predict components such 

as sales, commodity prices and exchange rates. But the 

amount of real-time data it has been able to process has 

increased vastly .. . now P&G borrows liberally from tools 

born on the Web: ubiquitous high-speed networking, data 

visualization and high-speed analysis on multiple streams 

of information. The tools allow P&G to make in minutes the 

decisions that used to take weeks or months, when data 

had to be collated and passed through committees on their 

way to the top... . P&G is on the verge of having every- 

one’s talents known and tracked, all information about sales 

decided at the executive level every week and production 

viewed in near real-time worldwide. The company talks in 

terms of increasing the amount of collected data sevenfold. 

The airy promises of networked technology are here, at a 

scale rarely, if ever, deployed before.” (Forbes 2011) 

P&G’s financial performance has been impressive. In 

2011, it generated over $13 billion of operating cash flow 

in one of the most severe recessions in recent memory. Its 

abundant cash flow allows it to fund the level of advertising 

and R&D necessary to remain a dominant force in the con- 

sumer products industry as well as to pay over $5.7 billion 

in dividends to shareholders. 

P&G’s product list is 

impressive. It consists of 

numerous. well-recognized 

household brands. Total 

sales of Procter & Gamble 

products are distributed 

across its three business 

segments as illustrated in 

the chart to the side. A 

partial listing of its billion- 

dollar brands follows: 

Baby Care 

and Family 

Care, 19% 

_ Grooming, 

= 9% 

Snacks and 

Pet Care, 4% 

e Beauty. Head & Shoulders, 

Olay, Pantene, Wella 

e Grooming. Braun, Fusion, Gillette, Mach3 

e Health Care. Always, Crest, Oral-B 

e Snacks and Pet Care. lams, Pringles 

e Fabric Care and Home Care. Ace, Ariel, Dawn, 

Downy, Duracell, Febreze, Gain, Tide 

e Baby Care and Family Care. Bounty, Charmin, 

Pampers 

P&G’s recent successes have coincided with strong 

leadership. CEO Robert McDonald’s innovations and 

market savvy have consistently propelled P&G. Business- 

Week explains that from its Swiffer mop to battery-pow- 

ered Crest SpinBrush toothbrushes and Whitestrip tooth 

Getty Images 
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Forecast revenues and the income statement. (p. 11-8) 

Forecast the balance sheet. (p. 11-18) 

Forecast the statement of cash flows. (p. 11-28) 

net operating assets. (p. 11-34) 

Prepare multiyear forecasts of financial statements. (p. 11-30) 

Module 

11 
Explain the process of forecasting financial statements. (p. 11-3) 

Implement a parsimonious method for multiyear forecasting of net operating profit and 

whiteners, P&G has outshined its peers. Since assuming 

the CEO job, McDonald has guided P&G to succes- 

sive increases in sales, income, and cash flows. Such 

increases have driven impressive gains in stock price as 

evident from the graph below: 

Still, we know that forecasts of financial performance 

drive stock price. Historical financial statements are relevant 

to the extent that they provide information useful to forecast 

financial performance. Accordingly, considerable emphasis 

is placed on generating reliable forecasts. 

This module explains the forecasting process, includ- 

ing the forecasting of the income statement, the balance 

sheet, and the statement of cash flows. From all accounts, 

the rebound in P&@’s stock price following the market melt- 

down of 2009 reflects optimism about 

its future financial performance and 

condition. 

$80 

$70 

$60 Sources: Procter & Gamble 2011 10-K and Annual 

Report; BusinessWeek, April 2006; Barron’s, 

November 2006; Forbes, 2011. 
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MODULE 
ORGANIZATION Forecasting Financial Statements 

Forecasting the 

Income Statement 

m Operating 

Expenses 

B Nonoperating 

Expenses 

LO7d Explain 

the process 

of forecasting 

financial 

statements. 

Revenue Growth 

C Forecasting the Additional J Forecasting with 

Forecasting the Statement of Forecasting Parsimonious 

Balance Sheet Cash Flows Issues Method 

@ Operating and @ Operating B Sensitivity m Parsimonious 

Nonoperating Activities Tests Method 

Assets B Investing = Multiyear = Multiyear 
@ Operating and Activities Forecasting Forecasting 

Nonoperating m Financing 
Liabilities Activities 

@ Equity 

Forecasting financial performance is integral to a variety of business decisions ranging from invest- 

ing to managing a company effectively. We might, for example, wish to value a company’s common 

stock before purchasing its shares. To that end, we might use one of the valuation models we discuss 

in Module 12 that rely on financial statement forecasts as a crucial input. Or, we might be interested in 

evaluating the creditworthiness of a prospective borrower. In that case, we forecast the borrower’s cash 

flows to estimate its ability to repay its obligations. We might also be interested in evaluating alterna- 

tive strategic investment decisions. In this case, we can use our forecasts to evaluate the shareholder 

value that the strategic investment alternatives will create. All of these decisions require accurate finan- 

cial forecasts. In this module, we illustrate the most common method to forecast the income statement, 

balance sheet, and statement of cash flows. 

FORECASTING PROCESS 
The forecasting process estimates future income statements, balance sheets, and statements of cash 

flows, in that order. The reason for this ordering is that each statement uses information from the 

preceding statement(s). For example, we update retained earnings on the balance sheet to reflect our 

forecast of the company’s net income. And, the forecasted income statement and balance sheets are 

used in preparing forecasts for the statement of cash flows, which follows the same process described 

in Modules 2 and 3 for preparing the historical statement of cash flows. 

Overview of Forecasting Process 

Before we focus on the mechanics of forecasting, we take a moment to consider some overarching 

principles that guide us in the forecasting process. 

Reformulated (Adjusted) Financial Statements 
The forecasting process begins with a retrospective analysis. That is, we analyze current and prior 

years’ statements to be sure that they accurately reflect the company’s financial condition and perfor- 

mance. If we believe that they do not, we adjust those statements to reflect the company’s net oper- 

ating assets and the operating income that we expect to persist into the future. Once we’ve adjusted 

the historical results, we are ready to forecast future results. Why would we need to adjust historical 

results? The answer resides in the fact that financial statements prepared in conformity with GAAP 
do not always accurately reflect the “true” financial condition and performance of the company. This 
adjusting process, also referred to as recasting or reformulating (or scrubbing the numbers), is not 
“black and white.” It requires judgment and estimation. Repeatedly in Modules 5 through 10, we have 
explained estimation, accounting choice, deliberate managerial intervention in reporting, and transitory 
versus persistent items. These concepts are integral to adjustments we make to financial statements. It 
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is important to distinguish between the purposes of GAAP-based financial statements and the adjusting 
process for purposes of forecasting. Specifically, GAAP-based statements provide more than just infor- 
mation for forecasting. For example, financial statements are key inputs into contracts among business 
parties. This means that historical results, including any transitory activities, must be reported to meet 
management’s fiduciary responsibilities. On the other hand, to forecast future performance, we need 

to create a set of financial statements that focus on those items that we expect to persist, with a special 

emphasis on persistent operating activities. 

Garbage-In, Garbage-Out 
All forecasts are based on a set of forecasting assumptions. For example, to forecast the income state- 

ment, we must make assumptions about revenue growth and other assumptions about how expenses 

will change in relation to changes in revenues. Then, to forecast the balance sheet, we make assump- 

tions about the relation between balance sheet accounts and changes in revenues. Consequently, before 

we make business decisions based on forecasted financial statements, we must understand and agree 

with the underlying assumptions used to produce them. The old adage, “garbage-in, garbage-out,” is 

apt. That is, the quality of our decision is only as good as the quality of the information on which it is 

based. We must be sure that our forecasting assumptions are consistent with our beliefs and predictions 

for future growth and key financial relations. 

Optimism vs .Conservatism 
Many people believe that it is appropriate to be overly conservative in their financial forecasts so as 

to minimize the likelihood of making a bad decision. “Let’s be conservative in our forecasts so that 

we are certain our forecast will be met” is a frequent prelude to the forecasting process. Although this 

approach might appear reasonable, being too conservative can result in missed valuable opportunities 

that, in the end, can be very costly. Instead, our objective is not to be overly optimistic or overly con- 

servative. The objective for forecasting is accuracy. 

Level of Precision 
Computing forecasts out to the “nth decimal place” is easy using spreadsheets. This increased preci- 

sion makes the resulting forecasts appear more “professional,” but not necessarily more accurate. As 

we discuss in this module, our financial statement forecasts are highly dependent on our revenues 

forecast. Whether revenues are expected to grow by 4% or 5% can markedly impact profitability and 

other forecasts. Estimating cost of goods sold and other items to the nth decimal place is meaningless 

if we have imprecise revenue forecasts. Consequently, borderline decisions that depend on a high level 

of forecasting precision are probably ill-advised. 

Smell Test 
At the end of the forecasting process, we must step back and make sure that the numbers we predict 

pass the smell test. That is, we need to assess whether our forecasts are reasonable—do they make eco- 

nomic sense, do they fit with the underlying relations that drive financial forecasts? For example, if our 

forecasts are dependent on increasing selling prices, it is wise to explore the likely consequences of a 

price increase. Companies cannot raise prices without a consequent loss of demand unless the product 

in question is protected in some way from competitive attacks. Our forecasts must appear reasonable 

and consistent with basic business economics. 

Internal Consistency 
The forecasted income statement, balance sheet, and statement of cash flows are linked in the same way 

that historical financial statements are. That is, they must articulate (link together within and across 

time) as we explain in Module 2. Preparing a forecasted statement of cash flows, although tedious, is 

often a useful way to uncover forecasting assumptions that are inconsistently applied across financial 

statements (examples are CAPEX, depreciation, debt payments, and dividends). If the forecasted cash 

balance on the balance sheet agrees with that on the statement of cash flows, it is likely that our income 

statement and balance sheet articulate properly. We also must ensure that our forecast assumptions are 

internally consistent. It is nonsense to forecast an increased gross profit margin during an economic 

recession unless we can make compelling arguments based on economics. 

11-4 
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Crucial Forecasting Assumptions 
Analysts commonly perform sensitivity analyses following preparation of their forecasts. This entails 

increasing and decreasing the forecast assumptions to identify those assumptions that have the greatest 

impact. By “impact,” we mean large enough to alter business decisions. Assumptions that are identified as 

crucial to a decision must be investigated thoroughly to ensure that forecast assumptions are as accurate 

as possible. 

Summary of Forecasting Process 
Some professionals assert that forecasting is more art than science. Whatever it is, it must begin with 

a business analysis, including an assessment of general economic activity and the competitive forces 

within the broader business environment that we discuss in Module 1. Ideally, forecasts should be 

developed at an individual-product level and consider competitive advantage, trends in manufacturing 

costs, logistical requirements, necessary marketing support, after-sale customer service, and so forth. 

The narrower the focus, the more we can focus on the business environment in which the company op- 

erates and the more informed our forecasts are. Unfortunately, as external users of financial statements, 

we only have access to general-purpose financial statements, which we adjust as we see fit, given pub- 

licly available information and our own assessments. Then, we formulate forecast assumptions that are 

reasonable and consistent with the economic realities defining that company. 

All-important Revenues Forecast 

The revenues (sales) forecast is, arguably, the most crucial and difficult estimate in the forecasting pro- 

cess. It is a crucial estimate because other income statement and balance sheet accounts derive, either 

directly or indirectly, from the revenues forecast. As a result, both the income statement and balance 

sheet grow with increases in revenues. The income statement reflects this growth concurrently. How- 

ever, different balance sheet accounts reflect revenue growth in different ways. Some balance sheet 

accounts anticipate (or lead) revenue growth (inventories are one example). Some accounts reflect this 

growth concurrently (accounts receivable). And some accounts reflect revenue growth with a lag (for 

example, companies usually expand plant assets only after growth is deemed sustainable). Conversely, 

when revenues decline, so do the income statement and balance sheet, as the company shrinks to cope 

with adversity. Such actions include reduction of overhead costs and divestiture of excess assets. Ex- 

hibit 11.1 highlights crucial relations that are impacted by the revenues forecast for both the income 

statement and the balance sheet. 

EXHIBIT 11.1. Income Statement and Balance Sheet Accounts 

Directly Impacted by the Revenues Forecast 

Sales gs Reve (eS ontotealt Cash 

Cost of goods sold ay Asia oe Accounts receivable 
Operating expenses re cerocney xf) Inventories 

Income before tax crucially: Seige leN Asn 
Tax expense impacts... PPE 

Nevins sae ces ic te Accounts payable 

Accrued liabilities 

Other short- and 

long-term operating 

assets and liabilities 

Dynamics of Income Statement (and Balance Sheet) Growth 
The following accounts are impacted directly, and with a relatively short lead or lag time, by the rev- 
enues forecast (for convenience, our discussion assumes an increase in revenues): 

& Cost of goods sold are impacted via increased inventory purchases, added manufacturing person- 
nel, and greater depreciation from new manufacturing PPE. 
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m Operating expenses increase concurrently with, or in anticipation of, increased revenues; these 

expenses include increased costs for buyers, higher advertising costs, payments to sales personnel, 
costs of after-sale customer support, logistics costs, and administrative costs. 

™@ Cash increases and decreases directly with increases in revenues as receivables are collected and 
as payables and accruals are paid. 

@ Accounts receivable increase directly with increases in revenues as more products and services 

are sold on credit. 

@ Inventories normally increase in anticipation of higher sales volume to ensure a sufficient stock 

of inventory available for sale. 

@ Prepaid expenses increase with increases in advertising and other expenditures made in anticipation 

of higher sales. 

@ PPE assets are usually acquired once the revenues increase is deemed sustainable and the capacity 

constraint is reached; thus, PPE assets increase with increased revenue, but with a lag. 

™ Accounts payable increase as additional inventories are purchased on credit. 

@ Accrued liabilities increase concurrent with increases in revenue-driven operating expenses. 

m Other operating assets and liabilities such as deferred revenues, deferred taxes, and pensions, 

increase and decrease concurrent with revenues. 

Dynamics of Balance Sheet Growth 
To understand the dynamics of growth in the balance sheet, it is useful to view it in three sections as 

depicted in Exhibit 11.2. Each of these sections experiences growth at different rates. As evident from 

Exhibit 11.1, most net operating assets grow roughly concurrently with increases in revenues. As net op- 

erating assets are normally positive, the asset side of the balance sheet grows faster than the liability side, 

in dollar terms. This creates an imbalance that must be managed by the company’s finance and treasury 

divisions. 

EXHIBIT 11.2 Dynamics of Balance Sheet Growth 
Buffer Zone (Short and 

Marketable securities Short-term debt intermediate term) 

Cash Accounts payable 

Accounts receivable Accrued liabilities: atae Net Operating Assets 
ee Long-term operating liabilities plus Cash 

Other long-term operating assets 

Long-term debt 

Common stock 

Additional paid-in capital 

Retained earnings 

Treasury stock 

Financing Section 

(longer term) 

Total assets = Total liabilities and equity 

The “buffer zone” represents that section of the balance sheet that responds to short- and intermediate- 

term imbalances. Cash declines as other operating assets increase, and companies typically finance 

that cash decline with short-term borrowings such as a seasonal line of credit from a bank. Conversely, 

companies typically invest excess cash in marketable securities (also titled short-term investments) 

to provide liquidity to meet future operating needs, investment opportunities, and similar near-term 

demands. Companies manage the “financing section” of the balance sheet on a long-term basis to 

provide funding for relatively permanent increases in net assets, such as PPE or even the acquisition of 

other companies. Further, income is reinvested in the business, long-term debt is borrowed, and equity 

securities are sold in proportions that are necessary to maintain the desired financial leverage for the 

company. Although the cash reinvestment decision is made continually, increases in long-term debt 

and equity occur relatively infrequently to meet longer-term funding needs. If the store of liquidity in 

the buffer zone is not needed for the foreseeable future, it can be used to retire long-term debt or to 

repurchase the company’s outstanding shares. 

11-6 
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Dynamics of Statement of Cash Flows Growth 

The dynamics of the statement of cash flows mimic the dynamics of the income statement and balance 

sheet. This is because the statement of cash flows is prepared using both the income statement and 

balance sheet. Specifically, once we have forecasts of the income statement and balance sheet, we can 

compute the forecasted statement of cash flows just as we would its historical counterpart. 

Identifying the Forecasting Steps 

We apply the forecasting process in a four-step sequence: 

1. Forecast revenues. 

2. Forecast operating and nonoperating expenses. We assume a relation between revenue and 

each specific expense account. 

3. Forecast operating and nonoperating assets, liabilities and equity. We assume a relation be- 

tween revenue and each specific balance sheet account. 

4. Adjust short-term investments or short-term debt to balance the balance sheet. We use mar- 

ketable securities and short-term debt to balance the balance sheet. We then recompute net nonop- 

erating expense (interest/dividend income or interest expense) to reflect any adjustments we make 

to nonoperating asset and liability account balances. 

Morgan Stanley Research Report 

We illustrate the forecasting process using Procter & Gamble and an actual research report (along 

with an accompanying analysis spreadsheet) prepared by Morgan Stanley analysts in August 2011, 

which coincides with P&G’s August 10 filing of its fiscal year 2011 annual report with the SEC.' We 

also benefitted from conversations with Ruma Mukerji, one of the authors of the Morgan Stanley 

research report, and we are grateful for the background information that she provided us for the discus- 

sion of the forecasting process in this module. We begin our discussion by explaining forecasting of the 

income statement. P&G’s income statement is reproduced in Exhibit 11.3 as a reference point. 

EXHIBIT 11.3 Procter & Gamble Income Statement 

Year ended dune 30 inn ill yr ns sept | t per share amounts 2011 2010 

Net SaleSiiracicr eaters heck aahaarecenien cee mene ae me eo iecharhaies sync ccwcrahearaitcha eons $82,559 $78,938 $76,694 

(@foys io} iM ej Rolo lDfet Sie) (oP Rees oe eon DobreE ot ues Moo aan pobre oe 40,768 37,919 38,690 

Selling, general and administrative expense .............0000000e sees 25,973 24,998 22,630 

Operating incomernis: cae criaa tastier tele pe te cis oe eos 15,818 16,021 15,374 

Interest OxPenSemme pwc seccpee me tokmee seria me omrcra cin er etemder © oc acehate cree 831 946 1,358 

Othegnonoperating INCOMenNela cette tae emenentncretaret ie career erat 202 (28) 397 

Earnings from continuing operations before income taxes.............. 15,189 15,047 14,413 

TavoLOl Ane WEDS O)n) (CLoLaeiiAVellinte) CO/SKEMRAWONMS = 5 von an aca nconndennunbnesnne 3,392 4,101 ELT/SKS} 

INE CE Lda Mohs icon) lola lMAlUit Me) CleVVENWCMS, «aac aaccannoonanoeunourecas 11,797 10,946 10,680 

Net earnings from discontinued operations..............0. ee eee ee eee — 1,790 2,756 

N6REaMINGS AE Het ee ite ere re GPA Saher, Oh eae Ge Re eee meg Snes $11,797 °$12;736'99$13)436 

Basicineteannings permCo mm iiShiaic arte wsrsasetanns titleist tera Sr 41 Qu i Gue4 Son | OA AG 

Diluted neticarhings|pemcommonishareiemen cieeysaienieeis okie eieenye GH) GRP GS les 

Dividends: percommonisharertsre: sraneerstees eieter crete ae teeter team art nen So OTT SS) 1280 Mins SE 64 

' Copyright 2011 Morgan Stanley. Please note that materials that are referenced comprise excerpts from research reports and 
should not be relied on as investment advice. This material is only as current as the publication date of the underlying Morgan 
Stanley research. For important disclosures, stock price charts and equity rating histories regarding companies that are the subject 
of the underlying Morgan Stanley research, see www.morganstanley.com/researchdisclosures. Additionally, Morgan Stanley has 
provided their materials here as a courtesy. Therefore, Morgan Stanley and Cambridge Business Publishers do not undertake to 
advise you of changes in the opinions or information set forth in these materials. 
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STEP 1: FORECASTING REVENUES 
Forecasting revenues is the most difficult and crucial step in the forecasting process. Further, many of 
the remaining income statement and the balance sheet accounts are forecasted based on an assumed 
relation with forecasted revenues. We typically utilize both financial and nonfinancial information in 
developing forecasts. Each account must be separately analyzed using all relevant financial and nonfi- 
nancial information, including the insights gained from the first ten modules of this book. 

To forecast revenues, then, we want to use all available, relevant information. But deciding what 

information is relevant and determining how to use the information varies across forecasters. As well, the 

level of information itself can vary across forecasters. For example, if we have access to inside informa- 

tion and we are developing forecasts as part of the strategic budgeting process for a company, we might 

have access to data regarding the competitive landscape, consumer trends and disposable income, new 

product introductions, production and marketing plans, and many other types of inside information. In 

this case, we can build our revenues forecast from the bottom up with unit sales and unit prices for each 

product or service sold. However, if we are a company outsider, we have much less information. In this 

case, we must rely on public statements by company management in conference calls and meetings in 

addition to the information disclosed in the management discussion and analysis (MD&A) section of the 

10-K and the growth of individual product lines from segment disclosures. We also use publicly available 

information from competitors, suppliers, and customers for additional insight into broader trends that can 

impact future revenues. Companies often provide “guidance” to outsiders to help refine forecasts, which 

is usually valuable as companies have a vested interest in correct forecasts so that their securities are ac- 

curately priced. Generally, the revenues forecast is obtained from the following formula: 

Forecasted revenues = Actual revenues X (1 + Revenue growth rate) 

The revenue growth rate can be either positive or negative depending on numerous company and eco- 

nomic factors, described above. The remainder of this section identifies and explains key factors that 

impact revenue growth and illustrates their application to Procter & Gamble. 

Factors Impacting Revenue Growth 

Forecasts are made within the broader context of the general economic environment and the competi- 

tive landscape in which the company operates. There are a number of specific factors that impact a 

company’s revenue growth. 

Impact of Acquisitions When one company acquires another, the revenues and expenses of the 

acquired company are consolidated but only from the date of acquisition onward (we discuss consoli- 

dation in Module 7). Acquisitions can greatly impact the acquirer’s income statement, especially if the 

acquisition occurs toward the beginning of the acquirer’s fiscal year. Procter & Gamble’s acquisition 

of Gillette in October 2005 provides an example. In its June 30, 2006, fiscal year-end income statement 

(ending eight months following the acquisition), P&G reported the following for sales: 

Years ended June 30($millions) = 2006 2005 2004 
NIGte cals tee ee tee cere) gD te ME ly ORE await aS dtd chase gare $68,222 $56,741 $51,407 

These net sales amounts include Gillette product sales from October 2005 onward (for fiscal 2006), and 

none of Gillette’s sales are reported in fiscal 2005 or fiscal 2004. P&G’s 2006 sales growth of 20.2% 

([$68 222/$56,741] —1) was not P&G’s organic growth, and we would have been remiss in forecasting 

a 20.2% increase for fiscal 2007. 

Importantly, until all of the three comparative income statements in the 10-K include the acquired 

company, the acquirer is required to disclose what revenue and net income would have been had the 

acquired company been consolidated for all three years reported in the current income statement. This 

“what if’ disclosure is called pro forma disclosure. Procter & Gamble’s pro forma disclosure in 2006 

includes the following discussion and table: 

..©2 Forecast 

revenues and the 

income statement. 
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The following table provides pro forma results of operations for the years ended June 30, 2006, 

2005, and 2004, as if Gillette had been acquired as of the beginning of each fiscal year presented. 

Pro forma results; YearsendedJune30 i (asi(tsti‘ézbOG#«*~+2+ «2005 = 2004 

Net sales "(inumilliOnS)itaeve areata tree enh ere seria: $71,005 $67,920 $61,112 

Net Cannings inimilliomS)warernrerena sielai-itete bie letsieecrann 8,871 8,522 7,504 

Diluted net earnings per common share ............... 225i 2.29 1.98 

Using this disclosure, we would have been able to compute the growth rate in sales for 2006 as 4.5% 

({$71,005/$67,920] —1), and we would have used the pro forma net sales for 2006 as our forecasting 

base. That is, we would have forecasted 2007 net sales as $74,200 (calculated as $71,005 x 1.045). 

P&G was careful to point out, however, that the pro forma earnings estimate must be viewed with 

caution: 

Pro forma results do not include any anticipated cost savings or other effects of the planned in- 

tegration of Gillette. Accordingly, such amounts are not necessarily indicative of the results if the 

acquisition had occurred on the dates indicated or that may result in the future. 

Impact of Divestitures Companies are required to exclude sales and expenses of discontinued 

operations from the continuing operations portion of their income statements, and to present the net 

income and gain (loss) on sale of the divested entity, net of tax, below income from continuing opera- 

tions (we discuss accounting for divestitures in Module 5 and Module 7). Procter & Gamble’s income 

statement in Exhibit 11.3 reports net earnings from discontinued operations of $1,790 million and 

$2,756 million for fiscal years 2010 and 2009, respectively. The following footnote from PG’s 2011 

10-K provides information about these two discontinued operations: 

Discontinued Operations |n October 2009, the Company completed the divestiture of our global 

pharmaceuticals business to Warner Chilcott plc for $2.8 billion of cash, net of assumed and trans- 

ferred liabilities .. . . The Company recorded an after-tax gain on the transaction of $1,464, which 

is included in net earnings from discontinued operations in the Consolidated Statement of Earnings 

for the year ended June 30, 2010... 

In November 2008, the Company completed the divestiture of our coffee business through the 

merger of our Folgers coffee subsidiary into The J.M. Smucker Company . . . . The Company recorded 

an after-tax gain on the transaction of $2,011, which is included in net earnings from discontinued 

operations in the Consolidated Statement of Earnings for the year ended June 30, 2009... . 

Following is selected financial information included in net earnings from discontinued opera- 

tions for the pharmaceuticals and coffee businesses: 

- — 2010 2009 

Year ended June 30 ($ millions) — Pharma Coffee Total Pharma Coffee © Total 

NGRSalES seater camtt enarc orth uae Een cree $751 $ — $ 751 $2,335 $ 668 $3,003 

Earnings from discontinued operations..... 306 _ 306 912 212 1,124 

Income:taxexDenSe'a. ins cewacaehers mercer (101) — (101) (299) (80) (379) 

Gain on sale of discontinued operations.... 2,632 — 2,632 — 1,896 1,896 

Income tax benefit (expense) on sale....... (1,047) —_— (1,047) — Wales) 115 

Net earnings from discontinued operations.. $1,790 — $1,790 $ 613 2,143 2,756 

The net gain on the sale of the pharmaceuticals business, in the table above, for the year ended 
June 30, 2010, also includes an after-tax gain on the sale of the Actonel brand in Japan which oc- 

curred prior to the divestiture to Warner Chilcott. 
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The revenues, expenses, and earnings for Procter & Gamble in fiscal years 2010 and 2009, as reported 
in its income statement, exclude the revenues, expenses, and earnings from its discontinued operations. 
The detail relating to the revenues, expenses, and earnings of discontinued operations (and their gain 
on sale) is reported in the footnote disclosure shown above. This additional information allows us to 
better evaluate the drivers of observed growth of revenues and earnings, and we would be remiss if we 
included the revenues and gains relating to discontinued operations in our forecasts. 

Impact of Existing vs New Store Growth Retailers typically derive revenue growth from two 
sources: (1) from existing stores (organic growth), and (2) from new stores. We are interested in the 

breakdown between these two growth sources as the latter is obtained at considerably more cost. Tar- 

get Corporation provides the following footnote disclosure to its 10-K report. 

Sales tgerreversrgren ite tye Witiate hee morc Meats $65,786 $63,435 $62,884 3.7% 0.9% 

COSHOSales mires tert) ee tees 45,725 44,062 44,157 3.8 (0.2) 

Grossimar dine temerater ret str. otters 20,061 19,373 18,727 3.5 65) 

SGSATEXDENSES = ergs eres. mea 13,367 12,989 12,838 2.9 ez 

EBITD Aw ere Aarne armen ae ans atk ° 6,694 6,384 5,889 4.9 8.4 

Depreciation and amortization......... 2,065 2,008 1,808 2.8 ldnO 

‘Retail Segment Results (millions) 
Drivers of changes in comparable-store sales: 

INUIMBEMOT TRANSACTIONS mass ete steer en aceattce: accniercyehrectaey ets 2.0% (0.2)% (3.1)% 

LMSC S WENSZCTOMENNOUNME boc cccadeo bude ao bo aomode 0.1% (2.3)% 0.2% 

UntES Texeteaielisyelellolile. go aw sou o Gon cum ceo poems 2.5% (1.5)% (2.1)% 

Selling Pi Ces oem Uni tyeyreeree ence women Sie aaa eee ear eneacwais (2.3)% (0.8)% 2.3% 

Total sales for the Retail Segment for 2010 were $65,786 million, compared with $63,435 million in 

2009 and $62,884 million in 2008. All periods were 52-week years. Growth in total sales between 

2010 and 2009 resulted from higher comparable-store sales and additional stores opened, whereas 

between 2009 and 2008, growth in total sales resulted from sales from additional stores opened, 

partially offset by lower comparable-store sales. 

At least three points in Target’s footnote disclosure are noteworthy for forecasting purposes. 

1. Retailers typically operate on a 52/53 week year, closing their books on a particular day of the 

week rather than on a constant date. Target has the following fiscal year-end policy: 

Our fiscal year ends on the Saturday nearest January 31. Unless otherwise stated, references to 

years in this report relate to fiscal years, rather than to calendar years. Fiscal year 2010 ended Janu- 

ary 29, 2011, and consisted of 52 weeks. Fiscal year 2009 ended January 30, 2010, and consisted 

of 52 weeks. Fiscal year 2008 ended January 31, 2009, and consisted of 52 weeks. 

Target’s sales for fiscal years 2008, 2009, and 2010 are all on a comparable 52-week year. Should a 

fiscal year include a 53-week year (as Target reported in 2006), the extra week’s sales will make it ap- 

pear as if sales are growing at a higher rate than they are. To accurately forecast revenue growth, we 

must use numbers and rates that reflect a consistent 52-week period each year. To do this, we assume 

that sales are recorded evenly each week and we adjust revenues for the 53-week year by multiplying 

reported sales by 52/53. We then use the adjusted 52-week pro forma sales to compute growth rates. 

2. More than 43% ([3.7% — 2.1%]/3.7% = 43.2%) of Target’s 2010 sales growth is attributable to 

new store openings. 
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3. The average per store planned capital expenditure is about $44 million ($574 million reported 

CAPEX for new stores/13 new stores opened in 2010 as reported in the 2011 MD&A). Although 

acquired growth provides the organic growth of the future, it comes at considerable cost per store. 

Impact of Unit Sales and Price Disclosures Forecasts that are built from anticipated unit sales 

and current prices are generally more informative, and accurate, than those derived from historical 

dollar sales. Most companies, however, do not provide unit sales data in their 10-Ks. Apple, Inc., is 

an exception, and the following footnote disclosure from its 10-K provides useful information (like 

Target, Apple operates on a 52/53 week fiscal year): 

Net Sales Fiscal years 2010, 2009 and 2008 each spanned 52 weeks. An additional week is included 

in the first fiscal quarter approximately every six years to realign fiscal quarters with calendar quarters. 

The following table summarizes net sales and Mac unit sales by operating segment and net 

sales and unit sales by product during the three years ended September 25, 2010 (in millions, ex- 

cept unit sales in thousands and per unit amounts): 

: 2010 Change 2009 Change 2008 
Net sales by product 

Desktops seme marsa cst ence rere $ 6,201 43% $4,324 (23)% $ 5,622 

POrtables srr cus arent een eee mae 11,278 18% 9,535 9% 8,732 

TotaliMacinelisales eens etinmye Eten nat ase 17,479 26% 13,859 (3)% 14,354 

IPOG.os a pe ree enacts tite hese mer ica ee Bak 8,274 2% 8,091 (12)% 9,153 

Other music related products and services.... 4,948 23% 4,036 21% 3,340 

iPhone and related products and services..... 25,179 93% UCHOSS) 93% 6,742 

iPad and related products and services....... 4,958 NM 0 NM 0 

Peripherals and other hardware............. 1,814 23% 1,475, ~ (13)% 1,694 

Software, service, and other sales........... Prone 7% 2,411 9% 2,208 

Totalinetisalestsn oes oe oe ee $65,225 52% $42,905 14% $37,491 

Unit sales by product 

DeESKtOD Ste eater ee ee ee ee eee 4,627 45% 3,182 (14)% 3,712 

Portableswereanateen teak a) seas eee 9,035 25% 7,214 20% 6,003 

TCA MAO WAMU SEIS. anos on caconanonene 13,662 31% 10,396 7% 9,715 

Net sales per Mac unit sold................ $ 1,279 (4)% $1,333 (10)% $ 1,478 

(POG Umit; SAlGSy aascies. awteenoctrseeue ean) saaes suoknerene 50,312 (7)% 54,132 (1)% 54,828 

NetsalesipeniFod UnitiSolcpreeimert erent $ 164 10% $ 149 (11)% $ 167 

Pale Wi Selec ecotion sao bond de trem one 39,989 93% 20,731 78% 11,627 

iPachUmitstSolc) eer Saree elon ena eaeaart ee 7,458 NM 0 NM 0 

From Apple’s disclosure we can derive several useful insights for forecasting purposes. 

1. On average, a Mac sells for $1,279 and the per unit selling price has decreased during the past three 
years; unit sales, however, have increased by 31% and 7% per year for the past two years. 

2. The iPod unit sales are decreasing over the past two years, probably reflecting increased competi- 
tion from other MP3 players and market saturation. 

3. The average sales price of iPods in 2010 is $164, 10% higher than the average sales price in 2009. 

4. iPhone unit sales are 39,989 thousand, up 93% from 2009 and 244% from 2008. 

5. iPhone dollar sales are $25,179 million in 2010, 93% higher than 2009 and 273% greater than in 
2008. 

6. Apple has only begun to realize the effects of its iPad as of fiscal year 2010, with 7,458 thousand 
units sold and total revenues of about $4,958 million. 
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Detailed disclosures such as Apple’s allow us to prepare more informed forecasts that consider both 
unit sales and selling prices. 

Forecasting Revenue Growth 

To illustrate the forecasting process, we forecast revenue growth for P&G. Our information includes 
public disclosures by management in meetings and conference calls with analysts and the company’s 
published financial reports including the management discussion and analysis (MD&A) section of the 
10-K. We discuss the information in each of these sources. 

Public Disclosures via Meetings and Calls P&G held its first meeting with analysts on Septem- 

ber 8, 2011, following the August 10 release of its fiscal year 2011 financial statements. Its presentation 

(publicly available on the “Investor Relations” section of P&G’s Website) provides guidance in several 

areas that impact our forecasts and we include excerpts from that presentation in our discussion below. 

Published Reports: Segment Disclosures and MD&A Companies are required to disclose 

summary financial results for each of their operating segments along with a discussion and analysis of 

each. (An operating segment is defined under GAAP as a component of the company for which finan- 

cial information is available and disclosed to senior management.) P&G is organized into six operating 

segments as discussed in the following excerpt from its 2011 MD&A: 

Our organizational structure is comprised of two Global Business Units (GBUs), Global Operations, 

Global Business Services (GBS) and Corporate Functions (CF) . . . Effective February 2011, our two 

GBUs are Beauty & Grooming and Household Care. The primary responsibility of the GBUs is to 

develop the overall strategy for our brands . .. Under U.S. GAAP, the business units comprising the 

GBUs are aggregated into six reportable segments: Beauty; Grooming; Health Care; Snacks and 

Pet Care; Fabric Care and Home Care; and Baby Care and Family Care. 

- Billion-Dollar Reportable %ofNet % of Net ee ee 
jue; Categories ©) Brendes Segment Sales* Earnings* e 

Cosmetics, Female Antiperspirant and Head & Shoulders, Beauty 24% 24% 
Deodorant, Female Personal Cleansing, Olay, Pantene, 

Female Shave Care, Hair Care, Hair Color, Wella 
Hair Styling, Pharmacy Channel, Prestige 

Products, Salon Professional, Skin Care 

Grooming 9% 14% Electronic Hair Removal Devices, Home Small Braun, Fusion, 
Appliances, Male Blades and Razors, Male Gillette, Mach3 

Personal Care 

Health Care 14% 16% Feminine Care, Gastrointestinal, Incontinence, Always, Oral-B, 

Rapid Diagnostics, Respiratory, Toothbrush, Crest 

Toothpaste, Water Filtration, Other Oral Care 

Snacks and 4% 2% Pet Care, Snacks lams, Pringles 

Pet Care 

Fabric Care 30% 27% Laundry Additives, Air Care, Batteries, Dish Ace, Ariel, Dawn, 

and Home Care, Fabric Enhancers, Laundry Detergents, Downy, Duracell, 

Care Surface Care Febreze, Gain, Tide 

Baby Care and 19% 17% Baby Wipes, Diapers, Paper Towels, Tissue, Bounty, Charmin, 

Family Care Toilet Paper Pampers 

* Percent of net sales and net earnings from continuing operations for the year ended June 30, 2011 (excluding results 

held in Corporate). 

P&G also reports a revenue history for each segment and its MD&A provides additional information 

relating to the breakdown of revenue increases for the current year into the portion relating to increases 

in unit volume sales, increases in prices, effects of foreign-currency translation, and changes in product 

mix. That disclosure and related discussion allow us to compile the following table: 

11-12 
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4% 
3% 
5% 
(2)% 
5% 
8% 

5% 

1% 
0% 
0% 
1% 
(1)% 
(1)% 

0% 

0% 

2% 

0% 

(1)% 

0% 

1% 

1% 

(2)% 
0% 
0% 
0% 
(2)% 
(2)% 

(2)% 

Net sales percentage changes are approximations based on quantitative formulas that are consistently applied. 

P&G’s total sales volume increased by 6% in 2011, or 5% excluding acquisitions and divestitures. Reve- 

nues increased by 5% in total as a result of increases in units of product sold (although marked variation is 

evident across products) and 1% as a result of price increases. Revenues declined, however, as a result of 

changes in product mix (generally relating to an increase in the relative percentage of lower-priced prod- 

ucts). This volume/price/mix analysis is potentially important as we are often more comfortable with rev- 

enue increases resulting from increased units sold than from price increases that might be unsustainable. 

Although fluctuations in foreign-exchange rates affected individual product categories in 2011, the 

net effects on total revenues were largely offsetting in 2011 (see Module 5 for a discussion of foreign- 

exchange rate effects on sales). By comparison, however, during 2008, the $US weakened vis-a-vis 

other major world currencies. Thus, revenues denominated in foreign currencies, including P&G’s, 

increased when translated into $US, resulting in an increase in revenue growth of about 5%. We must 

be aware of these foreign exchange fluctuations as reported fluctuations in revenues might not reflect 

underlying fluctuations in unit volumes. 

Determining the Revenue Growth Forecast 
As we saw, P&G disaggregated the sales growth for each business segment into volume, foreign ex- 

change, price, and mix effects. Morgan Stanley analysts forecast each of those factors for each of 

P&G’s segments to obtain an aggregate forecast of sales. To illustrate, following is an excerpt from the 

Morgan Stanley forecast spreadsheet for P&G’s total sales and for its Beauty segment (the spreadsheet 

has similar forecasts for each segment). 

3 | Total Sales 

Organic Sales Growth 

5 Volume (Organic) 

6 Pricing 

7 Mix 

8 FX Impact 
lee 

9 Acq/Div 

| 10 | % Sales Growth 

Beauty 

Beauty Care 

13 Organic Sales Growth 

44 | Volume (Organic) 

45 | Pricing 

| 46] Mix 

17 | FX Impact 

48 | Acq/Div 

49 | % Sales Growth 

20 | Grooming 

[24 | Organic Sales Growth 

22 Volume (Organic) 

| 23 | Pricing 

| 24 | Mix 

| 25 | FX Impact 

26 | Acq/Div 

27 % Sales Growth 

FY2007 FY2008 FY2009 FY2010 Sep-10 Dec-10 Mar-11 Jun-11 FY2011 Sep-11E Dec-11E Mar-12E Jun-12E FY2012E 

76,476.0 81,748.00 76,694.0 78,938.0 20,122.0 21,347.0 20,230.00 20,860.0 82,559.0 21,555.2 22,1364 20,8433 21,7869  86,321.8 

6.0% 5.0% 2.0% 3.4% 4.0% 3.0% 4.0% 5.0% 4.0% 3.4% 4.9% 4.8% 4.6% 4.4% 

5.0% 5.0% -2.0% 4.0% 7.0% 6.0% 5.0% 3.0% 5.2% 1.3% 2.8% 2.8% 41% 2.8% 

1.0% 1.0% 5.0% 0.5% -1.0% 0.0% 1.0% 3.0% 0.4% 3.7% 3.6% 3.7% 2.0% 3.2% 

0.0% -1.0% -1.0% -1.1% -2.0% -2.0% -2.0% -1.0% -1.6% -1.5% -1.5% -1.5% -1.5% -1.5% 

2.0% 5.0% -4.0% -0.4% -3.0% -2.0% 1.0% 5.0% 0.2% 3.8% -1.2% -1.8% 0.0% 0.1% 

4.0% -1.0% -0.8% -0.1% 0.6% 0,0% 0.0% 0.0% 0.3% 0.0% 0.0% 0.0% 0.0% 0.0% 

12.1% 9.2% -2.8% 2.9% 1.6% 1.5% 5.5% 10.2% 4.6% 71% 3.7% 3.0% 44% 4.6% 

17,889.0 19,515.00 18,9240  19,491.0 4,929.0 5,290.0 4,870.0 5,068.0 20,157.0 5,259.0 5,423.1 4,965.3 5,296.1 20,943.4 

4.0% 1.0% 3.2% 2.0% 3.0% 4.0% 3.0% 3.0% 3.5% 3.5% 3.5% 4.5% 3.8% 

2.8% -1.0% 3.3% 4.0% 6.0% 6.0% 2.0% 4.5% 1.5% 1.5% 1.5% 4.0% 2.1% 

0.5% 2.0% 0.9% 0.0% -1.0% 1.0% 2.0% 0.5% 3.0% 3.0% 3.0% 1.5% 2.6% 

0.5% 0.0% -0.4% -2.0% -2.0% -3.0% -1.0% -2.0% -1.0% -1.0% -1.0% -1.0% -1.0% 

5.5% -4.0% 0.0% -2.0% -1.0% 2.0% 6.0% 1.2% 3.2% -1.0% -1.5% 0.0% 0.1% 

-0.3% -0.5% -0.5% 0.0% -1.0% -1.0% -2.0% -1.0% 0.0% 0.0% 0.0% 0.0% 0.0% 

7.2% 9.1% -3.7% 3.0% 0.2% 1.4% 5.3% 7.1% 3.4% 6.7% 2.5% 2.0% 4.5% 3.9% 

7,437.0 8,254.0 7,408.0 7,631.0 1,898.0 2,164.0 1,907.0 2,056.0 8,025.0 2,074.4 2,229.4 1,958.2 2,148.5 8,410.5 

4.0% -2.0% 3.0% 6.0% 6.0% 7.0% 1.0% 5.0% 4.5% 4.5% 5.0% 4.5% 4.6% 

5.5% -5.0% 0.3% 5.0% 5.0% 2.0% 1.0% 3.3% 2.5% 2.5% 3.0% 4.0% 3.0% 

1.3% 5.0% 3.7% 1.0% 1.0% 5.0% 2.0% 2.2% 3.0% 3.0% 3.0% 1.5% 2.6% 

-2.3% -2.0% -1.0% 0.0% 0.0% 0.0% -2.0% -0.5% -1.0% -1.0% -1.0% -1.0% -1.0% 

6.5% -6.0% 0.0% -4.0% -3.0% 1.0% 6.0% -0.1% 4.8% -1.5% -2.3% 0.0% 0.2% 

-0.3% -0.3% 0.2% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 

45.4% 11.0% -8.6% 3.0% 2.2% 3.3% 8.4% 7.1% 5.2% 9.3% 3.0% 2.7% 4.5% 4.8% 
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For fiscal year 2012, Morgan Stanley forecasts a total sales growth rate of 4.6%, which consists of the 
following: 

Organic: Sales: growth aisetea erat « ah sre ncanctoreee pret nebha padre nti nts te ror ata yin preg nc atvator 4.5%* 

VoluMmes(Organic) eiaraene eevares om hh RCO a ey eter Sieh erie Se ee ante ipl he 2.8% 

Ul MLeLINT@ Bods: hoard cd, Ach cep buce es Pare Wk a BEd ORR bm RR EO Arh aki See & 3.2% 

MI LXteps Cane EE Senet eet aik Use mowirid Mote ibe bau Ae Dae Ve fee rook wares Sb (1.5)% 

BOreiie EXChAanGG MDAC UMMM shi: Ae I: rcv veces Ast) 4 cycta, facta with enthuse eee 0.1% 

ACQUISITIONS: & CIVESULUTCSMENPee. cet nda AEE SoS he a aie. ae ek 0.0% 

SAlGS! GOW 018 crea dean ARES fc Sea 8 ic hg ragaticbovtaya iever na tard dvaloawiony 46% 

*Sum of volume (2.8%), pricing (3.2%), and mix (-1.5%), which is rounded down to 4.4 in the Excel spreadsheet as more digits are 

used than are printed. 

Morgan Stanley forecasts organic sales growth for all of P&G at 4.5%, consisting of 2.8% growth in 

volume, a 3.2% increase in prices, a — 1.5% decline in growth due to product mix (increasing percent- 

age of lower-priced goods). Morgan Stanley analysts also forecast an increase in sales of 0.1% resulting 

from a weakening of the $US in countries in which PG sells its products. 

Following are a few observations that Morgan Stanley analysts conveyed to us about the way in 

which their sales forecasts are developed: 

1. Each product forecast is built from the bottom up; that is, analysts use information about a product’s 

market share and the forecasted growth rate for the market of each product within each country 

the product is sold. Development of such forecasts uses information about product market, pric- 

ing strategy, and competitive landscape. With this information, analysts forecast overall market 

growth, the market share for each product, changes in product pricing, and changes in the product 

sales mix. The total sales forecast is the sum of individual product forecasts for each product market. 

2. P&G, like many companies, provides analysts with its own forecasts of sales growth by products, 

disaggregated into price and volume. Morgan Stanley analysts also have internally-developed 

databases of commodity-price indices, inflation indices, and other macroeconomic indices against 

which to evaluate the reasonableness of company-provided forecasts. 

3. Sales forecasts are determined by quantity and price along with growth forecasts of the product 

markets, the company-provided future pricing strategy, and forecasts of price elasticity of demand. 

Analysts commonly consider, for example, the effects of a current discount pricing strategy to 

increase market share or to gain entrance into a new market, which are followed by price increases 

once volume levels and customer loyalty is solidified. 

Returning to P&G, we saw that Morgan Stanley forecasted no acquisitions or divestitures. Acqui- 

sition of brands is a normal component of P&G’s operating activities, yet acquisitions are one-time 

occurrences and come at a cost. We, like Morgan Stanley, focus on revenue growth that is not acquired, 

and we believe that organic sales growth is the best predictor of core operating revenue growth. P&G 

defines organic sales growth as follows: 

Organic Sales Growth Organic sales growth is a non-GAAP measure of sales growth excluding 

the impacts of acquisitions, divestitures and foreign exchange from year-over-year comparisons. 

We believe this provides investors with a more complete understanding of underlying sales trends 

by providing sales growth on a consistent basis. Organic sales is also one of the measures used to 

evaluate senior management and is a factor in determining their at-risk compensation. 

Summary of Determining Revenue Growth Forecast To recap, each segment is disaggregated 

into its business units and product lines. The presumption is that determining the revenue forecasts 

from the sum of product forecasts is preferable to forecasting total sales growth because the former 

uses more information. This implies that we use as much detailed product information as reasonable 

(cost vs. benefit) to forecast revenue growth. For example, we saw Morgan Stanley analysts use data 

on the Beauty Care and Grooming units to aggregate into the Beauty segment. We also saw that these 

forecasts were determined from both price and volume for each product in each market. Finally, we saw 

that analysts forecasted from quarterly data and determined annual forecasts as the sum of quarterly 

forecasts for each unit and segment. 
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Data Sources in Forecasting Revenue Investors use a variety of data sources. Companies pro- 

vide data in conference calls and meetings with analysts. P&G, for example, provided the following 

guidance on organic sales growth in its Barclay’s Capital Conference from 2011: 

6% 
Business Outlook 

Organic Sales Growth 

5% 

4% 

3% 

2% 

1% 

0% 

P&G’s organic growth has ranged from 2% to 3% for the two most recent years, but it expects sales 

to recover as the world economy was expected to emerge from the recession in those previous years. 

Consequently, P&G’s forecast of its revenue growth through fiscal year 2012 was in the range of 3% 

to 6%. Company expectations are an important input to our forecasts of revenue growth. Further, as 

we discuss above, total organic sales growth is a function of volume and price, and P&G provided the 

following quarterly information for forecasting these two variables: 

Recent Results Recent Results 

Market Share Pricing Trend 

Market share growth inflection point 70% 

60% 

50% Pricing inflection point 

40% 

30% 

20% 

10% 

0% OO Oo Oo “ae "Oo IS Oo jor = e- 
iba iseis: bi ehraqoais, We juretes SO $OOn, OulOnwos Cae: ; OU ate 

= na seh (Fp )ign() ae jp l(a) EoeerU) = iM eet ewe Gee < ek = Zeta Sede7 GC oSes (et os oe ee (6) “Ee Ge (ey sae ees (©) > Sey ook 2 Oo Dea Os irri £Oina ee Om EE 

In addition to these company-provided sources of information, analysts can also use internally devel- 

oped databases on macroeconomic data, commodity prices, and other inflation indices, along with data 

from competing companies, and other publicly available and proprietary databases. Most investors 

have access to similar information. 

STEP 2: FORECASTING EXPENSES 
The next step in the forecasting process is to predict expenses; for our purposes this includes operating 
expenses and nonoperating revenues and expenses. 

Forecasting Operating Expenses 

Generally, we use the following formula to forecast individual operating expenses: 

Forecasted operating expense = Forecasted revenues x Forecasted operating expense margin 
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The forecasted operating expense margin is the expense expressed as a percent of sales (the common- 
sized expense). We normally start with the prior year’s margin and then adjust it based on our business 
analysis. One exception to this general formula is for income taxes where we apply the following: 

Forecasted income taxes = Forecasted income before taxes X Forecasted effective tax rate 

In this case, we begin with forecasted income before taxes, not with sales, and the current effective tax 

rate is often a reasonable predictor of the company’s long-term effective tax rate, taking into consider- 

ation any transitory items reported in the effective tax rate reconciliation in the tax footnote. 

Forecasting Nonoperating Expenses 

Generally, forecasts of individual line items of nonoperating expenses are obtained from the following 

“no change” forecast model: 

Forecasted nonoperating expense = Nonoperating expense for prior period 

This assumes no change in nonoperating expenses, with an exception of a “zero forecast” for items 

related to discontinued operations. If we make balance sheet financing or investment adjustments in 

Step 4, we must adjust one or more nonoperating expenses. 

Forecasting Expenses for P&G 

To illustrate the forecasting of operating expenses, we turn to Procter & Gamble. P&G’s management 

forecasts an increase in operating profit and cash flow through fiscal year (FY) 2012 as shown in the 

following slide from the company’s 2011 presentation to analysts. 

Operating profit growth 
Operating Profit Growth : : ; 

inflection point 

“Core EPS Growth _ 
Guidance 
+6% to10% 

FY'09 FY'10 -FY'11 Q1'12e Q2'12e Q3'12e Q4'12e 

In addition to the 4.6% revenue growth, P&G’s report to analysts also predicts an improved operating 

profit margin for FY2012. 

Turning again to Morgan Stanley’s analysts, we see that they forecast operating profit by business 

unit, consistent with how they determine sales forecasts. Following is an excerpt from the Morgan 

Stanley spreadsheet that has analysts’ forecasts of pretax income: 

[a | B AF AK AP AU AV AW AX AY AZ BA BB BC BD BE 
1 | Procter & Gamble Co (PG) 

2 | Segment Breakdown FY2007 FY2008 FY2009 FY2010 Sep-10 Dec-10 Mar-11 Jun-11 FY2011 Sep-11E Dec-11E Mar-12E Jun-12E FY2012E 

66 | Pretax Income By Segment | 14,710.0 15,632.0 14,803.0 15,314.0 4,282.0 4,366.0 3,641.0 3,205.0  15,494.0 4,104.0 4,525.5 3,989.5 3,390.9  16,009.9 

| 67 | % Growth 6.3% -5,3% 3.5% 2.3% -8.1% -3.2% 22.5% 1.2% -4.2% 3.7% 9.6% 5.8% 3.3% 

68 | Beauty 

| 69 | Beauty Care 3,440.0 3,528.0 3,558.0 3,648.0 1,081.0 1,141.0 762.0 623.0 3,607.0 982.5 1,196.8 851.4 704.0 3,734.6 

70 % Growth 2.5% 5.3% 0.4% -1.3% -12.5% -1.1% -9.1% 4.9% 11.7% 13.0% 3.5% 

74 | Grooming 1,895.0 2,299.0 1,900.0 2,007.0 524.0 635.0 524.0 500.0 2,183.0 556.1 665.3 552.7 538.6 2,312.8 

| 72 % Growth 5.6% 7.2% 3.6% 13.4% 12.9% 8.8% 1.0% 48% 5.5% 7.7% 5.9% 

Total forecasted pretax income is the sum of forecasted pretax income for each business unit (which 

includes $3,734.6 million from the Beauty Care business unit and $2,312.8 million from the Grooming 

business unit as illustrated above). 
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Then, using the segment forecasts, Morgan Stanley analysts predict each line item of the income 

statement for each quarter of FY2012. We show the following excerpt from their spreadsheet as an illus- 

tration. (there are slight differences between the internal analyst spreadsheets reproduced in this module 

and the published report in the appendix due to timing and other differences) 

Ss B fore AQ. | Av ae COs a a 
1 | Procter & Gamble Co (PG) 

| 2 | Income Statement FY2010 FY2011 Sep-11E Dec-11E Mar-12 E Jun-12 E FY2012E 

3 | Sales 78,938.0 82,559.0 21,555.2 22,136.4 20,843.3 21,786.9 86,321.8 

4 % Growth 2.9% 4.6% 71% 3.7% 3.0% 4.4% 46% 

ae % Organic Growth 3.4% 4.0% 3.4% 4.9% 4.8% 4.6% 44% 

6 | Cost of Sales -37,919.0 -40,768.0 -10,702.4 -10,833.4 -10,308.3 -11,213.5 -43.057.7 

7 % of Sales 48.0% 49.4% 49.7% 48.9% 49.5% 51.5% 49.9% 

| 3| % of Sales Bps Change -241 134 150 75 0 -24 50 

| 10 | Gross Profit 41,019.0 41,791.0 10,852.8 11,303.0 10,535.0 10,573.4 43,264.1 

da Gross Margin % 52.0% 50.6% 50.3% 51.1% 50.5% 48.5% 50.1% 

42 | Gross Margin Bps Change 241 -134 -150 “15 0 24 -50 

144 SG&A Expense (ex Incremental Restructuring) -24,731.0 -25,668.0 -6,549.9 -6,575.3 -6,343.1 -6.983.1 -26,451.3 

15 % of Sales 31.3% 31.1% 30.4% 29.7% 30.4% 32.1% 30.6% 

| 16 | % Growth 11.2% 3.8% 10.4% 1.2% -1.7% 2.9% 3.1% 

1147 |  % of Sales Bps Change 233 -24 91 72 147 -49 -45 
19 | Operating Income (ex Incremental Restructuring) 16,288.0 16,123.0 4,302.9 4,727.7 4,191.9 3,590.3 16,812.7 

[20] Operating Margin 20.6% 19.5% 20.0% 21.4% 20.1% 16.5% 19.5% 

21 % Growth 3.3% -1.0% -4.4% 3.6% 11.1% 9.3% 4.3% 

| 22 | Operating Margin Bps Change 8 -110 -241 -3 147 73 -5 

The remainder of this section explains the details and logic behind these forecasts. 

Our forecasted income statement is in Exhibit 11.4. We provide FY2011 actual income statement 

numbers along with our forecast assumptions and our forecasted numbers for FY2012. To simplify the 

exposition, we show only annual forecasts (not quarterly forecasts as estimated by Morgan Stanley 

analysts). Because of this simplification and rounding to whole numbers, the forecasts in this Exhibit 

differ slightly from those in the analysts’ report in Appendix 11A. 

EXHIBIT 11.4 Preliminary Forecasted Income Statement for P&G 

(millions) 201 
Net Sales fare ieee eh ce seer ota $82,559 

i “Forecast Assumptions 2012Est. 

100.0% $82,559 x 1.046 $86,357 100.0% 

Cost ofsprodlictsisoldieerp 1 en aee 40,768 49.4% $86,357 X 49.9% 43,092 49.9% 

Selling, general and administrative expense... 25,973 31.5% $86,357 X 30.6% 26,425 30.6% 

Operatingiincome: sym cte «cr eee ere 15,818 19.2% subtotal 16,840 19.5% 

Interest OxPenSere aren. cere el tumien, athe. eters. 2 831 1.0% no change 831 1.0% 

Other nonoperating income (expense), net... 202 0.2% no change 202 0.2% 

Earnings before income taxes ............. ifeyittele) 18.4% subtotal 16,211 18.8% 

Income taxes on continuing operations...... 3,392 4.1% $16,211 x 25.0% 4,053 4.7% 

NGE CAINS rarer Parc puees eats oy deat suety crue aban $11,797 14.3% subtotal $12,158 14.1% 

Operating Expenses for P&G 
This section describes the process of forecasting operating expenses (we forecast nonoperating rev- 

enues and expenses following our adjustments to the balance sheet in Step 4). 

Forecasting Net Sales Following our discussion above, we forecast net sales to increase by 4.6%, 

which is the forecasted outcome from a predicted 4.5% increase in organic sales, driven primarily by 

a 2.8% projected increase in volume and a 3.2% increase in selling prices, offset by a 1.5% decline in 
sales from changes in product mix (selling a greater proportion of lower priced products) and a positive 
0.1% foreign exchange effect. 

Forecasting Cost of Products Sold Cost of products sold as a percent of sales increased from 
48.0% in 2010 to 49.4% in 2011. Morgan Stanley analysts forecast an increase in the COGS percent- 
age by 50 bp (basis points, or 100ths of a percent) to 49.9%. That forecast considers the proportion of 
raw materials and labor in the production process of each product along with forecasts of changes in 
commodity costs and wage rates. The 50bp increase in COGS, and the resulting decline in the gross 
profit margin described above, are reasonable given the recessionary climate and the product markets. 
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Subtotaling Gross Profit Gross profit is a subtotal, forecasted sales less forecasted cost of goods sold 

(as an alternative, in some cases, we might choose to forecast gross profit; in that case, cost of goods sold 

is the “plug” figure). P&G does not report this subtotal in its current income statement and we, therefore, 

do not include it in our statement (there is no requirement under GAAP to provide this subtotal, yet many 

companies do report it). 

Forecasting Selling, General and Administrative Expense P&G has reduced SG&A expenses 

as a percent of sales from 31.3% in 2010 to 31.1% in 2011, and it cited further expected improvement 

during meetings with analysts. A recessionary climate encourages P&G to focus on further overhead 

reduction, and coupled with P&G’s continued focus on manufacturing and supply chain improvements, 

justifies a forecast of reduced SG&A expenses as a percent of sales. Our forecast is for SG&A expenses 

to be 30.6% of sales, which is a 5Obp improvement on 2011, and slightly more than the 20bp improve- 

ment P&G had from 2010 to 2011. This is a trend that P&G highlighted in meetings with analysts. 

Subtotaling Operating Income Operating income is a subtotal, but we still check its reasonable- 

ness. Our forecasts imply a 19.5% operating income margin, which is close to the previous year’s op- 

erating income margin of 19.2%. Further, it is reasonable to expect limited improvement in operating 

income margin as sales increase and expenses remain under control in the post-recessionary period 

2012-2014. 

Nonoperating Expenses for P&G To this point, we have forecasted sales and individual operating 

expenses, yielding a subtotal for operating income. The nonoperating section of the income statement 

requires estimates of nonoperating assets (which yield interest and/or dividend income) and nonoperat- 

ing liabilities (which produce interest expense). We predict nonoperating revenue and expense once we 

estimate nonoperating assets and liabilities at the conclusion of the next section. Also, since we do not yet 

have forecasts of nonoperating revenues (expenses), we cannot forecast pretax income, tax expense, and 

net income. Thus, we complete our forecasts for the income statement at the conclusion of Step 4. 

STEP 3: FORECASTING ASSETS, LIABILITIES 
AND EQUITY 
Step 3 is to forecast balance sheet items, which consist of assets, liabilities, and equity. Special empha- 

sis is on forecasts of operating assets and liabilities. We generally assume no change in nonoperating 

assets, liabilities, and equity (we discuss exceptions to this rule in this section and further adjustments 

to those accounts in Step 4). Step 3 proceeds with five steps as shown in Exhibit 11.5. 

EXHIBIT 11.5 Process in Forecasting the Balance Sheet 

© Forecast the 

balance sheet. 
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As a starting point, we begin with Procter & Gamble’s balance sheet for 2011 in Exhibit 11.6. We will 

refer to these statements throughout this section. 

EXHIBIT 11. 6 Procter & Gamble Balance des 

June 30, amounts in millions . - oo 207 

Assets 

Current assets 

Cashrandicashvequivalents; 9.2 feared caesar noe ean el kone an nee ae eae $ 2,768 $ 2,879 

ACCOUNTSITECEIVADI OM meni iciccaretoncyste sc) cites commences ote ea cle ia ee, aiteas Renn, one Caaicsiei rl tal perma eM Teo es 6,275 5,330) 

Inventories 
Materials andiSlm plicSierersrrctaen-vere et secnieceesene ccna eats eect teins oh ster shel emt setts taetierassticner etree R-yny DOS 1,692 

Workcins processor eamen sign ai Mee: eter vere tea lees eiavectadate aietiekety or euees eet ae Ait 604 

Finished:goOdS trans wamcurygar press Cera a keen ner Sir Chie meee __ 4,509 ___ 4,088 

AKCVE MAN elnielde create eter a oo rurschoateoe itsonia Goo cana OM OD Uno omOmeaho cmomon aa Oe 7,379 6,384 

Deferredhinecome taxes = py. sca acsacutdarba it pedta ea iberne ee tie? cuewic or sd Gh. eae wee Balke 1,140 990 

Prepaidiexpensesrandiother CuIKeMtaSSCLS ssieetrmenwsterNen sien cio nenalet- einen state tien ele elie tete 4,408 3,194 

Total:CumentaSSets i. kw. ca Ronee tie Cacetaeasue hca tm euar a ica ok Ute pene Selenite tae aie road 21,970 18,782 

Property, plant and equipment 

BuilclimgStreee cree cere ecaeerere er tener eres vests ema chaps aneneroners ccs Se ePaN a agacer ere hen sne selce ene: Mena Tisihexs! 6,868 

Machinery andiequipinent: cc iia cae tyce oe Shei se etre eames otterteieal esocteni<tieiiouel sors oc mneett tis teaser terete 32,820 29,294 

eg CG lek neta rs ced a PORES PRIS re Rearea SEOR NE tes Fore rs oral PR Ria ACME RTACe, cacge pe mien el eat eiAuGke TACO 934 850 

Totalipropertyzplantiandhequi pie mtstaaemmncrs savers ctr crete cree nied eee omteme rey) cmemetee ee 41,507 37,012 

Accumulated) depreciationisnuvena teri eh s been Rien Gerard creas (20,214) (17,768) 

Netipropeny:plantiand:equipimentirn setaever. rieeetinacharc. echttame svat sismemetcc- teres -achesese hanes 21,293 19,244 

Goodwill and other intangible assets 

GOOG WII Sets swe adnan het ai gt ata ote eicn a Miran\e Soa tains os tani eke 2 racecar ae cee ee an 57,562 54,012 

drademanks anc other intanGiOleraSSets; Musa wt cee eeaiaisyion sieun nett eet tep ete yey eee 32,620 31,636 

NetooodwillandiothemintangibleiaSSetStwermparinrlciaineiciimn tier nen neem eet 90,182 85,648 

OtMERNONGUKENDIASSCESi rr roc rE rere uence: iw airacyotate cicic cose oO es kT nr eetiete ema aie ens 4,909 4,498 

TOTAASSEIS see en cet teetene ch serene) cuewems cee nee ae ciao CnC S psa BL iter eit nega. TSAI oh ore ae $138,354 $128,172 

Liabilities and shareholders’ equity 

Current liabilities 

ACCOUNTS: PAVAb cece tncredcasei cece mee anehe scene reais osc sete ttre eacce ci eh 0s Seen cee $8022 SS iee ol 
Accrued -andiothercliabilitioStes meinencbertsscta wrens tie ste ucccueunsere Cueceaeuene tereke ein ene treraaey Caerene tem 9,290 8,559 

DEDEAUGIWITHIMNGONG'YGAliects ettens crcle crccsic cert scien fuslnn. ace te Gy crc eee meena caemnee nay te gee 9,981 8,472 

TTOLARCUIFONT HABITS 5 eax setee lta com chm hort cts cWeica ch oce Anan theses eer] a eee on eas ere 27,293 24,282 

EONOFtSKITMGC DETR are sncesteameconshce etna ate Lee beastontane eta r eine niteaetc tk: Fe hage ke eee een ee eae ne Ree eer 22,033 21,360 

Defemediincome taxes sea reste ice sere atid tien tay Mie ite eA me nee es ce ne Ste ae 11,070 10,902 

Other noncurrent: liabilities. . x. ene wear, okie eww EL ir elce Suen oe eueueatunmraerrelee cee 9,957 10,189 

TOtal: lia bilitiestaee eae a tesges meets teehee ate irs tet oe eet Reem Peery meee emt eae 70,353 66,733 
Shareholders’ equity 

Convertible Class A preferred stock, stated value $1 per share (600 shares authorized)... . 1,234 WUT 

Non-voting Class B preferred stock, stated value $1 per share (200 shares authorized) .... — — 

Common stock, stated value $1 per share (10,000 shares authorized; 

Shares: Issueas 201i ——4 007.9 720i O——4" 007.6) arenes entia eisttentiaies aichennen yee eee antennae 4,008 4,008 
Additional paid-inCapital Srepaerr cesta reclame outset tatchcleccte etary cl aes awe mere neni ne Santee ae 62,405 61,697 

SSIS) Kelp SIO] Clos EMME 3 oo oo ae Sao e ee nod uodooaonewonueuanavnoneeaone (1,357) (1,350) 
AcCcUmuUlatearothencomprenens\VelneOmel OSS) anit tt tt ss (2,054) (7,822) 
Treasury stock, at cost (shares held: 2011—1,242.2, 2010—1,164.1)................... (67,278) (61,309) 
Retained! earnings. ....ceviete sey Sea ae irate aera aot aera tenement ren 70,682 64,614 
Noneontrolhing imterestic. ccs tae orscaes terest gsr rca ie cree erare clio tan ae Temes enc eA oe 361 324 

otal: shareholders) cquityic s-dacmiactues qateeeiets Cicer Cane emL ano inert tne ener eee ae 68,001 61,439 

Plotaliliabilitiestancd shareholders me Ch Uy remem memes arene ate eer ee $138,354 $128,172 

Process of Forecasting Balance Sheet Items 

We normally make one of three general assumptions when forecasting assets, liabilities, and equity. 
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1. Forecast amounts with no change. We can use a no-change forecast, which is common for 
nonoperating assets (investments in securities, discontinued operations, and other nonoperating 

investments). After we have generated forecasts of the balance sheet, we must reexamine the no- 

change forecasts to see if they are reasonable or if they require adjustment. 

2. Forecast contractual or specified amounts. We can use contractual or other specified payment 

tables to forecast selected balance sheet items. For example, footnote disclosures contain sched- 

uled maturities for long-term debt, capital leases, and mandatory redeemable preferred stock for 

a five-year period subsequent to the financial statement date. We can use those schedules and as- 

sume that the required payments are made as projected. 

3. Forecast amounts in relation to revenues. We can use an item’s relation to revenues to forecast 

that item. The underlying assumption is that, as revenues change, so does that item in some pre- 

dictable manner. For example, in the case of operating assets, it is reasonable to assume that the 

required investment in receivables, inventories, and PPE is related, in some manner, to the level 

of revenues. Similarly, in the case of operating liabilities, it is reasonable to expect that accounts 

payable will grow with COGS (which grows with revenues), and accrued liabilities will grow with 

increases in payroll, utilities, advertising, and other expenses (which all grow with revenues). 

When forecasting amounts in relation to revenues, the third forecasting assumption above, there are 

three common methods: (1) forecasts using the percent of revenues, (2) forecasts using turnover rates, 

and (3) forecasts using days outstanding ratios. 

Forecasts Using Percent of Revenues Forecasts that use the percent of revenues build on the 

relation between revenues and the account being forecasted; this relation follows: 

Actual account balance 
Forecasted account balance = Forecasted revenues X 

Actual revenues 

For example, if the relation between the actual account balance to revenues is 10%, and forecasted 

revenues equal $100, then the forecasted account is $10, computed as $100 * 10%. 

Forecasts Using Turnover Rates Turnover rates have the following general form: Turnover rate 

= Revenues (or COGS)/Average account balance. Using algebra to rearrange terms, we obtain: Aver- 

age account balance = Revenues (or COGS)/Turnover rate. Substituting forecasted values we get: 

Forecasted account balance = Forecasted revenues (or COGS)/Turnover rate 

Consequently, if we have forecasted revenues (or COGS) and a forecasted turnover rate, we can forecast 

the account balance. However, there is a problem with this method if we use turnover rates as traditionally 

defined using average account balances; in this case the method would forecast the average account bal- 

ance. Balance sheets report ending account balances. This issue is typically resolved in one of two ways: 

1. Compute the turnover rate using ending balances rather than average balances; then, our forecast 

is for the ending account balance. 

2. Multiply the forecasted average account balance by 2 and then subtract the beginning account bal- 

ance; this yields the forecast for the ending account balance. 

Forecasts Using Days Outstanding Days outstanding ratios have the following general form: 

Days outstanding = Account balance/Average daily revenues (or COGS), where Average daily rev- 

enues (or COGS) = Revenues (or COGS)/365. We can forecast the account balance by rearranging 

terms as follows: 

Forecasted account balance = Days outstanding x [Forecasted revenues (or COGS)/365] 

If days outstanding is computed using the ending balance of the account, the resulting forecast is for 

the ending balance of that account. However, some analysts prefer a shortcut method to compute days 

outstanding as 365/Turnover rate. Their justification is based on the mathematical equality where [365/ 

Turnover rate] = [365/(Revenues/Account balance)] = [(Account balance < 365)/Revenues] = [Account 

balance/(Revenues/365)]. Importantly, however, if this turnover rate is computed in the conventional way 
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using the average account balance, we would forecast the average account balance rather than the ending 

account balance. In this case, we must make one of the two adjustments explained in the previous section. 

Equivalence of the Three Forecasting Methods If we compute the turnover rate and the days 

outstanding using ending account balances (meaning that we are properly forecasting the ending ac- 

count balance), it does not matter which of these three forecasting methods we use. To illustrate, con- 

sider a company with current-period revenues of $1,000 and a forecasted revenue growth of 4% (or 

$1,040, computed as $1,000 < 1.04). Assume that the current accounts receivable ending balance is 

$200 and that we want to forecast accounts receivable for next year. Using each of the three methods 

above, our forecasted accounts receivable is $208 and is computed as follows: 

Forecast Method _ Forecast ~=——“ Forecast Computation _ 

Percent of revenues..............- $208 $1,040 x ($200/$1 ,000) 

UUHNENE RITE) ceaecin tte we Sakeweaere te $208 $1,040/($1 ,000/$200) 

Days outstanding..............0-. $208 — {[($200 x 365)/$1,000] x $1,040}/365 

Each of these forecasting methods yields the same result. Analysts commonly use either percent of 

sales or days outstanding. The choice between percent of sales and days outstanding depends on the 

audience. Percent of sales is simple and intuitive. Days outstanding is well suited for analyses that 

are used in discussions with operating managers, as most managers are familiar with days outstand- 

ing ratios and can identify with projected changes (for example, what is the effect of collecting our 

receivables two days faster?). The choice is a matter of personal preference as all three methods yield 

the same result. We use the percent of sales in our forecasts of balance sheet accounts because (1) it 

appears to be the most commonly used method, (2) it is the method that P&G management uses in its 

meetings with analysts, and (3) it is the method used by Morgan Stanley (and the majority of invest- 

ment houses that we are familiar with) in the analysis illustration we provide in this module and in 

Appendix IIA. 

Forecasting Balance Sheet Items 

We illustrate the forecasting of balance sheet items for Procter & Gamble. 

Forecasting Operating Assets 
This section describes the process of forecasting operating assets using the percent of revenues method. 

Morgan Stanley analysts forecast balance sheet items as a percentage of sales (except for Inventories 

and accounts payable that are forecasted as a percent of cost of goods sold). We provide an excerpt from 

the Morgan Stanley forecasting spreadsheet in Exhibit 11.7, which lists the forecasting assumptions 

(the entire spreadsheet is in the analysts’ report in Appendix 11 A). 

Forecasting Accounts Receivable P&G reports accounts receivable as a percentage of sales 

equal to 6.8% and 7.6% at year-end 2010 and 2011, respectively. Recall that Morgan Stanley’s fore- 

casts were prepared in a recessionary environment. It was reasonable, therefore, to expect a continuing 

decline in the financial condition of P&G customers; meaning that some P&G customers were likely to 

pay more slowly, if at all. This increases predicted accounts receivable relative to sales. Accordingly, 

Morgan Stanley analysts forecasted a slight increase in P&G’s ratio of accounts receivables to sales for 

2011 quarters, but returning to the FY2011 level of ~7.7% of projected sales by year-end 2012. Using 

7.7% accounts receivable-to-sales and forecasted sales of $86,357 million, we forecast accounts receiv- 
able of $6,649 million ($86,357 million X 7.7%). The 7.7% equates to an average collection period of 
28.1 days (0.077 X 365 days). 

Forecasting Inventories Morgan Stanley analysts forecast inventories as a percent of COGS rather 
than as a percent of sales. Either approach is fine and does not materially affect the forecasts as long as 
the method is used consistently. The motivation for use of COGS is that inventories are stated at cost, 
not at retail. As a result, many analysts use COGS to forecast inventories and the related accounts pay- 
able. (In the assignments, we forecast inventories as a percent of sales so that all balance sheet items 
are forecasted based on the same basis.) P&G’s inventories increased in 2011 from 16.8% of COGS 
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EXHIBIT 11.7 Morgan Stanley Forecasted Balance Sheet Percents 

a A | B | AQ AV AW aX Wie BA 
be 1 | Procter & Gamble Co (PG) 

2 FY2010 FY2011 Sep-11E  Dec-11E Mar-12E Jun-12E FY2012E 

Cash % of Sales 3.6% 3.4% 2.9% 2.8% 3.0% 2.9% 2.9% 

Riga] AR % of Sales 6.8% 7.6% 7.8% 7.9% 7.9% 7.6% 7.7% 

| 163 | AR Days 24,7 27.7 28.3 28.7 29.0 27.8 28.1 

164 | Inventories % COGS 16.8% 18.1% 18.9% 18.1% 19.1% 17.2% 17.9% 

165 Inventory Days 61.5 66.1 68.9 66.2 69.9 62.6 65.2 

| 166 | Deferred Inc Tax Assets % Sales 1.3% 14% 1.6% 1.6% 1.6% 1.6% 1.6% 

| 167 | Other CA % Sales 4.0% 5.3% 4.8% 4.5% 4.8% 4.5% 4.5% 

Capex, net of dispositions -3,067.0 -3,306.0 -663.7 -874.9 -938.8 =1,295.1 “3,172.9 

Addition to PPE as % Sales 3.9% 4.0% 3.1% 4.0% 4.5% 5.9% 44% 

Depreciation % opening PPE 16.0% 14.7% 14.3% 14.3% 14.1% 14.3% 14.3% 

Depreciation % Net PPE 16.2% 13.3% 3.6% 3.6% 3.5% 3.5% 13.8% 

AP % COGS 19.1% 19.7% 17.0% 15.1% 15.9% 18.3% 19.1% 

AP Days 69.8 71.8 62.2 55.2 58.2 66.8 69.6 

Accrued and Other liabilities % Sales 10.8% 11.3% 11.6% 11.4% 12.1% 11.0% 11.1% 

Deferred Inc Tax Liabilities % Sales 13.8% 13.4% 12.9% 12.4% 13.2% 12.7% 12.8% 

Other Liabilities 12.9% 12.1% 11.8% 10.9% 11.7% 10.9% 11.0% 

Dividends Paid $1.80 $1.97 $0.53 $0.53 $0.53 $0.57 $2.15 

Total Debt 29,832.0 32,014.0 32,231.7 32,884.1 32,271.4 31,949.6 31,949.6 

Cash 2,879.0 2,768.0 2,500.0 2,500.0 2,500.0 2,500.0 2,500.0 

Net Debt 26,953.0 29,246.0 29,731.7 30,384.1 29,771.4 29,449.6 29,449.6 

Interest Rate on Debt 2.8% 2.7% 2.6% 2.6% 2.6% 2.6% 2.6% 

Interest Rate on Cash 1.5% 1.5% 1.5% 1.5% 1.5% 

Net Debt/LTM EBITDA 1.4x 1.5x 1.6x 1.6x 1.5x 1.5x 1.5x 

Capital Employed 109,483.0 118,274.0 119,312.2 119,958.7  119,777.8 118,945.0  118,945.0 

to 18.1% of COGS. In the MD&A section of its 10-K, P&G’s management attributes the inventory 

increase to: 

higher commodity costs, business growth and increased stock levels in advance of initiatives and 

sourcing changes. Inventory days on hand increased by five days due to the impact of foreign ex- 

change, higher commodity costs and increased safety stock levels. 

COGS for FY2012 (they estimate inventories on a quarterly basis as: Quarterly COGS X 4 X Inven- 

tory %COGS; the year-end estimate, then, is the 4Q estimate, and the 17.9% is the ending 4Q inventory 

estimate divided by the annual COGS estimate). The 17.9% of COGS equates to an inventory days on 

hand of 65.3 (0.179 X 365 days, yielding a 0.1 rounding difference from the spreadsheet), which is 

down from 66.1 days at year-end 2011. 

To be consistent with our approach of estimating balance sheet items in relation to the sales esti- 

mate, we forecast inventories at an equivalent rate of 8.6% of sales (computed from Morgan Stanley’s 

estimate of ending inventories of $7,557.2 million divided by analysts’ estimates of annual sales of 

$87 ,754.5 million—numbers from the FY2012E column of the forecasted balance sheet and income 

statement on pages 6 and 7 of the Morgan Stanley analysts’ report in Appendix I1A). This results in 

forecasted inventories of $7,427 million ($86,357 million X 8.6%). 

Forecasting Deferred Income Tax Assets and Other Current Assets Morgan Stanley ana- 

lysts forecast a slight increase in deferred tax assets to 1.6% of sales (up from 1.4% of sales in FY2011) 

and a reduction of other current assets from 5.3% of sales to 4.5% of sales. Companies generally 

provide little information about these accounts in their footnote and MD&A disclosures. We assume a 

continuation of these percentages in FY 2012. 

Forecasting Capital Expenditures, PPE, and Accumulated Depreciation Capital expendi- 

tures (CAPEX) are often a large cash outflow and a major component of free cash flow, which is the 

Morgan Stanley analysts forecast a slight easing of these pressures to yield an annual level of 17.9% of 

11-22 
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focus of cash-flow-based equity valuation models. (Free cash flow is defined in Module 12 as [NOPAT 

— Increase in NOA] and is also defined in finance literature as [Net cash flow from operating activities 

— CAPEX].) CAPEX is used in forecasting PPE (gross), where Forecasted PPE (gross) = Actual PPE 

(gross) + Forecasted CAPEX. (We typically do not forecast dispositions of PPE unless they are spe- 

cifically identified by management in the MD&A section of the 10-K or other source.) P&G reported 

CAPEX as a percent of sales for FY2010 of 3.9% and for FY2011 of 4.0%. In its meetings with ana- 

lysts, P&G provided guidance for CAPEX as a percentage of sales of 4% to 5% of sales, and Morgan 

Stanley forecasts CAPEX at 4.4% of sales in their forecast. Based on our forecasted sales of $86,357 

million, CAPEX is projected to be $3,800 million (computed as $86,357 million X 4.4%). 

The forecast of net PPE is computed as: Beginning-year PPE, net + Forecasted CAPEX — Fore- 

casted Depreciation. Morgan Stanley analysts combine amortization with depreciation; thus, for con- 

sistency, we will do the same. Depreciation and amortization are typically estimated by the percentage 

of reported depreciation and amortization expense (often reported in the statement of cash flows if not 

disclosed on the income statement) as a percentage of beginning-year PPE, net. This is the approach 

used by Morgan Stanley analysts. P&G’s depreciation and amortization are 14.7% of the beginning- 

year balance for FY2011 ($2,838 million/$19,244 million). However, Morgan Stanley analysts forecast 

a slight decrease in that percentage to 14.3% for FY2012 and we use that rate in our forecast. Using the 

FY2011 net PPE of $21,293, our forecast of depreciation and amortization for FY2012 is $3,045 million 

($21,293 million < 14.3%) and our forecast of FY2012 net PPE is $22,048 million as computed here: 

AGEN MEMP RE ter FYV2Z0N) ooo cc conn an ceoe $21,293 million 

INA GwGAPE Xa enagat or varenas cermin ca ten vet hens wee erie 3,800 million ($86,357 sales x 4.4% CAPEX-to-sales) 

Less: Depreciation and amortization.......... (3,045) million ‘($21,293 PPE, net for FY2011 x 14.3%) 

Foreeastedimetito le eiOlaay 2. Oller ener $22,048 million 

We applied all amortization expense to net PPE as PPE assets are sometimes amortized as well as 

depreciated. Often amortization expense relates to intangible assets (see next section). In that case, 

we apportion depreciation and amortization between depreciable and intangible assets if we have suf- 

ficient information. 

Forecasting Goodwill and Other Intangible Assets and Amortization Goodwill and other 

intangible assets arise mainly in connection with acquisitions of other companies. Unless an ac- 

quisition is pending at year-end, and we have sufficient information about its financial impact, we 

forecast no change for goodwill and other intangibles. Goodwill is not amortized, but some other 

intangible assets are (see Module 7). If we can identify the intangible assets that are amortized and 

can estimate their amortization expense, we can forecast that expense and reduce the intangible as- 

sets accordingly like we did for depreciable assets above. We forecast no change in these intangible 

assets in this case. 

Forecasting Other Noncurrent Assets Other noncurrent assets are assumed to be part of operat- 

ing assets unless information suggests otherwise. Since we have no information to suggest otherwise, 

we forecast no change in other noncurrent assets. 

Forecasting Nonoperating Assets 
This section forecasts nonoperating assets for P&G. Generally, we use the no-change forecast model 
for nonoperating assets. 

Forecasting Cash Our forecasting process assumes that the cash on the balance sheet reflects an 
economically appropriate balance that we forecast similarly for the next fiscal year. Procter & Gamble’s 
2011 fiscal year-end cash balance is $2,768 million (3.4% of sales), down from $2,879 million (3.6% of 
sales) in the prior year. We assume 3.4% of sales in our forecast, resulting in a forecasted cash balance 
of $2,936 million ($86,357 million X 3.4%) for FY2012. 

Forecasting Investment Securities The no-change forecast model applies to marketable securi- 
ties. For P&G, it does not report marketable securities. We adjust the level of marketable securities (cash 
in this case) or short-term debt in Step 4 when we balance the balance sheet. 
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ately Forecasting C Cash and Securities Matter? 

Our forecasting process, and that of the saree Stanley analysts, is to forecast a cash paence and 

adjust the level of investment securities or short-term debt to balance the balance sheet. We as- 

sume that cash consists of cash equivalents and then forecast interest income on the cash balance 

at the same rate as that for investment securities. Both cash and marketable securities are treated 

as nonoperating assets. This means it makes no difference whether we assume a larger balance 

for cash and a correspondingly smaller balance for investment securities or whether we assume a 

smaller balance for cash and a larger balance for investment securities. However, we see in recent 

years that cash balances have ballooned as companies face economic uncertainty. Still, we are 

indifferent as to whether that excess liquidity is reported as cash or as investment securities as they 

are both nonoperating assets. We see in the next module that changes in both cash and securities 

increase or decrease the value of a company dollar-for-dollar. Our focus is on net operating assets 

(NOA), which impact company value to a much greater extent. Bottom line: do not focus on the mix 

between cash and securities. 

Summary of Asset Forecasts To this point, we have forecasted all of P&G’s operating and non- 

operating assets. Following the forecast of liabilities and equity in the next section, we adjust the bal- 

ance of investment securities or short-term debt to balance the balance sheet. This is Step 4. 

Forecasting Operating Liabilities 
This section describes the process of forecasting operating liabilities for P&G. 

Forecasting Accounts Payable Morgan Stanley forecasts accounts payable as a percentage of 

COGS. The rationale is that inventories, which drive most accounts payable, are reported at whole- 

sale cost and not retail. Another common method is to forecast accounts payable as a percentage 

of sales. Either method results in reasonable forecasts if consistently applied. For P&G, accounts 

payable as a percent of COGS increased from 19.1% in 2010 to 19.7% in 2011. P&G explains this 

increase as follows: 

Accounts payable, accrued and other liabilities increased primarily due to increased expenditures 

to support business growth, primarily related to the increased marketing investments. 

Morgan Stanley forecasts a reduction of accounts payable as a percentage of COGS from 19.7% in 

FY2011 to 19.1% in FY2012. This corresponds to the reduction in inventory quantities previously 

discussed. As reported in Exhibit 11.7, Morgan Stanley’s forecasts imply a decrease in accounts pay- 

able days outstanding from 71.8 (~19.7% X 365) to 69.6 days (~19.1% X 365). Consistent with 

our approach of forecasting balance sheet items in relation to forecasted sales, we forecast accounts 

payable at an equivalent rate of 9.2% of sales (using Morgan Stanley’s estimate of accounts payable 

of $8,059.6 million divided by analysts’ estimates of annual sales of $87,754.5 million—see the ana- 

lysts’ report in the appendix), resulting in an estimate for FY2012 accounts payable of $7,945 million 

($86,357 million X 9.2%). 

Forecasting Accrued and Other Liabilities Accruals as a percent of sales increased from 10.8% 

in 2010 to 11.3% in 2011. Footnotes reveal that P&G’s accruals relate primarily to marketing and com- 

pensation expenses, although a large component is classified as “other.” Morgan Stanley forecasts this 

account to remain fairly constant as a percentage of sales, decreasing slightly from 11.3% of sales to 

11.1% of sales; similarly, we use 11.1% in our forecast. 

Forecasting Taxes Payable Because taxes payable relate directly to tax expense, we prefer to ex- 

press taxes payable as a percentage of tax expense for forecasting purposes. P&G does not separately 

identify income taxes payable on its balance sheet. Hence, this account is not included in our forecasts 

directly, but is forecasted as part of another account. When we encounter a balance sheet with taxes 
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payable as a line item, we suggest forecasting that account using the historical percentage of taxes pay- 

able to tax expense. 

Forecasting Deferred Income Tax Liabilities Deferred tax assets and deferred tax liabilities 

generally relate to the level of business activity. Accordingly, we can make a case to forecast these 

accounts as a percentage of sales. Indeed, Morgan Stanley follows this practice. That is, forecasted 

deferred tax liabilities are 12.8% of sales, down slightly from 13.4% of sales in FY2011. 

Forecasting Other Noncurrent Liabilities Other noncurrent liabilities for P&G primarily relate 

to pension and other post-retirement benefits. We reasonably assume that these obligations grow with 

the size of the business. Following this notion, Morgan Stanley forecasts these liabilities as a percent- 

age of sales. For P&G, these liabilities decreased as a percentage of sales, from 12.9% in FY2010 to 

12.1% in FY2011. We, like Morgan Stanley, forecast a continuation of this decline to a level of 11.0% 

of sales for FY2012. 

Forecasting Nonoperating Liabilities and Equity 
This section forecasts nonoperating liabilities and equity for P&G. 

Forecasting Debt Due Within One Year P&G discloses the following table for its debt due 

within one year: 

deneaoinmilions = 2011 2010 
Debt due within one year 

SVAN ola olMNel OMe MeMMMesK 5 an csdocebecnacaeamms otugascucdadecrononecer $2,994 $ 564 

Commercial pDaperttieacm cone ores sya nner ew no aoanionnnet ha aun ar utar eee omen ae perenne eines 6,950 7,838 

OW Ghee enue een i ora eyed Pe RL ete Rae che ee ee tans are hi St MR ct be fe ake eo Bt Sif 70 

“[LOtaL We cnee Reema tnee: f 2ae aren Tare Mee enh G nal | Palais ger AERA: Dy NOS RE AERES EL, 9 TARR re Ce ORR ER ae $9,981 $8,472 

Of the $9,981 million total debt due within one year, $2,994 million represents contractual maturities 

of long-term debt and the $6,987 remainder represents other short-term borrowings. We assume that 

all contractual maturities of long-term debt will be repaid. Thus, we forecast the $2,994 million to be 

repaid. For the remaining short-term debt we assume no-change (Step 4 revisits this). Commercial 

paper represents short-term unsecured borrowings that are typically refinanced by newly issued com- 

mercial paper and are not repaid at maturity. Thus, we forecast $6,987 as short-term debt before any 

current portion of long-term debt. As we show below, the FY2012 current maturities of long-term debt 

are $3,839 million and, thus, we forecast total debt due within one year as $10,826 million ($6,987 

million + $3,839 million). 

Forecasting Long-Term Debt P&G’s balance sheet reports long-term debt of $22,033. We use the 

no-change method to forecast long-term debt (and potentially modify this with optional Step 4). Com- 

panies are required to disclose the maturities of long-term debt for each of the five years subsequent to 

the statement date. Following is the disclosure by P&G in its long-term debt footnote: 

Long-term debt maturities during the next five years are as follows: 

June 30 of 2012-2013. 2014 «2018 a6 
DEDUIMAUITItiCS Semen naan aeons $2,994 $3,839 $2,229 $3,021 $2300 

In our forecast for 2012, we classify the amount due in 2013, $3,839, as current maturities of long- 
term debt, and the remaining balance of $18,194 is forecasted as long-term debt. The $3,839 current 
maturities of long-term debt are, then, added to short-term debt as we discuss in the preceding section. 

Forecasting Equity Accounts Prior to Step 4, we forecast FY2012 equity items with no change, 
with two exceptions. The first exception is retained earnings, which are increased by forecasted net 
income and are reduced by forecasted dividends. There are two approaches to forecasting dividends 
and either is acceptable: 
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1. Forecast dollar amount of dividends per share and multiply by the forecasted number of shares out- 

standing (and not the average number of shares outstanding as reported in the EPS calculations), or 

2. Forecast a dividend payout ratio (dividends / net income) and multiply this dividend payout ratio 
by forecasted net income. 

Morgan Stanley utilizes the first approach and forecasts dividends per share of $2.15 for the year, a 

9.1% increase over the $1.97 per share paid in FY2011 (dividends per share for FY2011 increased by 

9.4% over FY 2010; so, this increase of 9.1% seems reasonable). 

Morgan Stanley forecasts the number of shares outstanding after considering the effects of an- 

ticipated share issuances under employee stock option plans and share repurchases in treasury stock, 

resulting in estimated shares outstanding for FY2012 of 2,944.6 million.? Multiplying for forecasted 

dividends per share of $2.15 by the estimated number of shares outstanding of 2,944.6 million yields a 

forecasted dollar amount of dividends paid of $6,330.9 million. This is in line with guidance given by 

P&G of approximately $6 billion in dividends from its meeting with analysts. 

Our initial forecast for ending FY2012 retained earnings is $76,509 million, computed as follows: 

$70,682 million beginning retained earnings 

+ 12,158 million forecasted net income 

6,331 million forecasted dividends 

$76,509 million ending retained earnings 

This forecast will likely change in Step 4 once we forecast the income (expense) related to new invest- 

ments (borrowing), thus affecting our estimate of net income. 

The second exception includes share repurchases (treasury stock) that are announced or planned 

by a company. In its Barclays capital conference, P&G provided the following slide that indicates its 

intentions to repurchase about $6 billion for treasury stock in the 2012 fiscal year: 

Business Outlook 

Cash Generation and Usage 

Free Cash Flow Productivity: +/— 90% 

Capital Spending: 4% to 5% of sales 

Share Repurchase: ~$6 Billion 

This slide reflects continuation of P&G’s share repurchase program that has resulted in the repurchase 

of $19.4 billion of treasury stock over the prior three years. Consistent with PG guidance, we forecast 

the purchase of treasury stock amounting to $6,000 million in 2012. 

STEP 4: ADJUST FORECASTED STATEMENTS 
Our (initial) forecasted balance sheet yields total assets of $139,419 million and total liabilities and 

equity of $134,932 million. Because total assets exceed the total of liabilities and equity, additional 

financing is required and we assume an increase of $4,487 million of short-term debt to balance. An- 

other option would have been to reduce short-term investments, but P&G did not report short-term 

investments on its FY2011 balance sheet.) (Note some circularity here in that adjusting debt results in 

changes in interest expense that results in additional debt, and so on. Morgan Stanley allows for one 

2 Computation of shares outstanding requires estimates of anticipated share issuances and repurchases. We do not know the 

specific inputs that Morgan Stanley used in their computation, but can speculate that the share issuances relate to the exercise of 

employee stock options (footnotes usually disclose the number of shares issued for the current and prior two years). Share repur- 

chases might be estimated by guidance provided by the company for the dollar amount of anticipated share repurchases divided 

by an estimate of the anticipated share price for the coming year. Thus, expected dollar amount of dividends is then: Estimate of 

ending basic shares outstanding (Beginning shares outstanding + Share issuances — Share repurchases) X Expected dividends 

per share (often disclosed by a company in guidance to analysts). 
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adjustment as we describe above, which is the $4,487 million of additional debt in our example and 

the related interest expense. Given the estimates involved in forecasting, additional precision of further 

iterations is unnecessary.) Had total liabilities and equity been greater than total assets, we could have 

reduced short-term debt or increased short-term investments to balance. 

Adjust Forecasted Income Statement: Nonoperating Expenses 

Given our estimates of debt as a result of the “balancing” adjustment in Step 4, we can now finish our 

forecasts for the income statement (which we presented in Exhibit 11.4). Specifically, we can now fore- 

cast nonoperating expense (and revenue), compute pretax income, forecast tax expense, and compute net 

income. This section describes the process for forecasting those remaining items on the income statement. 

Forecasting Interest Expense and “Other” P&G’s FY2010 interest expense of $831 million 

implies a 2.7% rate of interest based on average outstanding interest-bearing debt for that year of 

$30,923 million ({$29,832 million + $32,014 million]/2). This average interest rate was slightly less 

than the 2.8% rate reported for FY2010. Morgan Stanley analysts forecast a slight decline for FY2012 

to 2.6% in their report (see Exhibit 11.7), and we also use 2.6% to forecast interest expense for FY2012. 

Of the long-term debt outstanding as of the end of FY2011, footnotes reveal that $2,994 million is 

scheduled to mature during FY2012. Given our forecasted $4,487 million increase in short-term debt, 

then our forecast for interest expense must be adjusted accordingly (we would similarly increase inter- 

est income if we had projected an increase in short-term investments). This anticipated repayment of 

$2,994 million and borrowing of $4,487 million, assuming borrowing and repayment ratably over the 

year, results in a forecasted interest expense of $852 million ({$32,014 million + {—$2,994 million + 

$4,487 million}/2] X 2.6%). (Our amount is slightly higher than the Morgan Stanley estimate of $830 

million, which they obtain from a detailed analysis of the debt payments and borrowings, vis-a-vis the 

simple average we assumed.) 

Other nonoperating income for FY2011 of $202 million includes interest income on short-term 

investments (primarily cash balances invested in overnight investments) and net gains on divestitures. 

Since we are not forecasting any acquisitions or divestitures, nonoperating income is lower for FY 2012. 

Morgan Stanley forecasts an investment rate of 1.5% on available cash balances (assumed to be 

approximately $2,900 million), which results in $44 million; alternatively, one can use an average of 

the beginning and ending balances ([$2,768 million + $2,936 million]/2 X 1.5%), which we demon- 

strate when computing the two-year-ahead forecasts in Exhibit 11.10. 

Forecasting Income Taxes Given our forecast of interest expense, we obtain a forecasted pretax 

income of $16,032 million. Our general method to forecast income taxes is to predict little change, if 

any, in a company’s effective tax rate, assuming it is within reasonable limits and absent the company 

disclosing substantial transitory tax items in the reconciliation of the effective tax rate footnote or an 

anticipated rate change. Morgan Stanley forecasts a 25.0% effective tax rate for 2012-14, within the 

range of 25.7% and 23.5% that P&G reported for FY2010 and FY2011, respectively, and we use a 25% 

forecasted tax rate as well. Consequently, our forecast of tax expense is $4,008 million (computed as 

$16,032 million of pretax income X 25% forecasted tax rate). 

Net Income The resulting forecasted net income is $12,024 million for FY2012, or $4.08 per diluted 

share. This forecast is slightly below P&G’s EPS guidance for FY2012 of $4.17-$4.33 per share, but 

greater than the $3.93 per diluted share reported in the P&G 10-K for FY2011. 

Adjust Forecasted Balance Sheet 

The forecasted balance sheet and the revised forecasted income statement for Procter & Gamble is in 
Exhibits 11.8A and 11.8B. We show the FY2011 balance for each account and the computations re- 
quired to obtain the forecasted FY2012 balance, including the updated retained earnings computation 
reflecting the net income computed. 

* When adjusting the balance sheet to balance, we must take care to not inadvertently alter a company’s financial leverage. 
Recall that companies seek to maintain optimal levels of debt and equity to achieve a desired credit rating for their debt, among 
other objectives. Thus, we must maintain the past debt-to-equity relation within reasonable limits when balancing the forecasted 
balance sheet. For example, if our decision is to retire debt or to repurchase common stock, we should do it so that the historical 
debt-to-equity relation is roughly maintained. 
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EXHIBIT 11.8A Forecasted Balance Sheet for P&G 

_($ millions) 2011. ~——s Forecast Assumptions —-.2012 Est. 
Current Assets 

Cash and cash equivalents .................-05- $ 2,768 86,357 x 3.4% $ 2,936 
ACCOUNES TECEIVAD Glee Him te Rms Os Simetny toe tino tanies 6,275 86,357 X 7.7% 6,649 

INVENTONES mneneee eeeien TES tee echt, PROBL perk aNe 7,379 86,357 X 8.6% 7,427 

Defemediincomeytaxesan es ee ae ee eee 1,140 86,357 X 1.6% 1,382 

Prepaid expenses and other current assets......... 4,408 86,357 X 4.5% 3,886 

lotalicinmentiaSSCtsp amet ee ee ee 21,970 subtotal 22,280 

Net property, plant and equipment ............... 21,293 21,293 + 3,800 — 3,045 22,048 

Goodwill and other intangible assets 

(GOOG Willies eters tits pice csehrpi ee rhicnsiie.< tek hale teat 57,562 no change 57,962 

Trademarks and other intangible assets, net...... 32,620 no change 32,620 

Net goodwill and other intangible assets........... 90,182 subtotal 90,182 

Oihemnoncumentsassetsanwae1-reeeee tneae 4,909 no change 4,909 

HOtalRASSCIS waren ete ee rte meee, ick eke $138,354 subtotal $139,419 

Current Liabilities 

AGGCOUINTS; DAVADIC: cece. kr eerie es sc bc ca Re eo $ 8,022 86,357 X 9.2% $ 7,945 
Accruea andiother liabilitiGS eas. 5.6 cee se ne 9,290 86,357 X 11.1% 9,586 

Short-term debt (newly issued) .................. 0 plug 4,621 

Pebtduelwithinione:Veatieeccup-tvcets, «ets ec cckecr ais 9,981 9,981 — 2,994 + 3,839 10,826 

‘Teel GUTTReTM EEL OWES. “3 usu A cigdis SOMA RE OE A Oona 27,293 subtotal 32,978 

Eong-tenimdebtw. tipi tepokRts Sac is Siisusstacce:, 22,033 22,033 — 3,839 18,194 

Deferrediincomestaxesre ern sate eres 44 oa mon tone 11,070 86,357 K 12.8% 11,054 

OtheenoncunentliablliticS sana aan. one aoc se 9,957 86,357 X 11.0% 9,499 

OLAMADINT CS sete rors cree nese Areas hake eee ene 70,353 subtotal TALES 

Shareholders’ equity 

PrerenrediStOckeecie eee ste oe eres ee ees eae ee 1,234 no change 1,234 

Non-voting Class B preferred stock............... 0 no change 0 

Gommonistockae ee eae eet eee Ge. fore 4,008 no change 4,008 

/Nofohieielierete Aneel well s.can0 ocanmaannuenboaon ne 62,405 no change 62,405 

Reserve for ESOP debt retirement................ (1,357) no change (1,357) 

Accumulated other comprehensive income (loss)... . (2,054) no change (2,054) 

MEASUNY STOCKM a arcetre cette laid rice herd euetan nivalis. ann aie (67,278) (67,278) — 6,000 (73,278) 

RetainedrearningSiranjh tm. arte eel ste cts wloern cw a ere 70,682 70,682 + 12,024 — 6,331 76,375 

NOMCONTOIIMGMIMESKOS tm cry-aeusy sete et cc teeere erie einen 361 no change 361 

TOtaShlAre NOIMCiSwCCUIl\anmm srt tartare at etree. 68,001 subtotal 67,694 

Total liabilities and shareholders’ equity............ $138,354 subtotal $139,419 

EXHIBIT 11.8B Revised Forecasted Income Statement for P&G 

— ($ millions) — oo 2011 Forecast Assumptions Revised 2012 Est. 

NetisaleSter ti rae cre. scars a ee re coos $82,559 100.0% $82,559 x 1.046 $86,357 100.0% 

GOSHOL OLOGUCIS SOIC aerators tater tater arate 40,768 49.4% $86,357 X 49.9% 43,092 49.9% 

Selling, general and administrative expense . . 25,973 31.5% $86,357 X 30.6% 26,425 30.6% 

OWSratinGuneemleeeesctas anetnesstcre aye ie cre 15,818 19.2% subtotal 16,840 19.5% 

[TRRERESTSXPENSSR ete starter antote ee ere te ciency: « 831 1.0% (see computation in text) 852 1.0% 

Other nonoperating income (expense), net .. . 202 0.2% (see computation in text) 44 0.1% 

Earnings before income taxes ............. 15,189 18.4% subtotal 16,032 18.6% 

Income taxes on continuing operations...... 3,392 41% $16,032 x 25.0% 4,008 4.6% 

NetearmingSam mee cmt cte tists crt e eon. $11,797 14.3% subtotal $12,024 13.9% 

FORECASTING STATEMENT OF CASH FLOWS 

We forecast the statement of cash flows using the forecasted income statement and forecasted balance 4.) Forecast the 

sheet. We refer to the historical statement of cash flows mainly to check the reasonableness of our — statement of cash 

forecasts. We draw on the mechanics behind the preparation of the statement of cash flows, which we _ flows. 



11-29 Module 11 | Forecasting Financial Statements 

discuss in Modules 2 and 3 and Appendix B. Specifically, once we have forecasts of the balance sheet 

and income statement, we can compute the forecasted statement of cash flows just as we would its 

historical counterpart. 

Process of Forecasting the Statement of Cash Flows 

To illustrate the forecasting of the statement of cash flows we again turn to Procter & Gamble. Given 

its forecasted balance sheet in Exhibit 11.8A and its forecasted income statement in Exhibit 11.8B, 

we prepare its forecasted statement of cash flows using the procedures for preparing the statement of 

cash flows explained in Modules 2 and 3 and Appendix B. Our forecasted statement of cash flows is 

in Exhibit 11.9. 

EXHIBIT 11.9 Forecasted Statement of Cash Flows for P&G 

‘($ millions Forecast Assumptions = 2012 Est. 
Operating activities 

NGtINCOMIG Rae RAMI. Ge rtettais, seat srsleeetee stem eeey hetenls var via forecasted income stmt. $12,024 

Adda bepreciationandlamontizationamemer inti ier t siete 21,293 X 14.3% 3,045 

Change:injaccounts receivable tien. <jeaiaci-vsanens paste caters > 6,275 — 6,649 (374) 

Ghangerinsinventones a i ace tiseaceane-p-vatgerelore aslioscerennre lores USTAS) = TTL (48) 

Change in deferred income taxes ...........--.220s2e eee 5110) = il ste (242) 

Change in prepaid expenses and other current.............. 4,408 — 3,886 522 

Changeliniaccounts|payable tree: lit erent eacnseertaitei tr 7,945 — 8,022 (77) 

Change in accrued compensation and other liabilities ........ 9,586 — 9,290 296 

Change in deferred income taxes ...........---220++000e: 11,054 — 11,070 (16) 

Change in other noncurrent liabilities...................... 9,499 — 9,957 (458) 

Net cash from operating activities .......................-- subtotal 14,672 

Investing activities 

Gapital:expencditUnes terse creeper ten creo crensreheceien Pay ied arlene treo 86,357 X 4.4% (3,800) 

Net cash from investing activities....................+-++-- subtotal (3,800) 

Financing activities 

DIVIGEMAS Ai: Piet lee ce eens os oe ak eae oe erect ater oe computed as dividends per share (6,331) 

Increase:in'short-terim:debty jac sr rternie sts eee) disse e ie ey aie plug in balance sheet above 4,621 

Decreaseiinilong=tenn:C eb tea receweiarenteisiai esters) tsteter rarer ie: current maturities via footnote (2,994) 

Purchaselor treasury ShareSameriacwyate ci cetera yar aie PG guidance to analysts (6,000) 

NericasimronniiancinGraCtivitleS mererretet terete rien t-te teat te subtotal (10,704) 

Netichangeiin. CaShitencucmrrs.mce « csaei rr Seater aa or subtotal 168 

Beginning’ CaShi ec. 1. a ctsereea oan wane aos aa econ me eue te cree from 2011 balance sheet 2,768 

Ending CaShermurroc air eee tore cr erat ae eer eee subtotal $ 2,936 

Forecasting Operating Activities We begin with the operating section and the forecasted net earn- 

ings of $12,024 million, which we compute above. We, then, adjust net earnings for operating expenses 

and revenues that do not impact cash, and for changes in current assets and liabilities. For the first cat- 

egory we have depreciation and amortization, which are in SG&A expense and are added back in the 

statement of cash flows because they do not use cash. (Computations for these expenses are explained in 

our discussion of forecasting capital expenditures and PPE, and forecasting goodwill and other intangi- 

bles.) (Appendix 11 A shows that Morgan Stanley also forecasts $422.3 million of compensation expense 

related to stock-based compensation as an add-back to net income, as it is a noncash expense; we are not 

privy to data that analysts had in making this estimate and do not include it in our forecasts.) 

For the second category we have four current assets and four current liabilities whose cash-flow 
effects we must consider. For example, the forecasted increase in accounts receivable reduces the 
available cash. We apply this logic to each of the other current assets and liabilities. Thus, net cash 
flow from operating activities is forecasted at $14,672 million for 2012. 

Forecasting Investing Activities The forecasted investing section reports cash expenditures for 
short- and long-term investments as well as the purchase and sale of long-term operating assets. The 
only item for P&G is the forecasted $3,800 million outflow for capital expenditures (CAPEX). We 
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discuss the computation of this amount in the section on forecasting capital expenditures and PPE, 
above. The remaining long-term assets are intangible and other nonoperating assets and we assumed 
no changes in those assets except for amortization of intangibles. Had we forecasted other changes 
in those assets, we would include the cash flow effects in the investing section. 

Forecasting Financing Activities The forecasted financing section includes forecasted items 
that impact long-term nonoperating liabilities and equity. We forecast a reduction of long-term debt 
in the amount of $2,994 million relating to its contractual maturities. Those maturities are reported 

as part of debt due within one year on the 2011 balance sheet and we assume that all contractual 

obligations are paid as agreed. 

This concludes our initial forecasts of the financial statements for Procter & Gamble. Appendix 

11A reproduces an actual analyst forecast of P&G’s financial statements from Morgan Stanley, 

which applies the percent of revenues approach that we describe. (Module 12 estimates the value of 

P&G’s stock using our forecasts and compares our estimate to one that Oppenheimer develops from 

its forecasts and valuation model.) 

ADDITIONAL FORECASTING ISSUES 

Reassessing Financial Statement Forecasts 

After preparing the forecasted financial statements, it is useful to reassess whether they are reason- 

able in light of current economic and company conditions. This task is subjective and benefits from 

the forecaster’s knowledge of company, industry, and economic factors. Many analysts and managers 

prepare “what-if” forecasted financial statements. Specifically, they change key assumptions, such as 

the forecasted sales growth or key cost ratios and then recompute the forecasted financial statements. 

These alternative forecasting scenarios indicate the sensitivity of a set of predicted outcomes to differ- 

ent assumptions about future economic conditions. Such sensitivity estimates can be useful for setting 

contingency plans and in identifying areas of vulnerability for company performance and condition. 

Multiyear Forecasting of Financial Statements 

Many business decisions require forecasted financial statements for more than one year ahead. For 

example, managerial and capital budgeting, security valuation, and strategic analyses all benefit from 

reliable multiyear forecasts. Module 12 uses multiyear forecasts of financial results to estimate stock 

price for investment decisions. 

Forecasting the Income Statement We forecast two years ahead using the assumptions for our 

one-year-ahead forecasts and adjust those assumptions as necessary. To illustrate, we forecast P&G’s 

2013 sales as $90,329 million, computed as our forecasted FY2012 sales of $86,357 million X 1.046, 

the growth rate we used for FY2012. Operating expenses are forecasted from this sales level using the 

methodology we describe earlier for one-year-ahead forecasts. As before, we compute nonoperating 

income (expense) after we estimate nonoperating liabilities and, given our estimates of nonoperating 

revenue (expense), we compute pretax income, tax expense and net income. 

Forecasting the Balance Sheet Assuming a continuation of the percent-of-revenues relation 

for current assets and liabilities, we can forecast current assets and current liabilities applying the 

same methodology used for one-year-ahead forecasts. For example, FY 2013 accounts receivable are 

forecasted as $6,955 million, computed as $90,329 million X 7.7% (the same percentage we used to 

forecast FY2012 receivables). Similarly, we forecast CAPEX at $3,974 million ($90,329 x 4.4%) 

and depreciation expense at $3,153 million ($22,048 in FY2012 PPE, net X 14.3% depreciation rate 
used previously). Forecasted net PPE is, then, equal to $22,869 million (computed as $22,048 mil- 

lion + $3,974 million — $3,153 million). 

Operating liabilities are estimated using the same percent of estimated sales that we use in FY2012. 

The long-term debt footnote (presented above) reveals that contractual maturities of long-term debt for 

FY2013 are $2,229 million, and we forecast long-term debt at $15,965 million ($18,194 million — 

current maturities of $2,229 million). As before, we assume that contractual maturities of long-term 

debt that were scheduled for FY2012 have been paid. Consequently, we forecast debt due within one 

year (which includes current maturities of long-term debt) at $9,216 million ($10,826 million for 

FY2012 — $3,839 in prior-year current maturities + $2,229 in FY2013 current maturities). 

.OS Prepare 

multiyear forecasts 

of financial 

statements. 
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In the stockholders’ equity section, we forecast a continuation of P&G’s stated objective to 

repurchase $6,000 million of treasury stock. Retained earnings is updated for forecasted net income 

and decreased by forecasted dividends. For the latter, we highlight the alternative method in this 

example, that is, to forecast dividends as a percent of forecasted net income. For P&G, our dividend 

forecast for FY2012 is $6,333 or 52.7% of forecasted net income. Applying this percentage to fore- 

casted net income for FY2013, yields dividends of $6,633 million ($12,587 million X 52.7%). 

Adjust Forecasted Statements Our initial balance sheet yields estimated total assets of $141,264 

million and total liabilities and equity of $132,664 million, indicating a financing need of $8,600 mil- 

lion. This represents an increase of $3,979 million over the $4,621 million we forecasted for Yeo. 

Our estimate of interest expense begins with our FY2012 forecast for total interest-bearing debt of 

$33,641 million ($4,621 million + $10,826 million + $18,194 million). This debt will decrease by sched- 

uled payments of $3,839 million and increase by new borrowings of $3,979 million. Assuming that these 

payments and borrowings (netting to an increase of $140 million) occur ratably over the year and that the 

borrowing rate continues at 2.6%, our estimate for interest expense is $876 million ({$33,641 million + 

($140 million/2)] < 2.6%). And, given our estimated cash balance of $3,071 million and a 1.5% invest- 

ment rate, our estimate of interest income is $45 million ({$2,936 million + $3,071 million]/2 * 1.5%). 

Our forecasted income statement and balance sheet is presented in Exhibit 11.10 (FY2012 fore- 

casts are shown in the first column). Given our forecasted nonoperating revenue (expense), we project 

pretax income at $16,783 million. Assuming a continuation of the 25% effective tax rate, we forecast 

tax expense of $4,196 million ($16,783 X 25%) and net income of $12,587 million. Exhibit 11.10 also 

reports the two-year-ahead forecasted statement of cash flows which is prepared using the forecasted 

FY2013 and FY2012 balance sheets and our forecasted FY2013 income statement. The Morgan Stan- 

ley forecast spreadsheet which we reproduce in our Appendix 11A provides forecasts through FY 2014 

using similar methodology. 

EXHIBIT 11.10 Forecasted Two-Year-Ahead Financial Statements for P&G 

2012 Est. Forecast Assumptions _ 2013 Est. 

$86,357 $86,357 X 1.046 $90,329 

COstOMpOnroducisisoldimem cme nme meee ee een 43,092 90,329 x 49.9% 45,074 

Selling, general and administrative expense ........... 26,425 90,329 x 30.6% 27,641 

OPELAlinGQuINCOMC we meta ceed eter Sorcerer ies ceeunrns 16,840 subtotal 17,614 

IntereshexPenSehccc a cemiecence tan cree ee er cre ete ore 852 computed 876 

Other nonoperating income/(expense), net............ 44 computed 45 

EatimngsiociorelincOmientaxCs ierr rie iene irate eee 16,032 subtotal 16,783 

Income taxes on continuing operations............... 4,008 16,782 X 25.0% 4,196 

N@ te ahiminGs Sananact sa sis totolttetr te taser earns ue Alene et eee $12,024 subtotal $12,587 

Balance Sheet ($millions) Le 2012 Est. Forecast Assumptions 2013 Est. 

Current assets 

GashrancdicashreuivalentSuant tant iat ie natn $2,936 90,329 x 3.4% $3,071 

ACCOUNTS NECEIVADION rattorch rate dtariarcts cmt erences tate 6,649 90,329 x 7.7% 6,955 

IVEMTORIOS A ARs toe area cers rere rt Ane mene ee 7,427 90,329 x 8.6% 7,768 
Defenredi income: taxes ente meats aenecienae Mask eties 1,382 90,329 xX 1.6% 1,445 
Prepaid expenses and other current assets............ 3,886 90,329 x 4.5% 4,065 

TotaliCUrrentFaSSEIS Ay ee eet ee ere 22,280 subtotal 23,304 
Net property, plant and equipment .................. 22,048 22,048 + 3,974 — 3,153 22,869 
Goodwill and other intangible assets 

GOOG Wilt tate icc ee cian ay ie tig Ri oe an pe Sk 57,562 no change 57,562 
Trademarks and other intangible assets, net........... 32,620 no change 32,620 

Net goodwill and other intangible assets.............. 90,182 no change 90,182 

Oe mnOncuienhaSSClS tami tt Siete it en nnn 4,909 no change 4,909 

© TOtaliaSsets cy: bis AEs ek NET ple Oe Oe me co $139,419 subtotal $141,264 

continued 



continued from prior page 

Current liabilities 

ACCOUNTSS Day abl Cake mate pert Shi tAeNinrynt ania ent 

Acciued andiothemliabiliticSmnsneseeri see ener 

SHO tent CG Sb twmeereretpe ns pectin ay ets, A tees Akad A 

HLOtANCUITENtHADIITeS see he at el oe as i 

EONGSteriMGeD imme erates cic cuts nee aetna) Sed ctly ares 

Deferediincomestaxes: Pact eae. soe eee 

Jotaliabiliticsmeeer .a.cek ete eee as Gee ke eee 

Shareholders’ equity 

Rrelemed: StOCK@aemetas & kant cree iat tces nice cies bas 

Non-Voting Class B preferred stock ................. 

COmMonstockmemmene eters citroen: een rnis mre nitiaie 

AGatOnal pald=inicapitallemercst ten iacteia or cicecsacs See 

Reserve tor ESOP debt retirement................... 

Accumulated other comprehensive income (loss)....... 

SINGASUTYESTOCK mr memat ene tic cue Arey tae oil ch eee ans ey ece tt 

Retained canmingSenciusn rcv ieee sega nck caer eter pew 

Noncontrollingiinteres tarmemmencrspccnte e eiaciercyemteeseceae care 

OfalssharehOlaens: CUI anata. mings ayers cieeare acne & oicnee as 

Total liabilities and shareholders’ equity............... 

Operating activities 

NGEINCOME# pettrrwteck-tautied 14 systciars) eh g's ain carcterele sO 

Add: Depreciation and amortization.................. 

CGhangeiimaccounts neceivabley.. - a. ss oes hae 

GhancgewinnnventOveOSmew teks asin at sei = leva reinratadorusiens 

Change in deferred income taxes ...............-0.. 

Change in prepaid expenses and other current......... 

ChangeiMacCCOUNtSHOaYV ADC wees aye a ivlsers el Ge ies awe cers 

Change in accrued compensation and other liabilities .. . 

Change in deferred income taxes ................... 

Change in other noncurrent liabilities................. 

Neticashifromioperating activities ..00.-.<..s0suuce = 

Investing activities 

GapitalisxpenditlreS syste tacts 2 a etter cee erecta a 

Net cash from investing activities.................... 

Financing activities 

DIVIdGhUSket ee teetc Gas is acne a clea enero ny statics 

MeEKeaseiimismOnt-teni Nice Urenak aera keyerelelnene tals (elt 

Decrease MIOMG=tenimy CSM teens. tie lett etate tal ened ehattasateyc 

RirchascontrcaSUnyeshianeS a rtoimtett to aiauetalsta satetens yeni: 

Neticashifrom financing activities 22.6 2... ee enn 

Nieik GRINGO. co dco Conoco udnonoobe cuOguuemEox 

ECC iiMAlie Celia. «ov on a de goor vse noon acmget nod 

ENCliNChCES hss a womdne dno mero ailog ome comarca ce acid 

$ 7,945 

9,586 

4,621 

10,826 

32,978 

18,194 

11,054 

9,499 

71,725 

1,234 
0 

4,008 
62,405 
(1,357) 
(2,054) 

(73,278) 
76,375 

361 

67,694 

$139,419 

$12,024 
3,045 
(374) 

(48) 
(242) 
522 

(77) 
296 

(16) 
(458) 

14,672 

(3,800) 

(3,800) 

(6,331) 
4,621 
(2,994) 
(6,000) 
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90,329 x 9.2% 

90,329 x 11.1% 

plug 
10,826 — 3,839 + 2,229 

subtotal 

18,194 — 2,229 

90,329 x 12.8% 

90,329 x 11.0% 

subtotal 

no change 

no change 

no change 

no change 

no change 

no change 

(73,278) — 6,000 

ASSAD =r ats? — 6) hes) 

no change 

subtotal 

subtotal 

via forecasted income stmt. 

22,048 x 14.3% 

6,649 — 6,955 

TA ehOo 

eSC2i= 445 

3,886 — 4,065 

SrSlOiw/. 945 

10,027 — 9,586 

Wee = 3) Ole! 

9,936 — 9,499 

subtotal 

90,329 x 4.4% 

subtotal 

$12,586 x 52.7% 

plug 
current maturities via footnote 

subtotal 

subtotal 

subtotal 

from balance sheet 

subtotal 

$ 8,310 

10,027 

8,600 

9,216 

36,153 

15,965 

1,062 

9,936 

73,616 

1,234 
0 

4,008 
62,405 
(1,357) 
(2,054) 

(79,278) 
82,329 

361 

67,648 

$141,264 

$12,587 

437 

16,602 

_8:974) 
(3,974) 

(6,633) 
3,979 
(3,839) 
(6,000) 

(12,493) 

135 

2,936 

$ 3,071 
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ce rrr sn nnn neRENRNneE enna ena 

MID-MODULE REVIEW 

Following is financial statement information from Colgate-Palmolive Company. 

-Foryearended December 31($millions) = 2000 
Net Salasr eee tee te eee Or arckre te aatncly RCN legen CPE ee ee ented: $15,564 1O627 

COSTOR SIGS 5 orice tem irte ict oece ceric ee ee irc wok Sure, chtits, S aewapclh Gsunot cee ar Eee ee Ree 6,360 6,319 

(Elgersicn o]xe) tee. fa aectemerncc rr, eoeo ee in Rach Eashouuc nai On Ome Or aan cine cers aronaia ia 97 Gc D10 ida 9,204 9,008 

Selling, general and administrative expenses ...........--¢ seer seers se eeeees 5,414 5,282 

OME (NGOS) OMNES, WES aocuacdce onovosbeantoudnooosguDcbanaematamen 301 111 

Operating Orotit eweewie.: aoc. eae oe eee ie coats cs ace eamcee eee or ioe tel 3,489 3,619 

InterestsexDPenSernetieen sam er coset ote ceeae kere crcier Rep sne nanse ane ncn erie eae Mea Reed etiens 59 1H 

INCOME; DSTOrEtINCOMMEHAXKES care ae cee memerena ss orren crete dette) anes elves res eerste te meta aceTee Meera 3,430 3,538 

PrOvisiontOrinc@me»taxesias occ arc nt coor ei ees re etene else cists) shia eme neem eta 1,117 1,141 

Netincomerncliding moncomtrollinoiintencStSresrn wrestler ietnetn tie tists neretel tere 2,313 2,397 

Less: Net income attributable to noncontrolling interests ............-....-+0055 110 106 

Net income attributable to Colgate-Palmolive Company...........--....++..0.. 3 270s) § 22 

2010 = 2000 

Cash-andicashrequivalentSw aceite ea eee ae ee eee $ 490 $ 600 
Receivables (net of allowances of $53 and $52, respectively).......... 1,610 1,626 

INVERTONIES ietrepen.. serprie aie weeteccee a ea Whee enemas Sota eget act er a enna Mer enter 1,222 1,209 

Othermeurrent;ASSStSten cage cree st cs ea ott sen een ete eis are eeaeA cen meres eps 408 315 

OLA CUIMENTASSELS Berea mere reece ree ae eae acta eas ees eee 3,730 3,810 

PiRofoxernny,, (Olay elake| Cre WIOMEIN, WEE oo cc con onerncansgesnodoncreace 3,693 Silo 

GOodWilliNet er sertsercuncacen cov ota ce a ohare o ahe, seayelaro <Gaeisemtclc las Gacetaraee 2,362 2,302 
Otherintangible assets. net emmm natant scec eects cone ee eens 831 821 

ONS rASSCLSBercres Come tee ticence eetcna etettor se creicae a etter eee smn Ove ica eh ee atte 556 685 

i OtalWaSSCIS at ae gira wake aE eet ecane toate eee rer eee a $11,172 $11,134 

Liabilities 
Notesrancdiloans Payables tay. scedene sa acs 2. -Seeeeeee Ceeee reree eae $ 48 $ 35 
GUAM CONioln Of KOMGAWEMMCEIONE con anaconnonenouvoesoaunnonoar 561 326 

ACCOUNTS; Dav alle menenene wna. mies aeeu hens ra, w chat tases en encwea th cao Sm 1,165 ele 

ACChUCH INCOME AXES z.ceetrrahcas. ce ueett MMe oleate ts 5 RRCu eee AL cus Syetwer eye 272 387 

ONE ACCKUAIS Meemneae irarete rice. cna. ace Meter ien ios aie occ ctl CE oauiaeinr a ai aureeral a Se 1,682 1,679 

otal CurrentiNabilitiGSaenccsmeet min eceancecacint creak ne een tte tit eee 3,728 3,599 

BONG=LenmiGeOleweern te tot cuts. cuserenmenue ce tend mnmceret ea eee ee ane 2,815 2,821 

DeferredsincomextaxeStanccortews ek ae mmetees ree tea era ae hetikon: een roan eae 108 82 

OTS HAINES HS win a om ete eee eye wen RN SRT ee gitcrna avartane oa es ee 1,704 lomo 

TOtAN ADIOS ee emer caeee roc esrep eer ay ae RET oe ane hr eceep ee agree ee eee 8,355 7,877 

Commitments and contingent liabilities 

Shareholders’ Equity 

Preference: Stock@ies. « sicitam sce eres cas oak ek aces oer ee 0 169 

Common stock, $1 par value (2,000,000,000 shares authorized, 

f'322853;1 SO SharesiiSSUCC) em temneticre teln unicde Cetera er omen 733 133 

Nore (oe NeeleiMACAOWellc oon ma poe co eanowotaotancwsenueonbaaeee 1,132 1,764 

Relainec Carini Swat epee wana ee, acc cork ot mace dhatme seins) Cea tareens 14,329 RBS Wa 

Accumulated other comprehensive income (loss)................-0 (2,115) (2,096) 

Shareholders’ equity before unearned compensation, 

treasury stock andi moncontrollinginterest....................... 14,079 13,727 

LO Tarsrelinexenoo nal SMO cco dorado obo medhasenee Sonar aue boone (99) (133) 

TEAS UY SLOC Ks atic OSlimeesues cts cel reat mer en area ate nae (11,305) (10,478) 

Total Colgate-Palmolive Company shareholders’ equity.............. 2,675 3,116 
NOMENON MECH ahomotin me ote vonneoesognenovennevancs 142 141 

Totalishareholderssequitty Srseaamcner errr einer ane ea eee er 2,817 3,257 

Total liabilities and’shareholders equiitya. .. 1.4.4. senna $11,172 $11,134 
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Forecast the Colgate-Palmolive balance sheet, income statement, and statement of cash flows for 2011 using the 
following additional information; assume no change for all other accounts not listed below. All percentages, other 
than sales growth, are based on percent of revenues; assume all capital expenditures are purchases of PPE, and that 
depreciation and amortization are included as part of selling, general and administrative expenses. 

Selling, general and administrative expenses/Net sales ..........0. 000 cece ee eee eeee 34.8% 

Depreciationsomg2 One ee bee tS ee cele eee As a een Oe Pee One ae $375 

ATOZ att ONO 0) laleee em tae eats ee ee Re ee cece reece EA eae Oh k he i Oe $19 

Otherdincome)kexpense, netineiwaces tl eke AEA rea es eRe ae $301 

IMteresizexpense tele. ae caitac tsb eke Ea ee eee eet: ie IAG waeteL ee Eon eee $59 

[PROMS CONN) Kole NMGLOLNTTEV EDI [PENCINGOMINS « 6 004 saan ccocamonuneaoesandoananeusce- 32.6% 

Net income attributable to noncontrolling interests... 2.2... 0... ccc eee ee eee $110 

(Cee elite! CZ CC UINEIEMOINE GIES «coco bccn adsansenuousaedceamanconcneloeton 3.1% 

Receivablesy.Netsales mt irre an cr epee eels Tee rein eiiest care Maren eer eee 10.3% 

Ventones;Net;SaleSiarman. vtheer cen atin team trent were Rees cnc pa ina wea Menten a ae nee 7.9% 

Othencurrent-assets/Net;Salesan waver. aoe cn, OM Renn tine ee, ater ceaatey me case aren ee 2.6% 

Gapitallexpend tures fOr 2010 marae ete Aa acct eee eee ee Sa $567 

(Srovere NN TAVeNe <5 cy dha ato ote Hea es ae on TMU Ono Cao EE Oe RE a UCN el co pan 2 $2,362 

@ihemassets/Net salestrerns set cree Mere teen tiene AP W shoe, wee ynra tea eae eee cr eee 3.6% 

Notesranciloans PaVvable memantine apne eters e etre secre ry eis Gis eeeehare Sere $48 

ACCOUNLSIPavVable/sNEtiSaleS gaa sesietrentcriennsorae ce. saan cochets ere cise) saeiene iam ee ones 7.5% 

Acentiedsincomestaxes/ Provision Om inhCOmMe taxes) seater hist) cusrcacier el let ciieierelenaicn- sear sae 24.4% 

@thegaccmwats/NetSaleSte aie ace cecutatie, Mee marc iri ce erase Fae Gee oie ents 10.8% 

DSterreqinGOMmenaxes see cena cee er eee Ie oe ch Ree EN Pe be eas oe $108 

OihedliabilitieSiNet:Sales nts etc cetekentica tie tuerckeccus wheter tem ee vim ouch sccntnpenaien ome ca ee oe neyenn 10.9% 

Preference StOckcwarn mrs tre tote wie res hens eee re ere ene ree ae Ee ene Rey ee eee $0 

CONMONESTOC K Meme ere ne eee res cree Net Chere MCN ae Meee, eR TRE Cea ee MER: a ee er $733 

Additional\oaldain=capital ie resse ston ee ete etcee comes amikr are hace ein nee MEPS 2 ee ES $1,132 

Accumulated other comprehensive income (lOSS)........... eee eee eee eee eee $(2,115) 

Wnearned compensationerceersemes, ermeiee nak nore ntact i aeieis ei crete aoe mate tek eet a: $(99) 

IrEAaSUry;StOCK@aAliCOStay me aac Sieger Cees Men crigeee dee Oe i eh yy Lee $(11,305) 

Noize nidellilarePinitske ira ate ose beaclg polos oiko chet can one carr oiee otcaa Ss Pei Ore cart, oc $142 

PIVIGEHAS/NGEIMCOM Gras sie chee oe okt tune Stale od Okt he encPae EL ea wiih, Sin eeatred santo quer Ce 52% 

Fong tenmicebtipavimemtsinec Uine cite Oil. rier tr mae iret tere tre merce ieee reece re ce er ee $359 

The solution is on page 11-71. 

PARSIMONIOUS MULTIYEAR FORECASTING 
The forecasting process described above uses a considerable amount of available information to derive 96 Implement 

accurate forecasts. We can, however, simplify the process by using less information. Stock valua- a parsimonious 

tion models commonly use more parsimonious methods to compute multiyear forecasts for an ini- method for 

tial screening of prospective securities. For example, in Module 12 we introduce two stock valuation multiyear 

models that use parsimonious forecasting methods. One model utilizes forecasted free cash flows and _ forecasting of net 

the other uses forecasted net operating profits after tax (NOPAT) and net operating assets (NOA); see —_ operating profit 

Module 4 for descriptions of these variables. Because free cash flows are equal to net operating profits and net operating 

after tax (NOPAT) less the change in net operating assets (NOA), we can accommodate both stock _ assets. 

valuation models with forecasts of NOPAT and NOA. 
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EXHIBIT 11.11 Procter & Gamble Multiyear Forecasts of Sales, NOPAT and NOA 
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Parsimonious Method for Forecasting 

Our parsimonious approach to forecast NOPAT and NOA requires three crucial inputs: 

1. Sales growth 

2. Net operating profit margin (NOPM); defined in Module 4 as NOPAT divided by sales 

3. Net operating asset turnover (NOAT); defined in Module 4 as sales divided by average NOA. For 

forecasting purposes, we define NOAT as sales divided by year-end NOA instead of average NOA 

because we want to forecast year-end values. 

Multiyear Forecasting with Parsimonious Method 

The remainder of this module describes and illustrates this parsimonious approach. To illustrate, we 

use Procter & Gamble’s 2011 income statement, from Exhibit 11.3, and its 2011 balance sheet, from 

Exhibit 11.6, to determine the following measures. We assume that P&G’s statutory tax rate is 37% on 

nonoperating revenues and expenses. 

$82,559 

Net operating profit after tax ($15,818 — {$3,392 + [$831 — $202) x 37%]} ...............-.. $12,193 

NOA($138.054 — $2,768) — ($27,293 — $9,981) — $11,070 = $0,957)... ..)--5 eee eee $97,247 
NOPMUSi125193/S82:559)tenmnceeereeeo erecta newer pele ComNtrc enn oreo tet Rt hott yee arse wary Ret ae tet a eee a 14.8% 

N@ATH($827559/$9 7:24 7) Stesoneanse ence mw eP Or akce ea elcid ab new ou} «tape t onan Soret eee ae Teon® Dek ne eee 0.85 

“We use ending balance sheet amounts rather than average amounts because we forecast ending balance sheet amounts. 

Using these inputs, we forecast P&G’s sales, NOPAT, and NOA. Each year’s forecasted sales is the prior- 

year sales multiplied successively by (1+ Growth rate) and then rounded to whole digits. Consistent with 

our prior revenue growth rate assumptions for P&G, we define “1 + Growth rate” as 1.046 for 2012 

and onward. NOPAT is computed using forecasted (and rounded) sales each year times the 2011 NOPM 

of 14.8%; and NOA is computed using forecasted (and rounded) sales divided by the 2011 NOAT of 

0.85. Forecasted numbers for 2012 through 2015 are in Exhibit 11.11; supporting computations are in 

parentheses. 

This forecasting process can be continued for any desired forecast horizon. Also, the forecast as- 

sumptions such as sales growth, NOPM, and NOAT can be varied by year, if desired. This alternative, 

parsimonious method is much simpler than the primary method illustrated in this module. However, its 

simplicity does forgo information that can impact forecast accuracy. 

1 Forecasted NOPAT = Forecasted net sales (rounded) x 2011 NOPM 

° Forecasted NOA = Forecasted net sales (rounded)/2011 NOAT 

oe Reporied ee See Forecast a 

millions) =i“ O11: (ws HI Est. 2013 Est. 2014 Est. 2015 Est. 
Net sales growth....... 4.6% 4.6% 4.6% 4.6% 

Net sales (unrounded) .. $82,559 $86,356.71 $90,329.12 $94,484.26 $98,830.54 
($82,559 x 1.046) ($86,356.71 x 1.046) ($90,329.12 x 1.046) ($94,484.26 x 1.046) 

Net sales (rounded) .... $82,559 $86,357 $90,329 $94,484 $98,831 
NOPAT es a ceetetalen $12,193 $12,781 $13,369 $13,984 $14,627 

($86,357 x 0.148) ($90,329 x 0.148) ($94,484 x 0.148) ($98,831 x 0.148) 

NOAZ eat or Reinet $97,247 $101,596 $106,269 $111,158 $116,272 
($86,357/0.85) ($90,329/0.85) ($94,484/0.85) ($98,831/0.85) 
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GLOBAL ACCOUNTING 
There are no differences in forecasting financial statements prepared under IFRS versus U.S. GAAP. 

While factors influencing growth rates likely differ among countries across the globe, the method 

we use to assess growth is independent of the accounting principles applied. Similarly, the forecast- 

ing techniques and mechanics we describe in this module can be applied to any set of financial 

statements. 

MODULE-END REVIEW 

Johnson & Johnson (J&J) reports fiscal 2010 sales of $61,587 million, net operating profit after tax (NOPAT) of 

$13,065 million, and net operating assets (NOA) of $45,694 million. J&J’s NOPM is computed as 21% ($13,065 

million/$61,587 million) and its NOAT is computed as 1.35 ($61,587/$45,694). 

Required 
Use the parsimonious forecast model to project J&J’s sales, NOPAT, and NOA for 2011 through 2014 assuming a 

sales growth rate of 4%. 

The solution is on page 11-74. 

APPENDIX 11A Morgan Stanley’s Forecast Report 

on Procter & Gamble 

Morgan Stanley analysts developed their forecasts of P&G shortly after attending the analyst meetings held by 

P&G management. We completed our analysis and developed our forecasts at about the same time. Thus, we have 

an opportunity to compare the analysis in this module with the Morgan Stanley analyst report. Following is the 

Morgan Stanley analysts’ report on Procter & Gamble Co. that the firm issued on August 7, 2011 (Pages 9-14 of 

the report contain the customary disclosure information typical of analyst reports). Please note that materials that 

are referenced comprise excerpts from research reports and should not be relied on as investment advice. This 

material is only as current as the publication date of the underlying Morgan Stanley research. For important 

disclosures, stock price charts, and equity rating histories regarding companies that are the subject of the underly- 

ing Morgan Stanley research, see www.morganstanley.com/researchdisclosures. Additionally, Morgan Stanley has 

provided their materials here as a courtesy. Therefore, Morgan Stanley and Cambridge Business Publishers do not 

undertake to advise you of changes in the opinions or information set forth in these materials. 
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Stock Rating 

Overweight 

Industry View 

In-Line 

August 7, 2011 

Procter & Gamble Co. 

Raising 2012e EPS Despite 

Low Quality Q4 

What’s New: PG reported low-quality Q4 EPS, but the 

stock ended up outperforming the S&P 500 as we 

believe investors are appropriately looking ahead to an 

improved pricing/commodity cost scenario in 2012, 

particularly with stronger than expected 3% Q4 pricing 

ex-mix (MS was at +1.3%). In addition, FY12 guidance 

was in-line with consensus. Net, we were not enthused 

by Q4 results given the low quality nature of Q4, anda 

weak developed market consumer, as well as continued 

commodity pressure drove below consensus Q1 

guidance, but we think the worst is now behind PG with 

improving pricing and declining spot commodity costs, 

and believe undemanding valuation of 13.2 times FY13e 

EPS is compelling, particularly with the market adopting 

a more defensive orientation. 

In-line but low quality Q4: Q4 EPS of $0.84 was above 

our $0.81 estimate and the $0.82 consensus, but was 

boosted 2 cents by a lower than expected tax rate and 3 

cents by higher than expected other non-operating 

income. PG’s 5% organic sales growth result (+4% 

excluding pre-buying ahead of price increases) was 

solid, but higher than expected SG&A drove a 3% 

operating profit miss vs. our forecast and 4% miss vs. 

consensus. Segment profit results were also weak, up 

only 4.7% y-o-y despite an easy -11.1% comparison, 

while pretax profit was aided by a 60% y-o-y corporate 

expense decline 

FY12 guidance OK: PG guided to $4.17-4.33 (current 

consensus at $4.26) in FY12 EPS, up 6-10% y-o-y 

(+8-12% excluding a higher tax rate), on +3-6% organic 

revenue growth. However, Q1 guidance of $1.00-1.04 

was below the $1.14 consensus. 

Raising FY12e EPS: We are raising our FY12e EPS 

slightly to $4.20 from $4.16 solely on a lower than 

expected tax rate. On an operating basis, Q4 downside 

is offset by a more favorable pricing/cost outlook for 

FY12. We are also lowering our price target slightly to 

$69 (15x 2013e EPS of $4.59) from $72 to reflect a 

lower market multiple. 

MORGAN STANLEY RESEARCH 

NORTH AMERICA 

Morgan Stanley & Co. LLC Dara Mohsenian, CFA 
Dara.Mohsenian@morganstanley.com 

+1 212 761 6575 

Ruma Mukerji, CFA 
Ruma.Mukerji@morganstanley.com 

+1 212 761 6754 

Kevin Grundy, CPA 
Kevin.Grundy@morganstanley.com 

+1 212761 3645 

Alison M. Lin, CFA 
Alison.Lin@morganstanley.com 

+1 212 761 7250 

Key Ratios and Statistics 

Reuters: PG.N Bloomberg: PG US 

Household & Personal Care / United States of America 

Price target $69.00 

Shr price, close (Aug 5, 2011) $60.59 

Mkt cap, curr (mm) $180,415 

52-Week Range $67.71-59.17 

Fiscal Year ending 0610 06/11 O6/12e O06/13e 

ModelWare EPS ($) 3.67 3.95 4.20 4.59 

Prior ModelWare EPS ($) - 3.92 4.15 4.59 

P/E 16.3 16.1 14.4 13.2 

Consensus EPS ($)§ 4.11 3.93 4.28 4.58 

Div yld (%) 3.0 3.41 3.5 3.9 
Unless otherwise noted, all metrics are based on Morgan Stanley ModelWare 
framework (please see explanation later in this note). 
§ = Consensus data is provided by FactSet Estimates. 
e = Morgan Stanley Research estimates 

Quarterly ModelWare EPS 

2011 2011 2012e 2012e 

Quarter 2010 Prior Current Prior Current 

Qi 0.97 - 1.02 - 1.04 

Q2 1.10 - 1.13 - 1.18 

Q3 0.89 - 0.96 - 1.05 

Q4 0.71 - 0.84 - 0.93 
e = Morgan Stanley Research estimates 

Morgan Stanley does and seeks to do business with 
companies covered in Morgan Stanley Research. As 
a result, investors should be aware that the firm may 
have a conflict of interest that could affect the 
objectivity of Morgan Stanley Research. Investors 
should consider Morgan Stanley Research as only a 
single factor in making their investment decision. 

For analyst certification and other important 
disclosures, refer to the Disclosure Section, 
located at the end of this report. 
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Risk-Reward Snapshot: Procter & Gamble (PG, $60.59, Overweight, PT $69) 

Potential Long-Term Topline Reacceleration 
= Why Overweight? 

e LT Topline Re-Acceleration: We 

- expect PG’s organic sales growth to 

re-accelerate to 4.5% over the next 

few years from 3% in F2008-11, aided 

go by greater emerging markets focus. 

60 ¢ Net Pricing/Cost Pressure Gap 

Eases: With improving pricing trends 

en despite commodity cost pressure, we 

expect PG’s net commodity cost vs. 

i pricing gap to ease to +1% of EPS in 

FY12e, versus -10% in FY11e. 

0 = _ sara area ciciremennanes ; e Margin Expansion Potential: We 
Aug-0 Feb-10 Aug-10 Feb-11 Aug-11 Feb-12 believe PG’s focus on cost-cutting 

® Base Case (Aug-12) =— Historical Stock Performance @ Current Stock Price C= > are 5 = 
and productivity is increasing, which 

Price Target: $69 Based on 15x F2013e EPS, below PG’s five-year historical NTM P/E should provide margin flexibility to 

average of 16.5x. reinvest behind the business. We 

Bull 17x Topline rebounds to 6% organic sales growth. Revenue upside forecast ~S0 bps of annual margin 
Case F2013e as PG’s reinvigorated topline focus drives outsized market share expansion in F2012-15. 
$83 Bull Case gains and a macro rebound is stronger than expected. Cost cutting 

EPS of $4.90 trims 50 bps from SG&A. Valuation expands to 17x C2012e EPS. Where We Could be Wrong 

ee a ee Macro: Id D 5 i 
Base 15x Rebounding organic sales growth. Organic sales growth of 4.4% P Bes SUM ee eee Pe ic it 

Case F2013e through F2013, driven by emerging markets, higher marketing k ; ODS. OSES 

$69 Base Case spending, and PG strategy changes. Average operating margin skew to Premium products, as each 

EPS of $4.59 expansion of ~40 bps through F2013. Valuation expands to 15x 100 basis point volume change drives 
F2013e EPS (10.2 times EV/EBITDA). an estimated 2% EPS impact. 

Bear 13x Topline downside. Pricing is 100 bps below our forecast due to a e Pricing: We expect improved HPC 

Case F2013e competitive environment and the macro rebound is slower than we industry pricing going forward, but if 

$53 Bear Case expect, hurting volume by 200 bps. Margins miss by 50 bps due to competition remains heightened, we 

EPS of $4.09 negative mix. Valuation contracts to 13x F2013e EPS. estimate that each 100 bps of pricing 

pressure has a 5% EPS impact. 

Bear to Bull: Competitive Environment and Macros Are the Key Drivers 

100 
90 price target: 69 ; 5 

5 
80 7 2 ———, 

re go mae rere Ea s 
60 PERE 

50 — 
40 

30 

20 all values in $ 

10 | 
0 | 

Bear 50 bps 200 bps 100 bps Base 50 bps SG&A 50 bps 50 bps Bull 

Case margin miss volume topline Case volume SObpslower volume pricing Case 
due tomix miss from pricing risk upside from upside from _—_ upside 

macro macros share gains 

downside 

Source: Morgan Stanley Research, FactSet 
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Q4 Results Were Weak Quality 

Low quality Q4 EPS is not a surprise in a difficult 

environment: PG F4Q11 EPS of $0.84 was above our $0.81 

estimate and the $0.82 consensus, but was aided by 

non-operating items, including a lower than expected tax rate 

(worth 2 cents to EPS), and higher than expected other 

income (worth 3 cents), while underlying operating profit 

missed consensus by 4% (MS est. by 3%). 

Solid organic revenue growth: Q4 organic revenue growth 

of 5% was PG’s best result in six quarters, but would have 

been 4% excluding 1% benefit from retailer load in ahead of 

price increases. This is in-line sequentially with Q3 trends, but 

still a solid result given a difficult industry environment. 

Organic growth was driven by +3% volumes, +3% pricing, 

partially offset by -1% mix. 

Operating profit miss driven by higher than expected 

SG&A: Gross margin of 48.3% was down 120 bps YoY, and 

was ~60bps below consensus (in-line with our forecast). 

However, higher than expected SG&A expense as a % of 

sales resulted in a 4% operating profit miss versus consensus 

(3% vs. our forecast), which was more than offset by other 

non-operating income and a lower than expected tax rate, 

which in aggregate added 5 cents to EPS, driving more than 

all of the EPS upside. PG did disclose full-year ad spending 

was 40 bps higher than our forecast (PG does not disclose ad 

spend on a quarterly basis), which does mean FY EPS is 

higher quality. Please refer to Exhibit 1 and Exhibit 2 for more 

detail on the quarter’s variance versus our forecast. 

Exhibit 1 

Year-over-Year 

Jun10 Jun-11E 
$18,926.0 $20,860.0 10.2% 

% Growth 10.0% 10.2% 4.7% 10.2% 
% Organic Growth 5.0% 5.0% 4.0% 5.0% 

Costot Sales ——40,768.3 -10,787.0 0.2% — -9,560.0 10,7870 010% 
%otSales “61.7% 517% (3) bps 50.5% 51.7% 120 bps 
% of Sales Bps Change 123 120 120 

Gross Profit 10,043.8 10,073.0 0.3% 9,366.0 10,073.0 7.5% 
Gross Margin % 48.3% 48.3%  (56)bps 49.5% 48.3% (120) bps 
Gross Margin Bps Change -123 -120 -120 

SG&A Expense — : 6,649.7 6,788.0 21% 6,416.0 -6,788.0 5.8% 
—M%otSales 82.0% 32.5%  59bps 33.9% 32.5% (136) bps 
% Growth = 3.6% 5.B% 5.8% 
% ot Sales Bps Change 5195. -136 136 

Operating Income 3,394.0 3,285.0 -3.2% 2,950.0 3,285.0 11.4% 
Operating Margin 16.3% 15.7%  (56)bps 15.6% 15.7% 16 bps 
% Growth 15.1% 11.4% 11.4% 
Operating Margin Bps Change 72 16 16 

Interest Expense 204.2 212.0 3.8% 212.0 7212.0 0.0%. 
‘Other Non-Operating Income, Net 44.0 132.0 845.6% -121.0 192.0 -209.1% 
Pretax Income 3,204 3,205 0.0% 2,617 3,205 22.5% 
Tatas eet -769.3 | -695.0 432.0 | -695.0 0.0% 

Tax Rate i 24.0% 21.7% 16.5% 21.7% 518 bps 
Minority Interests 0.0 0.0 0.0 0.0 

‘Net Income =” : 2,434.5 2,510.0 3.1% 2,185.0 2,510.0° 149%, 
EPS Diluted (Core) $0.81 $0.84 3.3% $0.71 $0.84 18.2% 
EPS % Growth 14.4% 18.2% -9.4% 18.2% 

‘Dilited Shares’ 2990-2" BgBsi6 012% 3,068:9 2,983.16 | '-2.8% 

Source: Company data, Morgan Stanley Research 
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Exhibit 2 

Low Quality Q4 EPS Beat 

$0.00 $0.20 $0.40 $0.60 $0.80 $1.00 
— Sele n J 

MS 4Q11 Est. $0.81 

Gross Profit 0.01 

SG&A Expense -0.04 

Non-Operating 0.03 
Income 1 

Tax Rate 0.02 

4Q11 Actual 

EPS 

Source: Company data, Morgan Stanley Research 

Q4 segment pretax profit results were weak: As shown in 

Exhibit 3, lower than expected revenue growth in grooming 

was offset by upside in baby/family. Each segment missed 

consensus profit estimates, except baby/ family, and total 

segment profit in aggregate was up only 4.7% y-o-y on an 

easy -11.1% comparison, offset by lower corporate pretax 

expense, which declined 60% y-o-y. 

Exhibit 3 

Segment Results — MS vs. Actual 
see MS Est. vs. Actual Year-over-Year 

 MSEst Actual Actual 
Jun-11E  Jun-11 th dun-10  Jun-17 +h 
$20,812.0 $20,860.0 0.2% $18,926.0 $20,860.0 10.2% 

Organic Sales Growth 5.0% 5.0% (4) bps 4.0% 5.0% 100bp 
Volume (Organic) 45% 3.0%  (152)bps 8.0% 3.0% -500bp 
Pricing 1.3% 3.0%  171bps —-1.0% 3.0% 400bp 
Mix 0.8%  -10%  (22)bps  -3.0% = -1.0%  — 200bp 
FX Impact 5.0% 5.0% 0 bps 1.0% 5.0% 400bp 
Segment Pretax Profit_ _$3,778.8__$3,492.0__-7.6% ___$3,336.0_$3,4920 4.7% 

Beauty — aouek 
Beauty Care “~) -$5,027.9 $5,068.0 0.8% $4,730.0 $5,068.0 7.1% 

_ Organic Sales Growth 2.0% 3.0% 100bp 5.0% 3.0% -200bp 
Pretax Profit: $691.5 $623.0 9.9% $712.0 $623.0 -12.5% 

$2,119.5 $2,056.0 -3.0% $1,919.0 $2,056.0 7.1% 
Organic Sales Growth 4.0% 1.0% -300bp 12.0% 1.0% “11 
Pretax Profit $510.5 $500.0. 22.1% $443.0 $500.0 12.9% 

Household Care 

Fabric and Home Care $6,238.9 $6,144.0 -1.5% $5,552.0 $6,144.0 10.7% 

Organic Sales Growth 7.0% 4.0% -300bp 4.0% 4.0% 300bp 

Pretax Profit $1,190.4 $937.0 -21.3% $965.0 $937.0 -2.9% 

Baby and Family Care $3,974.2 $4,056.0 21% $3,562.0 $4,056.0 13.9% 

Organic Sales Growth 7.5% 10.0% 250bp 5.0% 10.0% 500bp 
Pretax Profit $664.9 $798.0 20.0% $571.0 $798.0 39.8% 

Health & Well Being 
Health Care $2,911.6 $2,949.0 1.3% $2,638.0 $2,949.0 11.8% 

Organic Sales Growth 5.0% 7.0% 200bp 2.0% 7.0%  500bp 
Pretax Profit $615.5 $542.0 -11.9% $526.0 $5420 3.0% 

Snacks and Pets $840.3 $850.0 1.2% $798.0 $850.0 65% 
Organic Sales Growth 1.0% 1.0%  -200bp 3.0% 1.0% -400bp 
Pretax Profit $106.0 $920 -13.2% $119.0 $920. 22.7% 

Source: Company data, Morgan Stanley Research 

Mixed cash flow and balance sheet results: PG reported 

solid Q4 cash flow results, with free cash flow up 17% y-o-y 

driven by sequential improvement versus weak Q3 balance 

sheet results and change in other assets/liabilities. Working 

capital results were still weak this quarter, with inventories up 
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16% and accounts receivables up 18% y-o-y, versus the 10% 

increase in reported sales. 

Initial FY12 Guidance Relatively In-Line But Weak 
Q1 Guidance 

PG guided to FY12 EPS of $4.17-4.33, in-line with the $4.26 

consensus, up 6-10% (+8-12% excluding the higher 25% tax 

rate), on +3-6% organic revenue growth. Organic revenue 

guidance includes +3-4% pricing, -1% to -2% mix, with the 

rest of driven by volume. The relatively wide guidance range 

is driven by the current level of economic uncertainty. PG 

expects its organic revenue growth to be ahead of market 

growth of ~3%, including 4% growth in beauty/grooming, and 

3% growth in household care. The company expects +1-2% 

growth in developed markets and +6-8% growth in emerging 

markets. FX is expected to contribute another +2-3% to FY12 

revenue growth. 

We expect PG’s pricing/commodity cost gap to ease 

meaningfully In FY12: PG expects commodity cost inflation 

in FY12 to be similar to FY11 levels, which implies a $1.8B 

pretax headwind. PG expects to offset much of the dollar 

headwind through pricing, but still expects a net gross margin 

impact, which we estimate implies a 100-120 bps negative 

gross margin impact. 

As shown in Exhibit 4, after assuming a 67-bp volume impact 

from each point of pricing, we estimate the net negative EPS 

impact from commodity costs versus pricing will abate 
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significantly to +4 cents in FY12 vs. -40 cents in FY11 (we 

assume 3% pricing in FY12 and commodity cost pressure 

in-line with what was experienced in 2011). 

Exhibit 4 

Price/Cost Gap (incl. Volume Impact) Should 
Improve Significantly in Fiscal 2012 

PG's Price/Cost Gap (incl Volume Impact) 
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Source: Company data, Morgan Stanley Research 

We are raising our FY12e EPS to $4.20 from $4.16 solely ona 

lower tax rate, with our Q1 estimate of $1.04 at the high end of 

PG’s quidance. 
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Valuation and Risks 

We rate PG Overweight. Our price target of $69 is based ona 

15 times multiple on our FY13 EPS estimate of $4.59, below 

PG’s 16.5x five-year average historical NTM P/E of 16.5x. 

Key Risks to our Investment Thesis 

Macro recovery stalls. Given Procter & Gamble’s skew to 

premium products, the company’s organic sales growth 

prospects will be significantly influenced by consumer 

spending going forward. PG’s volume is sensitive to macro 

conditions as evidenced by its 2% volume decline in FY09. 

We estimate that a 100-bp change in volume is worth 2% to 

our FY12 EPS estimate. 

Pricing environment does not improve as much as we 

expect. We expect improved HPC industry pricing going 

forward with selective list price increases in certain categories 

and less promotional spending. If the industry environment 

was more competitive than we expect, we estimate that each 

100 bps of pricing pressure would be worth 5% to FY12 EPS. 

Strong balance sheet could drive or hurt shareholder 

value. Procter & Gamble has a strong balance sheet with a 

net debt/EBITDA of 1.5 times at the end of F2Q11. The 

company has sufficient flexibility to increase its share 

buybacks above the $6-7 billion it did in FY11. In addition, PG 

may elect to pursue acquisitions which could boost or detract 

from shareholder value. If PG levers its balance sheet up to 

2.0 times net debt/EBITDA by the end of FY12 to repurchase 

shares, we estimate EPS would increase by 2%. 

Cost-cutting. PG’s core SG&A as a percentage of sales 

(excluding shipping and handling, ad spending, R&D expense, 

and stock option expense) of 18% in FY10 was the highest in 

its large cap peer group despite PG’s leading scale. As such, 

we believe PG has ample opportunity to pare back its SG&A 

spending, and also generate COGS cost savings/productivity. 

We also believe PG is more focused on cost cutting through 

simplifying the organization and streamlining bureaucracy, in 

order to better capitalize on its scale. Each 50 basis points 

change in core SG&A as a % of sales (about $400 million) 

versus our forecast would be worth an estimated 2% to FY12 

EPS. 

Market share vacillates. There may be upside to PG’s FY12 

EPS if market share gains accelerate with PG ramping up 

investment behind the business and a strong innovation 
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pipeline. On the other hand, market share could stall with 

higher pricing. We estimate each 100 basis points of 

incremental volume would be worth 2% to FY12 EPS. 

Currency movements. 62% of PG’s FY10 sales were 

derived from outside the US. As such, fluctuation in 

currencies could materially impact our EPS estimates. We 

estimate that a 5% change in the USD versus PG’s basket of 

currencies would have a 3% impact on EPS. PG is more 

insulated from FX risk than its peers given relatively less 

international exposure. In addition, PG’s significant 

manufacturing footprint outside the US mitigates the potential 

transaction impact of FX. 

Commodity cost volatility. While PG’s diversified product 

portfolio spreads out its raw material exposure across a wide 

variety of input costs, volatile commodity costs could 

significantly impact EPS. In past years, PG experienced 

significant margin pressure from commodities with input costs 

increasing $2 billion and $1 billion y-o-y in FYO8 and FYO9, 

respectively. In FY11, PG again experienced $1.8B in pretax 

commodity cost inflation, which is in-line with PG’s forecast for 

FY12 as well. We estimate that each 200 bps change in 

overall commodity costs would impact EPS by 3%. 

Morgan Stanley is currently acting as financial advisor to The 

Procter & Gamble Company ("P&G") with respect to P&G's 

announced merger of its Pringle's business into Diamond 

Foods, Inc. ("Diamona") pursuant to a split-off. 

The proposed offer is subject to the consummation of the 

exchange offer to exchange shares of P&G for shares of 

Diamond, required regulatory approvals and other customary 

closing conditions. This report and the information provided 

herein is also not intended to (i) provide advice with respect to 

the exchange offer, (ii) serve as an endorsement of the 

exchange offer, or (iii) result in the procurement, withholding 

or revocation of a tender in the exchange or any other action 

by a security holder. 

P&G has agreed to pay fees to Morgan Stanley for its services, 

including transaction fees that are subject to the 

consummation of the proposed\ transaction. 

Please refer to the notes at the end of the report. 
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MORGAN STANLEY 

[UW) ModelWare 
Morgan Stanley ModelWare is a proprietary analytic framework that helps clients 
uncover value, adjusting for distortions and ambiguities created by local accounting 
regulations. For example, ModelWare EPS adjusts for one-time events, capitalizes operating 
leases (where their use is significant), and converts inventory from LIFO costing to a FIFO 
basis. ModelWare also emphasizes the separation of operating performance of a company 
from its financing for a more complete view of how a company generates earnings. 

Disclosure Section 
The information and opinions in Morgan Stanley Research were prepared by Morgan ene! & Co. LLC, and/or Morgan Slesieh C.T.V.M. S.A., and/or 
Morgan Stanley Mexico, Casa de Bolsa, S.A. de C.V. As used in this disclosure section, "Morgan Stanley" includes Morgan Stanley & Co. LLC, 
Morgan Stanley C.T.V.M. S.A., Morgan Stanley Mexico, Casa de Bolsa, S.A. de C.V. and their affiliates as necessary. 
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Procter & Gamble Co. 

Coverage Universe __ Investment Banking Clients (IBC) 

% of % of % of Rating 
Stock Rating Category Count Total Count TotallIBC Category 

Overweight/Buy 1107 40% 451 48% 41% 

Equal-weight/Hold 1136 41% 372 40% 33% 

Not-Rated/Hold 114 4% 20 2% 18% 

Underweight/Sell 384 14% 97 10% 25% 

Total 2,741 940 

Data include common stock and ADRs currently assigned ratings. An investor's decision to buy or sell a stock should depend on individual 
circumstances (such as the investor's existing holdings) and other considerations. Investment Banking Clients are companies from whom Morgan 
Stanley received investment banking compensation in the last 12 months, 

Analyst Stock Ratings 
Overweight (O). The stock's total return is expected to exceed the average total return of the analyst's industry (or industry team's) coverage universe, 
on a risk-adjusted basis, over the next 12-18 months, 
Equal-weight (E). The stock's total return is expected to be in line with the average total return of the analyst's industry (or industry team's) coverage 
universe, on a risk-adjusted basis, over the next 12-18 months. 
Not-Rated (iA). Currently the analyst does not have adequate conviction about the stock's total return relative to the average total return of the 
analyst's industry (or industry team’s) coverage universe, on a risk-adjusted basis, over the next 12-18 months. 
Underweight (U). The stock's total return is expected to be below the average total return of the analyst's industry (or industry team's) coverage 
universe, on a risk-adjusted basis, over the next 12-18 months. 
Unless otherwise specified, the time frame for price targets included in Morgan Stanley Research is 12 to 18 months. 

Analyst Industry Views 
Attractive (A): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be attractive vs. the 
relevant broad market benchmark, as indicated below. 
In-Line (1): The analyst expects the performance of his or her industry coverage universe over the next 12-18 months to be in line with the relevant 
broad market benchmark, as indicated below. ‘ 
Cautious (C): The analyst views the performance of his or her industry coverage universe over the next 12-18 months with caution vs. the relevant 
broad market benchmark, as indicated below. 
Benchmarks for each region are as follows: North America - S&P 500; Latin America - relevant MSCI country index or MSC! Latin America Index; 
Europe - MSC! Europe; Japan - TOPIX; Asia - relevant MSCI country index. 

Stock Price, Price Target and Rating History (See Rating Definitions) 
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Procter & Gamble Co. 

Procter & Gamble Co. (PG.N) - As of 6/7/41 in USD 
Industry : Household & Personal Care 

410 +O0-1 
# WALT 

100 # Ort +nNAvT 

90 Fes Nea sare eae NBA 79 NA 
= oe 
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2006 

oi bao1 NS-01 
o 2010 2011 

Volatility shading indicates “mare volatile” (WY) flag. As of Nov-i4-20085 the VW flag has been discontinued. 

Stock Rating History: 371/08 2 OvI; 10-6705 2 NAYI? 1020/08 : O/T? 1716709 3 NAZI? 8719709 3 NACI? 

7715710 3 EvI; 2/7711 : Ovi 

Price Target History: 430/08 2 83; 10-8705 2 MAF 1020/08 3 523 1022708 2 SOF 1171208 : 793 1716/09 : NAF 

2/7/11 5 763 4-28711 3 72 

Source: Morgan Stanley Research Date Format : MM/DD-YY Price Target == No Price Target Assigned (NA? 

Stock Price (Not Covered by Current Analyst) ~~ Stock Price (Covered by Current Analyst ) = 
Stock and Industry Ratings (abbreviations below) appear as # Stock Rating“Industry View 

Stock Ratings: OQuerumight (0) Equal-weight (E) Underueight (U) Not-Rated (NR? More Volatile (YW) Wo Rating Available (nA? 

Industry View! Attractive (A In-line ‘1? Cautious (0) Wo Rating ‘NR? 

Important Disclosures for Morgan Stanley Smith Barney LLC Customers 
Citi Investment Research & Analysis (CIRA) research reports may be available about the companies or topics that are the subject of Morgan Stanley Research. Ask your 
Financial Advisor or use Research Center to view any available CIRA research reports in addition to Morgan Stanley research reports. 

Important disclosures regarding the relationship between the companies that are the subject of Morgan Stanley Research and Morgan Stanley Smith Barney LLC, Morgan 
Stanley and Citigroup Global Markets Inc. or any of their affiliates, are available on the Morgan Stanley Smith Barney disclosure website at 
www.morganstanleysmithbarney.com/researchdisclosures. 

For Morgan Stanley and Citigroup Global Markets, Inc. specific disclosures, you may refer to www.morganstanley.com/researchdisclosures and 
https:/Awww. citigroupgeo.com/geopublic/Disclosures/index_a.html. 

Each Morgan Stanley Equity Research report is reviewed and approved on behalf of Morgan Stanley Smith Barney LLC. This review and approval is conducted by the 
same person who reviews the Equity Research report on behalf of Morgan Stanley. This could create a conflict of interest. 

Other Important Disclosures 
Morgan Stanley & Co. International PLC and its affiliates have a significant financial interest in the debt securities of Avon Products Inc., Clorox Co, Colgate-Palmolive Co, 
Newell Rubbermaid Inc., Procter & Gamble Co 

Morgan Stanley is not acting as a municipal advisor and the opinions or views contained herein are not intended to be, and do not constitute, advice within the meaning of 
Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act. 

Morgan Stanley produces an equity research product called a "Tactical Idea." Views contained in a "Tactical Idea" on a particular stock may be contrary to the 
recommendations or views expressed in research on the same stock. This may be the result of differing time horizons, methodologies, market events, or other factors. For 
all research available on a particular stock, please contact your sales representative or go to Client Link at www.morganstanley.com. 

Morgan Stanley Research does not provide individually tailored investment advice. wotgen Stanley Research has been prepared without regard to the individual financial 
circumstances and objectives of persons who receive it. Morgan Stanley recommends that investors independently evaluate particular investments and strategies, and 
encourages investors to seek the advice of a financial adviser. The appropriateness of a particular investment or strategy will depend on an investor's individual 
circumstances and objectives. The securities, instruments, or strategies discussed in Morgan Stanley Research may not be suitable for all investors, and certain investors 
may not be eligible to purchase or participate in some or all of them. 

The fixed income research analysts, strategists or economists principally responsible for the preparation of Morgan Stanley Research have received compensation based 
upon various factors, including quality, accuracy and value of research, firm profitability or revenues (which include fixed income trading and capital markets profitability or 
revenues), client feedback and competitive factors. Fixed Income Research analysts’, strategists’ or economists' compensation is not linked to investment banking or capital 
markets transactions performed by Morgan Stanley or the profitability or revenues of particular trading desks. 

Morgan Stanley Research is not an offer to buy or sell or the solicitation of an offer to buy or sell any security/instrument or to participate in any particular trading strategy. 
The "Important US Regulatory Disclosures on Subject Companies" section in Morgan Stanley Research lists all companies mentioned where Morgan Stanley owns 1% or 
more of a class of common equity securities of the companies. For all other companies mentioned in Morgan Stanley Research, Morgan Stanley may have an investment 
of less than 1% in securities/instruments or derivatives of securities/instruments of companies and Neel trade them in ways different from those discussed in Morgan Stanley 
Research. Employees of Morgan Stanley not involved in the preparation of ee ah Stanley Research may have investments in securities/instruments or derivatives of 
securities/instruments of companies mentioned and may trade them in ways different from those discussed in Morgan Stanley Research. Derivatives may be issued by 
Morgan Stanley or associated persons. 

With the exception of information regarding Morgan Stanley, Morgan Stanley Research is based on public information. Morgan Stanley makes every effort to use reliable, 
comprehensive information, but we make no representation that itis accurate or complete. We have no obligation to tell you when opinions or information in Morgan Stanley 
Research change apart from when we intend to discontinue equity research coverage of a subject company. Facts and views presented in Morgan Stanley Research have 
not been reviewed by, and may not reflect information known to, professionals in other Morgan Stanley business areas, including investment banking personnel. 
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Procter & Gamble Co. 

Morgan Stanley Research personnel may participate in company events such as site visits and are generally prohibited from accepting payment by the company of 
associated expenses unless pre-approved by authorized members of Research management. 
The value of and income from your investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, _ ; 
securities/nstruments prices, market indexes, operational or financial conditions of companies or other factors. There may be time limitations on the exercise of options or 
other rights in securities/instruments transactions. Past performance is not necessarily a guide to future performance. Estimates of future performance are based on 
assumptions that may not be realized. If provided, and unless otherwise stated, the closing price on the cover page Is that of the primary exchange for the subject company's 
securities/instruments. 

Morgan Stanley may make investment decisions or take proprietary positions that are inconsistent with the recommendations or views in this report. 
To our readers in Taiwan: Information on securities/instruments that trade in Taiwan is distributed by Morgan Stanley Taiwan Limited ("MSTL"). Such information is for your 
reference only. Information on any securities/instruments issued by a company owned by the government of or incorporated in the PRC and listed in on the Stock Exchange 
of Hong Kong ("SEHK"), namely the H-shares, including the component company stocks of the Stock Exchange of Hong Kong ("SEHK")'s Hang Seng China Enterprise 
Index is distributed only to Taiwan Securities Investment Trust Enterprises ("SITE"). The reader should independently evaluate the investment risks and is solely 
responsible for their investment decisions. Morgan Stanley Research may not be distributed to the public media or quoted or used by the public media without the express 
written consent of Morgan Stanley. Information on securities/nstruments that do not trade in Taiwan Is for informational purposes only and is not to be construed as a 
recommendation or a Solicitation to trade in such securities/instruments. MSTL may not execute transactions for clients in these securities/instruments. 

To our readers in Hong Kong: Information is distributed in Hong Kong by and on behalf of, and is attributable to, Morgan Stanley Asia Limited as part of its regulated 
activities in Hong Kong. If you have any queries concerning Morgan Stanley Research, please contact our Hong Kong sales representatives. 

Morgan Stanley is not incorporated under PRC law and the research in relation to this report is conducted outside the PRC. Morgan Stanley Research does not constitute 
an offer to sell or the solicitation of an offer to buy any securities in the PRC. PRC investors shall have the relevant qualifications to invest in such securities and shall be 
responsible for obtaining all relevant approvals, licenses, verifications and/or registrations from the relevant governmental authorities themselves. 

Morgan Stanley Research is disseminated in Brazil by Morgan Stanley C.T.V.M. S.A.; in Japan by Morgan Stanley MUFG Securities Co., Ltd. and, for Commodities related 
research reports only, al sh Stanley Capital Group Japan Co., Ltd; in Hong xo by Morgan Stanley Asia Limited (which accepts responsibility for its contents); in 
Singapore by Morgan Stanley Asia (Singapore) Pte. vciaedtele number 199206298Z) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 
200008434H), regulated by the Monetary Authority of Singapore (which accepts legal responsibility for its contents and should be contacted with respect to any matters 
arising from, or in connection with, Morgan Stanley Research); in Australia to "wholesale clients" within the meaning of the Australian Corporations Act by Morgan Stanley 
Australia Limited A.B.N. 67 003 734 576, holder of Australian financial services license No. 233742, which accepts responsibility for its contents; in Australia to "wholesale 
clients" and "retail clients” within the eee of the Australian Corporations Act by Morgan Stanley Smith Barney Australia Pty Ltd (A.B.N. 19 009 145 555, holder of 
Australian financial services license No. 240813, which accepts responsibility for its contents; in Korea by Morgan Stanley & Co International plc, Seoul Branch; in India by 
Morgan Stanley India Company Private Limited; in Canada by Morgan Stanley Canada Limited, which has approved of, and has agreed to take responsibility for, the 
contents of Morgan Stanley Research in Canada; in Germany by Morgan Stanley Bank AG, Frankfurt am Main and Morgan Stanley Private Wealth Management Limited, 
Niederlassung Deutschland, regulated by Bundesanstalt fuer nena denstelstngeai et (BaFin); in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley group 
company, which is supervised by the Spanish Securities Markets Commission (CNMV) and states that Morgan Stanley Research has been written and distributed in 
accordance with the rules of conduct applicable to financial research as established under Spanish regulations; in the United States by Morgan Stanley & Co. LLC, which 
accepts responsibility for its contents. Morgan Stanley & Co. International plc, authorized and ould by the Financial Services Authority, disseminates in the UK 
research that it has prepared, and approves solely for the purposes of section 21 of the Financial Services and Markets Act 2000, research which has been prepared by any 
of its affiliates. Morgan Stanley Private Wealth Management Limited, authorized and regulated by the Financial Services Authority, also disseminates Morgan Stanley 
Research in the UK. Private U.K. investors should obtain the advice of their Morgan Stanley & Co, International plc or Morgan Stanley Private Wealth Management 
representative about the investments concerned. RMB Morgan Stanley (Proprietary) Limited is a member of the JSE Limited and regulated by the Financial Services Board 
in South Africa. RMB Morgan Stanley (Proprietary) Limited is a joint venture owned equally by Morgan Stanley International Holdings Inc. and RMB Investment Advisory 
(Proprietary) Limited, which is wholly owned by FirstRand Limited. 

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (DIFC Branch), regulated by the Dubai Financial Services 
Authority (the DFSA), and is directed at Professional Clients only, as defined by the DFSA. The financial products or financial services to which this research relates will only 
be made available to a customer who we are satisfied meets the regulatory criteria to be a Professional Client. 

The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (QFC Branch), regulated by the Qatar Financial Centre 
Beery Authority (the QFCRA), and is directed at business customers and market counterparties only and is not intended for Retail Customers as defined by the 

As required by the Capital Markets Board of Turkey, investment information, comments and recommendations stated here, are not within the scope of investment advisory 
activity. Investment advisory service is provided in accordance with a contract of engagement on investment advisory concluded between brokerage houses, portfolio 
management companies, non-deposit banks and clients. Comments and recommendations stated here rely on the individual opinions of the ones providing these 
comments and recommendations. These opinions may not fit to your financial status, risk and return preferences. For this reason, to make an investment decision by relying 
solely to this information stated here may not bring about outcomes that fit your expectations. 

The trademarks and service marks contained in Morgan Stanley Research are the property of their respective owners. Third-party data providers make no warranties or 
representations of any kind relating to the accuracy, completeness, or timeliness of the data they provide and shall not have liability for any damages of any kind relating to 
such data. The Global Industry Classification Standard ("GICS") was developed by and is the exclusive property of MSCI and S&P. 

Morgan Stanley Research, or any portion thereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley. 

Morgan Stanley Research is disseminated and available primarily electronically, and, in some cases, in printed form. 

Additional information on recommended securities/instruments is available on request. 
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(WTW.N) 

Stock Ratings are subject to change. Please see latest research for each company. 
* Historical prices are not split adjusted 

© 2011 Morgan Stanley 



11-51 Module 11 | Forecasting Financial Statements 

/) Mi1-11. 

Abercrombie & Fitch 

(ANF) 

DISCUSSION QUESTIONS 

Qll-1. 

Ql1-2. 

Qll-3. 

Qll-4. 

Ql11-S. 

Q11-6. 

Q11-7. 

Q11-8. 

Q11-9. 

Q11-10. 

Identify at least two applications that use forecasted financial statements. 

Forecasts of the income statement typically require estimates of cost of goods sold (gross profit) and 

operating and nonoperating expenses (revenues) as a percentage of revenues. Identify at least three 

financial statement adjustments that we discuss in previous modules that might affect our forecasts 

for gross profit margin and operating expense percentages. 

Forecasts of the balance sheet commonly require estimates of the relative percentage of balance 

sheet accounts to revenues. Identify at least three financial statement adjustments to reported balance 

sheet items that can impact that item’s relation to revenues. These can include adjustments to 

recognize assets and/or liabilities that are not recognized under GAAP. 

What does the concept of financial statement articulation mean in the forecasting process? 

Net operating assets typically move proportionately with revenues. How do the “buffer zone” and 

“financing” sections of the balance sheet offset some of these changes in net operating assets? 

Identify and describe the four major steps in forecasting financial statements. 

In addition to recent revenues trends, what other types and sources of information can we use to 

help us forecast revenues? 

Describe the rationale for use of year-end balances in the computation of turnover rates (and other 

percentages) that are used to forecast selected balance sheet accounts. 

What are “comparable store sales” for retailers and why are they important? 

Capital expenditures are usually an important cash outflow for a company, and they figure 

prominently into forecasts of net operating assets. What are the sources of information about capital 

expenditures that we can draw upon? 

Assignments with the @ logo in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

Forecasting an Income Statement (02) 

Abercrombie & Fitch reports the following income statements. 

Income Statement, For Fiscal Years Ended ($ thousands) Jan. 29,2011. Jan. 30,2010 Jan. 31, 2009 

NEPSaleS eae ee rn ete ee ne ee een eee ee $3,468,777 $2,928,626 $3,484,058 

COSUOHGOOGS:SOl Caer arr arti eran eat ec ie em nce ren ee 1,256,596 1,045,028 1,152,963 

CifolsteH Oo ita: Sua recvencnd con Geta Gh cio teen PB am Oo Sa ene A Peete 1,883,598 2,301,095 

Stores and distribution expense................c0eee eae 1,589,501 1,425,950 1,436,363 

Marketing, general and administrative expense............. 400,804 353,269 405,248 

OQUNET COSINE MOCMMNE) (ME oo ose cooncnpnoocnebonanaene (10,056) (13,533) (8,778) 

OperatinginComeparretea te marche yarn Oriente wes ais emer 231,932 Wale 498,262 
MENGE CHGOENISES: (TMS), (NEW o co ao ee anno deannanunsne 3,362 (1,598) (11,382) 

Income from continuing operations before taxes............ 228,570 119,510 509,644 
Tax expense from continuing operations.................. 78,287 40,557 201,475 

Net income from continuing operations................... 150,283 78,953 308,169 

Loss from discontinued operations, net of tax.............. = (78,699) (35,914) 

Net: INCOME eracaerateteta st etes Saket ea Renee eR a ee ee en $ 150,283 $ 254 $ 272,255 

Forecast Abercrombie & Fitch’s fiscal 2012 income statement assuming the following income statement 
relations. All percentages, other than sales growth and provision for income taxes, are based on percent of 
net sales. 
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INGUSAIES:GhOW LM aaacet ate ot npr Mepis atte hy (8 PEA e B Mutiny, eh cel yi oe eee 10% 

Costot Goods Sold/Net: sales imripye nna 06 125 eis ciepe shaker PAO He kD 36% 

Stores, And, Distributionexpense/Net Salesian .. 05.5 ca uassssess+7eeteny oes os 46% 

Marketing, General And Administrative Expense/Net sales................--000- 12% 

OthewOperating Income sNetw teaser wear cette isk eA eany pele maar ecg eee bie 10,056 

Interestiexpenses(income) «Net eae ter ee ace ara lu eon en enn 3,362 

Tax Expense From Continuing Operations (% Of Pretax Income)................- 34% 

Net Loss From Discontinued Operations (Net Of Taxes)............00.00-eeeaee 0 

M11-12. Forecasting an Income Statement (02) 

Best Buy reports the following income statements. Best Buy (BBY) 

ee 
Income Statement, Fiscal YearsEnded($ millions) = = = 2014 = 2010 = 2009 

REVGRUC ict aibetPest try. atst rach Mee incr ahs, anya aE EL ea $50,272 $49,694 $45,015 

COST OWOOOCS SOIC faa N a tetera hele ene ae ee ees tae 37,611 37,534 34,017 

Restructuring charges—cost of goods sold.................e0eeeeee 24 = = 

CUO SOG a ceiie. 55, oncteraa Ok eee OE ERRNO IC a os ase Hhrerice meee nue 12,637 12,160 10,998 

Selling, general and administrative expenses ..................0000- 10,325 9,873 8,984 

RESHUCTUTING (Char eSierte ts eter co meer sak Eee ren ent eR mA EES ee 198 oy 78 

Goodwillanditradenamelimpainment= ancien serdar | ter et acm se — — 66 

OpsratinGpmnCcOnne seeeaees ete ee teers aes tore hoa a oatenre inners rede at 2,114 PPEENS 1,870 

Other income (expense) 

Investmentincomeranc Othenaneenaee we ccemetekee ra tater ene este cache ak ae 51 54 35 

INVESUMEN MIMO Nite cet elects erate acest eee eo ee eee rece ona — —_ (111) 

IMECKESTHOX DENIS ere ns an hectare Oey abcd ra ar (87) (94) (94) 

Earnings before income tax expense and equity in income of affiliates .. . 2,078 2,195 1,700 

INGOMetaXSXPONSS rare wiseGsliss. Mesencisl ow ako elas eaamsnt ustedes Spel 714 802 674 

EQuityanincomelof-athiiateSxerrs acecieiee temorrntcctareictueee shure tes pectegeyeiaise cys 2. 1 t 

Net earnings including noncontrolling interests...................005 1,366 1,394 1,033 

Net earnings attributable to noncontrolling interests.................. (89) (77) (30) 

Netiearningsmtthibutablesto BestiBuyzGor, InCaemmy-teherierratee ieee la neriee S eu GS ale 7 $ 1,003 

Forecast Best Buy’s fiscal 2012 income statement assuming the following income statement relations. 

All percentages (other than revenue growth, income tax expense, and net earnings attributable to 

noncontrolling interests) are based on percent of revenue. 

REVENUE ONO With ita Acyek- padtseie me sre puicr ze o> alot ia yicusds Moyen aya erent ere sta epeeeye ls Genes an 5% 

Costofigoods'Sold/REVENUGC ay ann dexcenreyens <p> yoyo) ctenerey <b acl opeyegrnovenae ner Hd elemuances isteheyomahets 75% 

RAMUS UNE OneIeS — COs Oh CoeeRV SO el: o acces seoceeeda neo on oaorneodnpoanagor $0 

Selling, general and administrative expenses/Revenue. ...... 2.2.0... eee eee eee eee 21% 

RESTHUICTUTING ChAlGSS serena cnereie aeae mae ee ieee vteuare Olen sa semen eeemer eaawcas Laine Gate tenes $0 

Goodwillanditradename: impaitimentUseuskes ceersusaevetee ee suet ctl con ara ernteie fe lctteMey eller sdveana east nes $0 

IMVEStMentMCOMIeranClOtheemyemenrce eke tic tere debe eieute oben tr vareatnas.cr te ccusm epee rahe rer neucpee $51 

[VESETISIIUA UT OAINIIOI IE smapeuennen nie eater Redes See gs: atire suse xs lniskey aecPe-|p anny sfenen many eine See ane cae $0 

[MTSKESESXIDOISE cps cre re aia te euros arch silts fuat aire nt areusicist aioe e ucet soared eed were mes $(87) 

Inconertaxaexbensen(Yo Of PretaxINCOMe)in. asso wiaiiee aust) acerctaenucianc eeiigs) sit ocean orate 34% 

EGuitvaihiNnCOme:OhanlilateS we omens een ck tiadas seebom ad aot fee i euclewshr Pee tandncay austere dele sn eras $2 

Net earnings attributable to noncontrolling interests 

(Sot Net carmings including noOncOntrollimg/iMtenSStS) ois wmre cuajerate ole yeie anes ie) oieyeln 1s 7% 

M11-13. Forecasting an Income Statement (10>) 

General Mills reports the following fiscal year income statements. General Mills (GIS) 
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Harley-Davidson 

(HOG) 

Nike (NKE) 

General Mills (GIS) 

Forecasting Financial Statements 

‘Income Statement, Fiscal Years Ended (in millions) May 29, 2011 May ay 31, 20 

NG Sal Sieve eee sp Anasece sce tenee tinh citeeaue Cie negara at eaerunca ence $14,880.2 $14,635.6 $14,555.8 

COStiOf SALES sites ea cavtecx evens, eon eRtne ONE eee peter eh deel cars 8,926.7 8,835.4 9,380.9 

Selling, general and administrative expenses ........... 3; 1192.0 3,162.7 2,893.2 

Divestitures (gain)hnet Rv aasaes ccs ermine Meniaecart (17.4) — (84.9) 

Restructuring, impairment, and other exit costs ......... 4.4 31.4 41.6 

Operating profit. cee. aectes oe es ecle © conan rer tern aia 2,774.5 2,606.1 PD cVA5y\0) 

Interest amets wrensacwinde te dears pave wun sucrose emenrt area Citas one 346.3 401.6 382.8 

Earnings before income taxes and after-tax 

Cannings fromjolnt VMS is epeweuen- ten yetele ely ste iettelaysneie renee 2,428.2 2,204.5 1,942.2 

INCOME TAXCS costs. cities threes Gaeeenoeger cee Seeing mn aesc deae eduerour nen WB 720.4 

After-tax earnings from joint ventures ................... 96.4 WON t/ 91.9 

Net earnings, including earnings attributable 

WO MOMCOMURCL NING) IMENESSIS ooo casosacgnbconpennoceaur 1,803.5 1,939.0 ecules 

Net earnings attributable to noncontrolling interests........ 5.2 4.5 9.3 

Net earnings attributable to General Mills ................ $ 1,798.3 Sh 1 fsetoes) $ 1,304.4 

M11-14. 

M11-15. 

M11-16. 

Forecast General Mills’ fiscal year 2012 income statement assuming the following income statement 

relations. All percentages (other than net sales growth, income taxes, and net earnings attributable to 

noncontrolling interests) are based on percent of sales. 

NetiSales: Growler vcrsce, Secnscosiecs cian eav ciutacaes ower esiccnsis eceme aa erteriee eat meats eon ea a coe cee a Seer 5% 

Cositiof-sales/Net:sales: <j :ais.aca wamiats Wey ai sant Sm eerie eee, Gerd) eee Here Poles Reker a wea oa 60.0% 

Selling, general, and administrative expenses/Net saleS.............2000--e eee eee cues 21.5% 

Di VESTtUre (QAI Meet: se ewcgicc cas catamters syst sci oes auaece es cepts ae a NO ce Sy ar $0.0 

MESMUCMUMMM), HnMfOetiAntetMy, Elie] OuUMEW EN GOS aos c0cccesadncnoacencanunnsereuonoes $0.0 

IMSTOST NOt pace meets cr ccsr nner ome cetera ca Gee incre a cay a caat ete Pane eee epee eee eee eae $346.3 

Incomertaxesi(Yo pretax iinCOMe)immmmaccsese suena y ete cesae eee che ee Nee teens nen tees en ee 29.7% 

NUTAED CEMMINGS OM OUVEWUIES co gcnodmeneaeoucousons bode oncdbopomecbaodume $96.4 

Net earnings attributable to noncontrolling interests (% net earnings before attribution)... .. 0.3% 

Analyzing, Forecasting, and Interpreting Working Capital Using Turnover Rates (03) 

Harley-Davidson reports 2010 net operating working capital of $1,833 million and 2010 long-term 

operating assets of $2,679 million. 

a. Forecast Harley-Davidson’s 2011 net operating working capital and 2011 long-term operating 

assets. Assume forecasted 2011 net revenue of $4,938 million, net operating working capital 

turnover of 2.65 times, and long-term operating asset turnover of 1.81 times. (Both turnover rates 

are computed here using year-end balances. Finance receivables and related debt are considered 

operating under the assumption that they are an integral part of Harley’s operating activities.) 

b. Most of Harley’s receivables arise from its financing activities relating to purchases of motorcycles 

by consumers and dealers. What effect will these receivables have on Harley’s operating working 

capital turnover rate? 

Analyzing, Forecasting, and Interpreting Working Capital Using Turnover Rates (09) 

Nike reports 2010 net operating working capital of $2,595 million and 2010 long-term operating assets 

of $3,460 million. 

a. Forecast Nike’s 2011 net operating working capital assuming forecasted sales of $19,451 million, 
net operating working capital turnover of 7.33 times, and long-term operating asset turnover of 5.50 
times. (Both turnover rates are computed here using year-end balances.) 

b. Nike’s long-term operating asset turnover rate is comparatively high. Can you suggest a possible 
reason given Nike’s business model? Explain. 

Forecasting the Balance Sheet Using Turnover Rates ().02, 3) 
Refer to the General Mills information in M11-13. Assume the forecast of 2012 net sales is $15,624.2 
million. Use the following financial statement relations to forecast General Mills’ receivables, inventories, 
and accounts payable as of the end of May 2012. 



M11-17. Adjusting the Income Statement (1.02) 

Kraft Foods, Inc., reports the following footnote to its 2010 10-K. 
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7.8% 
10.8% 
6.7% 

Pizza Divestiture On March 1, 2010, we completed the sale of the assets of our North 

American frozen pizza business (“Frozen Pizza”) to Nestlé USA, Inc. (“Nestlé”) for $3.7 billion. 

Our Frozen Pizza business was a component of our U.S. Convenient Meals and Canada & 

North America Foodservice segments. The sale included the DiGiorno, Tombstone and Jack’s 

brands in the U.S., the Delissio brand in Canada and the California Pizza Kitchen trademark 

license. It also included two Wisconsin manufacturing facilities (Medford and Little Chute) and 

the leases for the pizza depots and delivery trucks. Approximately 3,600 of our employees 

transferred with the business to Nestlé. Accordingly, the results of our Frozen Pizza business 

have been reflected as discontinued operations on the consolidated statement of earnings, and 

prior period results have been revised in a consistent manner. 

Kraft Foods, Inc. (KFT) 

What adjustment(s) might we consider before we forecast Kraft’s income for 2011? How would we treat 

the cash proceeds that Kraft realized on such a sale? 

EXERCISES 

E11-18. Analyzing, Forecasting, and Interpreting Income Statement and Balance Sheet {..02, 3) 

Following are the income statements and balance sheets of Abercrombie & Fitch. Abercrombie & Fitch 

(ANF) 

| Income Statement, For Fiscal Years Ended ($ thousands). January 29, 201 1 _ January 30, 2010 ‘January 31, 2009 : 

NGtiSalestrrwarest reece tr pene ere er Mees $3,468,777 
SOStOLGOOdS SOld Aerscmerencn eras ate eres oy eee ayy avai eaters 1,256,596 

GROSSiprofitteacerre: « ciea ee aoe ere ire er net tean crete cieee ener PPA Pate 
SiO SS eine} elim eV Woleveeises sess eunenecaunemoouowes 1,589,501 

Marketing, general and administrative expense............. 400,804 
OrhemoperatinG iInNCOMeENEls- en eo ee Moscatel Cares ces (10,056) 

OPSlALMONME OME Mertens tees tera ic te atte armrest Mayer elec Tenn ts 231,932 
Intereshexpense(inCOMe) i Mela aa = ers ir ete wee coeds ee 3,362 

Income from continuing operations before taxes............ 228,570 

Tax expense from continuing operations.................. 78,287 

Net income from continuing operations.................5- 150,283 

Loss from discontinued operations, net of tax.............. — 

NGUIMe Onno teat NR RCN ee lesecsscyeten nencwan ocr gayenamekcnenevercqaion $ 150,283 

pee : ss _ Consolidated Balance Sheets 

(Thousands, except par value amounts) 

Current Assets 

$2,928,626 $3,484,058 
1,045,028 1,152,963 
1,883,598 2,331,095 
1.425.950 1,436,363 
353,269 405,248 
(13,533) (8,778) 
117,912 498,262 

(1,598) (11,382) 
119,510 509,644 
40,557 201,475 
78,953 308,169 
(78,699) (35,914) 

$ 254 $ 272,255 

Gaareine hs UIREIENGES Gatto momty certaee erence ener eee $ 826,353 $ 669,950 

Marketable S6CUNtCStpremrtnan oitunrehetrcuscas oct) palea aiedatercen sn svckotey sree _ 32,356 

RECCIVADICS eS een en het: cine everece cio chtiarctetiacs « meiene 81,264 90,865 

HAVOntOries meres ae cae Reet ec cr a che ile tice arc aah stich cratic ec Sees 385,857 310,645 

DefernnreGhinCOMmeitaxeS a emsrcey tc siniatrcteere eee eatery oweta ertheuaterk ef a anutereia 60,405 44,570 

@INEMeUMeNtASSClSe eee tere cere eet seen ater gir ohecnreitire schre: ecseatenaes eeaiaus 79,389 77,297 

TOLALCUITEMiASSE LS eee teren ee acer herent cite oto eateries onus Grate ers 1,433,268 1,225,683 

Propenyzanc eGuinments meteamrs cry trims certs electroless erie) ai) 1,149,583 1,244,019 

Noncunentaunanketable SECUNITICS sereeer sie =icacterasesieeie ole ettclie ctr) ose 100,534 141,794 

ONGRASSE(S ee ees ee rar atamere eae ec serieae) a ae 264,517 210,370 

Ota lLASSC tS ee ee lg a Se iBie Greta ties ara Be $2,947,902 $2,821,866 

January 29, 2011 January 30, 2010 

continued 
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continued from prior page 

Liabilities and stockholders’ equity 

Current liabilities 

Accounts payable: .9% \ehaseccaechacn aneurin aete otter ited eee Smlemeee5 $ 150,134 

(Nove dUrcvelkc) (ele cera wee qoses Cr omaet Ae ab Soe OOO Tn mbit ota ys 306,587 246,289 

Deferred, lease: creditSixce wiawcaca Soke ae embodies cea iec: nee uate 41,538 43,597 

Incomeitaxesipayvablel ves <acnve creer ciee aie iele ce ew trent etenererestevaaa 73,491 GIS O2 

otal cunrentuliabiltiGs say aacseeae erence eh neice te eca tee toner memens a ceae 558,851 449,372 

Long-term liabilities 

Deferred income taxesSin sae cm chew neeoaeiatatiiehe cecuee scam aun SiS WSIS) 47,142 

Deferred leaSerCreditS. asc c,ctererentscudewemes nieites sat Cletincsaie csc sunie oh Gero ane 192,619 212,052 

Longetenm debtee cays a. cine, setribeeeanarieuc ety bes as ssbapra rise fel cpasecaunas cite 68,566 71,213 

OthemliabiliticSee ewe; woes qancne anes aieke Peach wa ant ate 203,567 214,170 

Totallong-tenmiliabilitioS: semmmeisus stricta a nneemte reset oieen es sews eewcren fe 498,267 544,577 

Stockholders’ equity: 

Class A common stock—$0.01 par value: 150,000 shares 

authorized and 103,300 shares issued at each of January 29, 

20 Idzand Mantlary:GOR20 1Oie cryin eter aes euler Weinh cr apmcee on-air 1,033 1,033 

Raidzinvcapitalis < =< ccd Peace teehee Par ere eter ctr 349,258 339,453 

RetainedeanminQS tact oon seceeqhestontege era ra chanthe ch oan cues ei tie abl omen eteet eeree DAUA HT 2,183,690 

Accumulated other comprehensive loss, net of tax...............-. (6,516) (8,973) 

Treasury stock, at average cost 16,054 and 15,314 

shares at January 29, 2011, and January 30, 2010, respectively..... (725,308) (687,286) 

Total stockholders *equity e= ac run se eis argc ere ci es 1,890,784 1,827,917 

Total liabilities and stockholders’ equity...............00220 essen $2,947,902 $2,821,866 

a. Forecast Abercrombie & Fitch’s fiscal 2012 income statement and balance sheet using the 

following relations (assume ‘no change’ for accounts not listed). Assume all capital expenditures 

are purchases of property and equipment. 

Netisalesrgrowithi.) .i...a7neresrs teeta a erctala ec oo see By hee cea eMC aIe eRe vot Sree ree 10% 

Costofgoods:sold/Netisalesimemaueaercenta ct corsa ira ea CTS Ree Ener en eee 36.20% 

SHOES ENG) CISMMOUTION OVOSMSOINGUSEIGS, cooencwocl soe uses odonobesueedo eden ce 45.80% 

Marketing, general and administrative expense/Net sales ..............22.0.0-000s 11.60% 

Otheroperatingincomestinetteerwe.crreeiae aa estan ccc ecRen ara teae everett ee $10,056 
Interest'expensexincome)nettren.c anastasia ce oa hectare td aon eae oats ae nae ae $3,362 

Tax expense from continuing operations (% of pretax income)...................... 34.30% 

Net loss from discontinued operations (net of taxes)......................2.+++-ee $0 

Cashcandkegtivalents/NetSalesman 5 jsscteciiere Jauecietets stealer Sieeteeirci 0-Ny ah acai ees 23.8% 

Receivables/Net:Sales Hearsay the 59 USM hey AAs ean ee ten Mea Ry ee eee 2340 

InVentories/Net:SalOs iin cilia sic, guaieg Mola tOns 0) aliccacatelietlo chee mie a gee CI Ree rece eee 11.1% 

Deferred incore:taxes/NO SAIS sey .nens cucuscreus ieuara hae asic syeneoleeme ices ae ee ae ee ee 1.7% 

Othereurrentassets/Net*Salesmmmen «asic cist ec cestorete: cont ane ies cece rat ec eee 2.3% 

Othemassels/Netisalesy. cc:1t aniscccncyers esis eriseee Ueker s ceerorane: Come atOre on nn aa ene 7.6% 

Accounts payable/INGt SaleSitscvevc, sPayraruseial se rons cere teaches riences eet at ere eae 4.0% 

Accruedexpenses/ Net Salesyaxicracy cate cust crahecdicsoc Mibwkon OT RS CeO Ee eee 8.8% 

Deterred lease:creditS/NOtiSales ainsi tecnctv-cn cts aaccene cae are tencueue heen treet ee ee re 1.2% 

Incometaxes: payablel(CoitaxsexPenSe) merase nei ene ierer inant rennet ane 93.9% 

Deferrediincome:taxes/Net SaleSmruss cesses i ratencie sk ce er tiat aie tien een 1.0% 

Deferred leasercredits/NotiSalos taenern seers crane eiere nent reenter th ns 5.6% 

Capitaliexpenditliresi (Yo OfiSales)\ye-aevere erence riety ae creek nen ene et eerie =n ee 46% 
Di=Jeltelerelileynl ovlamMolnr4cuilOe owes none goon cunadobavcenoonsbobasecuccabonouwaar $229,153 
Dividends (YoaNetlimComnie)ieras--cycesucrererccenee crew eee ier ice cuseer at nee ene eee eee 41.0% 
CUTE NWO AES CH OMe WENIMNCIN .ocoancocancvauvevseodbnnmsnnaanenawanewews $0 

b. What does the forecasted adjustment to balance the accounting equation from part a reveal to us 
about the forecasted financing needs of the company? Explain. 
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El1-19. Forecasting the Statement of Cash Flows (1.04) 

Refer to the Abercrombie & Fitch financial information in Exercise 11-18. Prepare a forecast of fiscal | Abercrombie & Fitch 

2012 statement of cash flows. ANE) 

E11-20. Analyzing, Forecasting, and Interpreting Both Income Statement and Balance Sheet (1.02. 2) (/) 

Following are the income statements and balance sheets of Best Buy Co., Inc. 
;: Best Buy Co., Inc. 

oe nonce a (BBY) 
oe oe 2 February oe February February 

Income Statement, Fiscal Years Ended ($ millions) 26,2011 = 27,2010 += 28, 2009 © 

PSN AS (ALU Lon aueael syrdaucers APE Sac a nahi a Hace aigin ea eee en Ane aeat Pa wee me a $50,272 $49,694 $45,015 

COSWORGOOUSISOId Srrepar pie ren irene nen pant ent gern de eve 37,611 37,534 34,017 

RESUS MAC) CENCES—COS Oi Ceres Solel, .odsnnoconconnuenosonner 24 —_— — 

CTOSS| DIO filer ase ser ee rt et i ee Rear uted at et 12,637 12,160 10,998 

Selling, general and administrative expenses ................-00005- 10,325 9,873 8,984 

RESIFUCTULNG Charges mere tunree ae or eeeaties ah een eee ee ne 198 52 78 

Goodwillfahditradename impairment. 4222.0 .008+ 00.05 eens nee. — — 66 

OHEAaliNGIMCOMS etn ceret ees cere eee Ne eer oar ai co) es enna elem aheg 2,114 2,235 1,870 

Other income (expense) 

\aiesinnvetare intevoinnerelmebouiiletes cana cntncabonedonone oaawans cowan 51 54 35 

Investmentiinpal imei tegen einis stares tun anak ah aieye etree = = (111) 

INtCTeSWEXDCNSE ewe a aw sce hae ana etitn ae Aducas orice mamenitere gs (87) (94) (94) 

Earnings before income tax expense and equity in income of affiliates . . . 2,078 2,195 1,700 

InCOMetaceX DCNSCm weer. carte en ee oe een cece crete et nani nreaA re 714 802 674 

EQuITYAInRINCOMme ofaTniliatestmrmrasns cosmetic erne a rote 2 1 hi 

Net earnings including noncontrolling interests...................05. 1,366 1,394 1,033 

Net earnings attributable to noncontrolling interests.................. (89) (77) (30) 

Net earnings attributable to Best Buy Co., Inc... 0.0.0.0... 02. e eee ee GS TET Silesia $ 1,003 

7 : re 
Balance Sheet ($ millions, except per share and share amounts) _ e201 ar e0t0 C- 

Assets 

Gashrandicashnvequivalents sass sven ele cement rear G3 18} $ 1,826 

ShortetenmiulnVvesttmentSwrcs sews eawordensieis eens eicttna mae ee cee ere 22 90 

RECEWABI OS tee a ecaerre char clio ciatn 7e) RCted setnerictie mele ran ah orn cel ant aet orteatinn section es 2,348 2,020 

MetchandisesimventonieSsaaciere aci~ cic vhost a oebcday casas ties sin ersten tines 5,897 5,486 

OME CUITON TASS Serer rarer ta ceges caorecereistacs ae eur en ara-crapaieeieect ars sionals __1,103 ey iad 

NOtalCUMen tT aSSEtSine sete cree eile ie Laicccekenveuenretere et eee 10,473 10,566 

Rrepentyzand equipments arat ra ctanierey-kerucnverelarn choy sistas or telcos oe 

Fan ctanci buildin oSteenaccieenawetctertora cesses ovnusyem erieuamruin taccsuere © 766 TASTE 

easenoldiimprovementS nas cece oo fae oti aels < Sle sicher 2,318 2,154 

Fixturestancequipment Aaaaerec: acters sto ctaremin cc cetisiats stein weanidte tae 4,701 4,447 

PropentyaunedemcapitalilGaSClyerpyse ate ralrsaratial ete oteel Mtetotja) ote -1e) atcer eucite ate 120 8s 

7,905 7,453 

Hesstaccumulated de pneciatlOmimpasers civicksere sieges cient ei ate mare ice __ 4,082 __ 3,383 

Net Dro mentyzan rec CUP ITSM tyeteenmctesteserta sis ayy os cis) ena nts ss aiedenaley 3,823 4,070 

Goodwill ae eee arte asda n ok en hasta ngs ore dae 2,454 2,452 

KAGONAINCS AliClaaaeetittan enti cc aie oer Ra Meats Ee eens 133 159 

ClstomenrelationShiOSemetaesae aes aed wate aces He Gale mas 203 279 

EGUItVANGIOthelginVieSthmemntSceser arr teacts cera a al-vers tecteieans caer 328 324 

@therwaSsets vara y Weer Pee ere emer c cary ceomey ch hina 9 cai Genet, & oR RRR Chee 435 452 

TOA ASS Cts aeneee eee tn rts Sen ey a ee ere, oa rieee ttt tenes eee $17,849 $18,302 

continued 
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Liabilities and equity 

ACCOUNTS Payable A.engar seu sacra eer a are cert eh cnr erie $ 4,894 
Unredeemed{aifticardiliabilitios Smpse eieseneetcisr clue ten iotenen enero ls 474 

Accrued compensation and related expenses. ..........-.000eeeeeeee 570 

Accrued sliabilitiestargs so rset eer asm aes oredr ove boc) eeeshne silicate tomtcnarate 1,471 

AGChUECIINCOME AXES) sive acting 0 wane hence cuen aru ieee accciteaedeReloeiekaehe Rens 256 

Short-term debt. ter iatece ceed sr aiib ays Wicca mee AG elelsene abana a S5y7/ 

Cumentponion oflong=ternGeCOtierrcie series asia ee nenen elses 441 

TotalicuirmentliabilitiosS a. <qiacwscrts tehechsnekd aie uel ie fetes tet hee omar Reheat eeete 8,663 

Fong-ternmiliabiitieSeens.) neque hemes eacie ete = oe Mt ael menc hel ee ert eh ence 1,183 

LONG-tennmldeb lt c.cave ect he ices cecil ahah eNO tel eee eek Niaed ase A Terme meen Hid 

Equity 

Best Buy Co., Inc. shareholders’ equity 

Preferred stock, $1.00 par value: Authorized—400,000 

SharesuisSued anc OutstamGinG MO MC emit teletietelels eter cient neti = 

Common stock, $0.10 par value: Authorized—1.0 billion 

shares; Issued and outstanding—392,590,000 

and 418,815,000 shares, respectively...................-++-+0-- 39 

Additionalipaid-inicapitalleaerercr a eric racks ee cieiei icra a terete 18 

Retained: earningS sents crac rece ie et ace Pe tea ronnie tee 6,372 

Accumulated other comprehensive income...................++-- 173 

Total Best Buy Co., Inc. shareholders’ equity....................05- 6,602 

Noncontrollingiinterestsieme: eres ntct rs tieect tet mPa acetate tee see reer e ee 690 

Wedel Cla Wa cocaneins enon Geceor arbi crencr Seen rece eC SCRA TS eT BENTO coinae rere a 7,292 

Weval| ele ies elnle) SneVElNee Cie? CCU cos ccoconpaauonnousdrenonnue $17,849 

42 

441 

Sy ifSMi 

40 

6,320 

644 

6,964 

$18,302 

a. Forecast Best Buy’s fiscal 2012 income statement and balance sheet using the following relations 

(assume ‘no change’ for accounts not listed). Assume that all capital expenditures are purchases of 

property and equipment. 

Revenue growth......... 

Costof, goods sold/Revemueierciss-..-1seseisiocusee cheicl croton cere neyct neonate 

Restiucturingienargesi COS Ol OOCSiSO IC mene rsr tele ieee tease ae 

Selling, general and administrative expenses/Revenue..............0..e eee eee eee 

Restructuring charges .... 

Goodwilitancitrad ehanne inPaikime titers: ietena steienatorereienener ster neiea rere tere a cea ee ea 

Investmentincome: amc Othetarnsarya icra sechaisvectatateecisTspeict rr aroha iia een ene 

Investment impairment... . 

Interest expense......... 

Income tax expense/Pretax 

Equity in income of affiliates 

ICONS) ca cvieas csecaone sere ames caciee eat oe Soars tn eee 

Net earnings attributable to noncontrolling interests/Net earnings including 
noncontrolling interests . 

Cashrancicasnequivalemts/ even turn cntrisnen tei ietelciet ai arnete nen aia 

Receivables/Revenue..... 

CAPEX (Increase in gross Property and equipment)/Revenue.................---0-. 

Goodwill aneaee aes 

continued 
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IACCOUMES: DaVaDIe/REVENUC me tents mate seasaent ee Ain acters 4.1. ce ea ane eg ane 9.7% 

Winiesteleeiinlecel ohne Ceti) IVONTWESARENGIMUIES 0.60 oo boo cssussoasanbbcbmonnogcteuseae 0.9% 

Accrued compensation and related expenses/Revenue............. 0.0 c eee ee eee 1.1% 

ACCruUCGHAaDIlIteES/REVENUC we ei mR ene cotta dc pCaiae cuore irae eye kai 1 ne aC 2.9% 

ACCKHUECinconne: taxes/REVENUCw ee ney acre rae trim icesgucal acces 6c Caer itee Re ae Pera ae 0.5% 

EOUG-TekiiulabilitieSzrmecesr eset ytteatenre tae Meee rem aa Meer ca | uch” ee Se eee Soak ite Pen ee no chg 

NOM COntOIMG IMTENEStS a arserneace warepr tients crete Cte RCH Lae ccna els We vara ee tit eer ae ean . 

Gapitaleexpenditures/RevenUGaum: teristic eta tse eer acne: cohen ae een meres 1 

DS ORSc Enero WEB CKOSS RPE coe cc cneosobeduasebonodogueacunocdvontsooe 12.0% 

Amortization/Prior year intangible asset balance. ........... 00. c cece eee eee ee 18.7% 

Dividends/NevincOMe Sramcn sateen Ok Ras car Ey oe 2 & Ae eneee eee 18.6% 

(LCOYMe Putin) Celok [OEM TAMEIMES Keitel MSC BONG. 5 o-oo ncn ononooceaoneasobeas pone $37 

* Increase by net income attributable to noncontrolling interests and assume no dividends 

b. What does the forecasted adjustment to balance the accounting equation from part a reveal to us 

about the forecasted financing needs of the company? Explain. 

E11-21. Forecasting the Statement of Cash Flows (04) (/) 

Refer to the Best Buy Co., Inc., financial information from Exercise 11-20. Prepare a forecast of its 
: : ane : Best Buy Co., Inc. 

fiscal year 2012 statement of cash flows. (Hint: Use net income before noncontrolling interests to begin (BBY) 

the statement of cash flows.) 

E11-22. Analyzing, Forecasting, and Interpreting Income Statement and Balance Sheet (02, 3) /) 

Following are the income statements and balance sheets of General Mills, Inc. ; 
General Mills, Inc. 

(GIS) 

inseme Statement, Fiscal YearsEfded = 

{in millions except per share data) = May 29, 2011 May 30,2010 May 31, 2009 
NetiSal St wrnterct see 1 tacit ieiciairctel eat, esas, Srauen ve Resiepateeaniaeeraukinee, cases $14,880.2 $14,635.6 $14,555.8 

COSHOTSAl SS eee sites a ee er orice ricer net, sions city tise 8,926.7 8,835.4 9,380.9 

Selling, general and administrative expenses ...................... 3,192.0 3,162.7 2,893.2 

Divestitures:(Gain)Pneter-ranccmr yay eck rere see mer exes, es (17.4) — (84.9) 

Restructuring, impairment, and other exit costs .................... 4.4 31.4 41.6 

Operating proliteset rn ee e ue nein cies ormnintath nea ee ee aces © 2,774.5 2,606.1 2,325.0 

INtErEST Meter eee ten Ce tem ew a Retail oct ere ge eee nord Reels eens 346.3 401.6 382.8 

Earnings before income taxes and after-tax earnings from joint ventures. . . 2,428.2 2,204.5 1,942.2 

Income:taxcsireereicer o oine Pee aantee oO em Rteo erature Wek ameiaee ¢ Ned UNE 720.4 

After-tax earnings from joint ventures ..... 6.2... 5 cece cence ete eee 96.4 101.7 Sieg 

Net earnings, including earnings attributable to noncontrolling interests .. . 1,803.5 1,535.0 1,313.7 

Net earnings attributable to noncontrolling interests................... 5.2 4.5 9.3 

Net earnings attributable to General Mills ................-0.-02-0005 $ 1,798.3 8 1 S808 $ 1,304.4 

Balance Sheet (In millions) May 29, 2011 May 30, 2010 

Assets 

GashrandeashhequivalentSwemrermeeeicmne nie erie cee ae cis see $ 619.6 Sy yey 

RECCIVaDIOS ween ret eM rt Gane crate etre Mae ees ah tre Mana i lo2ee 1,041.6 

MV OMtON CS eee te a nuk Geter an Ais Marae eararse dae arae aes amie e 1,609.3 1,344.0 

PetonecaincOMmMe taxes ernuaciters writen secs eers alata Ahram ne oe 21.3 42.7 

Prepaid expenses and other current assets. ..................... 483.5 378.5 

otalieuirrent ASSCLS eames ne sus steers sass arate ater st ayicteie, o actos 3,902.0 3,480.0 

Landa buldingsanclequipimentensremmrrnsatse -sigreci ys ame seal 3,345.9 Sta 

Goodwill Mest ae tines oe ec sme este Gear ahs eee 6,750.8 6,592.8 

Otherintangiblesassetseece sar miie tee caterers es mohishom nae 3, oilasd SEO) 

MTMERASSCISHenttte Cee eters caso aeaee ir oteer a Soest ee amu aya sss Gus 862.5 763.4 

Total ASSCtS Ape ce eked a Dera ike aicsin © Kinin h $18,674.5 $17,678.9 

continued 
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Liabilities and equity 

Accounts payablesc.cs 62k -aeen cele mne > ee ue ce eee nena ener $ 995.1 $ 849.5 

Ctirrentipontion ofong=tenmiyG Slt wrcreneewen ete -enetene eet tenets tetettettshe tena 1,031.3 107.3 

Notesrpayablewsiy a penccmcneeretein aicuntiroe rs cose o erie olen eens leteceran tn Shi S) 1,050.1 

OtherncurrentliabiliticS ae eset rie cheese ries cele ae menerie ee eee MRSZieO 1,762.2 

Wee CURANUIEIIMES . aoece one obaneboounoosehnabgeGoaeosue 305922 She) 

EongztermideDtyaeniscs rae cite vey sie cynic a cori dio tale latenegry ceo DIDACO 5,268.5 

Deferred: InCOMONAXCS accra eye cle cbta cle ele ere iene sta) setietie ne rench a anes 1,127.4 874.6 

Othermliabilitiosteyseee sae aoe ine testes eile ore rneeecamer sere 1130-2 Bi Wshit 

otallliabilitiStve creer tees ti eis ccc eek oon ree rotor 12,062.3 12,030.9 

Stockholders’ equity 

Common stock, 754.6 shares issued, $0.10 par value............ They) 15:9 

/NolelinieiealNoENeEanezlelitalh. agdatonoesins obcne seen buds cpob aad: 1,319.8 1,307.1 

Retained earmingS. csr. ct chspacic-sieyaacned coe oo coach eee 9,191.3 8,122.4 

Common stock in treasury, at cost, shares of 109.8 and 98.1...... (3,210.3) (2,615.2) 

Accumulated other comprehensive loss ..............-++++-+--- (1,010.8) (1,486.9) 

Totaltstockholdersmequitysemames secs aeremias a cieee es en retare ate eer eee 6,365.5 5,402.9 

NoncontrollingiinterestS Sere + aero re ieneeie eiel ce a een renee avatar 246.7 245.1 

LOLA ECHIITY Secon ceeciet since once comer cetptyttcns Corin soette an Rec nee ere eee peat 6,612.2 5,648.0 

Hlotalitiabilitiestangiequity s*rwersectiet ae ete at oe ems reer eae $18,674.5 $17,678.9 

a. Forecast General Mills’ fiscal 2012 income statement and balance sheet using the following 

relations (assume “no change’ for accounts not listed). Assume all capital expenditures are 

purchases of land, buildings and equipment, net, and that depreciation and amortization expense is 

included as part of selling, general and administrative expense ($ millions). 

INGRSaleSQrOW tlh Meee erin te She tolancs crcoete cabin ce ale van ats ocalin oh aotarraw ai teiviedeeehren tr eR REMC Spelecs retiree 5% 

Costiof sales/Netisales. 5). \atixg Wiese artaia tence ote oh aviguaraities hob anw even ecd Re eR pee EE 60.0% 

Selling, general, and administrative expenses/Net sales...............--..-000-- 21.5% 

Divestiture:(Qaim)smetics orc aicostarceaksesete tt ncte ape yond ce sh oh shcery cere ey Sa ern ee $0.0 

Resiruciuningalmpalkmentsanciothellexitic OSES merrier tenet tele anette eee $0.0 

INtSRESESN CL War as arte earache trtomtis eon teree ssi oc cca. eee Me ee $346.3 

Ingometaxes/Pretaxdin COM time rersemuctewaee cost crac chance suane Siete nec ae ae 29.7% 

NIE DO CEIAMINGS Reina (Olme MEMES 65 55sanannecannouougnnoucuacnuudcsunee $96.4 

Net earnings attributable to noncontrolling interests/Net earnings before attribution. . . 0.3% 

Gash/NetiSalest, ages ners: ciscvssret eis zeitensy divicisse es sues.t cos cactocens SG PLES Cnc ee 4.2% 

Receivables/Net SaleSzosn tr -srertrrsus cette tet as cect ca eer nee eae corte eer 7.8% 

InVEeNtOrieS/NEL:SalOS wanwca seers Sone rascad ce yee etercoshs cess ROL c aa ett een ree ee 10.8% 

Deferrediincometaxes/Net SaleSsmuce.as commer src bel aia vsctersi een arene acheter nae eran 0.2% 

Préepaid’expenses'and other currentassets/Net’sales).. . 0. 4..u0. sos cessue eure: 3.2% 

Other intangiblesassetSira sccsctas a ets sive ns coca rte raters eects ote One eke a ren me Oe $0 amortization 

Otherassets/NeiSaleSn at a cusecet near hota oe ice athe CI Ee ence 5.8% 

Accounts: payable/Net Sales ir iercs csr ens, are couse siece state es cuticle eee eae nee 6.7% 

Othencourrent liabilities/Net Salesm qacencvc cisnsvaniessiteta scehierta ict tain re 8.9% 

Current pontionof long-termnicdebtaemraarierts cnc ier) section renee $733.6 

Deferrediincome:taxes/NetSaleS rama car icra seater etcetera ke ian 7.6% 

Other liabilities/Net:sales i wacee scent ate ces cunts arcersten came eat oct Reece renee eee 11.6% 

Noncoritrollingiinterests te Renae ns assis Siere oe Meee ters eeticy Se etre yen eee ae : 

Capitaliexpenditures/NetSalesirra acncueyctaracntrcirecrer neh arora trea ae eee 4.4% 
Deprectation/ Priory cannot PEsren.nrawraexetererecr rk tortor roi ok are eae ee 20.7% 
Bie l=lare CYAN euelplee)gileu nan, rhe Aomiocnind. ott CORE e An och oko ont toes ate 40.6% 
Current maturities of long-term debt in fiscal 2013 ................++...+..+.+.-. $733.6 

“Increase by net income attributable to noncontrolling interests and assume no dividends. 

b. What does the forecasted adjustment to balance the accounting equation from part a reveal to us 
about the forecasted financing needs of the company? Explain. 

E11-23. Forecasting the Statement of Cash Flows (04) 
General Mills, Inc. Refer to the General Mills, Inc., financial information from Exercise 11-22. Forecast General Mills’ 

(GIS) fiscal 2012 statement of cash flows. (Use net income before noncontrolling interests to begin the 
statement of cash flows.) 
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Adjusting the Balance Sheet for Operating Leases (1.01. 2, 2) 

Delta Air Lines reports total net operating assets of $12,130 million, nonoperating liabilities of $11,233 

million, and equity of $897 in its 2010 10-K. Footnotes reveal the existence of operating leases that have 

a present value of $7,088 million (see Module 10 for computations). 

a. What balance sheet adjustment(s) might we consider relating to the leases before we forecast 

financial statements? (Hint: Consider the distinction between operating and nonoperating assets and 

liabilities.) 

b. What income statement adjustment(s) might we consider? (Hint: Reflect on the operating and 

nonoperating distinction for lease-related expenses.) 

E11-25. Adjusting the Balance Sheet for Equity Method Investments (09) 

Abbott Laboratories, Inc., reports its 50% joint venture investment in TAP Pharmaceutical Products 

Inc. using the equity method of accounting in its 2007 10-K. The Abbott balance sheet reports an 

investment balance of $159 million. TAP has total assets of $1,354.2 million, liabilities of $1,036.7 

million, and equity of $317.5 million. Abbott’s investment balance is, thus, equal to its 50% interest in 

TAP’s equity ($317.5 million X 50% = $158.75 million, rounded to $159 million). What adjustment(s) 

might we consider to Abbott’s balance sheet before we forecast its financial statements? (Hint: Consider 

the distinction between operating and nonoperating assets and liabilities.) What risks might Abbott 

Laboratories face that are not revealed on the face of its balance sheet? 

E11-26. Analyzing, Forecasting, and Interpreting Income Statement and Balance Sheet (02, 5) 

Following are the income statement and balance sheet of Whole Foods Market, Inc. 

Income Statement, For Years Ended (in $ 000s) 2010 =. 2009 2008 
Ketel atehs Sty ahh Ra hs naan oe eins hes aay SI Pe aes $9,005,794 $8,031,620 $7,953,912 

Cost of goods sold and occupancy costs............. 5,870,393 PIT ei) 5,247,207 

GrOSSHOFONSempieccan oem ca sthranhmton ince tactics franc AL acai 3,135,401 2,754,310 2,706,705 

Direct StorerexDeNnSeSen ary scsree Sed caer cseneic kent aaees D-SyifSst Ke) 2,145,809 2,107,940 

General and administrative expenses ................ 272,449 243,749 270,428 

Pre-OPENING eXPENSCSa na mus verter ctue ss: nash eavec set eee che 38,044 49,218 55,554 

Relocation, store closures and lease termination costs. . . Le 3151185 36,545 

@peratinginmcome sear myeecdeuse ores taoraat cies ee wenayees ese see 437,975 284,349 236,238 

interestiexDenSewa rman wcmemieiaciene Ae eee tas RO ee (33,048) (36,856) (36,416) 

InvestmentanG other inCOnme acc ciscesusue sista ahaa sears 6,854 3,449 6,697 

Income: before incomei»ltaxesirecani tere onieie ciicl sealer. 411,781 250,942 206,519 

RrOVviSionwOmnconmeniaxeSuararicncua ces rite trade sewer 165,948 104,138 91,995 

NSH Melelitiesa cs enonaseeo eee On Meer an Ae oer Sme245 SSS pal 46: COA memon 4524 

Assets (in $ 000s) 2010 2009 

Assets 

@asihancicash ecuivalentsicass serrns cite ceee ieee cities. eaISEyeie den ietere eae: $ 131,996 $ 430,130 

Short-term investments——available-for-sale SecuritieS .. 2.0... 0... eee eee 329,738 —_ 

ROStHCTCCICAS rere LNA eee eee PER cect ath Lena as eas ebeeays Sea. 86,802 71,023 

AG CODATSEROCCIV AD Ceri vei eens eM atc or orre sue oer sant anatralve tanec reaiteashens we either 133,346 104,731 

MOrRCHANCISCXINVENTON GS ers... ssewewetees ptt s) clio a teiaie tt alcclich olla otasstve. bekel nae easter edn tate 323,487 310,602 

PLeyoHele| Gq ores cine honlnte\r CINE CESANGY ooo one ocdosaanseocodoosncegoees 54,686 Bile Sy 

MEfeLrectinGOMie:taxGSersiscc, ote, 4 wera ek tthe: cae’ auiaics strane toceyy tenius & paid amenisenete 101,464 87,757 

TOCA OUITONLASSOES Se etree as en cnc ames uctrinar eter can same ernte ay cto ammeae etree ike) 1,055,380 

Property and equipment, net of accumulated depreciation and amortization. ..... 1,886,130 1,897,853 

Long-term investments—available-for-sale securities...............-...2-55. 96,146 — 

(EGER st <sBiarstcancn ete Aidt cllonb pe aceon IGE: SaaS ons Dae Rr Sirah ane Mee git arta er ae RARE 665,224 658,254 

Intangible assets, net of accumulated ANMLONUZAOMsmerrrt she eyes ete nece i ee 69,064 73,035 

DELEMCGHNGONIGLAXCS Mew Reni innate te eanit Pamanrenite nei ieinurie gaye «cere wane telus cs le 99,156 91,000 

@thewaSSe tS eae ee ea ee ote ence ee cre cusheubanerans ata arare, arate 9,301 7,866 

TT OTAICASS OLS eRe Rane tere EGE ONIN eG Om es. eh a) Mondpn ea ene $3,986,540 $3,783,388 

continued 

Delta Air Lines (DAL) 

Abbott Laboratories, 

Inc. (ABT) 

TAP Pharmaceutical 

Products Inc. 

@ 
Whole Foods Market, 

Inc. (WEM) 
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Liabilities and Shareholders’ Equity 

Current installments of long-term debt and capital lease obligations............ $ 410 §$ 389 

ACCountsipayablesnmrmiscae tics s mitts ietnants siorerjinisteteyeeesan acne to tun neem wen nae cc 213,212 189,597 

Accrued payroll, bonus and other benefits due team members .........--..--. 244,427 207,983 

Dividendsipayable: sae = npr noes scyerarmnaewearne ten (tee Rararge pee cack pn eae a ek _— 8,217 

OthercurrentliabilitiGS errmbaa inci ter ie avetsontmence teaser cn ae kina 289,823 277,838 

Total current tialilitiestecseescyect i ve < yrs eas a piece vse oe ee ee cores mewe uae eke 747,872 684,024 

Long-term debt and capital lease obligations, less current installments.......... 508,288 738,848 

Deférredileaseiiiabilitics mer ras chweraxtancne museseteotecne eurmadacesarmere thoes eaten pron tueNO TRONS 294,291 250,326 

Other long-term liabilities 2.7. aac-n. aie ocean Rois? Mei ete ie Om eee Onc eRe 62,831 69,262 

‘Total liabiliticsere a neectree es, nee ete ne ete oer cence arr ne eehe, “eeee aeiane 1,613,282 1,742,460 

Series A redeemable preferred stock, $0.01 par value, 425 shares authorized; 

zero and 425 shares issued and outstanding at 2010 and 2009, respectively ..... _ 413,052 

Shareholders’ equity: 

Common stock, no par value, 300,000 shares authorized; 172,033 and 

140,542 shares issued and outstanding at 2010 and 2009, respectively........ 1,773,897 1,283,028 

Accumulated other comprehensive income (lOSS)..........-.0 0+ esse eee eee 791 (13,367) 

Retained earning Sine cntcsstnsma-ctee metas amheriagt asc fear rican nts. tuo aaa uoeanen aan we maacts 598,570 358,215 

Motal:shareholderssequityaewce ceeceeen isco mre tence) ois ttcue coe ir ene eee Na neateeeiememe me tene 2,373,258 1,627,876 

Total liabilities’and| shareholders equity.) seeaa- snes e eee ome ers eee eet sree $3,986,540 $3,783,388 

a. Forecast Whole Foods Market’s 2011 income statement and balance sheet using the following 

relations ($ 000)—assume ‘no change’ for accounts not listed. 

SaleStqrowi iy sy epee fear ate ce ices cs cet ow ee yaks emcee een seh te ara ETE hs Se ae ean ee ee 10.0% 

Costiolgoodsisoldiandiocc tioancyicosis/SaleSmar iene eeniene einen nner 65.2% 

DireCl:StOre:SxDeNnSeS/ SaleSt eercsrsnnoi esas e ear tsere eae Me ee ne een a ein 26.4% 

General and administrative expenses/Sales ............--2-200+-eeecesseeeeees 3.0% 

Rre-Opening exXpemsesioal CSiemrre terse ease tnt te iye pert te Siete ee neat eae 0.4% 

Relocation, store closure and lease termination costs .................2e00000ee $0 

INtGLESTICXDSNS Curae teermeeer at cen orb pen orien secs tera oii: ent Tere eee $(33,048) 

Investmontiandotherminconme:cnewiarsert cer sirnc tte kee mee ye neice eke ieee een ena arene $6,854 

PrOvisiomfomincomertaxes/Pretaxadinc Omeameycestnstarteneteleincrenayeien inet none enna 40.3% 

CashancdicashkequivalettsS/ Sales mem enr iter tienen ain aan ne ee 1.5% 

Restricted (Cas inaiamrns cars: vatcne ss hecrnaec rexctesoveirannis aea em et ete Comer een one ner $86,802 

Accountsireceivable/Saleszavenmimemns ncn tacrenete cise retro t ene eee rete es 1.5% 

Merchandise;inventories/SaleS®rmeuacir cnt -micicnsscenuclnare cicraeic ee teens ieee eee 3.6% 

Prepaid expenses and other current assets/Sales.............. 0.0.0 cc eee eeuees 0.6% 

Deferrectincomestaxest(CUTeMt) zereheenacs te et ctene he ieee Ream renee ner eee ee eee ee $101,464 

Long-term investments—available-for-sale securities....................0-eeeee $96,146 

GOOAWIN Seer rothete o reae ae ean te See ESP Saat Ae Os $665,224 

Intangible assets, net of accumulated amortization............. 0.0000 cece eeeee $69,064 

DE SMSto| NNT EDCS (HOINCMITKEs no oa mood eben n mano mee oesddnrouasbntancaas $99,156 
OtherrasSSets/ Sales ci vacncnisommaryesGins ss eon oie, wiki vacceeme ter Romees ces eee eee eee 0.1% 
Current installments of long-term debt and capital lease obligations............... $410 
Accounts payable/Saless nace ava cis smal nie ein att sate ie etic Rec ee ieee ean 2.4% 
Accrued payroll, bonus and other benefits due team members/Sales .............. 2.7% 
Othercurrentiliabilitles/Salesieecm stew sratetscnerercasraret cron ner enna crn nea 3.2% 
Current maturities of long-term debt and capital lease obligations................. $410 
Deferodsuleaseiliabilitiesitenstemanses sc tocsaceensconce se ucec ne nomen ace ok eee eat RR ee eee $294,291 
Othemongsteniiliasilitios; Sales aasesen itera et tae femn en tie 0.7% 
Senles Aurec cemmableipreferreG Stock ermieiani te inn Rene ca eae cena $0 
COMO HStOCK as eayreus cum cneiieceehe tae oraucrehche ete sc ck a eat eur ce ch ee ee $1,773,897 
Accumulated other comprehensive income (loss)..............0.0cecececucece. $791 
Capitallexpencittuies/PnOmy Cannel: pst tt tt <a ii Stowo 
Depreciation & amortization/Prior year net PPE................................ 14.5% 
Dividenids/NetiinConne aie erpare-cereneys tue sets ote a mtn P ect rR oar O 3.5% 

b. What does the forecasted adjustment to balance the accounting equation from part a reveal to us 
about the forecasted financing needs of the company? 
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E11-27. Forecasting the Statement of Cash Flows (1.04) 

Refer to the Whole Foods Market, Inc., financial information from Exercise 11-26. Prepare a forecast | Whole Foods Market, 

of its fiscal year 2011 statement of cash flows. Inc. (WFM) 

E11-28. Projecting NOPAT and NOA Using Parsimonious Forecasting Method (1.06) 

Following are Intel’s sales, net operating profit after tax (NOPAT), and net operating assets (NOA) for _ Intel (INTC) 

its year ended December 31, 2010 ($ millions). 

SalGS can WU son eep eer srsuamteybanchetin Mi eeree tue sta erat acs 4 reer ORE OEM RRR ts Pea $43,623 

NEV OEVEUING) OTE TE (NOGA) concn cocesccsveo7seb0onuvonvEnOLE 11,250 

Netoperating assets(NOA)mreestiresmtticieinte cerca ate coe ech ae ee 28,652 

Forecast Intel’s sales, NOPAT and NOA for years 2011 through 2014 using the following assumptions: 

aleS GrOWth: Pel Veatvaner wis seepatiee mrkeeey Scan Renae ean gamete areal he yng e aera peers 10% 

NEE Clsrevettino) foxtoty MEN [INNO cocanous cooneauceoestocnonengueoe cu 25% 

Net operating asset turnover (NOAT), based on NOA at December 31, 2010... lds 

E11-29. Projecting NOPAT and NOA Using Parsimonious Forecasting Method (1.05) ‘/) 

Following are 3Ml’s sales, net operating profit after tax (NOPAT), and net operating assets (NOA) for its 
eer 3M Co. (MMM) 

fiscal year ended 2010 ($ millions). 

SaleSmurcrsewren ec cher ner atane ayer dice escarnc eet anegar MEcce reich accom erences eater $26,662 

NewoperatingprofiteattemtaxdNOPAT) pear scien aerate erate eee $ 4,266 

Net operatingsassets, (NOA)s rite sasncuu lepine: acyacesterctfe asians net eevee eeren gs $16,305 

Forecast 3M’s sales, NOPAT and NOA for fiscal years 2011 through 2014 using the following 

assumptions: 

Sales growth per yeati. am scaveta sys s2< tole eretstalston aces euaum ees alata atlarneunasts aeees 15% 

Netroperatingronitnmangima(IN@ RM) iaruamememererpe te tst terest tr apen ate at On vite: 16% 

Net operating asset turnover (NOAT), based on NOA at 2010 fiscal year-end . . 1.6 

PROBLEMS 

P11-30. Forecasting the Income Statement, Balance Sheet, and Statement of Cash Flows (1.02, 3, 4) 

Following are fiscal year financial statements of Oracle Corporation. Oracle Corporation 
(ORCL) 

Consolidated Statements of Operations a 

Year ended May 31 (in millions) — (7 e01L 200s ance 

Revenues 

NeWASOMWAleICONSCS meee noe rym eacntc auiere crreate ee crcecl: CG Ops SS ees) Ss 71128} 

Software license updates and product support...............-. 14,796 13,092 11,754 

SOtWarexnreVeNllGS aera tnc heaves Ose aon slo cashes ere e he eit cae temen te 24,031 20,625 18,877 

HardwaresyStemsi produclSaassaem seine cima serene ee Meme te 4,382 1,506 = 

HardWware:SVSteiiS#SUp PO lteter cet ener tc) tetra iets tetera toate in tty etee Zool 784 — 

Lard WareisVStemiSieVeMUCS ay uecist mien iat ielera eieterste resent 6,944 2,290 — 

SCV ICS Sere eee Se HP EIN ees Varn mcrae yack Moutete iA eid spthoras oe 4,647 3,905 4,375 

TOTAL TEVCMUCSHeRR a teeter iy ce Pa SEES es kc ccetanics, vo mlenencs 35,622 26,820 23,252 

continued 
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Operating expenses 

Salestaind ‘MmarketinGie armas cartier ice te titeas cuatenereMenemeyreronscm-r-yate 6,579 5,080 4,638 

Software license updates and product support................- 1,264 1,063 1,088 

[MECN SVSIIMS (OROCWEIS on canguanesoucgeeonendtadonecns PEI 880 = 

lardWarelsvStemS SUD OOntererenaenien rei cn tents enna aaa 2S) 423 — 

SSviCOS eae toch can Pe a ae MR a evap shoe ce med tar apace ROK OREO MC 3,818 3,398 3,706 

Researchranc) Gev.elOpmentenacnarieiiiens me cue meeette eee ini tele 4,519 6) Bley! 2,/67 

GeMaetrell elatel volando cnsnccccecnanageonas stem amennn 970 911 785 

Amonizationon intanGioleraSSetSmrernria sir lets iclt tte iiste ite nelle ien te 2,428 1,973 WANS 

NGCWISIIOM IGESC! ANCHOUNER ao co ce nocageusanchbanneeeconens 208 154 ale 

ReStructuningsensccrcmimio nm ares iteke stroker eta airmen snemeye eemen are 487 622 lA 

TONE CforeVElINe)| OOEMSES 4 can caunobnoveed enna dtnoodoeone seus 23,589 I TET sxe) 14,931 

Operating InCOMie eerste eertaeay cece ntcs cosa cosmancne eaten emelsetne er 12,033 9,062 8,321 

InterestiexPenSeirsaroce enn nro mame cntomhane wa auege aimewnshan: (808) (754) (630) 

Non-operating income (expense), net..................+-s0-- 186 (65) 143 

Income before provision for income taxes..................-+-. 11,411 8,243 7,834 

PKOVISIONMORINC OMe taxes qari teenies Rie cea ichn oesnamene torent: 2,864 2,108 2,241 

Neb inG Ome tastier: eat resaa hy at eee cesar ne geo peel rau ite aaaree GS Bye Sees s Soe 

oo onsolidated Balance Sheets : 

May 31 (in millions, except per share data) 2011 2010 
Assets 

Gashrandic ashrequivalentSarerteacn itive ta teases ket kia siete ee eh nha meres $16,163 $9,914 

Marketablesseeuritios teristic eetc te meee het te rey Steak ee ee ae nae 12,685 8,555 

Trade receivables, net of allowances for doubtful accounts of $372 and $305 

AS ii Mew Sl, ZO eine) ZOO, WESOSCHEN sao conc ngocucensseuosceunuocs 6,628 5,585 

INVETILONIOS Bert cme tiaeu errs caer retata tsuane veh sre chee hens ene Rca: xi senate cocmaiey ene seemed nis Ree 303 259 

DefenreditaxctasSelStns oe meee mle ee erect ttcrig oe re eee oe Arcee dan eho Ge aaah aes 1,189 1,159 

Prepaid expenses and other currentassets. ............--:..+-.4-.---4-- 2,206 EDO2 

LOPAG UKEMI ASS CLS surat tedeenea kt wey a een et enue hoc ae eer wee ot ear 39,174 27,004 

Non-current assets 

PURO) OEIGY, [OEVal GIClEOUOMNMEME, EM occ woudcnd@nvooetorouuaeéuuoocueuuce 2,857 2,763 

IntangiplerasSSctSmnelmeaeaers tearm tareok gaits ie are Reese ee ea ea en eee 7,860 9,321 

GO.O CLWiilll Per Nip tertet MOR ent se Arcata past cat cp os Gata tauramcirantinte onl Nee eae Re 21,508 20,425 

Deferred tancass ets waren reer ices, cre acecuea cic we ce cutee eRe ae Ce ee 1,076 1,267 

OUSMASSSTS HR Wem rat LM veel eeu ce Pea eee attotay he ee ines sitsaray saan hy Saracen eee OWS 798 

‘Totalinon=CurentiaSSetsS aac. a erence urtars teeetemriawcycie Gime eer eee ee cee ee 34,361 34,574 

TOLARASSCISH: awe AeA ec a SN ooh « uORNR hg ote ao ace eee $73,535 $61,578 

Liabilities and equity 

Notes payable, current and other current borrowings..................... $1,150 $3,145 

ACCOUNTS Payable: Mionc anaarasuternein euch caccreacnere the cues ane ncn neces 701 es 

ACCKHUEAICOMpPeHSationl ama inelatechDSmMe4litSymnerere nm sie siencrcs snes ele sensieneneinen: 2,320 1,895 

DefemednEVENUes cetcre ccc static e reieemcme teil thence itr an Cece mete Ren ee ee 6,802 5,900 

OthercunrentillabilttiGSeicersa eet eee ceetcaterncen etter e eacpe ee een ee nnn ae 3,219 2,976 

FOtalGurrentillat lithe ay eye aiew tea wake aot rc mae a comet tee ne ee 14,192 14,691 

Non-current liabilities 

Notes payable and other non-current borrowings.....................+:. 14,772 1A on0 

INCOMetaAXeSiDaVADIOM err enmtenserdt prance cose inn tenets mrugsicarsenee cis ase ee ee 3,169 2,695 

Deferred tar NADiUIteS Myc, sv otcuun ataereee & cusieedearacie cae Sensca career = ce eRe a 59 424 

@uaeline neue OIE. so ono gbono ce oo bac onnopeeepoanusoepuoneoems 1,098 1,059 

TOE ROMNHCUMEMAIE MES icc oo nncan come oo sono baa kaaduaudenoueenod at 19,098 15,688 

continued 
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Oracle Corporation stockholders’ equity 

Preferred stock, $0.01 par value—authorized: 1.0 shares; outstanding: none = = 

Common stock, $0.01 par value and additional paid in capital—authorized: 

11,000 shares; outstanding: 5,068 shares and 5,026 shares as of 

MEW Sil, ZO! Elnvel AON), Wel eeMEWe.o oo coc nos waubomdgouoonenoocaue 16,653 14,648 

Retainedcearningsmacaaen termi are eh ar Seen ance ate Tuna eevee pene 22,581 16,146 

Accumulated other comprehensive income............-...0eeeeeeeeeeee 542 4 

Total Oracle Corporation stockholders’ equity..............0..0e00 ee eeee 39,776 30,798 

Noncontrollingsinterests aes veces ser armor sia k Senn Seen cr eee 469 401 

STOUAIGCUITYcre repeated el oeerte tare Perce scala we Ses tecA ne onl GATS Ul h ks ed by noel nds ie arama 40,245 31,199 

Totalhabilities:and equity kia sermon mim maieee ets ee 2 ee ne akan meee rete aes $73,535 $61,578 

Required 

Forecast Oracle’s fiscal 2012 income statement, balance sheet, and statement of cash flows; round 

forecasts to $ millions. Hint: We forecast total revenues by projecting a continuation of year-over-year 

percentage growth rates for each revenue category that Oracle includes in its income statement (rounded 

to the nearest whole percent). (Note: Oracle’s long-term debt footnote reports that current maturities of 

long-term debt are $1,250 million for May 2012; Oracle includes the current maturities with “Notes 

payable, current and other current borrowings” on its balance sheet. Oracle reports capital expenditures 

of $450 million, dividends of $1,061 million, depreciation of $368 million, which it includes in G&A 

expense, and amortization of $2,428 million, which it reports separately. Identify all financial statement 

relations estimated and assumptions made; estimate forecasted income statement relations to 1 decimal 

(assume no change for: interest expense, nonoperating income, deferred tax assets and liabilities, 

goodwill, noncontrolling interest, common stock, and accumulated other comprehensive income). What 

do the forecasts imply about the financing needs of Oracle? 

P11-31. Forecasting the Income Statement, Balance Sheet, and Statement of Cash Flows (.©2, 3, 4) (vy) 

Following are the financial statements of Nike, Inc. ; 
: Nike, Inc. (NKE) 

VearendedMay31(inmillions) = NT, Ss 00-20; 

REVENUCSesetn eee Ree tT rere eer oa Re ca Mecir ceca ke uenrascee $20,862 $19,014 $19,176 

COSKORSAICS Matas eles crates eam ne lating one aca aemtede sae 11,354 10,214 10,572 

GrOSSHMaNGIMicactrr ar seuey sega carers oeyer ete is eben cdateretc ss sence. oy chetay 9,508 8,800 8,604 

DemanciCreatiomexDenSe sia ae nce iis ay een coperay-acrctecroncusueisp stare 2,448 2,356 2VSO2. 

Operating) overhead! expense sects | piceters cners users aesg= 2 ste ys 4,245 3,970 3,798 

Total selling and administrative expense ....................-. 6,693 6,326 6,150 

RESHUCTUTING!ChanGeS tins extent eto tetenenarer- FAIMy tate ett tere. oted = == 195 

Goodwillhimpalriment stereaeke oe. tats ae cheaters wbaratel stash drago inant tare —_ _— 199 

Intangible and other asset impairment..........5.....2..5-55- — = 202 

Interest expenseilinCOme) Nel tpn we aeyawrnle atoleeissaciatsee « stepnr el: a 6 (10) 

Other(inCOmle) Met pereenny strc stay tenons nichts Seared kepeawiers) ile teteriaicyreh sac (33) (49) (89) 

Income beforelIhcOmestaxGSuas-crateists ner a ceeiere etic cereal i eheneey ota 2,844 PA Syl Tf 1,957 

COME AXCS ee rain oaeeswene arte eraceds simraneis eae ered wiishate, <¢aketahe uel agenes 711 610 470 

NSTC OT Oat e tee ea Sa re etre eo Stave esre eusras antes sss Cogomietoea & Sk SS iSor Gir 
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- Consolidated Balance She 
y31(inmillions) = 

Assets 

Cashiand equivalents): cares arcan caniaers cic ck cn ns ciey ak ice ae arene $ 1,955 $ 3,079 

Short-terimsinVvestmMentSs: enhancer aeeolel cece eeers ait ne aaiei Stes ea eee 2,583 2,067 

ACCOUNTS TECEIVADIGs Met amr chercac tie cease ereral iis! setenv sectrene einen tka mene 3,138 2,650 

HVEMLOMGS i asec ascuk sas cler Si evar ecco colnet G chal Siete acu s a ee eel 2,715 2,041 

Deferrediinc ome: taxesicnara «stra ortccuc crete oe ceessee area nial vay eeeeaena ia ceUan meme iamctente 312 249 

Prepaid expenses and other current assetS............. 000 c eee eee eee 594 873 

OtalCurreNntiaSSetSirwacten eter. s.cke eo ces steceteeceri tian nile one © oer cree fetes Renae cere 11,297 10,959 

Propentyaplant:anGieculmomeiita me tiem eesyes tatters tet eelneee oneieter aie ieaeetr ne PANE 1,932 

Identifiabletintangiblevassetssimetcememncr-rtar tela ci etatne) eee eins oneness eee 487 467 

GOOdWilSsee cecumrsjies siatras etc seta naa Beaters eae RAs a ae set Sees ee meen 205 188 

Deferred income taxes and otherassetsis...s-a0-.2ase82s ects vse eee 894 873 

TOLAlASSCTSeeeemte math eeee eee rea tena STA EanE® ctl ade Oe geUN, Src nee tees cae $14,998 $14,419 

Liabilities and shareholders’ equity 

Culnrent oontionr@r loneaieninellell a. scoscncscovosocuouesoononususvasoce SS ZO § 7 

Notes Payable sarksyc sists nts muses erie eho acs lar ectngar via ce tices ena Gotan a aayte cour euetinuars 187 139 

ACCOUNTS Payal ven sciere: cereus cee a) a elemnitts coe ernest c Soh yoke Nee sae eae gee te ae 1,469 ie 200 

ACCHUCO liabiliticStmemrc a rssreeme acaerecrts trek enas heey c menor s (Comoran ceases ren arene arene nes 1,985 1,904 

income’taxes payables ame mrss tes emma omit cet: <a eer eer serncnegera ats uve 59 

otalicurrentalabilities sey a teesyss chee ease areienarr nS an on eel ee 3,958 3,364 

Eong=tenmidebte se eercn ce terseetrer mis here sista wen set ens Sele ue metas ate amie meee 276 446 

Deferred income taxes and other liabilities .........................---. 921 855 

Redeemable PreferreciStockw aicitcnce ster. cosy heskeer- Ge eee eae oe nc p eres = — 

Shareholders’ equity 

Common stock at stated value 

Class A convertible — 90 and 90 shares outstanding..................... = — 

ClassiB) —Sorandim 94 shares OULStamGiMG|imaeree eee eaeta aie ete ener 3 3 

Capitaliinsexcess, ol, Stated ivalllcmeweenaritrcmter nite teat ener ne a eee 3,944 3,441 

Accumulated other comprehensive income. ........................005: 95 215 

RetaineG eannind Seer cesses uietickers ic chance enema ce ecccd ewer Neen ar aaa © a 5,801 6,095 

‘jotal: shareholders Pequity stacy ccctetersvtine-c e sraee cose eater tanto acre ee ae 9,843 9,754 

Totaliiiabiltiesrancisheareholdersmequityersenasisrnie snarl i sienna snnenene $14,998 $14,419 

Required 

Forecast Nike’s fiscal year 2012 income statement, balance sheet, and statement of cash flows. Round 

the revenue growth rate to the nearest whole percent, and round forecasts to $ millions. Identify all 

financial statement relations estimated and assumptions made; estimate forecasted income statement 

relations to | decimal (assume no change for: other expense or income, interest expense, common stock, 

capital in excess of stated value, and accumulated other comprehensive income). For fiscal 2011, capital 
expenditures are $432 million, depreciation expense is $335 million, amortization is $23 million, and 
dividends are $555 million. Footnotes reveal that the current portion on long-term debt due in 2013 is 
$48 million. What do the forecasts imply about Nike’s financing needs for the upcoming year? 
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P11-32. Forecasting the Income Statement, Balance Sheet, and Statement of Cash Flows (02, 2. 4) 

Following are the financial statements of Home Depot, Inc. 

Amounts in millions, except per share data = 80,2011 81,2010 1, 2009 
INGIUSEISS a acta wrmnr tte at ucetn te CAs cy ehcp Prat Mopevch etd a saat ta ey Nes See ornate nde $67,997 $66,176 $71,288 

COSWORSAICS aR iya <r tas tite en eat tet pice aaa ene ath egmeeiaeee eeae 44,693 43,764 47,298 

KOSS DIOL IE apaepe yen tees tron ate yh ABC GS Syuaiceh le pee FAS ety Neat hg Mat PER ERE 23,304 22,412 23,990 

Operating expenses 

Sling} Ctemvertell Clavel ere liwMSUMIME. onc bac onoaconcnndeucocveunuoucace 15,849 15,902 17,846 

Depreciationsanchkamonizationniaecke: tevaeiacnateiemea cite tne teen te renee: 1,616 le AON | 7hat5) 

slotalfoperatingiexPeNSCS mer erin et same woet nee ere pte eh eee Uc etone tnara eeee 17,465 17,609 19,631 

ODSrATINGPMCONIG tere Are etn eet ad ph Ar i interee vn ton ie stony nee 5,839 4,803 4,359 

Interest and other (income) expense 

iInterestandiinvestmentinCOme samrenyaceimir ci owas cele emcee ene e (15) (18) (18) 

InterestexPenSewaeuscressc cao acter oer Take snaharctonnet ea ae Mt eae eee hina 530 676 624 

QUE: is cps ee Ce ee ence res aO U Pe ee EN ar A aie recat a eas 51 163 163 

INtereStanclOtherymete ween tarem mera span sat ee ePa reheat pp a ee. oy eeu or oh econ PE EIN 566 821 769 

Earnings from continuing operations before provision for income taxes...... 5,273 3,982 3,590 

BLOMISIOMmOlInC OMG AX CS seynreeiae ta newe ens micweere twee enrees Miran ears nich rene tetane 1,935 1,362 1,278 

Eatiningsuroml CoOntunuimgroperation Semmes sare etrieea eres sani = arcs snemte 3,338 2,620 2,32 

Earnings (loss) from discontinued operations, net of tax.................. — 4 (52) 

INGICANIINGS Meneses ren een aceeee eee crict ote ecaiacia chases one cata ett, sagen Sterner & GS 86s G Bee $ 2,260 

| Consolidated Balance Sheets _ ) 
| rr January January — 

_Amounts in millions, except share and per share data eae = Se (30,2011 = 31, 2010 = 

Assets 

GashrancucasMmieguivalentSke scm: ohare yates ce ees ie eet rn Ana attsclcycRenaain $ 545 CS Cl 

RECCIVADISS aI Ctepeema nena ae meta mes rete clears her nas cacao ve a eiyl ar Siace, Pest ove parile. wiagaa tye 1,085 964 

MerchandiseiinventOreswer. puuwircs scrapers Mnrmerrnr trac rent cictaescrets ti caia. ces 10,625 10,188 

OthegctinentiaSSetSwer ete rites trachea asks iy ote cu c\aeM rn oo aeeaaie Lane 1,224 1 Se 

FOTAIRCUIMEMEASSCTS: Sewer wc tensin easier fs ieceicliny 028d noisy aes ee tae ted Se aerated edaphic as fey s _ 13,479 _ 13,900 

Property and equipment, at cost: 

SFE AVE lic, c-cien Ges okey PCRS EL BS ET ERE CIO) Oa EROS Te RO Tt OR en ee ere 8,497 8,451 

BUCIMOSmeRnerece rg er tee rare cite rar kote ote tira ran Rete athens chem wvehsyeagane Clete ak: 17,606 17,391 

FeUinin tthe sfixtlinessal Ge CUiOmmeln taesemwenee nc cuetcuetstelere etre irate te < tensile etee ey Menino ney seared 9,687 9,091 

HoaseholclimprovementSien. c cess -. dete tustedeie cae ot sc cpermcrentnatencoes: sex) avdsiaseiansnawetler at eweuess 1 ei7es) ieese 

GOMSihUCHOM IM POGNESS meee ccna eae otetey a sic ta tateeNoue) sheioral oneiss oper sumer ais sir Paneth ver aryer sae 654 525 

CHSHMEERES co do PL Se ee boa oo ooC Ne CUM timo tboomon Op Unonamomonb anos 568 504 

38,385 37,345 

esstaccumulated’depreciationvand) amortization). = 25s). 0 6 0 = = «ety ere anele (alee ere TN ehey3s) lidero5 

NE fares IRAyENCI@C WIEN so van cnécogonarasn sos ouonnansscuUuna ben nano 25,060 25,550 

NOLESITOCOIVAD IG Nemteetee Cnet Ie airs roe eu ence carer creater acre icici attr es arte atepaeswecieys cues 139 33 

GOO Will Seren ae eos ce oete ney ee mare ecto, onthe: cin yetinte Eran sTONeL ea oa 1,187 (eal7a 

Qu SPEISEAIGL, oscetenned natn 8 oo. Ocal Br ce Soe DER Cn Cai Raa Kd. Cart: aN SI RPeAIS cc Rien nea Te 260 223 

aT OLAS SOLS meee aT nh ie Ug cea e mre ibatanl Ste cS Ln al chet cease okanhom nn $40,125 $40,877 

continued 

Home Depot, Inc. (HD) 
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Liabilities and stockholders’ equity 

Accounts: payabl@ievicca rast eeweterr ran rar eae slice clearer ca ee ee 

Accrued salaries and related expenSeS.... 2.0.2... 0 cece ee ees 

Sales:taxes payablevs sare sma cyeutemsetes ac arte ae ieveus ee pveliet (ely hr eyecare sr ielenairaes uct ne 

DeferredreVvenuere. arc cuac crarcjacue Gree aiaieislpt ete) ciciievieneteyo\'e 10 ty ivsin ieseKeisn Co Meea tater ona 

Income%taxes Pavyablelayian societies citaiavanten. rte ole ores iclolenens creche ststolstopeier-asich 

Gurrentinstallmentsiotlong=tennnicl eb tierenmererereve nee teueter-teteraltelts)enetetstl- Nett fell lal- etre 

@themaccruied |expenSesrteaceee cist wie castles eo ern ar gleteaisisapeilne ale peteacusare=petr means 

Totalccurrenttiabilities ese eae eee kee mena ae sfaiehat, rst Cyst ehal awe heen noe rete 

Long-term debt, excluding current installments ............38.........+.------- 

Ormco meaelinilleloilieSoreione eos Gace odo omamondnnoodo en ouoo open Ot 

Deferred inCOmMeskaxes'paescnmeetcesrcae crercie deste one sear fen apie ts cy an ass aadia. egion ee me eeereenes 

ROUEN MEFet Oy [te \Sia cre te-0 orto cio fondo EROmA fou! catia Git 04-6 CCSMCSERHCMEAT OOO TAMIA CapIaOecs cArROUCRCH DAA Aer 

Stockholders’ equity 

Common stock, par value $0.05; authorized: 10 billion shares; issued: 1.722 billion 

shares at January 30, 2011 and 1.716 billion shares at January 31, 2010; 

outstanding: 1.623 billion shares at January 30, 2011 and 1.698 billion shares at 

Januaryisiie2 Oil Outwastuccscmns alr wearers ctetectt t feutea terns cemue spec cxerer nice Sener 

Paid=in=Capital ate seeecaoeasn. cots cee chetere sauna open apere wees Gin nage Gane era neta s eneeenene 

RetainedrearminGStercmemyqckceseecus ciege cae sere aac cnet ea en one ersten oy waters cen terete 

AccumulatediothercompnrehenSive:ImCOnne sais wera set caehe ceenetere)<clalsleleryeney perenne 

Treasury stock, at cost, 99 million shares at January 30, 2011 and 

‘hilton SHES EE CENVEI EH; ZOIO, ssubhoaecepeocegacéccocsvoosaanegase 

Total: StOCKMOIGSrSsOGUit Va arencncene tres ature erate ene grt eats cstedey te reese dere (a ce aeeec cate at 

TOLEMElWES eine] Sue Amoi WIN. cos once nose uonenboecnonnnnwoacerenot 

Required 

$4,717 $ 4,863 
1,290 1,263 
368 362 

1477 1,158 
13 108 

1,042 1,020 
1,515 1,589 

10,122 10,363 
8,707 8,662 
2,135 2,140 
272 319 

21,236 21,484 

86 86 
6,556 6,304 

14,995 13,226 
445 362 

(3,193) (585) 

18,889 19,393 

$40,125 $40,877 

Forecast Home Depot’s fiscal year ended January 2012 income statement, balance sheet, and statement of 

cash flows . Round the revenue growth rate to the nearest whole percent, and round forecasts to $ millions. 

Estimate forecasted income statement relations to | decimal (assume no change for: notes receivable, 

goodwill, interest income and expense, deferred income taxes, common stock and additional paid-in 

capital, treasury stock, and accumulated other comprehensive income). Capital expenditures were $1,096 

million and dividends were $1,569 million for fiscal year ended January 2011. Home Depot’s long-term 

debt footnote indicates maturities of long-term debt of $29 million for 2012. What is our assessment of 

Home Depot’s financial condition over the next year? 

P11-33. Two-Year-Ahead Forecasting of Financial Statements 

Following are the financial statements of Target, Corp. 

{LO5)} 

:  - ‘Consolidated Statements of Operations 

For fiscal year ended (millions, except per share data) Jan. 29, 2011. 
ESYEILEISE siete enews ft ear came er P amit abide cin, a sh cote h beer ndin A ate ox ae au te $65,786 

Credit cardirevenuess eure otercrt ac ee et arn comet eer 1,604 

‘1 Otal: FEVONUCS a satiate weaicreas Pitts coe orem tere any ea tern rae icae 67,390 

GOSst OffSaleS aneraterore ce tic re cu toe rtceore Mecitcas ee 45,725 

Selling, general and administrative expenses .............. 13,469 

Credit;card OXpPenSeS a xusuccsucva tere Mente teiel o aaisreieiead Saree 860 

DepreciationrancdsamOniZatlOniarenenee enn nena nett isi nner nen 2,084 

Earnings before interest expense and income taxes......... 9,252 

Net interest expense 

Nonrecourse debt collateralized by credit card receivables. . 83 

Other interestiexpense msn secreeen tee ttee mete ie oney ae 677 

INtereStinCOme sue. eer eit cece ements Sree ee (3) 

Netinterest: expense ina srmeewcarn meen sere ene cen nai Cae spear ihswif 

EarningsiperoneunCOmeitaxCs maine: eisai aan 4,495 

PrOviSlOnifOmincOmentaXeSiari tite niente ete ttt aan UsSTAS) 

NOE: Can Seucn. a. arvtars (el ecatare Satie a pee eee ee een $2,920 

Jan. 30,2010 Jan. 31, 2009 
$63,435 

1,922 
65,357 

44,062 

13,078 

oz 

2,023 

4,673 

$62,884 
2,064 

64,948 

44,157 

12,954 

1,609 

1,826 

4,402 

167 

eT 

(28) 

866 

3,536 

1,322 

$2,214 
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vancial Position 
January Januar 

, 2011 (millions, except footnotes) _ 
Assets 

Cash and cash equivalents, including marketable securities of $1,129 and $1,617.... $1,712 $2,200 

Credit card receivables, net of allowance of $690 and $1,016 .......... 0000 eee. 6,153 6,966 

IAVGINLONY emai ere net rp le2 ceA ERAN te, dn egeartban ehcp eteaet,. RN Cae STR 1596 Helis) 

OUeWCOTONLASSOLS atte ocd ofthe fi 1, Mente rENicrigh A RE Sp cot tm ni PR Le AA te 1 ho 2,079 

sotalbcUrrenttaSSetSuesrp cick tlh) WERE Onn take ORDERS h on AER tee hermes | eerste ety WeP2Us 18,424 

Property and equipment 

Dean pyatateee accent odo tees aed tart anne tty Ae eat eR PRO RTRCAS 7 oak PAReg etree Oe 5,928 5,793 

BUUGINGSTANGiIMOrOVeMleh (Sets: trae panten nn tem erwurnr st) ewcihe cee ctr vanity arenas 23,081 22 Oe 

EIXtULSS ta niCeCiUl DINel bay sem ant teen unica, hits aan ae ane Cn etenmne Tee tRpLiaer ge. etki Rates 4,939 4,743 

CompultemhardwaresancisOnwareug 5 ase precmna rent gern Senn Cn a ieere toed seer nena gett PL INS} 2,010 

ConstructOn-in=prOGleSSeercigc aa meee ely teh Were anta an Oe eee ee sat me 567 502 

ACCMTUNATSGGS DreClatl OM erercty sere eee au aa ace WORST Teese oe WR Tchad eee eee (11,555) (10,485) 

Age) oeiaayetelare bes (Wy ounaverniey esieenets. stoma caeeinemis com co a Geosuoripaniongs atehc Ain Amt eeranis Baek? 25,493 25,280 

OURS MONCUMEMEASS CTS Sinn crock ic co meatier t ck a eee tata er aed nee ATR Oe ar a 999 829 

otalkaSScis tai ee Petes atte emnee e featoh tc eters seepage oe, wh PESOS RD ALS IRE $43,705 $44,533 

Liabilities and shareholders’ investment 

ACCOUNTS Payable seer its oot aee tal o apt rea dis (OE cane nates omy eine NE ei at nek) ce $6,625 $6,511 

Accrued andiothegcurrent liabilitioss sepsey-teycte a cheereem creme cao hes i eae 3,326 3,120 

ViASSeunetel Clon Aiitcl @utarlOQomOWwiINGS «cncdasdonoustovompooumoecesobonasneumn 119 796 

Nonrecourse debt collateralized by credit card receivables ..................004. = 900 

flotalkeurrentiiabilitieSsenes errs creas tet crete nie earner hcanontiaet tee wey tenn era ae oe 10,070 lino2is 

wnsecurec:debirand OtnenbDOmowinGSa. camer cineircaarn te enter creer a cree yah sitet TMEOOS 10,643 

Nonrecourse debt collateralized by credit card receivables ...................4.. 3,954 4,475 

Deterrechincomekaxes srratyatuicits comics cet ce ret cis a acre it ansiinmee S aerny nit oe 934 835 

OTheENOnCUrreNtNAbIltiGSsecy meee te tee mote eee npe eta eee tact eee rte means, Meee one ok 1,607 1,906 

fotalinoncunrentNabittiGS seers ec eet ie oA p, ieee mete nein otter en eee res chore <a 18,148 17,859 

Shareholdersainvestmentarssrcte nico ae, ecco yale fee Meeks cne Settee Perna acaieusns Aree 

CONMIMON SHOCK aeerest ee cate aie tertote pucicene tric: ATL NG coment dtee Ratha cSt c Ane ceee eae eee 59 62 

Additional paid-in=Capitalkercmtrctcn ststcetetes act teara cenaginee acumen abece ete neste ne ae Geren abralc 3,311 2,919 

Retained ‘earnings sie se. sate eerie ties aries Cae Qe SME ange 12,698 12,947 

Accumulated othercomprenensivelOSsS neater iyi) races) eet. eee oe ale (581) (581) 

jfotalishareholdersainvestment. -saaces sem 1 are ton RRR Rae ean ce eee rire RES, CPP Ge 15,487 15,347 

fotalabilitiesrandishareholdersainvestimemtercrs sisercisuete ai) simisleyieie ee a lerea tens fis irs $43,705 $44,533 

Consolidated Statements of Cash Flows _ oo . 

For fiscal year ended (millions) Jan. 29, 2011 Jan. 30,2010 Jan. 31, 2009 

Operating activities 

Nemes Somme seal Settee ns: Gund air ci) ncti s mene Gola wie Nays $2,920 $2,488 $2,214 

Reconciliation to cash flow 

Depreciation and amiOntiZatlOn geese rset tne laine arse acelst 2,084 2,023 1,826 

Share-based compensation expense ...............2.+8.- 109 103 72 

DeferrechincOIne: taxSSert ceten cerceicrn i uecces Sete ap cie tus Gorceasrelete ois 445 364 91 

BEC] CASO eee a Mee ss ose icie Mees alld ome oon a dro clon clo cers 528 1,185 ipo 

Non-cash (gains)/losses and other, net.................... (145) 143 316 

Changes in operating accounts: 

Accounts receivable originated at Target...............-.. (78) (57) (458) 

MEMO cob oo de Skeode od docu wooboUp emo cmp oman a ode (417) (474) Wie 

Cline! GUAGE EENSISs vay oe dene soeonoueunb cme Canon omen (124) (129) (99) 

OthermoncunkentasSetsrwen ne aeiuiy Vor tatie <r otelat-neih or tetas cele (212) (114) (65) 

/RECOWINGISENEIDNED oc cee pe eee nano oDuoMG Ub oS IA eUdEDE ks 174 (389) 

AGeriieG anc otnescurmentlabilitieS omy mrcta sient) emotes tere a. 149 257, (230) 

Grinarinvoncuniceni Neos «5 onannaatscccensouono ayo menos (103) (82) (186) 

Cash flow provided by operations..............-.-..-..-- Oy fal 5,881 4,430 

continued 
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continued from prior page 

Investing activities 

Expenditures for property and equipment...............+-. 

Proceeds from disposal of property and equipment.......... 

Change in accounts receivable originated at third parties...... 

OthECINVESIIMENLS Wacken. done. com crqrabeavamrs traci hinge cuntpeuene wae 

Cash flow required for investing activities ...............-.. 

Financing activities 

Reductions of short-term notes payable...............-... 

/NelolieMS WO OMCAEIIMNCE Ss oc oasadcamonnogonnmnacncoes 

Reduictions'of long=tenmicebt re serra ereicid erste te -eraenaienens 

DIVIGSMGS Dailies omievsreeeet teres cals ecamtenatetteRen sieacrerisrone mean yion tater 

Repurchase OfStOCK marie nists mictertreits eisai stateless eioteter. 

Stock option exercises and related tax benefit.............. 

Cash flow required for financing activities.................. 

Net increase/(decrease) in cash and cash equivalents ........ 

Cash and cash equivalents at beginning of year............. 

Cash and cash equivalents at end of year................-. 

Required 

(2,129) (1,729) (3,547) 
69 33 39 

363 (10) (823) 
(47) 3 (42) 

(1,744) (1,703) (4,373) 

= A (500) 
1,011 = 3,557 
(2,259) (1,970) (1,455) 

(609) (496) (465) 
(2,452) (423) (2,815) 

294 47 43 
= = (8) 

(4,015) (2,842) (1,643) 

(488) 1,336 (1,586) 
2,200 864 2,450 

Ae $ 2,200 $ 864 

Forecast Target’s fiscal year ended January 2012 and 2013 income statements, balance sheets, and 

statements of cash flow. Round the revenue growth rate to the nearest whole percent, and round forecasts 

to $ millions. Use the same forecasting assumptions for both years; estimate forecasted income statement 

relations to 1 decimal (assume no change for: interest expense, deferred income tax liability, common 

stock, additional paid-in capital, and accumulated other comprehensive income). Target’s long-term debt 

footnote indicates maturities of $2,251 million in fiscal year ended January 2012, and maturities of $3,812 

million in fiscal year ended January 2013. Assume return on investments of 1.5% for average increase 

in investments. What investment or financing assumptions are required for forecasting purposes? What 

is our assessment of Target’s financial condition over the next two years? 

MANAGEMENT APPLICATIONS 

MA11-34. Adjusting the Income Statement Prior to Forecasting (LOW, 2) 

Following is the income statement of CBS Corporation, along with an excerpt from its MD&A 

section. 

“Year ended December 31 ($ millions) 
ROVER WES iaratacnins peabetencwatset tke menos tan sewenctclee omaleue ete es 

Expenses 

(@ oe igelulale int camomeumme nt ota cto oo cele Ono ome 

Selling, general and administrative............. 

An SEMAINE MENGES ood an segness canon eopesne 

Depreciation and amortization................ 

Total CXPENSES: cnaase MMe tine seit cre oa eras 

@peratingiincomel(lOSS)imermnttt tienen nnn 

200s 2004 HS 
$14,536.4 

$ (6,817.9) 

$14,547.3 $13,554.5 

8,671.8 8,643.6 8,165.4 

2,699.4 2002.0 PrsiAS\l 

9,484.4 17,997.1 —_— 

498.7 508.6 SO 

21,354.3 29,701.8 11,043.2 

9(15,154.5)  $_2,611.3 
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ErograniiminG een miter erate $3,453.2 Cea  & Wald! —%  $3,080.3 $361.5 12% 

PFOGUCTION Breuer aon seh cre. cia ce 2,453.5 2,584.7 (131.2) (5) 2,661.9 (77.2) (3) 

Outdoor operations ........... ee ehOZev4 31.5 3 1,012.6 90.1 9 

Publishing operations.......... 525.0 517.6 7.4 1 486.3 31.3 6 

RarkSiopelationSmanterntea ieee 243.8 232.7 led 5 PEP 20.5 10 

Othetterraeee tae ee ae eee ae 862.1 764.1 98.0 re) aera 520) 7 

Total operating expenses....... $8,671.8 $8,643.6 $ 28.2 —% $8,165.4 $478.2 6% 

For 2005, operating expenses of $8.67 billion increased slightly over $8.64 billion in 2004. For 

2004, operating expenses of $8.64 billion increased 6% over $8.17 billion in 2003. The major 

components and changes in operating expenses were as follows: L 

¢ Programming expenses represented approximately 40% of total operating expenses : 

in 2005 and 2004 and 38% in 2008, and reflect the amortization of acquired rights of 

programs exhibited on the broadcast and cable networks, and television and radio stations. 

Programming expenses increased slightly to $3.45 billion in 2005 from $3.44 billion in 2004 

principally reflecting higher costs for Showtime Networks theatrical titles. Programming 

expenses increased 12% to $3.44 billion in 2004 from $3.08 billion in 2003 reflecting higher 

program rights expenses for sports events and primetime series at the broadcast networks. 

Production expenses represented approximately 28% of total operating expenses in 2005, 

30% in 2004, and 33% in 2003, and reflect the cost and amortization of internally developed 

television programs, including direct production costs, residuals and participation expenses, 

and production overhead, as well as television and radio costs including on-air talent and 

other production costs. Production expenses decreased 5% to $2.45 billion in 2005 from 

$2.58 billion in 2004 principally reflecting lower network costs due to the absence of Frasier 

partially offset by increased costs for new network series. Production expenses decreased 

3% to $2.58 billion in 2004 from $2.66 billion in 2003 reflecting fewer network series produced 

in 2004 partially offset by higher news costs for political campaign coverage. 

Outdoor operations costs represented approximately 13% of total operating expenses in 

2005 and 2004, and 12% in 2008, and reflect transit and billboard lease, maintenance, 

posting and rotation expenses. Outdoor operations expenses increased 3% to $1.13 billion 

in 2005 from $1.10 billion in 2004 principally reflecting higher billboard lease costs and 

maintenance costs associated with the impact of hurricanes in 2005. Outdoor operations 

costs increased 9% to $1.10 billion in 2004 from $1.01 billion in 2003 primarily reflecting 

higher transit and billboard lease costs. 

Publishing operations costs, which represented approximately 6% of total operating 

expenses in each of the years 2005, 2004 and 2003, reflect cost of book sales, royalties 

and other costs incurred with respect to publishing operations. Publishing operations 

expenses for 2005 increased 1% to $525.0 million and increased 6% to $517.6 million in 

2004 from $486.3 million in 2003 primarily due to higher revenues. 

Parks operations costs, which represented approximately 3% of total operating expenses 

in each of the years 2005, 2004 and 2008, increased 5% to $243.8 million in 2005 from 

$232.7 million in 2004 principally reflecting the cost of fourth quarter 2005 winter events 

held at the parks and the impact of foreign currency translation. In 2004, Parks operations 

costs increased 10% to $232.7 million from $212.2 million in 2003 primarily from the impact 

of foreign currency translation. 

Other operating expenses, which represented approximately 10% of total operating 

expenses in 2005 and 9% in 2004 and 2003, primarily include distribution costs incurred 

with respect to television product, costs associated with digital media and compensation. 

Other operating expenses increased 13% to $862.1 million in 2005 from $764.1 million 

in 2004 primarily reflecting a 10% increase in distribution costs due to the DVD release 

of Charmed and increased costs associated with digital media from the inclusion of 

SportsLine.com, Inc. (“SportsLine.com”) since its acquisition in December 2004. Other 

operating expenses for 2004 increased 7% to $764.1 million in 2004 from $712.1 million in 

2008 principally reflecting 15% higher distribution costs due to additional volume of DVD 

releases of the Star Trek series and higher compensation. 

continued 
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Impairment Charges SFAS 142 requires the Company to perform an annual fair value-based 

impairment test of goodwill. The Company performed its annual impairment test as of October 

31, 2005, concurrently with its annual budgeting process which begins in the fourth quarter 

each year. The first step of the test examines whether or not the book value of each of the 

Company’s reporting units exceeds its fair value. If the book value for a reporting unit exceeds 

its fair value, the second step of the test is required to compare the implied fair value of that 

reporting unit’s goodwill with the book value of the goodwill. The Company’s reporting units are 

generally consistent with or one level below the operating segments underlying the reportable 

segments. As a result of the 2005 annual impairment test, the Company recorded an impairment 

charge of $9.48 billion in the fourth quarter of 2005. The $9.48 billion reflects charges to reduce 

the carrying value of goodwill at the CBS Television reporting unit of $6.44 billion and the 

Radio reporting unit of $3.05 billion. As a result of the annual impairment test performed for 

2004, the Company recorded an impairment charge of $18.0 billion in the fourth quarter of 

2004. The $18.0 billion reflects charges to reduce the carrying value of goodwill at the Radio 

reporting unit of $10.94 billion and the Outdoor reporting unit of $7.06 billion as well as the 

reduction of the carrying value of intangible assets of $27.8 million related to the FCC licenses 

at the Radio segment. Several factors led to a reduction in forecasted cash flows and long-term 

growth rates for both the Radio and Outdoor reporting units. Radio and Outdoor both fell short 

of budgeted revenue and operating income growth targets in 2004. Competition from other 

advertising media, including Internet advertising and cable and broadcast television reduced 

Radio and Outdoor growth rates. Also, the emergence of new competitors and technologies 

necessitated a shift in management’s strategy for the Radio and Outdoor businesses, including 

changes in composition of the sales force and operating management as well as increased 

levels of investment in marketing and promotion. 

Required 

Identify and explain any income statement line items over the past three years that you believe should 

be considered for potential adjustment in preparation for forecasting the income statement of CBS. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 
Forecasted 2011 financial statements for Colgate-Palmolive follow. 

- Forecasted Income Statement 

For year ended December 31 ($ millions) 2010 ForecastAssumptions 2011 Est. 

Net Sales secs. £vsvncth ety. x. geheh Raid cist Mek pee nner Cae cures eae $15,564 $15,564 x 1.03 $16,031 

COSRONSAICS Berea atte ec eC Ee ene Oe neon Te cm eee 6,360 $16,031 x 40.9% 655% 

GrOSs: Profit wee teen Te ae tees tee: ic ie eee en: Nahr 9,204 subtotal 9,474 
Selling, general and administrative expenses .............. 5,414 $16,031 x 34.8% 5079 
Ohinlele (Inlevelnnts)) GOOSEN) MEU noon oa 2cnchoooboonstiomandes 301 no change 301 

Operating Prolite manera ae oe ete: raeton er Scrat 3,489 subtotal 3,594 
INtErESOXDENSE MOLY Aa ws.a 0 ar eee re er wencl tan Race us eae 59 no change 59 

IncomerbeionresincomeriaxCs iy naet wai len men in in tenet ener 3,430 subtotal 3,535 
PROMS elal MOMMIES UENGEIS., cao acancocepotuouegasuouuvaee ialalira $3,535 X 32.6% Apib2 

Net income including noncontrolling interests.............. 2,313 subtotal 2,383 
Less: Net income attributable to noncontrolling interests... .. 110 no change 110 

Net income attributable to Colgate-Palmolive Company...... $ 2,203 subtotal S Zee 



Assets 

(CEN alntel C2NN GOWINAMS 2 ccoceaoconnooccnvuedsavannacne $ 490 

Mat ketale:SCCUniticSmeetr estima ire rer ten eee 

RECCIVADICS mawnmecrarmrte a ct petra" Shane Mee eden nat Sead teew tt, 1,10 

IV GMLO CIOS aeeaner wanresm enegon) ieee ome ot Sewn eM Re tJ PERE A Uy 1 Z2Z2 

OmMem@cuirentiasSSets Mere wera aug 5 weeps soc ahcea se es eran aed came 408 

slOtalICuIKEN ASSES Tye ess See ee sic aa Meee tia seseon osu cot 3,730 

Property; plantiand equipmentynet.......0.5.5.20.-.5.5.. 6. 3,693 

GOOd Willie tame reer mint rr Aretneey i Peat, cola era eka ven des aac 2,362 

Oihewintangibleassets net wae neu ema we ents meteine ae 831 

Othewassets merece cece crs EAN te ce he etic creche eu Ne 556 

OtalRASSCLSepwerea ARI ea oe kp acisn odode ee nec paiasi@ eis masaner $11,172 

Liabilities 

Noteszanchloans pavablemmmannsrt eit arctan eee erareyen er $ 48 

CurnmentportioniOn long-term deb imreeee me seneiee ciel einai 561 

ACCOUNTS) Day Almera aesicaara, 4, «au Meomtrenet «coe oor ar eta ccused a Aiea erie 1,165 

ACCHUCCHINGONMe:taXxeS s aaje wernt cia ews che et espe eeen aca ecanhe 2ifP 

OthepacciUalSeacrs ct. cere cee I ett es facet cess evals ane 1,682 

OTahCueNtliabiliticS secre een ke os is ee eee caarees 3,728 

LCOYRYS WEVA NARS TEL OL oh5:5 tocol pete cic cael Sa Lo NeRGl NCEA ates arene ee Phil's 

Deferecnincomelaxes Aer. mien eres ee cices eciin ome cu ta tear os la caenae 108 

Oihegliaolliticse mesa mae ein Ch reiein ene rey st ore mc are 1,704 

owe ETON s a8 G5 Sed che ain i Re cre on hones Coy ORES ae 8,355 

Commitments and contingent liabilities 

Shareholders’ Equity 

FEIGICNEMCE SOC Kerr ertic inter  nersdes sche cant yewarsaatee seeteysterueuecaiaats 0 

Common stock, $1 par value (2,000,000,000 shares 

AUTMONIZEGs 732,0505 1190 Shares ISSUCG) Ee ae aam as anes 733 

Additional oaid=in=Capltal eens aqctaves a senha sensrsccee Meancre ccs: 12 

RetaimedicalinGSaepwmetiemestereiticc 6 nee Suue sete ee es 14,329 

Accumulated other comprehensive income (loss).............-- B15) 

Shareholders’ equity before unearned 

compensation, treasury stock and 

NOMCORUOllINGHMNteKCSlmemvecscrcnaharatye nts tstceerterete lene ansren. 14,079 

Wheanmed COMPENSATION fara wariene ueeieunen males meveke reser oy aon (99) 

HIReASUVESLOCK Ali COStmere warraer. ciao uiniaees Gl se eceteusisrs esate aerate (11,305) 

Total Colgate-Palmolive Company shareholders’ 

CII UY eee mn eect ele ker ncer ena tonieye: we coe rene St aati 4s Paspaleray ese tsi 2,675 

NoneontrollingnmterestSinprmarie se: cram taeieiettter. pinta) aralonanatare 142 

Tonell Selelavos ely GWM) ts ay orate ob aloes bums Gmiodmo a ner 2,817 

Total liabilities and shareholders’ equity...................... $11,172 
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ast Assumptions 
computed 

16,031 x 3.1% $ 497 

plug 373 

16,031 x 10.3% 1,651 

16,031 x 7.9% 1,266 

16,031 x 2.6% 417 

subtotal 4,204 

SHAS ae Bey = S/S 3,885 

no change 2,362 

fe¥eh]] — NS) 812 

16,031 x 3.6% SST 

subtotal $11,840 

no change $ 48 

footnote disclosure 359 

16,031 x 7.5% 1,202 

1,152 x 24.4% 281 

16,031 x 10.8% Sit 

subtotal 3,621 

2,815 — 359 2,456 

no change 108 

16,031 x 10.9% 1,747 

subtotal 7,932 

no change 0 

no change oe 

no change 1,132 

14,329 + 2,273 — 1,182 15,420 

no change (2,115) 

subtotal Wey Ao) 

no change (99) 

no change (11,305) 

subtotal 3,766 

no change 142 

subtotal 3,908 

subtotal $11,840 
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ions : S 
Net income including noncontrolling interests. . . via forecast income stmt. $2,273 

Add::Depreciationstteaeet sree atin: ern sas given SHS 

/NoloPy NageaVeOlte saa aondaAcsootouahononone given 19 

Change in Accounts receivable............. $1,610 — $1,651 (41) 

Changelinlnventonesmn eerie een ire $1,222 — $1,266 (44) 

Change in Other current assets............. $408 — $417 (9) 
Change in Other long-term assets .......... $556 — $577 (21) 

Change in Accounts payable............... $1,202 — $1,165 Sil 

Change in Accrued income taxes........... $281 — $272 ) 

Change in Accrued liabilities............... $1,731 — $1,682 49 

Change in Other long-term liabilities......... $1,747 — $1,704 43 

Net cash from operating activities ............ subtotal 2,690 

CapitaliexpenditureSmememanrn einer tinier given (567) 

Increase in marketable securities............. plug (373) 

Net cash from investing activities............. subtotal (940) 

DivVidendSi ames termine tne rari ee rotons $2,273 X 52% (1,182) 

Payments of long-term debt ................ prior-year current portion (561) 

Net cash from financing activities ............ subtotal (1,743) 

INELSGIMEVAC EMME . Goua Howobuotomacashoee subtotal Tf 

Beginning Cash teeter tiie teen mar ere see aes via prior bal. sheet 490 

Ending:cashsessste soe tne Rane eee eee subtotal $ 497 

Our forecasts yield liabilities in excess of assets of $373 million. In this example, we assume that marketable securi- 

ties are increased by that amount. We might have also assumed repayment of debt and/or purchase of treasury stock, 

being careful to maintain the company’s debt-to-equity ratio. One further adjustment we might make at this point 

would be to increase interest income assuming an investment return on the marketable securities. 

Module-End Review 

Sepait i Bs) it cee AGNES SS ne 

$64,050.48 $66,612.50 $69,276.99 
(61,587 x 1.04) (64,050.48 x 1.04) (66,612.50 x 1.04) (69,276.99 x 1.04) 

64,050 66,612 69,277 72,048 

13,451 13,989 14,548 15,130 
($64,050 x 0.21) ($66,612 x 0.21) ($69,277 Xx 0.21) ($72,048 x 0.21) 

47,444 49,342 51,316 53,369 
($64,050/1.35) ($66,612/1.35) ($69,277/1.35) ($72,048/1.35) 
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JOHNSON & JOHNSON 

In the three years prior to 2008, corporate earnings were 

steady and climbing, stock prices grew continuously, 

and growth appeared limitless. Then, the recession of 

2008-2009 hit. Almost all companies saw revenues and 

profits decline. Healthcare companies, however, weathered 

the storm reasonably well. Compared to other sectors, 

healthcare tends to be less sensitive to economic changes 

for three reasons. First, demand for healthcare products 

persists as the U.S. population ages regardless of current 

events. Second, healthcare products are fairly immune 

to depressions in the economic cycle as consumers and 

patients need products and devices regardless of economic 

health. Third, government spending in healthcare is a large 

portion of overall healthcare spending, approaching $13 

trillion in 2011. Government healthcare spending does not 

closely mirror economic changes as highlighted in the fol- 

lowing graph. 
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Johnson & Johnson (J&J) is a dominant company 

in the healthcare industry. The company engages in the 

research and development, manufacture, and sale of vari- 

ous healthcare products. Among healthcare firms, Johnson 

& Johnson often is a favorite for those who seek so-called 

ruler stocks. A ruler stock is one that has an earnings plot 

with an upward sloping line, as if drawn with a ruler. By this 

definition, Johnson & Johnson is a classic ruler stock, as the 

graph below shows. 

Johnson & Johnson's Price and EPS 

80 6.00 

i 5.00 

50 4.00 
3 ”n 
2A 3.00 9. 
0 a 2.00 

ar 1.00 

0.00 
1981 to Present 

Ruler stocks are arguably attractive because their 

steady earnings growth hints at more of the same for the 

future. Investors often have more confidence in continued 

earnings growth for a ruler stock than for a company with a 

history of erratic earnings. 

How has Johnson & Johnson managed to create and 

sustain such steady earnings growth? Much of the answer 

Getty Images 
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Analyzing and Valuing 7 Pr. 
Equity Securities 

LEARNING OBJECTIVES 

LO 

LO2 

LOS 

LO4 

Identify equity valuation models and explain the information required to value equity securities. (p. 12-3) 

Describe and apply the discounted free cash flow model to value equity securities. (p. 12-4) 

Describe and apply the residual operating income model to value equity securities. (p. 12-8) 

Explain how equity valuation models can aid managerial decisions. (p. 12-10) 

Sales by 

Segment 

(in billions of dollars) 
es Consumer 

Pharmaceutical 

© Medical Devices 
and Diagnostics 

2009 2008 2010 

rests in its diversified portfolio of products, which includes 

consumer, pharmaceutical and medical devices. The com- 

pany is also diversified geographically. The two charts 

above show Johnson & Johnson’s balanced product portfo- 

lio and strong, growing international sales. 

Johnson & Johnson’s steady earnings are matched with 

solid dividend payments. In times of market turmoil, as dur- 

ing 2011, blue chip stocks with dependable dividends are 

perceived as providing good value to investors. Some might 

argue that Johnson & Johnson might not be the most “excit- 

ing” stock, but it is a solid bet in a volatile market. 

Supported by its more diversified operations and fueled 

by a steady increase in operating profits, Johnson & John- 

son’s stock price has nearly completely rebounded from the 

decline of late 2007 and early 2008, as shown in the graph 

to the right. 

This raises several questions. What factors drive the 

Johnson & Johnson stock price? Why do analysts expect 

its price to continue to rise? How do accounting measures 

of performance and financial condition impact stock price? 

U.S. and 

International Sales 

for 10 Years 

(in billions of dollars) 

Mavs. 
| International PEL 

PEEL 
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This module provides insights and answers to these ques- 

tions. It explains how we can use forecasts of operating 

profits and cash flows to price equity securities such as 

Johnson & Johnson's stock. 

Sources: Johnson & Johnson 10-K and Annual Reports; Yahoo Finance, 

www.usgovernmentspending.com. 
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MODULE 
ORGANIZATION Analyzing and Valuing Equity Securities 

Insights into and 

Discounted Cash : Residual Operating ; Assessments of 

Equity Valuation Models Flow Model : Income Model Valuation Models 

LO1 Identify 

equity valuation 

models and explain 

the information 

required to value 

equity securities. 

& Residual Operating 

Income Model 

@ Dividend Discount = Model Structure @ Model Structure ; m Focus on Firm Value 

Model @ Steps for Application : m Steps for Application 2 m Advantages and 

m Discounted Cash Flow = Illustrating the Model ® Illustrating the Model Disadvantages of 
Model Alternative Valuation 

Models 

This module focuses on valuing equity securities (we explain the valuation of debt securities in Module 

8). Specifically, we describe two approaches: the discounted free cash flow model (DCF) and residual 

operating income model (ROPI). We then conclude by discussing the management implications from 

an increased understanding of the factors that impact values of equity securities. It is important that we 

understand the determinants of equity value to make informed decisions. Employees at all levels of an 

organization, whether public or private, should understand the factors that create shareholder value so 

that they can work effectively toward that objective. For many senior managers, stock value serves as 

a scorecard. Successful managers are those who better understand the factors affecting that scorecard. 

EQUITY VALUATION MODELS 
Module 8 explains that the value of a debt security is the present value of the interest and principal 

payments that the investor expects to receive in the future. The valuation of equity securities is similar 

in that it is also based on expectations. The difference lies in the increased uncertainty surrounding the 

timing and amount of payments from equity securities. 

Dividend Discount Model 

There are many equity valuation models in use today. Each of them defines the value of an equity 

security in terms of the present value of forecasted amounts. They differ primarily in terms of what is 

forecasted. 

The basis of equity valuation is the premise that the value of an equity security is determined by 

the payments that the investor can expect to receive. Equity investments involve two types of payoffs: 

(1) dividends received during the holding period and (2) capital gains when the security is sold.! The 

value of an equity security is, then, based on the present value of expected dividends plus the present 

value of the security at the end of the forecasted holding period. This dividend discount model is ap- 

pealing in its simplicity and its intuitive focus on dividend distribution. As a practical matter, however, 

the model is not always useful because many companies that have a positive stock price have never 

paid a dividend, and are not expected to pay a dividend in the foreseeable future. 

Discounted Cash Flow Model 

A more practical approach to valuing equity securities focuses on the company’s operating and invest- 
ing activities; that is, on the generation of cash rather than the distribution of cash. This approach is 

' The future stock price is, itself, also assumed to be related to the expected dividends that the new investor expects to receive; as 
a result, the expected receipt of dividends is the sole driver of stock price under this type of valuation model. 
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called the discounted cash flow (DCF) model. The focus of the forecasting process for the DCF model 

is the company’s expected free cash flows to the firm, which are defined as operating cash flows net of 

the expected new investments in net operating assets that are required to support the business. 

Residual Operating Income Model 

Another approach to equity valuation also focuses on operating and investing activities. It is known 

as the residual operating income (ROPI) model. This model uses both net operating profits after tax 

(NOPAT) and the net operating assets (NOA) to determine equity value; see Module 4 for complete 

descriptions of the NOPAT and NOA measures. This approach highlights the importance of return on 

net operating assets (RNOA), and the disaggregation of RNOA into net operating profit margin and 

NOA turnover. We discuss the implications of this insight for managers later in this module. 

DISCOUNTED CASH FLOW (DCF) MODEL 
The discounted cash flow (DCF) model defines firm value as follows: 

Firm Value = Present Value of Expected Free Cash Flows to Firm 

The expected free cash flows to the firm include cash flows arising from the operating side of the busi- 

ness; that is, cash generated from the firm’s operating activities (but not from nonoperating activities 

such as interest paid on debt or dividends received on investments), and they do not include the cash 

flows from financing activities. 

DCF Model Structure 

Free cash flows to the firm (FCFF) equal net operating profit after tax that is not used to grow net 

operating assets. Using the terminology of Module 4 we can define FCFF as follows (see Business 

Insight box on next page for a more traditional definition): 

FCFF = NOPAT — Increase in NOA 

where 

NOPAT = Net operating profit after tax 

NOA = Net operating assets 

Net operating profit after tax is normally positive and the net cash flows from increases in net operating 

assets are normally negative assuming that net operating assets increase each period. The sum of the 

two (positive or negative) represents the net cash flows available to creditors and shareholders. Posi- 

tive FCFF imply that there are funds available for distribution to creditors and shareholders, either in 

the form of debt repayments, dividends, or stock repurchases (treasury stock). Negative FCFF imply 

that the firm requires additional funds from creditors and/or shareholders, in the form of new loans 

or equity investments, to support its business activities. 

The DCF valuation model requires forecasts of all future free cash flows; that is, free cash flows 

for the remainder of the company’s life. Generating an infinite stream of forecasts is not realistic. Con- 

sequently, analysts typically estimate FCFF over a horizon period, often 4 to 10 years, and then make 

simplifying assumptions about the FCFF subsequent to that horizon period. 

MANAGERIAL DECISION |» 
Assume that you are the CFO of a company that has a large investment in plant assets and sells its 

products on credit. Identify steps you can take to increase your company’s cash flow and, hence, 

your company’s firm value. [Answer p. 12-17] 

ARRAN oo 

_©2 Describe 

and apply the 

discounted free 

cash flow model 

to value equity 

securities. 
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Definitions of Free Cash Flow 
We often see free cash flows to the firm (unlevered free cash flow) defined as follows: 

FCFF = Net cash flow from operating activities — Capital expenditures 

Although somewhat similar to the definition in this book, NOPAT — Increase in NOA, there are im- 

portant differences: 

m Net cash flow from operating activities uses net income as the starting point; net income, of 

course, comingles both operating and nonoperating components (such as selling expense and 

interest expense). Analysts sometimes correct for this by adding back items such as after-tax net 

interest expense, which is the approach used by the Oppenheimer analysts in Appendix 12B. 

m Income tax expense (in net income) includes the effect of the interest tax shield (see Module 

4); the usual NOPAT definition includes only the tax on operating income. 

= Netcash flow from operating activities also includes nonoperating items in working capital, such 

as changes in interest payable and dividends payable, as well as inflows from securitization of 

receivables (see Module 10); NOA focuses only on operating activities. 

m The FCFF definition in this box consists of net income, changes in working capital accounts, 

and capital expenditures; the usual NOA consists of changes in operating working capital ac- 

counts, capital expenditures, and changes in long-term operating liabilities. 

We must be attentive to differences in definitions for free cash flow so that we understand the ana- 

lytical choices we make and their implications to equity valuation. It also aids us in drawing proper 

inferences from analyst research reports that might apply different definitions of free cash flow. 

Steps in Applying the DCF Model 

Application of the DCF model to equity valuation involves five steps: 

1. Forecast and discount FCFF for the horizon period.” 

2. Forecast and discount FCFF for the post-horizon period, called terminal period. 

3. Sum the present values of the horizon and terminal periods to yield firm (enterprise) value. 

4 . Subtract net nonoperating obligations (NNO), along with any noncontrolling interest, from firm value 

to yield firm equity value. If NNO is positive, the usual case, we subtract it in step 4; if NNO is nega- 

tive, we add it. (For many, but not all, companies, NNO is positive because nonoperating liabilities 

exceed nonoperating assets; for convenience, any noncontrolling interest is often included in NNO.) 

5. Divide firm equity value by the number of shares outstanding to yield stock value per share. 

Illustrating the DCF Model 

To illustrate, we apply the DCF model to Johnson & Johnson. J&J’s recent financial statements 

are reproduced in Appendix 12A. Forecasted financials for J&J (forecast horizon of 2011-2014 and 

terminal period of 2015) are in Exhibit 12.1.4 The forecasts (in bold) are for sales, NOPAT, and NOA. 

* When discounting FCFF, the appropriate discount rate (r,) is the weighted average cost of capital (WACC), where the 

weights are the relative percentages of debt (d) and equity (e) in the capital structure applied to the expected returns on debt (r,) 

and equity (r,), respectively: WACC = r,, = (r, X % of debt) + (r, X % of equity); see footnote 7 for an example. 

* For an assumed growth, g, the terminal period (7) present value of FCFF in perpetuity (beyond the horizon period) is given 
FCER. : r es Fi 

by, ae where FCFF,, is the free cash flow to the firm for the terminal period, ris WACC, and g is the assumed long-term 

growth rate of those cash flows. The resulting amount is then discounted back to the present using the horizon-end-period dis- 
count factor. 

* We use a four-period horizon in the text and assignments to simplify the exposition and to reduce the computational burden. 
In practice, analysts use spreadsheets to forecast future cash flows and value the equity security, and typically have a forecast 
horizon of seven to ten periods. 
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These forecasts assume an annual 4.0% sales growth during the horizon period, a terminal period sales 
growth of 1%, net operating profit margin (NOPM) of 21%, and a year-end net operating asset turnover 
(NOAT) of 1.3 (which is the 2010 turnover rate based on year-end NOA; year-end amounts are used 
because we are forecasting year-end account balances, not average balances).5° 

EXHIBIT 12.1 Application of Discounted Cash Flow Model a 

- -2010——:—«éOA poI2, 4. 201s. Period — 
So Octet c OMIT e $ 61,587 $64,050.48 $66,612.50 $69,277.00 $72,048.08 $72,768.56 

(61,587 x 1.04) (64,050.48 x 1.04) (66,612.50 x 1.04) (69,277.00 x 1.04) (72,048.08 x 1.01) 

SEES (WICC) sab doa on che cn cow ac 61,587 64,050 66,612 69,277 72,048 72,769 

NORA Tae ers cmetd cc lntiace beeches 13,065 13,451 13,989 14,548 15,130 15,281 

INO AGares macnn eaewarnts tras ae Save th 45,694 49,269 51,240 53,290 55,422 55,976 

Increase iirNOAgm on einaien aeeee tte S575 1,971 2,050 2,132 554 

FCFF (NOPAT — Increase in NOA).... 9,876 12,018 12,498 12,998 WA 27 

Discount factor [1/(1 + r,)]*.......... 0.92593 0.85734 0.79383 0.73503 

Present value of horizon FCFF....... 9,144 10,304 9,921 9,554 

Cum present value of horizon FCFF... $ 38,923 

Present value of terminal FCFF ...... 154,640 

WOE WMiNNENUEs oo coc.co once on oo 193,563 

LESS (SS ININGOW 3c amoteoohenubes (10,885) 

Fit) COUN VAWE a occ anh aonoun coe $204,448 

Shares outstanding ............... 2,738.1 

Stock value per share.............. $ 74.67 

*Given J&J’s combined federal and state statutory tax rate of 36.0% as reported in the tax footnote to its 2010 10-K, NOPAT for 2010 is computed as follows 

($ millions): ($61,587 — $18,792 — $19,424 — $6,844) — ($3,613 — {0.360 x [$455 — $107 — $768]}) = $13,065. A note on rounding: To forecast sales, we 

multiply prior year’s unrounded sales by (1 + Growth rate); this is done for the horizon and terminal periods. Then, we round each year’s forecasted sales to 

whole units and use rounded sales to compute NOPAT and NOA, where both are rounded to whole units. At each successive step, we round the number to 

whole units before proceeding to the next step. 

*“NOA computations for 2010 follow ($ millions): ($102,908 — $19,355 — $8,303) — ($46,329 — $7,617 — $9,156) = $45,694. 

TtNNO is the difference between NOA and total shareholders’ equity; in this case NNO ($ millions) = $45,694 — $56,579 = $(10,885). J&J’s NNO is negative 

because it carries substantial cash and securities that exceed its debt. 

+For simplification, present value computations use discount factors rounded to 5 decimal places. 

The bottom line of Exhibit 12.1 is the estimated J&J equity value of $204,448 million, or a per 

share stock value of $74.67 (computed as $204 ,448/2,738.1 shares). The present value computations 

use an 8% WACC(r_) as the discount rate.’ Specifically, we obtain this stock valuation as follows: 

1. Compute present value of horizon period FCFF. We compute the forecasted 2011 FCFF of 

$9,876 million from the forecasted 2011 NOPAT less the forecasted increase in 2011 NOA. The 

> NOPAT equals revenues less operating expenses such as cost of goods sold, selling, general, and administrative expenses, and 

taxes. NOPAT excludes any interest revenue and interest expense and any gains or losses from financial investments. NOPAT 

reflects the operating side of the firm as opposed to nonoperating activities such as borrowing and security investment activities. 

NOA equals operating assets less operating liabilities. (See Module 4.) 

© NOPAT and NOA are typically forecasted using the detailed forecasting procedures discussed in Module 11. In this module we 

use the parsimonious method to multiyear forecasting (see Module 11) to focus attention on the valuation process. 

7 The weighted average cost of capital (WACC) for J&J is computed using the following three-step process: 

1. The cost of equity capital is given by the capital asset pricing model (CAPM): r, = r, + B (r,, — r,), where B is the beta of the 

stock (an estimate of stock price variability that is reported by several services such as Standard and Poors), r, is the risk-free 

rate (commonly assumed as the 10-year treasury bond rate), and ris the expected return to the entire market. The expression 

(r,, — ris the “spread” of equities over the risk-free rate, often assumed to be about 5% to 7%. For J&J, given a beta of 1.00 anda 

10-year treasury bond rate of 3.58% (r,) as of February 28, 2011, r, is estimated as 9.58%, computed as 3.58% + (1.00 X 6%). 

2. Two alternative computations for pretax cost of debt capital are: (1) Interest expense/Average interest-bearing debt, and 

(2) Weighted-average effective interest rate on debt. For the latter, J&J reports its 5.25% rate in footnote 7 to its 10-K, 

which we use. To obtain J&J’s after-tax cost of debt capital, we multiply 5.25% by 1 — 0.360, where 36.0% is the federal 

and state statutory tax rate from its tax footnote, yielding 3.36% (J&J’s after-tax cost of debt). 

3. WACC is the weighted average of the cost of equity capital and the cost of debt capital. J&J capital structure is 77% equity 

and 23% debt. Thus, J&J’s weighted average cost of capital is (77% X 9.58%) + (23% X 3.36%) = 8.15%, rounded to 8%. 
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present value of this $9,876 million as of 2010 is $9,144.5 million, computed as $9,876 million < 

0.92593 (the present value factor for one year at 8%). Similarly, the present value of 2012 FCFF (two 

years from the current date) is $10,303.5 million, computed as $12,018 million x 0.85734, and so on 

through 2014. The sum of these present values (cumulative present value) is $38,923 million. 

2. Compute present value of terminal period FCFF. The present value of the terminal period 
$14,727 million 

( 0.08 — 0.01 ) 

(1.08)? 

3. Compute firm equity value. Sum present values from the horizon and terminal period FCFF 

to get firm (enterprise) value of $193,563 million. Subtract the value of J&J’s net nonoperating 

obligations of $(10,885) million to get firm equity value of $204,448. Dividing firm equity value 

by the 2,738.1 million shares outstanding (computed as 3,119,843 ,000 less 381,746,000) yields the 

estimated per share valuation of $74.67. 

FCFF is $154,640 million, computed as , or ($14,727/0.07) X 0.73503. 

We perform this valuation as of February 25, 2011, which is the SEC filing date for J&J’s 10-K. J&J’s 

stock closed at $59.13 on February 25, 2011. Our valuation estimate of $74.67 indicates that the stock 

is undervalued as of that date. J&J’s stock price climbed steadily through the spring of 2011 and was 

trading for $65 by July at which point J&J was still recommended as a strong BUY stock. 

Analysts’ Forecasts 

Earnings and cash-flow estimates are key to security valuation. Following are earnings estimates as 

of August 2011, for Johnson & Johnson from Yahoo.finance. About 20 analysts provided earnings 

estimates. The median (consensus) EPS estimate for 2011 (current year) is $4.97 per share, with a 

high of $5.02 and a low of $4.93. This compares to an actual diluted EPS of $4.78 in 2010. For 2012 

(slightly more than one year ahead), the consensus EPS estimate is $5.29. The average buy rating 

for J&J stock is 2.2 on a scale that runs from 1.0 (Strong BUY) to 5.0 (Strong SELL). 

Estimate Period ee Total Analysts Ave. EPS Est. High EPS Est. Low EPS Est. 

20 seal Weer. ao cc one 21 $4.97 $5.02 $4.93 

QOA2Iiscalleatae eee 19 $5.29 $5.38 $5.19 

Average recommendation: 2.2 (1 = Strong Buy, 3 = Hold, 5 = Strong Sell) 

MID-MODULE REVIEW 

Following are forecasts of Procter & Gamble’s sales, net operating profit after tax (NOPAT), and net operating 

assets (NOA). These are taken from our forecasting process in Module 11 and now include a terminal period forecast 

that reflects a long-term growth rate of 1%. 

Horizon Period 
FRED ONTO RS a See he eat ea RAE ee eu amines oe TORTI 

(In millions) 2011 2012 2013 2014 2015 Period 

SEIES GOW so sc annce+ 4.6% 4.6% 4.6% 46% 1% 
Net sales (unrounded) ... $ 82,559 $86,356.71 $90,329.12 $94,484.26 $98,830.54 $99,818.84 

($82,559 x 1.046) ($86,356.71 x 1.046) ($90,329.12 x 1.046) ($94,484.26 x 1.046) ($98,830.54 x 1.01) 
Net sales (rounded) ..... $ 82,559 $ 86,357 $ 90,329 $ 94,484 $ 98,831 $ 99,819 
NOPAT. %:..5. ieee eee 12,193 12,781 13,369 13,984 14,627 14,773 
NOA GS) cco at. ee 97,247 101,596 106,269 111,158 116,272 117,434 

Use the forecasts above to compute P&G’s free cash flows to the firm (FCFF) and an estimate of its stock value 
using the DCF model. Make the following assumptions: discount rate (WACC) of 8%, shares outstanding of 2,765.7 
million, and net nonoperating obligations (NNO) of $29,607 million (which includes $361 million in noncontrolling 
interest). 

The solution is on page 12-31. 

a 
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RESIDUAL OPERATING INCOME 
(ROPI) MODEL 
The residual operating income (ROPI) model focuses on net operating profit after tax (NOPAT) and net © Describe 
operating assets (NOA). This means it uses key measures from both the income statement and balance and apply the 
sheet in determining firm value. residual operating 

income model 

ROPI Model Structure to value equity 
securities. 

The ROPI model defines firm value as the sum of two components: 

Firm Value = NOA + Present Value of Expected ROPI 

where 

NOA = Net operating assets 

ROPI = Residual operating income 

Net operating assets (NOA) are the foundation of firm value under the ROPI model. This is poten- 

tially problematic because we measure NOA using the balance sheet, which is unlikely to fully and 

contemporaneously capture the true (or intrinsic) value of all of a firm’s operating assets.* However, 

the ROPI model adds an adjustment that corrects for the undervaluation or overvaluation of NOA. 

This adjustment is the present value of expected residual operating income, and is defined as follows: 

ROPI = NOPAT — (NOA,,_, Xx r_) 
Beg w 

bon 

Expected NOPAT 

where 

NOA,., = Net operating assets at beginning (Beg) of period 

r,, = Weighted average cost of capital (WACC) 

Residual operating income (ROPI) is the net operating profit a firm earns over and above the return that 

the operating assets are expected to earn given the firm’s WACC. Shareholders expect the company to 

use NOA to generate, at least, a “hurdle” profit to cover the cost of capital (WACC). Companies that 

earn profits over and above that hurdle, create value for shareholders. This is the concept of residual 

income: that is, income earned over and above the minimum amount of return required by investors. 

Understanding the ROPI model helps us reap the benefits from the disaggregation of return on net 

operating assets (RNOA) in Module 4. In addition, the ROPI model is the foundation for many internal 

and external performance evaluation and compensation systems marketed by management consulting 

and accounting services firms.” 

Steps in Applying the ROPI Model 

Application of the ROPI model to equity valuation involves five steps: 

1. Forecast and discount ROPI for the horizon period.'° 

8 If the assets earn more than expected, it could be because NOA does not capture all of the firms’ assets. For example, R&D 

and advertising are not fully and contemporaneously reflected on the balance sheet as assets though they likely produce future 

cash inflows. Likewise, internally generated goodwill is not fully reflected on the balance sheet as an asset. Similarly, assets are 

generally not written up to reflect unrealized gains. Conversely, sometimes the balance sheet overstates the true value of NOA. 

For example, companies can delay the write-down of impaired assets and, thus, overstate their book values. These examples, and 

a host of others, can yield reported values of NOA that differ from the fair value of operating assets. 

° Examples are economic value added (EVA™ ) from Stern Stewart & Company, the economic profit model from McKinsey & 

Co., the cash flow return on investment (CFROI™ ) from Holt Value Associates, the economic value management from KPMG, 

and the value builder from PricewaterhouseCoopers (PwC). 

!0 The present value of expected ROPI uses the weighted average cost of capital (WACC) as its discount rate; same as with the 

DCF model. 
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2. Forecast and discount ROPI for the terminal period." 

3. Sum the present values from both the horizon and terminal periods; then add this sum to current 

NOA to get firm (enterprise) value. 

4. Subtract net nonoperating obligations (NNO), along with any noncontrolling interest, from firm 

value to yield firm equity value. 

5. Divide firm equity value by the number of shares outstanding to yield stock value per share. 

Hlustrating the ROPI Model 

To illustrate application of the ROPI model, we again use Johnson & Johnson. Forecasted financials 

for J&J (forecast horizon of 2011-2014 and terminal period of 2015) are in Exhibit 12.2. The forecasts 

(in bold) are for sales, NOPAT, and NOA (the same forecasts from illustration of the DCF model). 

These forecasts assume an annual 4% sales growth for the horizon period, a terminal period sales 

growth of 1%, net operating profit margin (NOPM) of 21%, and a year-end net operating asset turnover 

(NOAT) of 1.30 (which is the 2010 turnover rate based on year-end NOA; year-end amounts are used 

because we are forecasting year-end account balances, not average balances). 

EXHIBIT 12.2 Application of Residual Operating Income Model 

Horizon Period Terminal 

201 012 ate PO Period | 
$64,050.48 $66,612.49 $69,277.00 $72,048.08 $72,768.56 
(61,587 x 1.04) (64,050.48 x 1.04) (66,612.49 x 1.04) (69,277.00 x 1.04) (72,048.08 x 1.01) 

(In millions, except per shar 
_ values and discount factors, 1 

SASS (UinOUINCING)) Soe cn eeeacvacs be $ 61,587 

SHIES((OMMCEG)) neon t amc acoe pac an 61,587 64,050 66,612 69,277 72,048 72,769 

INI@) EIN tak cmecnnoecectas akatcoisree ng pase ire 13,065 13,451 13,989 14,548 15,130 15,281 

INA Ge rirap se socan ewer es Renee ceokeie x igs teen 45,694 49,269 51,240 53,290 55,422 55,976 

ROPI (NOPAT — [NOA,,,, x fh cudvetse 9,795 10,047 10,449 10,867 10,847 

DISCOUmmIactO my (mcae) |: sane 0.92593 0.85734 0.79383 0.73503 

Present value of horizon ROPI....... 9,069 8,614 8,295 7,988 

Cum present value of horizon ROPI... $ 33,966 

Present value of terminal ROPI ...... 113,898 

NOAB eades cates a> Sete ePabiey 4% 45,694 

NotalitinmNaluess an cso. ween eee 193,558 

LessiNNOU nestor oo. tee Seaenrcenrs (10,885) 

[Fiaanl GOW WEIUE soc nonccccenneue $204,443 

SIMEVESNOUMSIEIMCNMS) Genscan aoance nce 2,138.1 

SOC WES [ler SHENES nana cdgncaecas $ 74.67 

“Given J&J’s combined federal and state statutory tax rate of 36.0% as reported in the tax footnote to its 2010 10-K, NOPAT for 2010 is computed as follows ($ 

millions): ($61,587 — $18,792 — $19,424 — $6,844) — ($3,613 — {0.360 x [$455 — $107 — $768]}) = $13,065. A note on rounding: To forecast sales, we multiply prior 

year’s unrounded sales by (1 + Growth rate); this is done for the horizon and terminal periods. Then, we round each year’s forecasted sales to whole units and use 

rounded sales to compute NOPAT and NOA, where both are rounded to whole units. At each successive step, we round the number to whole units before proceeding 
to the next step. 

**NOA computations for 2010 follow ($ millions): ($102,908 — $19,355 — $8,303) — ($46,329 — $7,617 — $9,156) = $45,694. 

TNNO is the difference between NOA and total shareholders’ equity; in this case NNO ($ millions) = 45,694 — 56,579 = $(10,885). J&J’s NNO is negative 

because it carries substantial cash and securities that exceed its debt. 

tFor simplification, present value computations use discount factors rounded to 5 decimal places. 

The bottom line of Exhibit 12.2 is the estimated J&J equity value of $204,443 million, or a per 

share stock value of $74.67. The present value computations use an 8% WACC as the discount rate. 

Specifically, we obtain this stock valuation as follows: 

1. Compute present value of horizon period ROPI. The forecasted 2011 ROPI of $9,795 mil- 

lion is computed from the forecasted 2011 NOPAT ($13,451) less the product of beginning 

'' For an assumed growth, g, the present value of the perpetuity of ROPI beyond the horizon period is given by ae , where 
ROPI, is the residual operating income for the terminal period, r,, is WACC for the firm, and g is the assumed growth rate of 
ROPL, following the horizon period. The resulting amount is then discounted back to the present using the WACC, computed 
over the length of the horizon period. 
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period NOA ($45,694) and WACC (0.08). The present value of this ROPI as of 2010 is $9,069 

million, computed as $9,795 million X 0.92593 (the present value one year hence discounted at 

8%). Similarly, the present value of 2012 ROPI (two years hence) is $8,614 million, computed 

as $10,047 million x 0.85734, and so on through 2015. The sum of these present values (cumu- 

lative present value) is $33,966 million. 

2. Compute present value of terminal period ROPI. The present value of the terminal period ROPI 
$10,847 million 

( 0.08 — 0.01 ) 

(1.08)? 

3. Compute firm equity value. We must sum the present values from the horizon period ($33,966 

million) and terminal period ($113,898 million), plus NOA ($45,694 million), to get firm (enter- 

prise) value of $193,558 million. We then subtract the value of net nonoperating obligations of 

$10,885 million to get firm equity value of $204,443. Dividing firm equity value by the 2,738.1 

million shares outstanding yields the estimated per share valuation of $74.67. 

We perform this valuation as of February 25, 2011, which is the SEC filing date for J&J’s 10-K. J&J’s 

stock closed at $59.13 on February 25, 2011. Our valuation estimate of $74.67 indicates that the com- 

pany’s stock is undervalued as of that date. J&J’s stock price climbed steadily through the spring of 

2011 and was trading for $65 by July. Our estimated price is higher than analysts’ target price but J&J 

was still recommended as a strong BUY stock. 

The ROPI model estimate is equal to that computed using the DCF model illustrated earlier in this 

module. This is the case so long as the firm is in a steady state, that is, NOPAT and NOA are growing 

at the same rate (for example, when RNOA is constant). When the steady-state condition is not met, 

for example, when a company has variable growth rates over time or when profit margins are changing 

from year to year, the two models yield different valuations. Analysts typically compute values from 

several models and use qualitative analysis to determine a final price estimate. 

is $113,898 million, computed as , or ($10,847/0.07) X 0.73503. 

facacie—isicim Power of NOPAT Forecasts 
Discounted cash flow (DCF) and residual operating income (ROPI) models yield identical estimates 

when the expected payoffs are forecasted for an infinite horizon. For practical reasons, we must use 

horizon period forecasts and a terminal period forecast. This truncation of the forecast horizon is 

a main cause of any difference in value estimates for these models. Importantly, if we can forecast 

(GAAP-based) NOPAT and NOA more accurately than forecasts of cash inflows and outflows, we 

will obtain more accurate estimates of firm value given a finite horizon. 

MANAGERIAL INSIGHTS FROM THE 
ROPI MODEL 
The ROPI model defines firm value as the sum of NOA and the present value of expected residual 

operating income as follows: 

Firm Value = NOA + Present Value of [NOPAT — (NOA,,, xr,)] 

a 

ROPI 

Increasing ROPI, therefore, increases firm value. Managers can increase ROPI in two ways: 

1. Decrease the NOA required to generate a given level of NOPAT (improve efficiency) 

2. Increase NOPAT with the same level of NOA investment (improve profitability) 

These are two very important observations. It means that achieving better performance requires ef- 

fective management of both the balance sheet and the income statement. Most operating managers 

are accustomed to working with income statements. Further, they are often evaluated on profitability 

measures, such as achieving desired levels of sales and gross profit or efficiently managing operating 

expenses. The ROPI model focuses management attention on the balance sheet as well. 

© Explain how 

equity valuation 

models can 

aid managerial 

decisions. 
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The two points above highlight two paths to increase ROPI and, accordingly, firm value. First, let’s 

consider how management can reduce the level of NOA while maintaining a given level of NOPAT. Many 

managers begin by implementing procedures that reduce net operating working capital, such as: 

Reducing receivables through: 

® Better assessment of customers’ credit quality 

@ Better controls to identify delinquencies and automated payment notices 

@ More accurate and timely invoicing 

Reducing inventories through: 

@ Use of less costly components (of equal quality) and production with lower wage rates 

® Elimination of product features not valued by customers 

® Outsourcing to reduce product cost 

® Just-in-time deliveries of raw materials 

@® Elimination of manufacturing bottlenecks to reduce work-in-process inventories 

@ Producing to order rather than to estimated demand 

Increasing payables through: 

@ Extending the payment of low or no-cost payables (so long as the supplier relationships are 

unharmed) 

Management would next look at its long-term operating assets for opportunities to reduce unnecessary 

operating assets, such as the: 

Sale of unnecessary property, plant or equipment 

Acquisition of production and administrative assets in partnership with other entities for greater 

throughput 

Acquisition of finished or semifinished goods from suppliers to reduce manufacturing assets 

The second path to increase ROPI and, accordingly, firm value is to increase NOPAT with the 

same level of NOA investment. Management would look to strategies that maximize NOPAT, such as: 

Increasing gross profit dollars through: 

® Better pricing and mix of products sold 

@ Reduction of raw material and labor cost without sacrificing product quality, perhaps by 

outsourcing, better design, or more efficient manufacturing 

@ Increase of throughput to minimize overhead costs per unit (provided inventory does not 

build up) 

Reducing selling, general, and administrative expenses through: 

@ Better management of personnel 

@ Reduction of overhead 

@ Use of derivatives to hedge commodity and interest costs 

@® Minimization of tax expense 

Before undertaking any of these actions, managers must consider both short- and long-run implications 
for the company. The ROPI model helps managers assess company performance (income statement) 
relative to the net operating assets committed (balance sheet). 

MANAGERIAL DECISION | 

The residual operating income (ROP!) model highlights the importance of increasing NOPAT and 
reducing net operating assets, which are the two major components of the return on net operating 
assets (RNOA). What specific steps can you take to improve RNOA through improvement of its 
components: net operating profit margin and net operating asset turnover? [Answer, p. 12-17] 
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ASSESSMENT OF VALUATION MODELS 
Exhibit 12.3 provides a brief summary of the advantages and disadvantages of the DCF and ROPI 
models. Neither model dominates the other, and both are theoretically equivalent. Instead, profession- 
als must choose the model that performs best under practical circumstances. 

tages and Disadvantages of DCF and ROPI Valuation Models 

cS . _ Disadvantages _ So ee Performs Se 
e Popular and widely e Cash investments in plant assets are treated as cash e¢ When the firm reports positive 

accepted model outflows, even though they create shareholder value FCFF 

¢ Cash flows are unaffected ¢ Value not recognized unless evidenced by cash flows e When FCFF grows at a 

by accrual accounting * Computing FCFF can be difficult as operating cash flows relatively constant rate 
DCF e FCFF is intuitive are affected by 

— Cutbacks on investments (receivables, inventories, plant 

assets); can yield short-run benefits at long-run cost 

— Securitization, which GAAP treats as an operating cash 

flow when many view it as a financing activity 

e Focuses on value drivers = _Financial statements do not reflect all company assets, e When financial statements 

such as profit margins and especially for knowledge-based industries (for example, reflect more of the assets 

asset turnovers R&D assets and goodwill) and liabilities; including 

¢ Uses both balance sheet * Requires some knowledge of accrual accounting those items often reported 
ROPI and income statement, off-balance-sheet 

including accrual 

accounting information 

Reduces weight placed on 

terminal period value 

e 

There are numerous other equity valuation models in practice. Many require forecasting, but sev- 

eral others do not. A quick review of selected models follows: 

The method of comparables (often called multiples) model predicts equity valuation or stock 

value using price multiples. Price multiples are defined as stock price divided by some key financial 

statement number. That financial number varies across investors but is usually one of the following: 

net income, net sales, book value of equity, total assets, or cash flow. The method then compares com- 

panies’ multiples to those of their competitors to assign value. 

The net asset valuation model draws on the financial reporting system to assign value. That is, 

equity is valued as reported assets less reported liabilities. Some investors adjust reported assets and 

liabilities for several perceived shortcomings in GAAP prior to computing net asset value. This method 

is commonly applied when valuing privately held companies. 

The dividend discount model predicts that equity valuation or stock values equal the present 

value of expected cash dividends. This model is founded on the dividend discount formula and depends 

on the reliability of forecasted cash dividends. 

There are additional models applied in practice that involve dividends, cash flows, research and devel- 

opment outlays, accounting rates of return, cash recovery rates, and real option models. Further, some prac- 

titioners, called chartists and technicians, chart price behavior over time and use it to predict equity value. 

=) {4 =7:\={e1") 1\)(e/;@ Using Models to Identify Mispriced Stocks 

Implementation of the ROPI model can include parameters to capture differences in growth opportuni- 

ties, persistence of ROPI, and the conservatism in accounting measures. Research finds differences 

in how such factors, across firms and over time, affect ROPI and changes in NOA. This research also 

hints that investors do not entirely understand the properties underlying these factors and, conse- 

quently, individual stocks can be mispriced for short periods of time. Other research contends that the 

apparent mispricing is due to an omitted valuation variable related to riskiness of the firm. 
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GLOBAL ACCOUNTING 
There are no differences in the method or technique of valuing equity securities using IFRS financial 

statements. We can use the DCF or the ROPI method with IFRS data as inputs and determine intrinsic 

values. Regarding other inputs, it is important to note that WACC varies across countries. This is read- 

ily apparent when we recognize that the risk-free rate used to compute WACC is country specific; for 

example, following is the yield on 10-year government debt for several countries as of October 2011 

(www.bloomberg.com/markets/rates-bonds/government-bonds/). In comparison to countries such as 

Japan and Germany, the countries such as Greece and Brazil are riskier because of their debt levels and 

economic troubles. The higher the country risk, the higher the yield demanded on that country’s debt. 

Country ee ae Yield to maturity 

ADAM Geese ore ee ES wires arian a Sirhioe Sree 0.99% 

Gelman ia eae eee uae ae ira eee ci 2.00% 

WiniieC: States sees e ret tease sreaanet eran orc eae 2.06% 

United Kingdom sce ees ote 2.47% 

AUStralia Serta anh eee se eeaeane aie e tnt ere he 4.24% 

Brazile aan 2h Sa See Ory Pe ree ones 11.52% 

GIESCS Le ene tee ethene tt che eee Stee 23.24% 

MODULE-END REVIEW 

Following are forecasts of Procter & Gamble’s sales, net operating profit after tax (NOPAT), and net operating 

assets (NOA). These are taken from our forecasting process in Module 11 and now include a terminal period forecast 

that reflects a long-term growth rate of 1%. 

_ Reported __ Horizon Period _ ee 
(inmilions) = =i Ot Gm I 2015 Period 

Sales growth........... 4.6% 4.6% 4.6% 4.6% 1% 

Net sales (unrounded) ...  $ 82,559 $86,356.71 $90,329.12 $94,484.26 $98,830.54 $99,818.84 
($82,559 x 1.046) ($86,356.71 x 1.046) ($90,329.12 x 1.046) ($94,484.26 x 1.046) ($98,830.54 x 1.01) 

Net sales (rounded) ..... $ 82,559 $ 86,357 $ 90,329 $ 94,484 $ 98,831 $ 99,819 

NOBRAT fee: cicero 12,193 12,781 13,369 13,984 14,627 14,773 

INIQYAY cad euaasen gore kceemoeenele 97,247 101,596 106,269 111,158 116,272 117,434 

Drawing on these forecasts, compute P&G’s residual operating income (ROPI) and an estimate of its stock value 

using the ROPI model. Assume the following: discount rate (WACC) of 8%, shares outstanding of 2,765.7 million, 

and net nonoperating obligations (NNO) of $29,607 million (which includes $361 million in noncontrolling interest). 

The solution is on page 12-32. 

APPENDIX 12A: Johnson & Johnson Financial 

Statements 

JOHNSON & JOHNSON 

Balance Sheet 

At Fiscal Year End ($ millions, except shares and per share) 2010 2009 

Assets 

Cashrandicasiequivalentstrr sn. cr.-.t.cus cic. ia firea tack ek cea ner ee ese ee $ 19,355 $15,810 
Marketable"SecuritieS ee cct tat ctor cre ti trce mara et eae et nt ne 8,303 3,615 
Accounts receivable trade, net of allowances for doubtful accounts $340 (2009, GCS) oa 5 9,774 9,646 
INVENTORIES wea Ss tee ae eee vee cee ee ee Te en a, Feat 5,378 5,180 
Deferred taxes OntiinG Omi Uesaaees kote ee) ence ett ee MERE ete 2,224 2,793 
Prepaidiextpensesranclothenecelval|leSiar sai a tim tnt =e Qaiss 2,497 

Sra erin atte, aban Mave onlin eee eat ce emcee SE 47,307 39,541 

continued 
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continued from prior page 

PH@lersrnays (SlElM ClnelCoilemnentiiNae so sacocecssovooddeneageaencqnabonaueshanesoes GS aise} $14,759 

Intangibleassetsanetaen: «samp se temerity ee ins airs Un eet 8 SNR ih Ck Rec ee 16,716 16,323 

OOO Will Swarr gta sterner ete s eave) Ai ee Ee eee MITE Ne iad aot ah chek Wet eet 15,294 14,862 

DeferredstaxeslonpincomiGaaspscrs tena.) oe a iaeethen renee tact ent ayes hemes on tezeer are 5,096 5,507 

OMEIPASSOTS Mpwtemenrer ic tthe tey Nera Led ie tree Piebaie gt tr eg chilly, tary rege ee 3,942 3,690 

1OtaIFASS CTS wamcenen eeate ea ere Maas Wy Sane eee tC LOT Se eee ee tI a, en et $102,908 $94,682 

Liabilities and Shareholders’ Equity 

EOanSzancOteSIDa Val Caen ae eM en oie, MPM eee aaa Rn a ash rs rc a tue Pee meenanee G3 WAST $ 6,318 

ACCOUMISID AV ADS apeta at tet rhea sis, 5c sskewct cae tease R TERUG Tat ors nehohet aia a ae pa aes 5,623 5,541 

ACCC abi iteS mr paaverece 5c clce tar Serer teers EPEC CRAIN EY en ere, Sera Rte 4,100 4,625 

/AOGOMUEC| (SOLUS, UUINS Cinlel (SMOMOWONS so cacacnosugssnnendcuuouevggoenceenecone 2,02 2,028 

ACCIUCECOMPEMSALON 1 Samo ens e Nitick ouereccheg Pier pect eatcoe es aric cca byerenysi rc uceal eae ere OANA tees 2,642 PTT 

AGCCHUCT TAXOSCOMMIMCOMO: seeks te sorcery) apes earn RI oe weer tn Sete On mee Sie ee rae ae 578 442 

slotalkcurrentiliabilities semen cw.) ce ser ee ae ie eo ee te nen Taek coe eet STE Cee Ee $ 23,072 $21,731 

uot @ LLL IKE UNINC [el OS ceeprerprck ate sete TR ee ee ae a c's ecto ane rc Meme een RS ean 9,156 8,223 

Deletredktaxesromincomemue teeta ter mene rahe itterenttnc a chime eras Sen npr nea 1,447 1,424 

Employesimrelatediobligations: sah a... 5: janes estos = Sareea ale sao nerebeee 6,087 6,769 

Otherpliabilitioswseerencetercw. fewer tou. 7 cecietene eee oes corse seweurs c eecticirs ape areR ber boty ae tin Me nee es RRP ere 6,567 5,947 

WOME eT Sht an ay eerste © <p cee ne RCs enon oe cl ny OMe oe Re Sec eee eon eae one. ceed $ 46,329 $44,094 

Shareholders’ equity — 

PURE Yo | SOTA & cand CMOMRCLEND chek Gi EaCRERCEE Re hE co loiiina: gee aC CT cee et ac $ — $ = 

Common stock—par value $1.00 per share 

(authorized 4,320,000,000 shares; issued 3,119,843,000 shares)...............-005. 3,120 3,120 

(NES Ura Utah eKol Chl nvelr Colin EMME MSMENIMSOMSS +o.d o Sood bannouwcsouabeceogodeonmecwan (3,531) (3,058) 

Retainecicanningswenieiet ct cc daty cack orient ctai heats seer Mures sivieracisre cee Merete! panel ote TET TRS 70,306 

Less: common stock held in treasury, at cost 

(Scilp7A6-O00msharesiand. 365522. 000/shares) ager: secieicie ciieaeieie eieieia ioe oleae 20,783 19,780 

NOtaleSharenol derSeeQuIt Van name etreiitee a coetels iste enter fice mneteecte stetets giana onddieleuneennie oes 56,579 50,588 

iloralsliabilitiestand-shareholdersnequity. seme etek rinieter ticisice ib eeeric sites ciclo Siac riers $102,908 $94,682 

JOHNSON & JOHNSON 
ee = Income Statement : ce 

For Fiscal Year Ended ($ millions) a 7 2010-2008 2008 — 

SAlESHONCLISTONICKS aaNet e NER ce EER EME rs Soe hicies ais. fudinee « $61,587 $61,897 $63,747 

GOSHOMOLOCUCTS SOICtr ceca er cuctar a center ee ofsnnt Soo nist eiiet eoaeticel 18,792 18,447 ison 

GrOSSsprOfiteecierers > Sie trices oie cist oaualeie strane A tiie ee ayer 42,795 43,450 45,236 

Selling, marketing and administrative expenses ................... 19,424 19,801 21,490 

Research and development expense. ........ 2... cece rece ee eee 6,844 6,986 Ml OU 

Purchased in-process research and development................-- — — 181 

lintereStuiMCOM Cur pe-rencuucuten: Cat neue one or srenatiedavetc besarte wile Pireoowieepis: eonsaueueve (107) (90) (361) 

Interest expense, net of portion capitalized. .................-005. 455 451 435 

Other MCOMe)MeX PCMSClar ae mnarcyaren eves ater atey Memes lenses Guohemaictei ad! crsualer (768) (526) (1,015) 

RESTRUICTUING Mey pie ciece cick whieh seme cee pew e eae tue suher wisi etary haces ects, i 1,073 — 

Earnings before provision for taxes On income ......... 2... eee eee 16,947 SS) 16,929 

ProvislohuGretaxSS OnuNCOMe micasta dence sea miarara Oasis oisyinre. wolecg tar 3,613 3,489 3,980 

INGER I OSiae Mere eens chao te Giepemt eae darty spain, « ancemnnth adel s $13,334 $12,266 $12,949 

1 We classify Other (Income) Expense as nonoperating because it includes, among other items: royalty income; gains and losses 

related to the sale and write-down of investments in equity securities; currency gains and losses; non-controlling interests; and 

hedge ineffectiveness. 
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JOHNSON & JOHNSON 
: ee oe _ StatementofCashFlows =~ - 

For Fiscal Year Ended ($ millions) = / 2 22010 2009 «= 2008_~S 

Cash flows from operating activities 

NebearnindS terror coer ir men ott terete tLe roe $13,334 $12,266 $12,949 

Adjustments to reconcile net earnings to cash flows: 

Depreciation and amortization of property and intangibles......... 2,939 2,774 2,832 

Stock basecdicompPenSatlonienententsie wereter ier nene ar nr tten see meer 614 628 627 

Purchased in-process research and development..............-- — = 181 
BY\uRoNebcelONIMNelikocaceondnustuouuanesGantuododcenconbe 356 (436) 22 

AccountsireceivablerallowamCeSsrenwetrtewcrter iit t-ielsmet-Menene on a-aeaaes 12 58 86 

Changes in assets and liabilities, net of effects from acquisitions: 

(Increase)/decrease in accounts receivable...............-.--5. (207) 453 (736) 

(Increase)/decrease in inventories ............. 0. cece e ee eee ees (196) 95 (101) 

Increase/(decrease) in accounts payable and accrued liabilities ..... 20 (507) (272) 

(Increase)/decrease in other current and noncurrent assets ........ (574) 1,209 (1,600) 

Increase in other current and noncurrent liabilities................ 87 31 984 

Neticash flows tromloperating/aCtivitleSircmes cet.) eelaeieiey sistem terest: 16,385 Oral 14,972 

Cash flows from investing activities 

Addition to property, plant and equipment.................-..---. (2,384) (2,365) (3,066) 

ProceedsiiromitnediSposalionaSSetsierr rarer neketee static ean sna 524 154 785 

AGCGuiSitions amet Of CaSMiAaCQUIneG Seeger e ra reien ster neteits fever) -tietiere syeu ars ytes (1,269) (2,470) (1,214) 

Purchases:of. investments iatsemios «ascites ststneine oe crcteat heme nese (15,788) (10,040) (3,668) 

SaleS: OT INVESTIMENtS 2.015 ews wise stg at cee eats eekste eae sueibioteresEore 115009 7,232 3,059 

Oiherm(onimanlhyaintanGibles)iersemtenn sere see ener ener eee (38) (109) (83) 

Net cash used by investing activities.......................-..-- (7,854) (7,598) (4,187) 

Cash flows from financing activities 

Dividends torshareholdersipascesctseucca ee otal ch kote sicteaene aaa erento (5,804) (5,327) (5,024) 

Repurchase iicommoniStOCksrmesaerrit- cee: area eran cena (2,797) (2,130) (6,651) 

Proceeds: iromlshont=tenniiG CD igure eatemenenars iter ieee men tetera eee tena eee 7,874 9,484 8,430 

Retirementotshon-tenmae Dives mes tae Acetate ttt tenn ncneeee ns (6,565) (6,791) (7,319) 

Proceeds:trommlong-termid GD tseeers se eetetens ce ematiren-tier ast cee eter iwesi- i asiialtes 9 1,638 

Retirementofilong=tennm debt sarees aes aie scotty aah ieee (32) (219) (24) 

Proceeds from the exercise of stock options/excess tax benefits ..... 1,226 882 1,486 

NetcashusedibyitinancimOractivitl Samer mrncrnertcttsieecieeienisiet- insane (4,980) (4,092) (7,464) 

Effect of exchange rate changes on cash and cash equivalents....... (6) 161 (323) 

increase nicasiandicashrequivialentSermemsr-neseelcieraanisiiner aiaiuetietere 3,545 5,042 2,998 

Cash and cash equivalents, beginning of year .................... 15,810 10,768 TTTAS) 

Cash and cash equivalents, end of year ..............0002e eee aee $19,355 $15,810 $10,768 

APPENDIX 12B: Oppenheimer Valuation of 

Procter & Gamble 

We explain the forecasting process in Module 11 and reproduce an analyst report on forecasted financial state- 

ments for Procter & Gamble in Appendix 11A. In this appendix, we extend that report and reproduce an analyst 
forecasted stock price for P&G. We include below, two excerpts from the Oppenheimer valuation. The first 
excerpt provides a qualitative and quantitative analysis from Oppenheimer’s report as of October 28, 2011 (repro- 
duced with permission): 

Investment Thesis We remain confident in P&G’s ability to execute in a challenging environment, 

as evidenced by its healthy organic growth outlook. In addition, P&G's anticipated pricing actions on 
commodity-intensive products and internal cost savings should help mitigate the risk of commodity cost 
inflation. Further, we expect the company to continue to gain global market share through higher spend- 
ing on marketing and innovation. This growth profile and its solid handle on its cost structure should 
provide significant operating leverage and position the company well for meaningful EPS growth in 2011 
and beyond, while valuation is compellling. 

continued 
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continued from prior page 

Price Target Calculation Our 12- to 18-month price target for P&G of $72 per share is derived from 

our five-year discounted cash flow analysis, using a weighted average cost of capital of 9.2%, a terminal 

(fiscal 2016) unlevered free cash flow estimate of $16.7 billion and a residual free cash flow growth rate 

into perpetuity of 2.50%. 

Key Risks to Price Target Risks to the shares achieving our price target include, but are not limited to, 

management's ability to continue to deliver growth above market averages, achieve its targeted top- and 

bottom-line synergies from the Gillette acquisition, and weather intense competition through product in- 

novation and marketing. 

Our second excerpt is a set of assumptions and computations developed by Oppenheimer analysts to forecast 

P&G’s target stock price reported as of October 2011 (reproduced with permission). 

[aes Fee ee ENE 

__F2014E _F2015E__-F2016E| |Assumptions: 
desc 14,14 Risk-free Rate 

Plus: Interest Expense (After-Tax) 652 730 Beta 
Plus: Depreciation & Amortization SHONTA 3,198 Market Risk Premium 

Less: Capital Expenditures (3,584) (3,724) Cost of Equity 
Plus/Less: Changes in W/C & Other 399 399 

Unlevered Free Cash Flow 13,862 14,743 16,256 16,678 Tax Rate (Statutory) 35.00% 
PV of Unlevered Free Cash Flow 11,615 11,308 11,414 10,719 Cost of Debt (Pre-Tax) 4.00% 

Cost of Debt (After-Tax) 2.60% 

PV of Free Cash Flow 

Plus: PV of Residual Value Cost of Preferred 5.00% 

Enterprise Value 219,566 ; 
Less: Total Debt/Preferred (30,480) Shares Outstanding 2,748 

Equity Value 189,086 Price $65 
Mid-Year Adjustment Factor 1.05 Market Cap 179,319 

Equity Value (Adjusted) 197,633 Total Debt 29,246 
2,748 Preferred 1,234 Shares Outstandin ee ce 

Val Shale) ee ee $72 Total Capitalization 209,799 

. Capitalization Current Target 
Terminal Free Cash Flow Growth Rate Equity 85% 85% 

Debt 14% 14% 
1.5% 2.0% 2.5% 3.0% Preferred 1% 1% 

[WACG 9.2% 
$94 

$85 Residual FCF Growth Rate 2.50% 

$77 

$71 

$65 

Sources: Company financial statements and Oppenheimer & Co. Inc. estimates. 

We make four observations regarding this analyst report regarding P&G’s target stock price. 

1. The analyst report defines unlevered (before debt) free cash flow as follows. Earlier in this module we 

described differences in this type of FCFF computation from our FCFF definition. 

Net income 

+ Interest expense 

+ Depreciation and amortization expense 

— Capital expenditures 

+ Decreases in working capital 

= _Unlevered free cash flow 

2. This analyst report uses the same DCF computation we describe in this module. The analyst highlights the 

importance of the terminal year computation with a matrix that quantifies the impact on stock price of (1) 

growth rates subsequent to the forecasting horizon and (2) WACC. This type of sensitivity analysis is a 

useful way to identify crucial assumptions. We see that a | percentage point change in WACC results in a 

roughly 20% change in stock price estimate. Further, a | percentage point change in the terminal growth 

rate results ina roughly 15% change in stock price estimate. 



12-17 Module 12 | Analyzing and Valuing Equity Securities 

3. The cost of equity capital is estimated using the capital asset pricing model (CAPM) as we describe in the 

module. The analyst’s estimated WACC is 9.2%, higher than the WACC of 8% that we assumed in the 

module. It is not uncommon that model assumptions differ among analysts, and highlights the importance 

of sensitivity analyses that quantify the effects of varying model assumptions. 

4. Bottom line: We see that this analyst’s $72 stock price target is higher than the $51.62 stock price estimate 

that we independently determined in this module. There are a number of differences between our forecast 

and that of the Oppenheimer analyst. We assumed a constant horizon-period growth rate of 4.6% and a 

terminal growth rate of 1%. The Oppenheimer report shows a growth rate in unlevered free cash flow of 

9.4% for 2013, 6.4% for 2014, 10.3% for 2015, and a terminal growth rate of 2.6%. These rates vary over 

time and are more optimistic than ours and contribute to the higher stock price target. Another difference 

is Oppenheimer’s use of a mid-year adjustment factor (1.05 in the P&G report). The discount factors we 

use assume that the cash flows occur at year-end. However, firms generate cash flows throughout the year. 

The mid-year adjustment factor corrects for this. One simplified adjustment is to multiply the firm equity 

value by V(1 + WACC) or in the P&G report by y(1.092) = 1.045, which Oppenheimer apparently rounded 

to 1.05. This yielded a 5% increase in the target stock price compared to our price. Again, stock prices are 

opinions about the intrinsic value of the stock and as with any opinion, they can differ. 

APPENDIX 12C: Derivation of Free Cash Flow 

Formula 

Derivation of the free cash flow formula follows; our thanks to Professor Jim Boatsman for this exposition: 

Assets = Liabilities + Stockholders’ Equity (SE) 

NOA = NNO + SE 

ANOA = ANNO + ASE [in change form, where A refers to change] 

ANOA = ANNO + AContributed Capital (CC) + Net Income — Dividends (DIV)|substituting for : 

ANOA = ANNO + ACC + (NOPAT — NNE) — DIV [substituting for NIJ] 

— NOPAT + ANOA = ANNO + ACC — NNE — DIV [rearranging terms] 

NOPAT — ANOA = NNE — ANNO — ACC + DIV [multiplying by —1] 

Free cash flows Net payments to holders 

to the firm of net nonoperating 

(FCFF) obligations and stock 

GUIDANCE ANS 
aes 

MANAGERIAL DECISION |) ive Mi Pie 

WERS 
us 

Cash flow can be increased by reducing assets. For example, receivables can be reduced by the following: 

@ Encouraging up-front payments or progress billings on long-term contracts 

@ Increasing credit standards to avoid slow-paying accounts before sales are made 

@ Monitoring account age and sending reminders to past-due customers 

& Selling accounts receivable to a financial institution or special purpose entity 

As another example of asset reduction, plant assets can be reduced by the following: 

@ Selling unused or excess plant assets 

B® Forming alliances with other companies to share specialized plant assets 

@ Owning assets in a special purpose entity with other companies 

B Selling production facilities to a contract manufacturer and purchasing the output 

MANAGERIAL DECISION |, | Ch SDSS 2 ESOS RUMANIA beet Nee ena Pee tn Rests ST RES os 

RNOA can be disaggregated into its two key drivers: net operating profit margin and net operating asset turn- 
over. Net operating profit margin can be increased by improving gross profit margins (better product pricing, 
lower-cost manufacturing, etc.) and closely monitoring and controlling operating expenses. Net operating asset 
turnover can be increased by reducing net operating working capital (better monitoring of receivables, better 
management of inventories, carefully extending payables, etc.) and making more effective use of plant assets 
(disposing of unused assets, forming corporate alliances to increase plant asset capacity, selling productive as- 
sets to contract producers and purchasing the output, etc.). The ROP! model effectively focuses managers on 
the balance sheet and income statement. 
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DISCUSSION QUESTIONS 

Q12-1. 

Q12-2. 

Q12-3. 

Q12-4. 

Q12-5. 

Q12-6. 

Q12-7. 

Q12-8. 

Explain how information contained in financial statements is useful in pricing securities. Are there 

some components of earnings that are more useful than others in this regard? What nonfinancial 

information might also be useful? 

In general, what role do expectations play in pricing equity securities? What is the relation between 

security prices and expected returns (the discount rate, or WACC, in this case)? 

What are free cash flows to the firm (FCFF) and how are they used in the pricing of equity 

securities? 

Define the weighted average cost of capital (WACC). 

Define net operating profit after tax (NOPAT). 

Define net operating assets (NOA). 

Define the concept of residual operating income. How is residual operating income used in pricing 

equity securities? 

What insight does disaggregation of RNOA into net operating profit margin and net operating asset 

turnover provide for managing a company? 

Assignments with the @ logo in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 
M12-9. 

M12-10. 

M12-11. 

M12-12. 

M12-13. 

Interpreting Earnings Announcement Effects on Stock Prices ( 01, 2) 

In a recent quarterly earnings announcement, Starbucks announced that its earnings had markedly in- 

creased (up 7 cents per share over the prior year) and were | cent higher than analysts’ expectations. 

Starbucks’ stock “edged higher,” according to The Wall Street Journal, but did not markedly increase. 

Why do you believe that Starbucks’ stock price did not markedly increase given the good news? 

Computing Residual Operating Income (ROPI) (92) 

Halliburton Company reports net operating profit after tax (NOPAT) of $2,032 million in 2010. Its net 

operating assets at the beginning of 2010 are $9,937 million. Assuming a 10% weighted average cost of 

capital (WACC), what is Halliburton’s residual operating income for 2010? Show computations. 

Computing Free Cash Flows to the Firm (FCFF) (1.02) 

Halliburton Company reports net operating profit after tax (NOPAT) of $2,032 million in 2010. Its net 

operating assets at the beginning of 2010 are $9,937 million and are $12,160 million at the end of 2010. 

What are Halliburton’s free cash flows to the firm (FCFF) for 2010? Show computations. 

Computing, Analyzing and Interpreting Residual Operating Income (ROPI) (9s) 

In its 2010 fiscal year annual report, CVS reports net operating income after tax (NOPAT) of $3,777mil- 

lion. As of the beginning of fiscal year 2010 it reports net operating assets of $45,889 million. 

a. Did CVS earn positive residual operating income (ROPI) in 2010 if its weighted average cost of 

capital (WACC) is 7%? Explain. 

b. At what level of WACC would CVS not report positive residual operating income for 2010? Explain. 

Estimating Share Value Using the DCF Model (10%, ®) 

Following are forecasts of Target Corporation’s sales, net operating profit after tax (NOPAT), and net 

operating assets (NOA) as of January 29, 2011. 

Horizon Period 
Reported Terminal 

(In millions) 2011 2012 2013 2014 2015 Period 

Sales delve mam ayer $67,390 $70,086 $72,889 $75,805 $78,837 $79,625 

NOP Alsrterat a aie. 3,397 3,504 3,644 3,790 3,942 3,981 

NOA Se Sg ne tary 29,501 30,472 31,691 32,959 34,277 34,620 

Answer the following requirements assuming a terminal period growth rate of 1%, discount rate (WACC) 

of 7%, shares outstanding of 704 million, and net nonoperating obligations (NNO) of $14,014 million. 

Starbucks (SBUX) 

Halliburton Company 

(HAL) 

Halliburton Company 

(HAL) 

CVS Caremark (CVS) 

Target Corporation 

(TGT) 
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a. Estimate the value of a share of Target common stock using the discounted cash flow (DCF) model 

as of January 29, 2011. ; 

b. Target Corporation (TGT) stock closed at $49.99 on March 18, 2011. How does your valuation esti- 

mate compare with this closing price? What do you believe are some reasons for the difference? 

M12-14. Estimating Share Value Using the ROPI Model (0°) 

Target Corporation Refer to the information in M12-13 to answer the following requirements. 
(TGT) 

a. Estimate the value of a share of Target common stock using the residual operating income (ROPI) 

model as of January 29, 2011. ; 

b. Target Corporation (TGT) stock closed at $49.99 on March 18, 2011. How does your valuation estimate 

compare with this closing price? What do you believe are some reasons for the difference? 

EXERCISES 

Vy) E12-15. Estimating Share Value Using the DCF Model (0°, 2) 

; : Following are forecasts of Abercrombie & Fitch’s sales, net operating profit after tax (NOPAT), and net 

postcromblie SANE operating assets (NOA) as of January 29, 2011 (Current-year NOPAT is lower due to transitory items; we 

use a longer term estimate for NOPM of 8%.). 

Horizon Period _ : 2 teonial 
lions) oie) 201 eta ate ene 

Saosin $3,989 $4,587 $5,275 «$6,066 © $6,187 
NOPAT Hee 319 367 420 485 495 
NOA NGS se 1173 1,849,551 1,784 1,820 

Answer the following requirements assuming a discount rate (WACC) of 10%, a terminal period growth 

rate of 2%, common shares outstanding of 87.2 million, and net nonoperating obligations (NNO) of 

$(858) million (negative NNO reflects net nonoperating assets such as investments rather than net 

obligations). 

a. Estimate the value of a share of Abercrombie & Fitch common stock using the discounted cash flow 

(DCF) model as of January 29, 2011. 

b. Abercrombie & Fitch (ANF) stock closed at $56.71 on March 29, 2011. How does your valuation 

estimate compare with this closing price? What do you believe are some reasons for the difference? 

(/) E12-16. Estimating Share Value Using the ROPI Model {i.03) 

: : Refer to the information in E12-15 to answer the following requirements. 
Abercrombie & Fitch 

a a. Estimate the value of a share of Abercrombie & Fitch common stock using the residual operating 

income (ROPI) model as of January 29, 2011. 

b. Abercrombie & Fitch stock closed at $56.71 on March 29, 2011. How does your valuation estimate 

compare with this closing price? What do you believe are some reasons for the difference? 

v/) E12-17. Estimating Share Value Using the DCF Model (0%, 2) 

Best Buy (BBY) Following are forecasts of sales, net operating profit after tax (NOPAT), and net operating assets (NOA) 

Hf as of February 26, 2011, for Best Buy, Inc. 

Reported ee Terminal - 
(In millions) 2011 2012 2013 2014 2015  ~——s~ Period 

SaleSic ay rie ara $50,272 $52,786 $55,425 $58,196 $61,106 $61,717 
NOPAR Es acre. 1,389 1,584 1,663 1,746 1,833 1,852 
NOAA aie seer 7,876 8,248 8,660 9,093 9,548 9,643 

Answer the following requirements assuming a discount rate (WACC) of 11%, a terminal period growth 
rate of 1%, common shares outstanding of 392.6 million, and net nonoperating obligations (NNO) of 
$1,274 million. 

a. Estimate the value of a share of Best Buy’s common stock using the discounted cash flow (DICH) 
model as of February 26, 2011. 

b. Best Buy (BBY) stock closed at $30.20 on April 25, 2011. How does your valuation estimate com- 
pare with this closing price? What do you believe are some reasons for the difference? 
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E12-18. Estimating Share Value Using the ROPI Model (1.03) (/) 
Refer to the information in E12-17 to answer the following requirements. 

Best Buy (BBY) 

a. Estimate the value of a share of Best Buy common stock using the residual operating income (ROPI) 

model as of February 26, 2011. 

b. Best Buy (BBY) stock closed at $30.20 on April 25, 2011. How does your valuation estimate com- 

pare with this closing price? What do you believe are some reasons for the difference? 

E12-19. Identifying and Computing Net Operating Assets (NOA) and Net Nonoperating Obligations 

(NNO) (L014, 2) 

Following is the balance sheet for Halliburton Company. Halliburton Company 
(HAL) 

“At December 31 (M 
Assets 

GashrandkequiValents: pumice wicestuevehoie vara bee sacl ea et ae ects $ 1,398 $ 2,082 

Receivablessinet Siz waamek itn scientist tenia tececgtet hh te wre aie a ga 3,924 2,964 

lventoriesi amr trs cree Orrick dna, Seen ate eee gta pe ie ree see eek 1,940 1,598 

Investments in markeatable securities..............-.2-000eeee 653 el 

Curent deterrediincometaxesser.. sees sess ee sae ae esscie aa ose 257 210 

OthencurrentaSSets eae os are sae eee oe Re Ra 714 472 

(NOTAICUITENTISASSCLS Merreare eeiteerss comes See ROA AT pcan boeteuean BoE eH 8,886 8,638 

Property, plant and equipment—net ..............00 cece eee eee 6,842 5,759 

(Efaloye Nl ll Zawececicun aes citer Semione ste tM nEnA er trth i} Sento. Wala bie 1,315 1,100 

Qtherassetse ncaa. emer ree ce ech aya Sa ie Aetna eta eee ee 1,254 1,041 

[Ota NASSCLS aware tent WNIS Sumter Sige aad crave! sake. casper a $18,297 $16,538 

Liabilities and Stockholders’ Equity 

ACCOUNTS Payableneencwte seit tiltree to Mester ahi eee pened ae nee Ths $ 1,139 Sesh 

Gurrentimaturities;of,long-tenmidebtenaenmieee ae cine ae _ 750 

Accrued employee compensation and benefits..............-... 716 514 

DEterreaineVeNnUe bees techn seater eters ort braces creche acu rerar ai an ems ae 266 215 

Othencumentiliabilities seep t sieve Mice vate tae es «cine edo ayes 636 623 

TOLARCUMONTENADINTESS acess sehen ccs ere ore take sacoe chee acheter 2,757 2,889 

Long=termidebtie st era cis en rosie eae cyertens ns hic cur onnte siete rea: 3,824 3,824 

Employee compensation and benefits.....................-..- 487 462 

Othenmlabilitiosies «ce umite Mearns chee eadyereys ate sos peta ale eusme  oucRen as 842 606 

FOLAMADINITIGS Meee sci cns cevece eatehereta cock teales <a ee eae 7,910 7,781 

Shareholders’ equity 

Common shares, par value $2.50 per share—authorized 2,000 shares, 

issued 17069 shares andil-0G67 ShareSpace or warren serene str 2,674 2,669 

Paid-incapitalimexcession Pala allUG waren pate ertnseetenaieiielai an rae 339 411 

Accumulated other comprehensive loss .................2e000- (240) (213) 

RetainedsearminGSssemacmet «= sytem alae “here sesicas ails ter sia tadiuneia' a (a) 12,371 10,863 

Treasury stock, at cost—159 and 165 shares .................... (4,771) (5,002) 

Companyesharcholdersvequity Grate cs cis simteststec acs) etneceieys 10,373 8,728 

Noncontrolling interest in consolidated subsidiaries.............. 14 29 

Totalishareholderssequityy sem. aeiste seiemites eet gee arteries sobien ante 10,387 8,757 

Total liabilities and shareholders’ equity.................-..-..- $18,297 $16,538 

a. Compute net operating assets (NOA) and net nonoperating obligations (NNO) for 2010. 

b. For 2010, show that: NOA = NNO + Stockholders’ equity. 
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E12-20. Identifying and Computing Net Operating Profit after Tax (NOPAT) and Net Nonoperating Ex- 

pense (NNE) (1.07, 2) 

Halliburton Company Following is the income statement for Halliburton Company. 
(HAL) 

-—— HALLIBURTONCOMPANY 
Consolidated Statements of Operations 

At December 31 (millions. f dollars) ey | 2010 2009 2008 

Revenue 

SOrnviCeSaa cq tee iean earn nea segnace ausccnc wee sashes at neste me memcn? $13,779 $ 10,832 $13,391 

PrOGUCTISAIES Aimee ectnieg carta co a teeter in can, ceesteu et ate Sue ceases 4,194 3,843 4,888 

TOLAMTEVEMUG care cco cteae cn uccres eet talon Gr coe ael arto oer edema epic eens 17,973 14,675 18,279 

Operating costs and expenses 

WOST.OFSEIVICES Bracers at ciscsitis elesencim atcha et oramciarts nearon eeirses 11,237 9,224 10,079 

Gostiofisalester write iteccmers anteater ianier Shara sr syey'o)se shinpe 3,508 3250 3,970 

General andiadminiStrativeaemuersrteceseee creer cle otsens et 229 207 282 

Gain on sale of operating assets, net.................-- (10) (5) (62) 

Total operating costs and expenses. ................-5- _ 14,964 12,681 _ 14,269 

OperatinghinComeracis cam areas ora elastin ces cris ore aaciers 3,009 1,994 4,010 

Interest expense, net of interest income 

(OPA NURS TALG RAISER. co cok oe ote acaSiccent oot cae a ecto (297) (285) (128) 

Other nonoperating expenses, net...............+++6-- (57) (27) (33) 

Income from continuing operations before 

INCOME taxes eechiaas corsets pice st. Noro u seh wenten a Men esomeee ata 2,655 1,682 3,849 

POMSTOlA Hor INCOR WES nc so avcceabanonuotvaravoose (853) (518) Ge2atal)) 

Income: irom: continuimgioperationS yn ne ei nera ate 1,802 1,164 2,638 

Income (loss) from discontinued operations, 

NebORINCOME taXsarme emer meetin emanate cesar rine 40 (9) (423) 

INGtHINGOME Speer cera ee egaie ee een aes Seon wanes 1,842 Telos 2215 

Noncontrolling interest in net income of subsidiaries ...... (7) (10) 9 

Net income attributable to company .................... $1,835 $ 1,145 $ 2,224 

Compute net operating profit after tax (NOPAT) for 2010, assuming a federal and state statutory tax rate 

of 35%. 

E12-21. Estimating Share Value Using the DCF Model (07%. 2) 

Halliburton Company Following are forecasts of Halliburton Company’s sales, net operating profit after tax (NOPAT), and 

SHAE) net operating assets (NOA) as of December 31, 2010. 

: eens oo ‘Horizon Period oe : terminal 
(In millions) — 2010 ~—_ 2011 2012 2013 2014 Period 

Sales eerste oe $17,973 $21,028 $24,603 $28,786 $33,680 $35,027 
NOPATIR eaceraeeere: 2,032 2,376 2,780 3,253 3,806 3,958 
NOA ‘eda irer ea eericnet: 12,160 14,208 16,624 19,450 22,757 23,667 

Answer the following requirements assuming a discount rate (WACC) of 10%, a terminal period growth 
rate of 4%, common shares outstanding of 910 million, and net nonoperating obligations (NNO) of 
$1,787 million. 

a. Estimate the value of a share of Halliburton’s common stock using the discounted cash flow (DCF) 
model as of February 17, 2011. 

b. Halliburton Company (HAL) stock closed at $48.43 on February 17,2011. How does your valuation 
estimate compare with this closing price? What do you believe are some reasons for the difference? 



E12-22. 

E12-23. 

E12-24. 

Module 12 | Analyzing and Valuing Equity Securities 12-22 

Estimating Share Value Using the ROPI Model (02) 

Refer to the information in E12-21 to answer the following requirements. 

a. Estimate the value of a share of Halliburton Company common stock using the residual operating 

income (ROPI) model as of February 17, 2011. 

b. Halliburton Company stock closed at $48.43 on February 17, 2011. How does your valuation esti- 

mate compare with this closing price? What do you believe are some reasons for the difference? 

Explaining the Equivalence of Valuation Models and the Relevance of Earnings (0%, 2, 3) 

This module focused on two different valuation models: the discounted cash flow (DCF) model and 

the residual operating income (ROPI) model. The models focus on free cash flows to the firm and on 

residual operating income, respectively. We stressed that these two models are theoretically equivalent. 

a. What is the intuition for why these models are equivalent? 

b. Some analysts focus on cash flows as they believe that companies manage earnings, which presum- 

ably makes earnings less relevant. Are earnings relevant? Explain. 

Applying and Interpreting Value Driver Components of RNOA_  (L0=2) 

The net operating profit margin and the net operating asset turnover components of return on net operat- 

ing assets are often termed value drivers, which refers to their positive influence on stock value by virtue 

of their role as components of return on net operating assets (RNOA). 

a. How do profit margins and asset turnover ratios influence stock values? 

b. Assuming that profit margins and asset turnover ratios are value drivers, what insight does this give 

us about managing companies if the goal is to create shareholder value? 

PROBLEMS 

P12-25. Forecasting and Estimating Share Value Using the DCF Model (1.0%, 2) 

Following are the income statement and balance sheet for Intel Corporation. 

INTEL CORPORATION | oe 
Consolidated Statements of Income oe 

Sa "December = Deceubet _ December 
YearEnded (In millions) = eee la ey 

NCHTCVCIIUC Mere tr eerk Ra ries ae th ee cere Pet eat $43,623 $35,127 $37,586 

COstiofSalesten writ sn. cee las Sa ncstee oe meee SPSS eRe 15,132 15,566 16,742 

Grosstmarginiwere sree tc atta oO ase oe kane ee ose ene 28,491 19,561 20,844 

Researchrandidevelopment es. neu aaace comee. «ese alee: 6,576 5,653 Oaee 

Marketing, general and administrative.................... 6,309 7,931 5,452 

Restructuring and asset impairment charges .............. —— 231 710 

Amortization of acquisition-related intangibles ............. 18 35 6 

OperatingexXPeOnSeS amare at wesc ana tor pamela 12,903 13,850 11,890 

ODSATING COMO seperate cierto eet oS citi atens suet oni has 15,588 Olt 8,954 

Gains (losses) on equity method investments, net........... 117 (147) (1,380) 

Gains (losses) on other equity investments, net............. 231 (23) (376) 

Interestangrothera net: sees ues. << cinterass as aioe cee eee a4 109 163 488 

ImcomeibetoneitaxcSetc sae ete cetera orsns fits Pibeacrede in iad bo 16,045 5,704 7,686 

RLOVISIOOMOMAXGS Bame cate meray ole c veemadeie stele tatrossles sioner uae ake 4,581 1,335 2,394 

NET COMOcipeat rect atct oh aaitice sacha dae Mists. hoohatninkeusetite ote $11,464 $ 4,369 $ 5,292 

Halliburton Company 

(HAL) 

@ 
Intel Corporation 

(INTC) 
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_ INTELCORPORATION 
Consolidated Balance Sheets 

As of Year-Ended (In millions, except par value) ~ December 25, 2010 December 26, 2009 

Asset 

Current assets 

(C2EIn ElNCHOZAMGCUINEIIEMIS) conocodsucocrnovomavuawuecoee $ 5,498 $ 3,987 

SINGMEUSTANAMMESIVEMNS: oon on encccmodsesokotodenpumonnc 11,294 5,285 

Trading assets: ewaee eerste eee vera aR SeaARE re IRE Erne 5,093 4,648 

Accounts receivable: neti; heaes cesses cats cttete ns ne elcdatatart ote 2,867 2,273 

INVERTOR este etiet Crete eres Ae BROT. OD ee ee 6) 7Aovh 2,935 

Deterred taxtassetsi. see aoe APIs elma Saeed eve wee 1,488 fe2a6 

OihermcurentiaSSetsmecncce mctek ier RePNOIE cs ae slctecli ne oomaa ene gan: 1,614 813 

Totalscunment ASSES mars astro roe ican a eta teil ces eusuekstarcrous 31,611 21,157 

PROPOSING (EME IMChGo UM) SAMEMG THEW a noo oc oc éaouneonnnbogobes 17,899 WPS 

Marketablerequity; SCCUNITIOS Ma yrame aaatrebeuelon tre rel ais) etch cus otioeneie 1,008 13 

Ohler Kove aweiinn) UMWVESMANEMS) oonnncnonunhoccnonoudndarancr 3,026 4,179 

(GOO CWI Rr aee teers eter age et crew einen nari amt) otto als os 4,531 4,421 

Oihemlong-termaSSetsie. wen ryt nate ty ates 3 Sem ca ueea ns au: plaka) __ 5,340 

TOLARASSeIS eer eron sake teases. Ae Oe A AR eb tee gree $63,186 $53,095 

Liabilities 

Current liabilities 

Shorteternidebta: eee eee eee gare nie eee rnin an eed Eee cee $ 38 $ 172 

ACCOUNTS: DaVablemaenuseyvacwrondete tetas aicte lacus aloe snciere eon wines 2,290 1,883 

Accrued compensation and benefits ..................005- 2,888 2,448 

ACCKUCCEACVERUISING meee werner ne ete ne weenie earners dete Wan cor mete n. ceed 1,007 773 

Deferred income on shipments to distributors............... 622 593 

OtheraccruediliabiliticSt= sereererassrst tent sles geet cae ceases 2,482 eee 

‘LotalicunentliabilitiGS eras eres eee ce tee enn ere RP Qt eee ern 9,327 7,591 

Kong-tenmimncomenaxesipaVabloternms-ismm ene aes erties 190 193 

rong=tennmlceb tarea sates reese heteteae etree erry oicran Menarant sans Gane 2,077 2,049 

Kong-tenmicdetenrecitaxiliablliticSi sess: hein actinic 926 555 

Othenlong-termniliawllitics crewmen creer ae ee era eaeree eee 1,236 1,003 

Otaliabilitiostaptemepencn-c ares cusee a ectenekcus ne siiesaaatutonr esters 13,756 11,391 

Stockholders’ equity 

Picneneel Steel, SOOO (Sai WEI. coo no mononnennachonoseoe _ — 

Common stock, $0.001 par value, 10,000 shares authorized; 

5,581 issued and 5,511 outstanding and capital 

iMKEXCESSiOf, PAaleValUC maser ccere ewe teat eet ae ich xe a niet eee 16,178 14,993 

Accumulated other comprehensive income................. 333 393 

RetaineciearningStescencscksrasmter- crite otis re Rnk tcsyeey ina cy 32,919 26,318 

Noel) Gitolelenelotsiey CeMy a sadacassolccnoosenmaaooddaneaor 49,430 41,704 

Total liabilities and stockholders’ equity...................00. $63,186 $53,095 

‘These investments are operating assets as they relate to associated companies. 

Required 

a. 

b. 

d. 

Compute Intel’s net operating assets (NOA) for year-end 2010. 

Compute net operating profit after tax (NOPAT) for 2010, assuming a federal and state statutory tax 
rate of 37%. 

. Forecast Intel’s sales, NOPAT, and NOA for years 2011 through 2014 using the following assumptions: 

Sales GrOWwthitparenedecetees Cee ere rey eee ae ee ean 10% 

Net operating profit margin (NOPM)................... 26% 

Net operating asset turnover (NOAT) at year-end ........ 1.50 

Forecast the terminal period value assuming a 1% terminal period growth and using the NOPM and 
NOAT assumptions above. 

Estimate the value of a share of Intel common stock using the discounted cash flow (DCF) model 
as of December 25, 2010; assume a discount rate (WACC) of 11%, common shares outstanding of 
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5,511 million, and net nonoperating obligations (NNO) of $(20,778) million (NNO is negative which 

means that Intel has net nonoperating investments). 

e. Intel (INTC) stock closed at $22.14 on February 18, 2011. How does your valuation estimate com- 

pare with this closing price? What do you believe are some reasons for the difference? What invest- 

ment decision is suggested from your results? 

P12-26. Estimating Share Value Using the ROPI Model (02) (/) 
Refer to the information in P12-25 to answer the following requirements. : 

Intel Corporation 

Required (INTC) 

a. Estimate the value of a share of Intel common stock using the residual operating income (ROPI) 

model as of December 25, 2010. 

b. Intel stock closed at $22.14 on February 18, 2011. How does your valuation estimate compare with 

this closing price? What do you believe are some reasons for the difference? What investment deci- 

sion is suggested from your results? 

P12-27. Forecasting and Estimating Share Value Using the DCF Model (0%, 2 Vy) 

Following are the income statement and balance sheet for CVS Caremark. 
CVS Caremark (CVS) 

GashandicashwequivalentSamern.: om 1 sondacree reteset ents A ainen Se eern ger $ 1,427 $ 1,086 

Shont-terminVvestmMentS*s snes et eee cee Se ato eeteteee Cee ema ane aaa 4 5 

Accountsmeceivables metas sacar acd soi amare ane cc aetna cen eee eee eee 4,925 5,457 

HAN EIROIIES: vant 5.utd ddldie modes big Geen, te Cie Pe Sie saa Wan sos aN oe eee! 10,695 10,343 

DeterreciincomestaXxeSite emer coerce arciaiceet teeters coun Mncmencds o serge ncinter. ‘Sail 506 

OthencunnrentiaSsSets area errr eterna cena fice eeicus ion en NR Me nae Fleet 144 140 

Ota CUIeMASS ELS rake ae teen ctee ney ca rent one TEN Cg trate cue Sete outs nue 17,706 WSS 

Propenryrancrequlpments ne teeter nusce i seolh sy ecesrgsts rece eee aires nct peak cee ee 8,322 7,923 

GOOGWiIRPRRMEy coterie eae oye eo iaue hey nt et cece eter atin Maer neti nana ar heh mae 25,669 25,680 

IntangibleraSSets in Ctwrarn levers in pktnusiaienesit vcs. ng acs ah teaniuay seereewtaceperelaus oe > 9,784 WOnIZ7/ 

OL SPASSSTS PRP eater errs tee sepa ttc SETAC Tate hr, Aer SRN EA actin, RU ee, BORAT Spey JEP 688 374 

SLOLAIFASSCLS omy rt ea ere ret ae cee tir aeons ays, Stn ee GA lec oe 1G APS EN ce Sct auaring $62,169 $61,641 

Liabilities 

ACCOURLS DAVADIS Foe ete et ee eer Cape ad eM ERIE), DUE TON $ 4,026 $ 3,560 
ClaimsrandiciSCOUntSiPDaVabletimer mmeme Mnre ea iotets sees cae yanainais sever en eee 2,569 3,075 

ACCKUECISXDENSES <1. ep ete Ts teva raledo mish, ciclears ae tot asics SEG ths Hale Ot 3,070 3,246 

SMOR=tChi OC Diets Mec eet ee iene 4. Mocs conse cit ave etn iG a once ocale 300 315 

Curretat Ponionror |ONG=tenmjdebtarr was see erste a etetecstet ier cte ar ctc ts sees trots eee 1,105 2,104 

OLAICUIMENL NADIIUIOS 4: « -vusuchape mmr exerts rasta: «can acne eco cr are veiarnarestne 11,070 12,300 

ILyoY Ate NEI Aneel eld tata a tere ae bite rOm Ocenia nen Wicca) Mec Cnonn Pann ice ae SRe a ecema NCE 8,652 8,756 

DetenrechincOmertaXxeS: samierad eon ecr plo aecarigitixcrwolsrrewars. ond sabes wer ckerom ayo « 3,655 3,678 

@themlong=tenmiliabiliticS:serecetacuet cic. mac cera e te) Maye rene corenai take CERNE psec 1,058 1,102 

Redecmablenoncontrolling interests a.i ss stiasia pee eirt racist ieh-yspe etal ere ob 34 Sy 

OLA ADIITOSH Rs a Re REE SDA. Nike SATERTIS EMRE eh OES Ae tM at Ne Mele Seer 24,469 25,873 

Shareholders’ equity 

Common stock, par value $0.01: 3,200 shares authorized; 1,624 shares issued 

and 1,363 shares outstanding at December 31, 2010 ................... 16 16 

SIFCASUIVASLOCK@AL COSt etre ratte yay Sr cv aerate miakea yer dans fons touaheeapaucyncia nists Mee caaedans (9,030) (7,610) 

Sharpest le lOuimMutrUSt memes aac Pale sreas eter eistterenetec yes ereicas sere pies co lersints.o4r0 i (56) (56) 

GAD ItalS Uo lUS werent tenor Masters arse ria ited skoyetelon or rackchcsapepsne = setae ss thehtrean ances 27,610 27,198 

RetaineGueanhlinGs = manasa actu eae ariel erecta tech eccuoued aie, <4) sss, <0 5; eaencih Au kar 19,303 16,355 

AccumulatedothemeOmprenemSiVellOSS mere rsitat acters erento eats) «hele totertetsy=icesyci (143) (135) 

sotalisharehOlderseeGuilyinresm serine sce tafe e's ctercte aanipeusisiehancs ce: 37,700 35,768 

Totalliabilitiesancisharcholdersuecuity meee ere sams ee come eee cee $62,169 $61,641 
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Vv) P12-28. 

CVS Caremark (CVS) 

Abbott Laboratories 

(ABT) 

Ne) eyEES ae a) Site i Oh eee sere $96,413 $98,729 ~—«-$87,472 

COSTHORMEVERUES caarcmeacr unin cn tae meena ace meee tn ce eae anne eat 76,156 78,349 69,182 

ETON OKO Me cicha.d misnunicahtreey Tr Cr FURS OME OS OOS Me Om TOC oC 20,257 20,380 18,290 

OperatinGI|exDenSese easexcwneiioerat renee tora ec ckstsacisre aaron: 14,092 13,942 12,244 

OperatinolOrofittern tec se emcee ier etn bs canes in5 cree s © euaueens 6,165 6,438 6,046 

INTSFESTOXPENSEN MEU cemeisrcue ca sche a Mots ais wisconsin sie csrersirenenel oy nl arr 536 525 509 

Income before income tax provision ... 1.2... 0... e ee eee ee eee 5,629 5,913 5,537 

Incomes tax proviSiOngeeric seircrirscieicist) cena eae aceit easel 2,190 2,205 2,193 

INCOMesFOMNCONtINUINGODESrAationSmmem mere eieiseseae sitet hee ieee 3,439 3,708 3,344 

Loss from discontinued operations, net of income tax benefit ...... (15) (12) (132) 

Ne thin Ome tem cite ertersrcete re ea cncth ect eter site ours tai aa love etek Sorina cas, fe'ai no 3,434 3,696 3,212 

Net loss attributable to noncontrolling interest .................. &) = = 

Preference dividends, net of income tax benefit................. — — (14) 

Net income attributable to CVS Caremark..............-0.0000- $ 3,427 $ 3,696 $ 3,198 

Required 

P12-29. 

a. 

b. 

Compute net operating assets (NOA) as of December 31, 2010. 

Compute net operating profit after tax (NOPAT) for fiscal year ended December 31, 2010, assuming 

a federal and state statutory tax rate of 37%. 

. Forecast CVS’s sales, NOPAT, and NOA for 2011 through 2014 using the following assumptions: 

Sales:growtht gat. cess eeaety a crac crete aie oct cee ree eaen ee 5% 

Net operating profit margin (NOPM)................... 4% 

Net operating asset turnover (NOAT) at fiscal year-end... . PAN 

Forecast the terminal period value assuming a 1% terminal period growth and using the NOPM and 

NOAT assumptions above. 

. Estimate the value of a share of CVS common stock using the discounted cash flow (DCF) model as 

of December 31, 2010; assume a discount rate (WACC) of 7%, common shares outstanding of 1,363 

million, and net nonoperating obligations (NNO) of $8,660 million. 

. CVS’s stock closed at $33.06 on February 18,2011. How does your valuation estimate compare with 

this closing price? What do you believe are some reasons for the difference? 

Estimating Share Value Using the ROPI Model (0%) 

Refer to the information in P12-27 to answer the following requirements. 

Required 

(Oh Estimate the value of a share of CVS common stock using the residual operating income (ROPI) 
model as of December 31, 2010. 

. CVS stock closed at $33.06 on February 18, 2011. How does your valuation estimate compare with 
this closing price’? What do you believe are some reasons for the difference? What investment deci- 
sion is suggested from your results? 

Forecasting and Estimating Share Value Using the DCF Model (10+. 2) 

Following are the income statement and balance sheet for Abbott Laboratories (ABT). 
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Assets 

CashandkcashiequivalemtSuerr etsy vsnyeute incre cacereene me neer nates sheet 

MESHES Eine (SUMS MMT Bic ds sucdosnoGotoeaanesomesnancsdcenne 

WradesreceiVablesanetweerrsras cia qe ccs eet cee raee neces teria trie 

pLOtalaiVEMLOni GS iar wipe ntan at Laer genet ee ti ort hn 1 mL en PIM AT CER ats te eee 

[RAVESUIMEMNIS Aas wner ey eiches cetgeicw Abe sets Ut cot nip OhretaN WA heriatirs css otic) theese 

RLOPEKvcanCleCUIpmentnmet a ese tccm ay. aie ene ay Wetee te ene whe Dara ab tty, 

IMBWMCINSCESENS, MELOY SMO cos zacuctcoconcnenaoconodgaobe ons 

Good Wwilleanpmecremmerenrr sree meer caren ten aa eof cease Anca canoe fay ai avece moe 

Liabilities and Shareholders’ Investment 

ShOnt=steriMeDOnrOwilnGS pervs cite) eae. eee erate eke ne eee: ninerval ter apeciettaats 

MrACSrACCOUNTS! DAV AD Cieckesecn ioe steenem verte ets Guvieany ae tsotsdere eb teacaire se Ci ekses et cc 

SHIFTS WECES CNchCOnMiNSSlelnSss snonkknosccoGhucunsboddocousee desde 

Othermaccrucdiabilities nc -e reesei e, oes ceuncs Sateen echt one eter sare) see eens 

Dividends payable wyrcas sic rr acta ha) Nees EPS cy neta ee ep ieee aca cays 

Incomeitaxestpayablopeern Ac Ainsttias. kia cacao dah Ser Pointed aln Sbarkie oe 

Gurnent ponmionoflong-tenn:cebtimemsrercrirta seine a eiecrrte eens arene are 

WOtal 'CUITENtAADITIESeere eter ee sie renee & aol see Ste cee ine ee eae ern ea: 

LOng=terniGeb ter ene ese ck Sete a Siege Gist Seu tatuale gel cette sghaeh oh ob ect cs Siescee Sones 

Post-employment and other long-term obligations....................-.. 

Shareholders’ investment 

Common shares, without par value. Authorized: 2,400,000,000 shares. 

ISSUECAIFONG 689 B76ran cl G 12,683: 98)/e ee ae es cere ease etenienene ee seer 

Common shares held in treasury: 72,705,928 and 61,516,398.............. 

EanmimngsreinaloyeccmmatinetoUSineSs mrratteme are cette te satelite aerate ten aterer seach 

Accumulated other comprehensive income (loss). .............-...+-005- 

Total AbbottshareholderssinVeStimeMmts sr-trctsiststets eo-is cbs cael necg ane pac eotegens ois 

NoncontrollingiinterestsimSUDSIGaneS mr rraeieriee esis erties aytnetans) 2 = tale 

fTotallshareholdersainVeSsthmemtamenr. cnn crerctetat rareia Ss or. mercicycre white ena eaten 

Total liabilitiestand shareholders inVeStimemts ee cverstte: e eecys fue eeeuspcie epee 

$ 3,648.371 $ 8,809.339 

3,675.569 dl 22 5709 

7,184.034 6,541.941 

3,188.734 3,264.877 

3,076.051 2,364.142 

1,544.770 1,210.883 

22,317.529 23,313.891 

302.049 1,132.866 

7,970.956 7,619.489 

12,151.628 6,291.989 

15,930.077 13,200.174 

790.027 858.214 

$59,462.266 $52,416.623 

$ 4,349.796 $ 4,978.438 
1,535.759 1,280.542 
1,328.665 1,117.410 
6,014.772 4,399.137 
680.749 620.640 

1,307.723 442.140 
2,044.970 211.182 

17,262.434 13,049.489 

12,523.517 11,266.294 
7,199.851 5,202.111 

8,744.703 8,257.873 
(3,916.823) (3,310.347) 
18,927.101 17,054.027 
(1,366.846) 854.074 

22,388.135 22,855.627 
88.329 43.102 

22,476.464 22,898.729 

$59,462.266  $52,416.623 
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Net sales....... 1 Sst eBay Stak wheat cgey ocoss) panes Ae eee asa teense ane eNEno sho $35,166.721 $30,764.707 $29,527.552 

Costoiproductsisoldseca-e ermine em ered rto eran) gsierecn ener 14,665.192  13,209.329 12,612.022 

Research rand:development a ranterernietacte retest niet rennet 3,724.424 2,743.733 2,688.811 

Acquired in-process research and development...........--..-- 313.200 170.000 97.256 

Selling, general and administrative ............-....s.+eeeeee- 10,376.324 8,405.904 8,435.624 

jlotalloperating/cost and expenSes = assesses ele steerer _29,079.140 _24,528.966 _23,833.713 

OperatingieanningSscacicsccc ns ences chereerics Stns cts eels hate noneileltane 6,087.581 6,235.741 5,693.839 

INTEKAST EXPENSE ene crite ea etekn outa arNS ccs ters elec ctieae ete lio ete 553.135 519.656 528.474 

Interest (income) tee tne. critic ys cto cunenena niin ccs cs irene iensuele @rakeaat (105.453) (137.779) (201.229) 

(Income) from the TAP Pharmaceutical joint venture.............. — _ (118.997) 

Othen(income)iexpense=meturerecia ase eee mret men ins seats rare lta ___ (72.935) __(1,339.910) ___ (870.695) 

Earnings from continuing operations before taxes ............... 5,712.834 7,193.774 5,856.286 

Taxes on earnings from continuing operations .................. 1,086.662 1,447.936 1,122.070 

EarningsitromicontinuingioperationS samme. eerie ener nearer 4,626.172 5,745.838 4,734.216 

Gain on sale of discontinued operations, net of taxes............. — — 146.503 

NetiearningS sarwetitn seman reer cena tahetaea on Kae Meno edas Sake $ 4,626.172 $ 5,745.838 $ 4,880.719 

Required 

a. Compute net operating assets (NOA) for year-end 2010. 

b. Compute net operating profit after tax (NOPAT) for 2010 assuming a federal and state statutory tax 

rate of 35.4%. 

c. Forecast Abbott Laboratories’ sales, NOPAT, and NOA for 2011 through 2014 using the following 

assumptions: 

Sales: Qrowthcas cctioienes ine aera ogee ashe ce ee 10% 

Net operating profit margin (NOPM)................... 14% 

Net operating asset turnover (NOAT), year-end.......... 1.0 

Forecast the terminal period value assuming a 1% terminal period growth and using the NOPM and 

NOAT assumptions above. 

d. Estimate the value of a share of Abbott Laboratories’ common stock using the discounted cash flow 

(DCF) model as of December 31, 2010; assume a discount rate (WACC) of 7%, common shares out- 

standing of 1,547 million, and net nonoperating obligations (NNO) of $12,061 million. 

e. Abbott Laboratories (ABT) stock closed at $46.88 on February 18, 2011. How does your valuation 

estimate compare with this closing price? What do you believe are some reasons for the difference? 

What investment decision is suggested from your results? 

P12-30. Estimating Share Value Using the ROPI Model (1.05) 

Abbott Laboratories Refer to the information in P12-29 to answer the following requirements. 
(ABT) 

Required 

a. Estimate the value of a share of Abbott Laboratories common stock using the residual operating 
income (ROPI) model as of December 31, 2010. 

b. Abbott Laboratories stock closed at $46.88 on February 18,2011. How does your valuation estimate 
compare with this closing price’? What do you believe are some reasons for the difference? What 
investment decision is suggested from your results? 
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P12-31. Forecasting and Estimating Share Value Using the DCF Model (1.0%, 2) 

Following are the income statement and balance sheet for Kellogg Company. Kellogg Co. (K) 

SUBSIDIARIES _ 

Gin millior 
INeUSalOSBR ere tanta ee on carseat gee Ermine. Seren $12,397 $12,575 $12,822 

CosuOngoods Sold 4 .,sn mination PEA Eee eset ehe ¢ 7,108 7,184 7,455 

Selling, general and administrative expense ............... 3,299 3,390 3,414 

Operating profit ey Ue: POSED ah FO rakepeen haa as Siete fi 1,990 2,001 1,953 

Interest expenSemerterrs acini cette mepene rnin ensenin cate rakes 248 295 308 

Othemincome:(expense)s meteamiqeieeen seer ered beeen ts err — (22) (14) 

Incomesbetore inCOMetaxeS onmaee creee ete e eeeee 1,742 1,684 goon 

InCometaxeszameta ances ps coc ccn nia ee eee 502 476 485 

INGHINGOMC@Me rm ak conve. 4 cn cereh se tyre tenes mee RAE Re ool uid. Son 1,240 1,208 1,146 

Net loss attributable to noncontrolling interests ............ (7) (4) (2) 

Net income attributable to Kellogg Company .............. $ 1,247 SS 1212 $ 1,148 

(millions, except share data) _ 
Current assets 

Cashrand:cashtequivalentst<. nc ecm mire ican a ane onerer $ 444 G eee 

ACCOUNTS MOCEIVADIOaCt nmin ae tency terete merece oerce tiie cman 1,190 1,093 

INVEMCOGES etrtecrerct le ic eicieee ccc gachel Perera er cre earners idee pease 1,056 910 

Other curent-assetS 2 a itre ec acc Oeusn ces eee ccs ae SPNEY ge eS 225 221 

foralicurrentiaSSSts seein eee coe oie ae Ronee ee crime crake 2,915 2,558 

RIODenltynelaemanks ist onpascseat cuca comers mtrscer nt inert iol canes arate 3,128 3,010 

Good Willreserisce tite tite crise ree era ckaterse cuter stern enorere te ire 3,628 3,643 

Oihernintangibleswnetsesc ca tcce ee cee se kc thea ae a eee leuaee tee 1,456 1,458 

@inegaSSels mack mickce resect sudan Renate ees ac cen seared eek senior 720 5eil 

TOLAIASSOLO AR peor Sas hon Sr aap one pee vce Street 7 es $11,847 $11,200 

Current liabilities 

Currentumatunitiesonlong-tenmidebt weer erect rke een $ 952 $ 1 

Notesipayablewereacretth sets acetate char niG he cisions Siotet etal aa 44 44 

ACCOUNTS: Payable srerayiiersctsueecometen ccte car al'ete?e wis oo aitiaca hance aie un on 1,149 TU AOWAI/ 

OthencurentilabuitloS ae oreance icc ces euerecstann ccess tae ce aac coma at one 1,039 1,166 

HotalrcurrentliabittiGSE. oo. wsawa meee ret amare x Gb hme a guna wees 3,184 2,288 

EOMQELSMIIGODE Fave wornts ctr eth. ce asyrattnoustel short opaticrwtsy cis) aise. aveysie ets Stes 4,908 4,835 

DeferrediinCOmetaxeSe cain ont man hawt cu rau ae oe eurtne 697 425 

PENSION NADINE Mewrent ae ccawine amie hice Ronin me wea G1 eae torerta wena 265 430 

Otherliabiliticsz seeess seces eee etree eraia ieee wal loye rece aac eee ans 639 947 

Equity 

Common stock, $.25 par value, 1,000,000,000 shares authorized 

Issued: 419,272,027 shares in 2010 and 419,058,168 shares in 

DOO Deeper a et es orc cne ian okt (oe Sisto) were Sum ahah S 105 105 

Capitalimexcession ParavalUCmeterrnee pee antsinmancraecuctste ts onsnnay on 495 472 

RetaimegtearnindSecsmrchecndacrs eceimeguact sa cunancitis eeueieis Os eucishe, ou 6,122 5,481 

Treasury stock at cost: 53,667,635 shares in 2010 and 37,678,215 (2,650) (1,820) 

ShHANES Ite OOS Maren oa iteet ns, oh ote, Lam kote e Suhchete nis 

Accumulated other comprehensive income (loss).............-. (1,914) (1,966) 

otahKellogg i CompPanysecUty taeewetetuetetetetariel sre etere heat etevere = 2,158 PDP 

Noncontrollinglinterests aewqererteniarriembeet tetera lest vous me eases (4) cS 

SOLAOCUILY se crmmimcprenre cco rran mRersiein nasie sie eae ev Ganesan satel ias 2,154 PETES) 

Perel) LONTIMES ANCIOCUY 2.5 nc osanvcunconeeooomennebvanunn $11,847 $11,200 
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Kellogg Co. (K) 

Tesco, PLC 

P12-32. 

Required 

a. 

b. 

d. 

Compute net operating assets (NOA) as of year-end 2010. 

Compute net operating profit after tax (NOPAT) for 2010, assuming a federal and state statutory tax 

rate of 36.4%. 

-. Forecast Kellogg’s sales, NOPAT, and NOA for 2011 through 2014 using the following assumptions: 

Salestqrowthieeweees neers ces ae ciratonee een cae eeant tenements tie 4% 

Net operating profit margin (NOPM)........-...-..++-. 11% 

Net operating asset turnover (NOAT), year-end.......... 1.6 

Forecast the terminal period value assuming a | % terminal period growth and using the NOPM and 

NOAT assumptions above. 

Estimate the value of a share of Kellogg common stock using the discounted cash flow (DCF) model; 

assume a discount rate (WACC) of 6%, common shares outstanding of 365.6 million, and net nonop- 

erating obligations (NNO) of $5,456 million. 

. Kellogg’s stock closed at $53.56 at February 28, 2011. How does your valuation estimate compare 

with this closing price? What do you believe are some reasons for the difference? 

Estimating Share Value Using the ROPI Model o>) 

Refer to the information in P12-31 to answer the following requirements. 

Required 

a. 

b. 

Estimate the value of a share of Kellogg common stock using the residual operating income (ROPI) 

model. 

Kellogg stock closed at $53.56 at February 28, 2011. How does your valuation estimate compare 

with this closing price? What do you believe are some reasons for the difference? What investment 

decision is suggested from your results? 

IFRS APPLICATIONS 

112-33. Forecasting and Estimating Share Value Using the DCF Model (9°, > 

Following are the income statement and balance sheet for Tesco, PLC, a UK-based grocery chain. 

The company’s financial statements are prepared in accordance with IFRS. 

Tesco, PLC 

__ Group Income Statement 

52 weeks 52 weeks 

Year ended 26 February 2011 — = £m £m 

Continuing operations 

Revenuer(SalessexcluicingiVAl)nem aries einer cee nett ae ey iete £60,931 £56,910 

COSTONSAIGS termes seen te rtar. Abeer testaek ARE vires nal osc ore meilemen ENS (55,871) (52,303) 

GOSS IPOlit Seat oe centr ne ee Rene rece oe 5,060 4,607 

AGiministratlictexpenSeSar oman amare itp ate.e en ie nie eet (1,676) (1,527) 

Profit arising on property-related items ..................... 427 377 

Operating Droit .v.aysa one acess serene, Snare racine aimee rai 3,811 3,457 

Share of post-tax profits of joint ventures and associates ...... 37 33 
FINANCEHNCOMCES. Mimtn.. cy sete eric mentee tice eterno 150 265 
FinilanCe:COSts Soon ne Misiayaaeertemn eee eaten ise eiehes ere ea tte (483) (579) 

Profit: betore:taxeian sc. eneerr oanict tere on ict meetin ee 3,535 Syl LO 
ARV CMe) tlaciwas o's hc PRM ME bo. .A ic OO Drea omens Oo wis Stee 8 (864) (840) 

PROT TOF LMG VOalts va: srexrevrus ie ciree Cae eI Torre Sone een Ac Arto £ 2,671 1B) De crele) 

Attributable to: 

Owners of the parent. ser eevee serine eee ieee eee £ 2,655 2 DSO Y 
Non=controllinGEintereStSiaeer retina n rere ae 16 9 

£ 2,671 £ 2,336 
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Non-current assets 

Goodwill and other intangible assets..................05. £ 4,338 ee CN ANTI 

Property, planivancliequipimemtamcrmmrrai tant eine anne 24,398 24,203 

Investments in joint ventures and associates............... 316 Oe, 

OTMEGIVEStMICHIS para wae retecee tare naar iene aeons 2,971 2,594 

EImancialkaSSetSer em os aia eAichors ie cea erat see aa Lean Te tonne 3,266 3,094 

Deferreditaxtassetst. aun ants | Mier nasties © ANS 1S 48 38 

(lotalMOnsCuUrLentaSSels mre ete str teen ete orn cae 35,337 34,258 

Current assets 

IVEILON Smeets: cere ee arer eer ae an Oey eet eee ee ERO 3,162 2,129 

ikace-androthenreceiVablesme: amnmmemernnienre cer ait oideesp anes cs 2,314 1,888 

ninamnClaWaSSCts trwniacsnm eco s en cmew ee sore ember es mictetlers 3,066 2,636 

CUED ERE od nance Sot oad of yfo's cept eeeeoedo tye arg BrotAe 4 6 

SHOn-tehmMIINVEStIMENtS mae ewe ore ett owes wc ee 1,022 1,314 

CasnrandicashirequivalemtSimms scenceice cer ce ori oe iarern ne: 1,870 2,819 

11,438 11,392 

Non-current assets classified as held forsale.............. 431 Sys 

iLotalicurrentassetsmad mel iracystse cays sia taticsis ek Sate apa 11,869 iOS 

Current liabilities 

imaderandiothenpayablesy. race sisccserencusek-ns hesicneye Meters oiouhe (10,484) (9,442) 

FinanciahhabiliticSaneemes denen corre ser ace es metem eet ee (1,641) (1,675) 

Customer prepayments and deposits .................... (5,110) (4,387) 

GurrentitaxiliabiliticSs: Stee aut som. Listen ens tte nie sates ewan ee (432) (472) 

PROVISIONS Heese ets or fete shee eeneettercd Achaiah vere Cal ereets coats (64) (39) 

Total/currentéliabilitiGSiermca.cmstametenett nate abraham chen eee (17,731) (16,015) 

Non-current liabilities 

Financialtliabilitiesieuss ste sce nmin atedak: C2 ta (errs hoe acantes (10,289) (12,520) 

Post-employment benefit obligations .................... (1,356) (1,840) 

DeferreditadliabilitieS Wasecpareunsares sauscde Chae ae ak Shae (1,094) (795) 

PROVISIONS arsete tasteless tok uc wim are eS awep pin ene con aE (113) (172) 

(12,852) (15,327) 

Equity 

ShareCap ital wtantyhaccoa tte ger Leen roel eee costes 402 399 

SHhareypremilUiMmaCCOUN tamer esan te onentens nial siek 4,896 4,801 

@iMetereSChVES sree deena erie Ueto ie icra ay cer airua ne ee 40 40 

Retained’earminoS Sic we. sae cace oe ees cte ee ee chara seen 11,197 9,356 

Equity attributable to owners of the parent ................ 16,535 14,596 

NonecomtroilingiintereStS a rnuste cast eisMelenchrin ciate rs cle slate one 88 85 

UCLA CTU i Aode the ce rps Sadao E Oe Son cad anennnc Re Ona eI cee £16,623 £14,681 

Required 

a. Compute net operating assets (NOA) as of year-end 2011. 

b. Compute net operating profit after tax (NOPAT) for 2011, assuming a marginal tax rate of 25%. 

c. Forecast Tesco’s sales, NOPAT, and NOA for 2012 through 2015 using the following assumptions: 

SETESICIONMNs o:6, cee Abram cack eo ta eres. Oka Gehan OS 6% 

Net operating profit margin (NOPM).................-. 4.8% 

Net operating asset turnover (NOAT).............+..-. 3.8 

Estimate the terminal period value assuming a 1% terminal period growth and using the NOPM and 

NOAT assumptions, above. 
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d. Estimate the value of a share of Tesco’s common stock (which trades on the London Stock Exchange) 

using the discounted cash flow (DCF) model; assume a discount rate (WACC) of 8%, common shares 

outstanding of 8,046.5 million, and net nonoperating obligations (NNO) of £(608). (Note: NNO is 

negative which means that Tesco has net nonoperating investments and financial assets.) 

e. Tesco’s stock price was £3.93 on April 19,2011. How does your valuation estimate compare with this 

closing price? What do you believe are some reasons for the difference? 

112-34. Estimating Share Value Using the ROPI Model (—°°. @ 

Refer to the information in [12-33 to answer the following requirements. 

Required 

a. Estimate the value of a share of Tesco’s common stock (which trades on the London Stock Exchange) 

using the residual operating income (ROPI) model. 

b. Tesco’s stock price was £3.93 on April 19,2011. How does your valuation estimate compare with this 

closing price? What do you believe are some reasons for the difference? What investment decision do 

your results suggest? 

MANAGEMENT APPLICATIONS 

MA12-35. Management Application: Operating Improvement versus Financial Engineering (©) 

Assume that you are the CEO of a small publicly traded company. The operating performance of your 

company has fallen below market expectations, which is reflected in a depressed stock price. At your 

direction, your CFO provides you with the following recommendations that are designed to increase 

your company’s return on net operating assets (RNOA) and your operating cash flows, both of which 

will, presumably, result in improved financial performance and an increased stock price. 

1. To improve net cash flow from operating activities, the CFO recommends that your company re- 

duce inventories (raw material, work-in-progress, and finished goods) and receivables (through 

selective credit granting and increased emphasis on collection of past due accounts). 

2. The CFO recommends that your company sell and lease back its office building. The lease will be 

structured so as to be classified as an operating lease under GAAP. The assets will, therefore, not be 

included in the computation of net operating assets (NOA), thus increasing RNOA. 

3. The CFO recommends that your company lengthen the time taken to pay accounts payable (lean on 

the trade) to increase net cash flows from operating activities. 

4. Because your company’s operating performance is already depressed, the CFO recommends that 

you take a “big bath;” that is, write off all assets deemed to be impaired and accrue excessive li- 

abilities for future contingencies. The higher current period expense will, then, result in higher 

future period income as the assets written off will not be depreciated and your company will have a 

liability account available to absorb future cash payments rather than recording them as expenses. 

5. The CFO recommends that your company increase its estimate of expected return on pension in- 

vestments. This will reduce pension expense and increase operating profit, a component of net 

operating profit after tax (NOPAT) and, thus, of RNOA. 

6. The CFO recommends that your company share ownership of its outbound logistics (trucking divi- 

sion) with another company in a joint venture. This would have the effect of increasing throughput, 

thus spreading overhead over a larger volume base, and would remove the assets from your compa- 

ny’s balance sheet since the joint venture would be accounted for as an equity method investment. 

Evaluate each of the CFO’s recommendations. In your evaluation, consider whether each recommen- 
dation will positively impact the operating performance of your company or whether it is cosmetic in 
nature. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

The following DCF results yield a P&G stock value estimate of $51.63 as of August 10, 2011. P&G's stock closed 
at $58.51 on that date. This estimate suggests that P&G’s stock is marginally overvalued on that date. 
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SRURSE 

“(In millions, except per share. 
Horizon Period 

Terminal 
‘values and discount factors) 2012 © 2013«S 2014-2015 _—~Periiod- 
Increase in NOA? $ 4,349 $ 4,673 $ 4,889 $ 5,114 $ 1,162 

FCFF (NOPAT — Increase in NOA)..... 8,432 8,696 9,095 9,513 13,611 

Discount factor [1/0 4) ae an ee 0.92593 0.85734 0.79383 0.73503 

Present value of horizon FCFF........ 7,807 7,455 7,220 6,992 

Cum present value of horizon FCFF.... $ 29,474 

Present value of terminal FCFF ....... 142,921> 

TORTIE os oc onda asn med soos 172,395 

IESSSUNIN @ eres reste eee ae ee 29,607 

FANG VAIS sc cuecdsaeasooenuc $142,788 

SIENES GUISOMENMC) coucscteuoaseaoce 2,765.7 

Stock value per share............... $ 51.63 

4 NOA increases are viewed as a cash outflow. 
$13,611 million 

® Computed as (ote car) or ($13,611 million/0.07) X 0.73503, where 8% is WAGCC and 1% is the long-term (terminal 
period) growth rate. 

Module-End Review 

Solution 

Results from the ROPI model below yield a P&G stock value estimate of $51.62 as of August 10, 2011. P&G’s stock 

closed at $58.51 on that date. This estimate suggests that P&G’s stock is overvalued as of that date. 

eeepc 
(In millions, except pershare Reported 
values and discountfactors) = $2011 — 2012 20132-2014 = 2015 - Period — 

ROPI (NOPAT — [NOAg., Die ee ks ican: $5,001 $5,241 $5,482 $5. (O44 al 

DISCOUMIACtOm T/ imate enna ne 0.92593 0.85734 0.79383 0.73503 

Present value of horizon ROPI........ 4,631 4,493 4,352 4,215 

Cum present value of horizon ROPI.... $ 17,691 

Present value of terminal ROP! ....... 57,4488 

NOAM ee nrrns ives © ara 97,247 

Ota Titi ValUC ereeieecsa iste mo acslcesasrie 6 172,386 

ASSINNO@ Pee frases erode ee 29,607 

FriniMeCuItYAValUG mays sitesi cus $142,779 

Shares outstanding (millions)......... 2,765.7 

Stock value per Share............... G Sle 

pete — 
0.08 — 0.01 li 084)? or ($5,471 million/0.07) x 0.73503. aComputed as 

The P&G stock price chart, extending from 2007 through 2011, follows. 

ee 

Procter & Gamble Stock Price 
Fa eh | 

a oe ee 

2007 2008 2009 2010 2011 
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Recent years have seen rough times for the automobile 

industry with government bail-outs required to stabilize 

GM and Chrysler as a result of sagging sales and mounting 

losses. Despite this bleak environment for the automobile 

industry, a new start-up company, Carbon Motors Cor- 

poration, is revving up to fill their stated mission of build- 

ing “the world’s first purpose-built law enforcement patrol 

vehicle.” By following a strategy focused on the needs of 

this narrow market segment or niche, marketing directly to 

government agencies, and utilizing innovative manufactur- 

ing approaches, management believes Carbon Motors can 

accomplish its profitability goa/ with an annual sales volume 

between 10,000 and 80,000 units. 

According to Carbon Motors Chief Executive Officer 

(CEO) William Santana Li, current police cars are basically 

“a retail passenger car with some lights on it” purchased 

13-1 

through a local car dealer and then modified with between 

$5,000 and $35,000 of aftermarket equipment that was not 

designed, engineered, or manufactured by an automaker. 

Starting from scratch, Carbon Motors developed a set of 

criteria they believe reflects the needs and wants of the law 

enforcement personnel. They then designed a product to 

meet 95 percent of these criteria. 

To achieve profitability at their anticipated scale of 

operations with competitive pricing, they plan to contain 

costs by selling directly to law enforcement agencies 

(rather than through dealers) and avoid inventory carrying 

costs by building only to fill customer orders. Management 

believes that direct sales to government agencies will 

also allow Carbon Motors to avoid major media advertis- 

ing costs required for sales to the general public. Also 

avoided are the costs of annual “face-lifts” that are the 

Getty Images 
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LEARNING OBJECTIVES 

LO 

decision makers. (p. 13-3) 

LO2 

LO3 

LO@ 

LO5 

Module 

13 
Contrast financial and managerial accounting and explain how managerial accounting is used by internal 

Explain how an organization’s mission, goals, and strategies affect managerial accounting. (p. 13-6) 

Discuss the factors determining changes in the nature of business competition. (p. 13-13) 

Differentiate among structural, organizational, and activity cost drivers. (p. 13-13) 

Explain the nature of the ethical dilemmas managers and accountants confront. (p. 13-17) 

norm for passenger vehicles. And, to the extent possible, 

Carbon Motors plans to minimize investments in manu- 

facturing facilities and all of the issues associated with 

operating such facilities. Instead, the production of many 

of the components included in completed vehicles will be 

accomplished by contract manufacturing. Carbon Motors 

will then assemble the final product at facilities in Con- 

nersville, Indiana. 

The CEO and other members of the top-management 

team have many years of experience at established auto- 

mobile companies, but they are sober about the chal- 

lenges they face. Even though Carbon Motors is a privately 

held company, its lenders expect to receive interest and 

loan principal payments as provided for in the lending 

contracts, and its private investor shareholders expect to 

eventually receive a healthy return on their investment in 

exchange for their willingness to take on the risk of invest- 

ing in a start-up company. Financial accounting deals 

with the content and analysis of financial statements of 

organizations for which a primary objective is to provide 

an appropriate return to their stockholders and lenders. 

Managerial accounting provides tools that managers in 

organizations use to fulfill the expectations of stockholders 

and lenders. 

We begin this module by considering how companies 

use financial and managerial accounting, and by examining 

the mission, goals, and strategies that provide broad guide- 

lines for all members of the management team. We also 

discuss the relationships between organizational manage- 

ment and cost drivers to managerial accounting for internal 

decision making. We end this module with a discussion of 

ethics in managerial accounting. 

13-2 
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MODULE 
ORGANIZATION Managerial Accounting for MBAs 

7 

Uses of Accounting 

Information 

@ Strategic Cost 

Management 

© Contrast 

financial and 

managerial 

accounting and 

explain how 

managerial 

accounting is used 

by internal decision 

makers. 

@ Financial Accounting 

@ Managerial Accounting 

Ethics in Managerial 

Accounting 
Organizations: Missions, 

Goals, and Strategies 

® Strategic Position a m Structural Cost Drivers _ m Ethics Defined 

Analysis / m Organizational Cost - m Short-Term 

m Managerial Accounting Drivers Versus Long-Term 

and Goal Attainment m Activity Cost Drivers Consequences 

f™ Planning, Organizing, B Codes of Ethics 

and Controlling 

@ Competition and Its 

Key Dimensions 

This module provides an overview of the factors that make managerial accounting increasingly impor- 

tant to successful businesses. Managerial accounting is defined as the activities carried out in a firm 

to provide its managers and other employees with financial and related information to help them make 

strategic, organizational, and operational decisions. We begin by distinguishing between financial and 

managerial (also called management) accounting and by investigating how competitive strategy affects 

the way organizations, such as Carbon Motors, use managerial accounting information. Next, we 

explore how the emergence of global competition and changes in technology have increased the need 

to understand managerial accounting concepts. We also provide an overview of factors that influence 

costs in an organization and how these factors have changed in recent years. Finally, we examine the 

interrelationships among measurement, management, and ethics. 

USES OF ACCOUNTING INFORMATION 

Financial Accounting 

Financial accounting, as discussed in the first half of this text, is an information-processing system 

that generates general-purpose reports of financial operations (income statement and statement of cash 

flows) and financial position (balance sheet) for an organization. Although financial accounting is used 

by decision makers inside and outside the firm, financial accounting typically emphasizes external us- 

ers, such as security investors, analysts, and lenders. Adding to this external orientation are external 

financial reporting requirements determined by law and generally accepted accounting principles. 

Financial accounting is also concerned with keeping records of the organization’s assets, obliga- 

tions, and the collection and payment of cash. An organization cannot survive without converting sales 

into cash, paying for purchases, meeting payroll, and keeping track of its assets. 

Managers often use income statements and balance sheets as a starting point in evaluating and 

planning the firm’s overall activities. Managers learn a great deal by performing a comparative 

analysis of their firm and competing firms. Corporate goals are often stated using financial account- 

ing numbers such as net income, or ratios such as return on investment and earnings per common 

share. However, internal decision makers often find the information provided in financial statements 

of limited value in managing day-to-day operating activities. They often complain that financial 

accounting information is too aggregated, prepared too late, based on irrelevant past costs, and not 

action oriented. For example, the costs of all items produced and sold or all services rendered are 

summarized in a single line in most financial statements, making it impossible to determine the costs 

of individual products or services. Financial accounting procedures, acceptable for costing inven- 
tories as a whole, often produce misleading information when applied to individual products. Even 
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when they are accurately determined, the costs of individual products or services are rarely detailed 

enough in overall financial statements to provide the information needed for decisions concerning 

the factors that influence costs. Financial accounting reports, seldom prepared more than once a 

month, are not timely enough for use in the management of day-to-day activities that cause excess 

costs. Finally, financial accounting reports, to a great extent, are based on historical costs rather than 

on current or future costs. Managers are more interested in future costs than in historical costs such 

as last year’s depreciation. While financial accounting information is useful in making some man- 

agement decisions, its primary emphasis is not on internal decision making. 

Managerial Accounting 

Managers are constantly faced with the need to understand and control costs, make important product 

decisions, coordinate resources, and guide and motivate employees. Managerial accounting provides 

an information framework to organize, evaluate, and report proprietary data in light of an organiza- 

tion’s goals. This information is directed to managers and other employees within the organization. 

Managerial accounting reports can be designed to meet the information needs of internal decision mak- 

ers. Top management may need only summary information prepared once a month for each business 

unit. An engineer responsible for hourly production scheduling may need continuously updated and 

detailed information concerning the cost of alternative ways of producing a product. 

Because of the intensity of competition and the shorter life cycles of new products and services, 

managerial accounting is crucial to an organization’s success. All managers must understand the finan- 

cial implications of their decisions. While accountants are available to assist in obtaining and evaluat- 

ing relevant information, individual managers are responsible for requesting information, analyzing it, 

and making the final decisions. The increased use of accounting information is further examined in the 

Research Insight box that follows. 

Rosen aer ha icaim Managerial AccountingIsaKeytoSuccess tS 

After studying several highly competitive, world-class companies, noted managerial accounting 

guru Robin Cooper observed that “with the emergence of the lean enterprise and increased global 

competition, companies must learn to be more proactive in the way they manage costs. For many, 

survival is dependent upon their abilities to develop sophisticated cost management systems that 

create intense pressure to reduce costs.” He also observed that “as cost management becomes 

more critical to a company’s survival, two trends emerge. First, new forms of cost management are 

required, and second, more individuals in the firm become actively involved in the cost management 

process.” Cooper suggests that with the growing number of managers involved in the cost manage- 

ment process, there is an increased need for managerial accounting information (and people who 

know how to use it). 

Source: Robin Cooper, “Look Out, Management Accountants,” Management Accounting, May 1996, pp. 20-26. 

Managerial accounting information exists to serve the needs of management. Hence, it is subject 

to a cost-benefit analysis and should be developed only if the perceived benefits exceed the costs of 

development and use. Also, while financial measures are often used in managerial accounting, they are 

not used to the exclusion of other measures. Money is simply a convenient way of expressing events in 

a form suitable to summary analysis. When this is not possible or appropriate, nonfinancial measures 

are used. Time, for example, is often an important element of quality or service. Hence, many perfor- 

mance measures focus on time, for example: 

@ Internet vendors such as Amazon.com and Netflix track delivery time. 

@ Fire departments and police departments measure the response time to emergency calls. 

@ Airlines, such as United Airlines as well as the Federal Aviation Administration monitor the num- 

ber of on-time departures and arrivals. 

No external standards (such as requirements of the Securities and Exchange Commission) are 

imposed on information provided to internal users. Consequently, managerial accounting information 

13-4 
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may be quite IES In developing a budget, management is more interested in a subjective pre- 

diction of next year’s sales than in an objective report on last year’s sales. The significant differences 

between financial and managerial accounting are summarized in Exhibit 13.1. 

Sey 13. 1 Differences Between Financial and lbealii tll Accounting 

Managerial Accounting — : - Financial Accounting — 

information for Arrereel and external users Information for internal users 

General-purpose financial statements Special-purpose information and reports 

Statements are highly aggregated Information is aggregated or detailed, depending on need 

Relatively long reporting periods Reporting periods are long or short, depending on need 

Report on past decisions Oriented toward current and future decisions 

Follows generally accepted accounting principles Not constrained by generally accepted accounting principles 

Must conform to external standards No external standards 

Emphasizes objective data Encourages subjective data, if relevant 

Globalization of Accounting Standards 

As indicated in Exhibit 13.1, a major difference between financial accounting and managerial ac- 

counting is that financial accounting must conform to a set of generally accepted accounting principles 

(GAAP), whereas managerial accounting is not subject to any external standards. As explained in Mod- 

ule |, the creation of financial accounting standards in the United States, referred to as U.S. GAAP, is 

the purview of the Financial Accounting Standards Board (FASB), although the ultimate legal authority 

for accounting standards for publicly traded companies in the U.S. is held by the U.S. Securities and 

Exchange Commission (SEC). Over the past 25 years, a strong set of international accounting standards 

(IFRS) has been developed by the International Accounting Standards Board (IASB), which is based 

in the UK. With the emergence of IFRS, many countries, including all European Union countries, have 

adopted IFRS as a replacement of their domestic accounting standards for publicly traded companies. 

For the past several years, the FASB and the IASB have cooperated to minimize the number of 

differences between U.S. GAAP and IFRS. [It remains to be seen what impact this convergence of U.S. 

GAAP and IFRS will have on the financial reporting for privately owned companies. 

Even though there is no existing regulation of managerial accounting systems, financial account- 

ing standards invariably have some impact on managerial accounting. For example, in accounting for 

inventory costs, many companies use the same cost systems for both financial and managerial account- 

ing purposes. One of the major differences between U.S. GAAP and IFRS is related to the accounting 

for inventory costs. It is widely anticipated in the financial accounting community that as the two sets 

of standards are harmonized further, some of the current inventory cost methods available under U.S. 

GAAP will no longer be acceptable for financial reporting purposes. This change will likely affect both 

the financial and managerial reporting systems in many companies. 

The direct impact on managerial accounting of the convergence of U.S. GAAP and IFRS is ex- 

pected to be rather limited. However, managers still need to be aware of major changes in financial 

accounting standards, because these standards affect how the results of their internal managerial deci- 

sions are reported to shareholders and other external constituencies. Financial reporting of managerial 

decisions affects earnings and earnings per share, and often affects stock valuations. 

Strategic Cost Management 

Most businesses are under constant pressure to reduce costs to remain competitive. A 2007 study by the 
accounting firm IKXPIMG reported that more than 80 percent of survey participants viewed an efficient 
cost structure as a source of long-term competitive advantage | 

' Rethinking Cost Structures: Creating a Sustainable Cost Advantage, KPMG, 2007, p. 60. 
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During recent years, the rapid introduction of improved and new products and services has short- 

ened the market lives of products and services. Some products, such as personal computers, can be 

obsolete within two or three years after introduction. At the same time, the increased use of complex 

automated equipment makes it difficult to change production procedures after production begins. Com- 

bining short product life cycles with automated production results in an environment where most costs 

are determined by decisions made before production begins (decisions concerning product design and 

production procedures). 

In response to these trends, a strategic approach to managerial accounting, referred to as strategic 

cost management has emerged. Strategic cost management is a blending of three themes: 

1. Strategic position analysis—an examination of an organization’s basic way of competing to sell 

products or services. 

2. Cost driver analysis—the study of factors that cause or influence costs. 

3. Value chain analysis—the study of value-producing activities, stretching from basic raw materi- 

als to the final consumer of a product or service.” 

We define strategic cost management as making decisions concerning specific cost drivers 

within the context of an organization’s business strategy, internal value chain, and position in a larger 

value chain stretching from the development and use of resources to final consumers. Strategic posi- 

tion analysis is considered in this module as part of an organization’s strategy. Cost driver analysis is 

also introduced in this module and examined further in Module 14. Value chain analysis is discussed 

in Module 20. 

ORGANIZATIONS: MISSIONS, GOALS, 
AND STRATEGIES 
An organization’s mission is the basic purpose toward which its activities are directed. Carbon 

Motors’ current mission is to build “the world’s first purpose-built law enforcement patrol vehi- 

cle.” Starbucks’ mission is to “establish Starbucks as the premier purveyor of the finest coffee in 

the world while maintaining our uncompromising principles while we grow.” Organizations vary 

widely in their missions. One benefit of a mission statement is to help focus all the activities of an 

organization. For instance, the former chairman and CEO of Coca-Cola stated that the mission of 

The Coca-Cola Company is “to create value over time for the owners of our business.” He went 

on to say: 

Our society is based on democratic capitalism. In such a society, people create specific institutions 

to help meet specific needs. Governments are created to help meet social needs. . . Businesses 

such as ours are created to meet economic needs. The common thread between these institutions 

is that they can flourish only when they stay focused on the specific need they were created to fulfill. 

When institutions try to broaden their scope beyond their natural realms, when for example they try 

to become all things to all people, they fail.‘ 

The CEO of Coca-Cola believed that Coca-Cola best contributes to society and helps government and 

other organizations fulfill their missions by staying focused on shareholder value. He believed focusing 

on economics keeps a company financially healthy, and a healthy company fulfills its responsibilities. 

Conversely, a bankrupt company is incapable of paying taxes, employing people, serving customers, 

supporting charitable institutions, or making other contributions to society. 

2 John K. Shank, “Strategic Cost Management: New Wine, or Just New Bottles?” Journal of Management Accounting Research, 

Fall 1989, p. 50. 

> www.starbucks.com 
4 Roberto Goizueta, “Why Shareholder Value?” CEO Series Issue No. 13, February 1997, Center for the Study of American 

Business, Washington University in St. Louis, p. 2. 

“© Explain how 

an organization’s 

mission, goals, 

and strategies 

affect managerial 

accounting. 
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We frequently distinguish between organizations on the basis of profit motive. For-profit or- 

ganizations have profit as a primary objective, whereas not-for-profit organizations do not have 

profit as a primary objective. Clearly, the Coca-Cola Company is a for-profit organization, whereas 

the City of Chicago and the Red Cross are not-for-profit organizations. (The term nonprofit 1s 

frequently used to refer to what we have identified as not-for-profit organizations.) Regardless of 

whether a profit motive exists, organizations must use resources wisely. Every dollar United Way 

spends for administrative salaries is a dollar that cannot be used to support charitable activities. 

Not-for-profit organizations, including governments, can go bankrupt if they are unable to meet 

their financial obligations. All organizations, for-profit and not-for-profit, should use managerial 

accounting concepts to ensure that resources are used wisely. 

A goal is a definable, measurable objective. Based on the organization’s mission, management 

sets a number of goals. For-profit organizations have some measure of profitability or shareholder 

value as one of their stated or implicit goals. The mission of a paper mill located in a small town 

is to provide quality paper products in order to earn a profit for its owners. The paper mill’s goals 

might include earning an annual profit equal to 10 percent of average total assets, maintaining an- 

nual dividends of $2 per share of common stock, developing a customer reputation for above-aver- 

age quality and service, providing steady employment for area residents, and meeting or exceeding 

environmental standards. 

A clear statement of mission and well-defined goals provides an organization with an identity 

and unifying purpose, thereby ensuring that all employees are heading in the same direction. Hay- 

ing developed a mission and a set of goals, employees are more apt to make decisions that move the 

organization toward its defined purpose. 

A strategy is a course of action that will assist in achieving one or more goals. Much of this 

text will focus on the financial aspects of selecting strategies to achieve goals. For example, if an 

organization’s goal is to improve product quality, possible strategies for achieving this goal include 

investing in new equipment, implementing additional quality inspections, prescreening suppliers, 

reducing batch size, redesigning products, training employees, and rearranging the shop floor. Man- 

agerial accounting information will assist in determining which of the many alternative strategies 

for achieving the goal of quality improvement are cost effective. The distinction between mission, 

goals, and strategies 1s illustrated in Exhibit 13.2. 

EXHIBIT 13.2 Mission, Goals, and Strategies 

Basic purpose toward which activities are directed, typically ongoing 

and not precisely measurable. For example, achieving a monetary 

profit by providing reliable, high-quality voice and data services to 

customers would be the mission of a cell phone provider. 

Definable, measurable targets or objectives based on the organization's 

mission. One goal of a cell phone provider might be to expand service 
coverage to 75% of the country. 

Courses of action that will assist in achieving one or more goals. The 
cell phone provider will adopt cost-effective plans for building new cell 
towers and expanding coverage to specific geographic areas. 

Strategic Position Analysis 

In competitive environments, managers must make a fundamental decision concerning their organiza- 
tion’s goal for positioning itself in comparison to competitors. This goal is referred to as the organiza- 
tion’s strategic position. Much of the organization’s strategy depends on this strategic positioning 
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goal. Michael Porter, a highly regarded expert on business strategy, has identified three possible strate- 

gic positions that lead to business success.° 

1. Cost leadership 

2. Product or service differentiation 

3. Market niche 

According to Porter, cost leadership 

requires aggressive construction of efficient-scale facilities, vigorous pursuit of cost reductions 

from experience, tight cost and overhead control, avoidance of marginal customer accounts, and 

cost minimization in areas like R&D [research and development], service, sales force, advertis- 

ing, and so on. A great deal of managerial attention to cost control is necessary to achieve these 

aims. Low cost relative to competitors becomes the theme running through the entire strategy, 

though quality, service, and other areas cannot be ignored.® 

Achieving cost leadership allows an organization to achieve higher profits selling at the same 

price as competitors or by allowing the firm to aggressively compete on the basis of price while 

remaining profitable. One of the first companies to successfully use a cost leadership strategy was 

Carnegie Steel Company. 

Carnegie’s operating strategy was to push his own direct costs below his competitors so that he 

could charge prices that would always ensure enough demand to keep his plants running at full 

capacity. This strategy prompted him to require frequent information showing his direct costs in 

relation to those of his competitors. Possessing that information and secure in the knowledge 

that his costs were the lowest in the industry, Carnegie then mercilessly cut prices during eco- 

nomic recessions. While competing firms went under, he still made profits. In periods of prosper- 

ity, when customers’ demands exceeded the industry’s capacity to produce, Carnegie joined 

others in raising prices.” 

Southwest Airlines and Dell are current examples of successful businesses competing with a 

strategy of cost leadership. Although Amazon.com uses the Internet to differentiate itself from tra- 

ditional booksellers, its primary strategic position is price leadership. 

Conversely, while an organization might compete primarily on the basis of price, management 

must take care to ensure their product or service remains attuned to changing customer needs and 

preferences. In the early twentieth century, General Motors employed a differentiation strategy, 

focusing on the rapid introduction of technological change in new automobile designs to overcome 

the market dominance of the Model T produced by Ford Motor Company. While successfully 

following a cost leadership strategy for years, Ford made the mistake of excluding other consider- 

ations such as vehicle performance and customer desires for different colors. The following Busi- 

ness Insight box reports on Corning Corporation’s strategy of product differentiation to achieve a 

competitive advantage. 

> Michael E. Porter, Competitive Strategy (New York: The Free Press, 1980), p. 35. 

® Porter, p. 35. 
7 H. Thomas Johnson and Robert S. Kaplan, Relevance Lost: The Rise and Fall of Management Accounting (Boston: Harvard 

Business School Press, 1987), pp. 33-34. 

13-8 
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Corning Incorporated, whose mission is to be “the world leader in specialty glass and ceramics,” 

is a textbook example of a successful company with a strategy of product differentiation based on 

researching, developing, and manufacturing innovative products. The lengthy list of new products 

developed by Corning scientists and engineers include: A glass envelope for Thomas Edison’s 

light bulb in 1870; heat-resistant Pyrex glass in 1915; processes for mass-producing television 

tubes in 1947; low-loss fiber optic cable in 1970; ceramic bases for automotive catalytic convert- 

ers in 1972; LCD glass for flat-panel displays in 1984; and aluminum titanate filters for diesel 

vehicles in 2005. 

To facilitate their product differentiation strategy Corning employs 1,700 scientists to work on 

hundreds of exploratory projects and is investing $300 million to refurbish and expand its research 

labs near Corning, New York. According to UBS analyst Nikos Theodosopoulos, “they’re not 

afraid to invest and lose money for many years.” Corning avoids outsourcing and owns dozens of 

factories producing thousands of different products. Its executives believe that retaining control of 

research and manufacturing provides a competitive advantage. Their strategy is to keep an array 

of products in the pipeline and, once a market develops, to quickly produce in volumes that keep 

rivals from getting traction. 

Corning’s strategy has produced major winners. The company is the world’s largest producer 

of liquid-crystal-display glass used in flat-panel televisions and computers, which produced 100 

percent of Corning’s 2009 profit of $2.0 billion, offsetting losses in other divisions suffering dur- 

ing the recession. Corning’s strategy also carries risks. Its investments in the development and 

production of optical fiber placed the company in financial difficulty after the dot.com collapse 

of the early 2000s. Looking ahead, Corning’s new hit product is expected to be “Gorilla Glass,” 

a hard-to-break, scratch-resistant glass, developed for the eyeglass industry, that is now being 

used for the growing market in touch-screen devices. 

Source: Sara Silver, Corning’s Biggest Bet Yet? Diesel-Filter Technologies,” The Wall Street Journal, March 7, 2008, pp. B1-B2; 

Nancy Kelly, “Corning’s Renaissance,” American Ceramic Society Bulletin, February 2008; “Best Inventions of The Year,” Time 

Magazine, November 12, 2007; Sara Silver, “Corning Profit Rises Sharply,” The Wall Street Journal, April 29, 2010, p. B2. 

Www.corning.com. 

The third possible strategic position according to Porter, focuses on a specific market niche such 

as a buyer group, segment of the product line, or geographic market and 

rests on the premise that the firm is thus able to serve its narrow strategic target more effectively 

or efficiently than competitors who are competing more broadly. As a result, the firm achieves 

either differentiation from better meeting the needs of the particular target, or lower costs in serv- 

ing the target, or both. Even though the focus strategy does not achieve low costs or differentia- 

tion for the market as a whole, it does achieve one or both of these positions vis-a-vis its narrow 

market target.® 

Carbon Motors is following a market niche strategy. Other examples of organizations success- 
fully following a market niche strategy include regional breweries that cater to local tastes and Gulf- 
stream, which follows a focused strategy in designing and building corporate aircraft, leaving the 
market for larger passenger aircraft to firms such as Boeing and the market for smaller private planes 
to firms such as Piper Aircraft. 

The Research Insight box following considers cost leadership and product or service differentia- 
tion among the working principles for twenty-first century corporations. 

8 Porter, pp. 38-39. 
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RESEARCH INSIGHT | 

A Business Week editorial reinforced the importance of competing on the basis of a business 

strategy of price or differentiation. However, recognizing the transitory nature of differentiation in 

a competitive environment, the editorial used the term “innovation” in place of “differentiation.” 

According to Business Week, the first three working principles of the twenty-first century corpora- 

tion are: 

1. Everything gets cheaper faster. “The Net destroys corporate pricing power. It allows 

customers, suppliers, and partners to compare prices from 100 or 1,000 sources, not 

just two or three, and erases market inefficiencies. It rapidly commoditizes all that is new, 

reducing prices fast.” 

2. Cutting costs is the answer. “In an economic universe of downward pressure on margins, 

one path to profitability will be to reduce expenses.” 

3. Innovation builds profits. “There is one way for corporations to circumvent principle No. 

1 and raise prices. In an information economy, companies can gain an edge through new 

ideas and products.” This advantage is temporary, so corporations following this strategy 

must innovate rapidly and continuously. 

The editorial asserts that human capital is the only asset. In a twenty-first century corporation, 

Creativity is the sole source of growth and wealth. Consequently, the “value of education rises expo- 

nentially in an economy based on ideas and analytic thinking.” 

Source: Based on “The Twenty-First Century Corporation,” Business Week, August 28, 2000, p. 278. 

Managerial Accounting and Goal Attainment 

A major purpose of managerial accounting is to support the achievement of goals. Hence, determin- 

ing an organization’s strategic position goal has implications for the operation of an organization’s 

managerial accounting system. 

Careful budgeting and cost control with frequent and detailed performance reports are critical 

with a goal of cost leadership. When the product is difficult to distinguish from that of competitors, 

price is the primary basis of competition. Under these circumstances, everyone in the organization 

should continuously apply managerial accounting concepts to achieve and maintain cost leadership. 

The managerial accounting system should constantly compare actual costs with budgeted costs and 

signal the existence of significant differences. A simplified version of a performance report for costs 

during a budget period is as follows: 

p pudgeted) Acar Deviation §==—~—_ Percent 
(planned)Costs = Costs == = ~~ ‘fromBudget = =—_—séDéeviation © 

$560,000 $595,000 $35,000 unfavorable 6.25 

Frequent and detailed comparisons of actual and budgeted costs are less important when a dif- 

ferentiation strategy is followed. This is especially true when products have short life cycles or pro- 

duction is highly automated. In these situations, most costs are determined before production begins 

and there is little opportunity to undertake cost reduction activities thereafter. 

With short product lives or automated manufacturing, exceptional care must go into the initial 

design of a product or service and the determination of how it will be produced or delivered. Here, 

detailed cost information assists in design and scheduling decisions. A simplified version of the pre- 

dicted costs of producing one batch of a specialty product is as follows: 
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Engineering and scheduling (12 hours @ $70)..... $ 840 

Materials (detail omitted) ................----- 3,500 

Equipment setup (2.5 hours @ $100)........-..- 250 

Machine operation (9.5 hours @ $90).........--. 855 
Materialsimovelmenmt-rrersiney ceetere stein eteneleteietemertatte tie 150 

Prevel ine} elnle) SMOG): naneewaonscoounegseoc aa 675 

TO tals eae i alrtie shtog. o.. tyne d Vie eee $6,270 

When a differentiation strategy is followed, it often pays to work closely with customers to find 

ways to enhance the perceived value of a product or service. This leads to an analysis of costs from 

the customer’s viewpoint. The customer may not want a costly feature. Alternatively, the customer 

may be willing to pay more for an additional feature that will reduce subsequent operating costs. 

In designing its 777 aircraft, Boeing invited potential customers to set up offices in Boeing 

plants and to work with Boeing employees designing the aircraft. Many design changes were made 

to reduce customer costs. United Airlines, for example, convinced Boeing to move the location of 

the 777’s fuel tanks to reduce servicing costs. 

Planning, Organizing, and Controlling 

The process of selecting goals and strategies to achieve these goals is often referred to as planning. 

The implementation of plans requires the development of subgoals and the assignment of responsi- 

bility to achieve subgoals to specific individuals or groups within an organization. This process of 

making the organization into a well-ordered whole is called organizing. In organizing, the authority 

to take action to implement plans is delegated to other managers and employees. 

Developing an organization chart illustrating the formal relationships that exist between the 

elements of an organization is an important part of organizing. An organization chart for Crown De- 

partment Stores is illustrated in Exhibit 13.3. The blocks represent organizational units, and the lines 

represent relationships between the units. Authority flows down through the organization. Top man- 

agement delegates authority to use resources for limited purposes to subordinate managers who, in 

turn, delegate to their subordinates more limited authority for accomplishing more structured tasks. 

Responsibility flows up through the organization. People at the bottom are responsible for specific 

tasks, but the president is responsible for the operation of the entire organization. 

A distinction is often made between line and staff departments. Line departments engage in activi- 

ties that create and distribute goods and services to customers. Staff departments exist to facilitate the 

activities of line departments. In Exhibit 13.3, we see that Crown Department Stores has two levels of 

staff organizations —corporate and store. The corporate staff departments are Purchasing, Advertising, 

Treasurer, and Controller. Staff departments at the store level are Personnel, Accounting, and Mainte- 

nance. All other units are line departments. A change in plans can necessitate a change in the organiza- 

tion. For example, Crown’s plan to discontinue the sale of hardware and add an art department during 

the coming year will necessitate an organizational change. 

Controlling is the process of ensuring that results agree with plans. A brief example of a per- 
formance report for costs was presented previously. In the process of controlling operations, actual 
performance is compared with plans. 

With a cost leadership strategy and long-lived products, if actual results deviate significantly from 
plans, an attempt is made to bring operations into line with plans, or the plans are adjusted. The original 
plan is adjusted if it is deemed no longer appropriate because of changed circumstances. 

With a differentiation strategy and short-lived products, design and scheduling personnel will 
consider previous errors in predicting costs as they plan new products and services. Hence, the pro- 
cess of controlling feeds forward into the process of planning to form a continuous cycle coordinated 
through the management accounting system. This cycle is illustrated in Exhibit 13.4. 
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EXHIBIT 13.3 Crown Department Stores’ Organization Chart 

EXHIBIT 13.4 Planning, Organizating, & Control Cycle 

MID-MODULE REVIEW 

The previous discussion has focused on understanding the difference between financial and managerial account- 

ing and the broader context of managerial accounting within a company. 
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© Discuss the 

factors determining 

changes in the 

nature of business 

competition. 

© Differentiate 

among structural, 

organizational, 

and activity cost 

drivers. 

Required: . 

Identify the statements and phrases from the following list that are primarily relevant to managerial accounting, 

as opposed to financial accounting: 

Preparing periodic financial statements 

A company’s strategic position 

Calculates earnings per share for stockholders 

Summarizes information about past events 

Is not based on generally accepted accounting principles 

Must conform to external standards 

Helping managers make decisions is its primary purpose 

Encourages use of selective data, if relevant 

Is tailored to the needs of the company and its managers 

Cost driver analysis SN og ON ete OS aie — 

The solution is on page 13-26. 

Competition and Its Key Dimensions 

The move away from isolated national economic systems toward an interdependent global economic 

system has become increasingly pronounced. International treaties, such as the North American Free 

Trade Agreement and the General Agreement on Tariffs and Trade, merely recognize an already 

existing and inevitable condition made possible by advances in telecommunications (to move data), 

computers (to process data into information), and transportation (to move products and people). 

The labels of origins on goods (Japan, Germany, Canada, Taiwan, China, and so forth) only scratch 

the surface of existing global relationships. Behind labels designating a product’s final assembly point 

are components from all over the world. 

The move toward a global economy has heightened competition and reduced selling prices to such 

an extent that there is little or no room for error in managing costs or pricing products. Moreover, cus- 

tomers are not just looking for the best price. Well-informed buyers routinely search the world for the 

product or service that best fits their needs on the three interrelated dimensions of price/cost, quality, 

and service; hence, these are the three key dimensions of competition. 

To customers, price/cost includes not only the initial purchase price but also subsequent operating 

and maintenance costs. To compete on the basis of price, the seller must carefully manage costs. Other- 

wise, reduced prices might squeeze product margins to such an extent that a sale becomes unprofitable. 

Hence, price competition implies cost competition. 

Quality refers to the degree to which products or services meet the customer’s needs. Service includes 

things such as timely delivery, helpfulness of sales personnel, and subsequent support. The Business 

Insight box below takes a look at how Federal Express and United Parcel Service compete on the 
basis of quality, service, and price. 

Managers of successful companies know they compete in a global market with instant commu- 

nications. Because the competition is hungry and always striving to gain a competitive advantage, 

world-class companies must continuously struggle to improve performance on these three interrelated 

dimensions: price/cost, quality, and service. Throughout this text, we examine how firms successfully 

compete on these three dimensions. 

COST DRIVERS 
An activity is a unit of work. To serve a customer at a restaurant such as Outback Restaurants, a 
server might perform the following units of work: 

@ Seat customer and offer menu 

@ ‘Take customer order 

@ Send order to kitchen 
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Bring food to customer 

Serve and replenish beverages 

Determine and bring bill to customer 

Accept and process payment 

Clear and reset table 

Each of these is an activity, and the performance of each activity consumes resources that cost 

money. To manage activities and their costs, it is necessary to understand how costs respond to cost 

drivers, which are the factors that cause or influence costs. 

The most basic cost driver is customer demand. Without customer demand for products or services, 

the organization cannot exist. To serve customers, managers and employees make a variety of decisions 

and take numerous actions. These decisions and actions, undertaken to satisfy customer demand, drive 

costs. While these cost drivers may be classified in a variety of ways, we believe that dividing them into 

the three categories of structural, organizational, and activity cost drivers, as summarized in Exhibit 

13.5, provides a useful foundation for the study of managerial accounting. 

EXHIBIT 13.5 Structural, Organizational, and Activity Cost Drivers 

Fundamental choices about the size and scope of operations and 

technologies employed in delivering products or services to 

customers. For example, Apple Computer’s decision to enter the 

online music distribution business. 

Choices concerning the organization of activities and the 

involvement of persons inside and outside the organization in 

decision making. Authorizing lower-level employees to make decisions 

to solve problems is an example of an organizational cost driver. 

Specific units of work (activities) performed to serve customer 

needs that consume costly resources. Assembling a product is an 

example of an activity cost driver. 

FedEx and UPS Stage Battle—Customer Is Sure to Win 

To increase customer service in the express delivery business, Federal Express introduced a personal 

computer-based system that lets even its smallest customers go online to order pickups, print ship- 

ping labels, and track deliveries. “We have to stay ahead of the competition” was the theme of remarks 

describing this service by FedEx’s chief information officer. Almost immediately, United Parcel Service 

announced a similar service. Responding to a reporter’s question, the vice president of marketing at 

UPS, commented, “There’s no question we track FedEx, just like they track us.” 

Both companies invest heavily in equipment and infrastructure to continue to meet increasingly 

tight delivery deadlines. This includes sorting hubs for air shipments and investments in new aircraft. 

FedEx even entered into an arrangement with the U.S. Postal Service to ship some USPS packages 

while the USPS placed FedEx boxes in selected Post Office buildings. A recent article in Business 

Week reports that UPS gained at least a temporary advantage by utilizing information technology to 

integrate its traditional strengths in ground transportation with its overnight air transportation sys- 

tem. According to the article, “UPS, like FedEx, still uses planes to make most (overnight) deliveries. 

But in the past two years, its logisticians have also figured out how to make quick mid-distance 

deliveries—as far as 500 miles in one night—by truck, which is much less expensive than by air.” 

While both companies battle to improve or at least maintain profitability, customers benefit from 

continuously improving quality and service at lower and lower costs. 

Source: Based on David Greising, “Watch Out for Flying Packages,” Business Week (November 14, 1994), p. 40; and Charles 

Haddad, “Ground Wars: UPS’s Rapid Ascent Leaves FedEx Scrambling,” Business Week , May 21, 2001. 
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Structural Cost Drivers 

The types of activities and the costs of activities performed to satisfy customer needs are influenced by 

an organization’s size, its location, the scope of its operations, and the technologies used. Decisions af- 

fecting structural cost drivers are made infrequently, and once made, the organization is committed to a 

course of action that will be difficult to change. For a chain of discount stores such as Target, possible 

structural cost drivers include: 

Determining the size of stores. This affects the variety of merchandise that can be carried and 

operating costs. 

@ Determining the type of construction. While a lean warehouse type of construction is less expen- 

sive, it is not an appropriate setting for selling high-fashion clothing. 

@ Determining the location of stores. Locating in a shopping mall can cost more and subject the store 

to mall regulations but provides for more customer traffic and shared advertising. 

m Determining types of technology to employ in stores. A computerized system for maintaining all 

inventory and sales data requires a large initial investment and fixed annual operating costs while 

providing more current information. However, the computerized inventory and sales systems can 

be less expensive at high sales volumes than a less costly system relying more on clerks taking 

physical inventory. 

One of the most important structural cost drivers for many companies is the decision to reach out to a 

global marketplace. The following Business Insight illustrates how some companies have successfully 

weathered the current economic downturn as a result of their globalization strategy. 

Blbpallestion an sc arncial Gost Omer 
The Coca-Cola Company has operated internationally since the 1920s. It operates in more than 100 

countries with about 75% of its sales coming from abroad. The Wall Street Journal recently reported 

that within the last year, Coca-Cola has announced plans to invest $27 billion in developing coun- 

tries over the next decade. 

In today’s recessionary economic environment, it is companies with a global focus that are expe- 

riencing the greatest revenue growth. The Journal reported that among the 30 companies in the Dow 

Jones Industrial Average, the 10 companies that get the largest share of their revenues from abroad 

saw revenue growth of 8.3%; whereas, the 10 companies with the least global revenues saw only a 

1.6% growth. In tough economic times, with a weaker American economy, companies that have made 

structural cost decisions to go global are realizing significant payoff from those decisions. 

Source: Justin Lahart, “Divided by a Two-Track Economy,” The Wall Street Journal Digital Network (WSJ.com), September 7, 2010. 

Organizational Cost Drivers 

Like structural cost drivers, organizational cost drivers influence costs by affecting the types of 
activities and the costs of activities performed to satisfy customer needs. Decisions that affect or- 
ganizational cost drivers are made within the context of previous decisions affecting structural cost 
drivers. In a manufacturing organization, previous decisions about plant, equipment, and location 
are taken as a given when decisions impacting organizational cost drivers are made. Examples of 
organizational cost drivers at a manufacturing organization such as Harley-Davidson include mak- 
ing decisions regarding: 

@ = Working closely with a limited number of suppliers. This can help achieve proper materials in the 
proper quantities at the optimal time. Developing linkages with suppliers can also result in suppli- 
ers’ initiatives that improve the profitability of both organizations. 

@ Providing employees with cost information and authorizing them to make decisions. This helps 
improve decision speed and reduce costs while making employees more customer oriented. Pro- 
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duction employees may, for example, offer product design suggestions that reduce manufacturing 

costs or reduce defects. 

B Reorganizing the existing equipment in the plant so that sequential operations are closer. This 

more efficient layout reduces the cost of moving inventory between workstations. 

H Designing components of a product so they can fit together only in the correct manner. This can 

reduce defects as well as assembly time and cost. 

& Manufacturing a low-volume product on low-speed, general-purpose equipment rather than high- 

speed, special-purpose equipment. Assuming the special-purpose equipment is more difficult and 

costly to set up for a new job, this decision can increase operating time and operating cost while 

reducing setup time and setup cost. 

The following business insight illustrates how an innovative hospital in the suburbs of Seattle 

managed a key organizational cost driver to bring down costs and achieve profitability. 

‘Managing an Organizational Cost Driver at Providence Hospital _ 

_ Akey costing challenge for any hospital is how to manage the traffic flow of patients as they go from 

one level of care to another, from the patient room to laboratory, radiology, or testing location and 

back to the patient room, or to and from physical therapy or other treatment locations. Just as in any 

production environment, how the processes are organized is a key cost driver. Providence Hospital 

in Everett, Washington radically changed its patient movement practices resulting not only in signifi- 

cant cost savings, but also greatly improved patient satisfaction. In their “single stay” section of the 

hospital, the patient remains in the same room at all times as the level of care changes, or as testing 

or therapy takes place. Instead of moving the patient around, equipment is moved in and out of the 

patient room depending on the required level of care, the testing, or treatment to be performed. 

Source: Based on Catherine Arnst, “Radical Surgery,” Bloomberg Business Week, January 18, 2010. 

Activity Cost Drivers 

Activity cost drivers are specific units of work (activities) performed to serve customer needs that 

consume costly resources. Several examples of activities in a restaurant were mentioned previously. 

The customer may be outside the organization, such as a client of an advertising firm, or inside the or- 

ganization, such as an accounting office that receives maintenance services. Because the performance 

of activities consumes resources and resources cost money, the performance of activities drives costs. 

The basic decisions concerning which available activities will be used to respond to customer 

requests precede the actual performance of activities. At the activity level, execution of previous plans 

and following prescribed activities are important. All of the examples of structural and organizational 

cost drivers involved making decisions. In the following list of activity cost drivers for a manufacturing 

organization, note the absence of the decision-oriented words. 

Placing a purchase order for raw materials 

Inspecting incoming raw materials 

Moving items being manufactured between workstations 

Setting up a machine to work on a product 

Spending machine time working on a product 

Spending labor time working on a product 

Hiring and training a new employee 

Packing an order for shipment 

Processing a sales order 

Shipping a product 
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&@S Explain 

the nature of the 

ethical dilemmas 

managers and 

accountants 

confront. 

In managing costs, management makes choices concerning structural and organizational cost driv- 

ers. These decisions affect the types of activities required to satisfy customer needs. Because different 

types of activities have different costs, management’s decisions concerning structural and organiza- 

tional cost drivers ultimately affect activity costs and profitability. Good decision making at the level 

of structural and organizational cost drivers requires an understanding of the linkages among the types 

of cost drivers and the costs of different activities. 

MANAGERIAL DECISION 

How can you use information about structural, organizational, and activity cost drivers to help you 

in impementing the organization’s strategy? [Answer, p. 13-20] 

ETHICS IN MANAGERIAL ACCOUNTING 
Ethics deals with the moral quality, fitness, or propriety of a course of action that can injure or benefit 

people. Ethics goes beyond legality, which refers to what is permitted under the law, to consider the 

moral quality of an action. Because situations involving ethics are not guided by well-defined rules, 

they are often subjective. 

Although some actions are clearly ethical (working a full day in exchange for a full day’s pay) 

and others are clearly unethical (pumping contaminants into an underground aquifer used as a source 

of drinking water), managers are often faced with situations that do not fall clearly into either category 

such as the following: 

™ Accelerating or decelerating shipments at the end of the quarter to meet current earnings forecasts. 

Keeping inventory that is unlikely to be used so as to avoid recording a loss. 

Purchasing supplies from a relative or friend rather than seeking bids. 

Basing a budget on an overly optimistic sales forecast. 

Assigning some costs of Contract A to Contract B to avoid an unfavorable performance report on 

Contract A. 

Many ethical dilemmas involve actions that are perceived to have desirable short-run consequences 

and highly probable undesirable long-run consequences. The ethical action is to face an undesirable 

situation now to avoid a worse situation later, yet the decision maker prefers to believe that things will 

work out in the long run, be overly concerned with the consequences of not doing well in the short run, 

or simply not care about the future because the problem will then belong to someone else. In a situation 

that is clearly unethical, the future consequences are known to be avoidable and undesirable. In situa- 

tions involving questionable ethics, there is some hope that things will work out: 

@ Next year’s sales will more than make up for the accelerated shipments. 

The obsolete inventory can be used in a new nostalgia line of products. 

The relative or friend may charge more but provides excellent service. 

A desire to have more confidence in the sales staff. 

Making up for the cost shift by working extra hard and more efficiently with the remaining work 
on Contract B. 

When forced to think about the situation, most employees want to act in an ethical manner. The 
problem faced by personnel involved in measurement and reporting is that while they may question 
the propriety of a proposed action, and the arguments may be plausible, they want to be team players, 
and their careers can be affected by “whistle-blowing.” Of course, careers are also affected when indi- 
viduals are identified as being involved in unethical behavior. The careers of people who fail to point 
out unethical behavior are also affected, especially if they have a responsibility for measurement and 
reporting. 

Major ethical dilemmas often evolve from a series of small compromises, none of which appears 
serious enough to warrant taking a stand on ethical grounds. WorldCom is such a case, in which 
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managers deferred expenses inappropriately over several periods to meet profit forecasts, expecting to 

recognize them at later time when sales improved. Unfortunately, these small compromises establish 

a pattern of behavior that is increasingly difficult to reverse. The key to avoiding these situations is 

recognizing the early warning signs of situations that involve questionable ethical behavior and taking 

whatever action is appropriate. 

Codes of Ethics 

Codes of ethics are often developed by professional organizations to increase members’ awareness of 

the importance of ethical behavior and to provide a reference point for resisting pressures to engage in 

actions of questionable ethics. These professional organizations include the American Bar Association, 

the American Institute of Certified Public Accountants, the American Medical Association, and the 

Institute of Management Accountants (IMA). 

Many corporations have established codes of ethics. A summary of General Motors Corpora- 

tion’s 20-page code of ethics, “Winning with Integrity” is presented in the following Business Insight 

box. One of the important goals of corporate codes of ethics is to provide employees with a common 

foundation for addressing ethical issues. These codes provide a summary of a company’s policies that 

define ethical standards of employee conduct and they often include broad philosophical statements 

about behavior. A basic rule of thumb used by General Motors is that employees should never do 

anything they would be ashamed to explain to their families or to see in the front page of the local 

newspaper. 

GM Code of E 
= GM hires, promotes, trains and pays based on merit, experience, or other work-related cri- 

teria and strives to create work environments that accept and tolerate differences while pro- 

moting productivity and teamwork. 

= GMendeavors to protect the health and safety of each employee by creating and maintaining 

a healthy, injury-free work environment. 

= A\ll GM employees have an obligation to protect GM's assets, including information, and to 

ensure their proper use. 

Providing false or misleading information in any GM business record is strictly prohibited. 

As a general rule, GM employees should accept no gift, entertainment, or other gratuity from 

any supplier to GM or bidder for GM's business. 

= GMemployees must immediately disclose any situation that could result in an actual or po- 

tential conflict of interest, involving the employee or any member of his household, such as 

investing in a supplier, dealer, customer, or competitor. 

= GMandall its employees must comply with all laws, including the U.S. Foreign Corrupt Prac- 

tices Act, competition laws, and export control laws. 

m To protect GM's reputation for integrity, it must communicate clearly and accurately to the 

public. 

Source: http://www.gm.com/corporate/investor_information/docs/corp_gov/Winning With Integrity March 2010.pdf 

Corporate Governance 

Corporate governance refers to the system of policies, processes, laws, and regulations that affect the 

way a company is directed and controlled. At the highest level, the system of corporate governance 

for a company is the responsibility of the board of directors, but it affects all stakeholders, including 

employees, creditors, customers, vendors, and the community at large. The large number of corporate 

failures of the last decade brought the topic of corporate governance to the forefront. 

The collapse of Enron, along with its independent auditor, Arthur Andersen, prompted the U.S. 

Congress to pass the Sarbanes-Oxley Act of 2002 (or SOX), which was intended to address weaknesses 
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affecting U.S. capital markets. Although SOX deals primarily with issues pertaining to the relationship 

between publicly traded companies and the capital markets, some of its requirements have become a 

standard for corporate responsibility and governance affecting both public and private companies, as 

well as not-for-profit organizations. 

SOX consists of 66 sections, including such topics as external auditing standards, auditor conflicts 

of interest, codes of ethics for financial officers, review of internal controls, and criminal penalties 

for fraud. Probably the most important provisions of SOX, from a managerial accounting standpoint, 

are those related to internal control systems. Internal control systems generally are made up of the 

policies and procedures that exist to ensure that company objectives are achieved with regard to (a) ef- 

fectiveness and efficiency of operations, (b) reliability of financial reporting, and (c) compliance with 

laws and regulations. 

SOX imposes the requirement that CEOs and CFOs annually review and assess the effectiveness 

of their company’s internal controls over financial reporting, and issue a report of their assessment. 

Although many CEOs and CFOs have argued that the cost of SOX compliance is unjustified by the 

benefits to investors, the following Research Insight provides evidence that SOX is improving the qual- 

ity of financial reporting. Even though SOX limits the internal control review to aspects of the system 

related to financial reporting, in practice there is very little that takes place in any organization that 

does not impact the financial statements. Therefore, if SOX is resulting in improvements in data that 

goes into financial reports, it is likely that data supporting managerial accounting is also enhanced by 

a more reliable internal control system. 

Many of the models and processes that we discuss in this text have either a direct or indirect impact 

on a company’s financial statements; hence, they are likely subject to the SOX internal control review. 

An overlap often exists between the systems that produce the data for the external financial statements 

and those that produce data for internal decision making. For example, cost data produced by the prod- 

uct costing system is often used for both financial reporting and managerial decision making purposes. 

A more detailed discussion of SOX and internal control systems can typically be found in financial 

accounting and auditing textbooks. 

RESEARCH INSIGHT | e).<00) 
A recent study of about 1,000 firms reported that companies subject to Sarbanes-Oxley internal 

control system reviews were significantly less likely to issue materially misstated financial state- 

ments, thereby suggesting that the SOX legislation is probably meeting its objective of improving 

the quality of financial reports. The study based its conclusions on the fact that smaller companies 

exempt from the SOX internal control reviews were 40% more likely to have material misstatements 

in their financial statements than companies required to conduct internal control reviews. The study 

did not attempt to answer the question of whether the reduction in misstatements was sufficient to 

justify the expense incurred as a result of SOX requirements. 

Source: Albert Nagy, “Section 404 Compliance and Financial Reporting Quality,” Accounting Horizons, September, 2010, 

Vol. 24, Issue 3, p441-454. 

Corporate Social Responsibility 

Closely related to the concepts of ethics and corporate governance is the topic of corporate social 
responsibility, which can simply be defined as being a good corporate citizen. It entails balancing the 
objective of profitability with the objective of giving proper attention to issues such as environmental 
sustainability and energy conservation, and avoiding actions that would lower the quality of life in the 
communities in which a company operates and sells its products or services. In earlier generations it 
would have meant giving a day’s wage for a day’s labor, not hiring underage children, or not dumping 
untreated waste into the local river. 

Managerial accounting includes a variety of models that help managers determine the cost of a 
particular activity or product, or the benefits and costs of various decision alternatives. Although such 
models in their current state of development may not take into account all external social costs, ac- 
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countants are more aware today than in the past of the need to consider such costs. For example, when 

calculating the cost of building a new capital asset that is going to last for 25 years, it is necessary to 

include in that calculation the present value of the cost of the ultimate disposal of the asset, including 

any environmental cleanup. 

Being a socially responsible company does not mean abandoning the profit motive or the goal 

of providing an attractive return to investors. It means that while pursuing these essential objectives, 

a for-profit company attempts to measure the total benefits and costs of its actions and accepts the 

responsibility for those actions. Also, being a good competitor should not be confused with social 

responsibility. For example, many companies offer certain fringe benefits, such as on-site childcare, 

because it attracts better employees, not because they feel they have a social responsibility to provide 

such services. Obviously, the line between being a good competitor and being socially responsible is 

sometimes blurred. 

MODULE-END REVIEW 

Classify each of the following as a structural, organizational, or activity cost driver. 

Meals served to airplane passengers aboard Northwest Airlines. 

General Motors’ decision to manufacture the Volt, an all-electric automobile. 

Zenith’s decision to sell its computer operations and focus on the core television business. 

Number of tax returns filed electronically by H&R Block. 

Number of passenger cars in an Amtrak train. 

Coors’ decision to expand its market area east from the Rocky Mountains. 

Boeing’s decision to invite airlines to assist in designing the model 777 airplane. 

Daimler Benz’s decision to use cross-disciplinary teams to design a new automobile. 

St.Jude Hospital’s decision to establish review committees on the appropriateness and effectiveness of 

medical procedures for improving patient care. 

j. Harley-Davidson’s efforts to restructure production procedures to reduce inventories and machine setup 

times. 

RASS Sy Ss ese Ss 

~. 

The solution is on page 13-26. 

GUIDANCE ANSWER 

MANAGERIAL DECISION | 

It is important that an organization’s cost structure be aligned with its strategy. If your goal is to be a cost leader 

(such as Wal-Mart or Costco), you will want to make sure that the structural cost drivers, such as the type of 

buildings acquired and the displays used, are consistent with this strategy. As the CEO of Wal-Mart you would 

not permit many of the costs that would be incurred in an organization such as Tiffany or Nordstrom. 

DISCUSSION QUESTIONS 

Q13-1. Contrast financial and managerial accounting on the basis of user orientation, purpose of 

information, level of aggregation, length of time period, orientation toward past or future, 

conformance to external standards, and emphasis on objective data. 

Q13-2. What three themes are a part of strategic cost management? 

Q13-3. Distinguish between a mission and a goal. 

Q13-4. Describe the three strategic positions that Porter views as leading to business success. 

Q13-5. Distinguish between how managerial accounting would support the strategy of cost leadership and 

the strategy of product differentiation. 

Q13-6. Why are the phases of planning, organizing, and controlling referred to as a continuous cycle? 

Q13-7. Identify three advances that have fostered the move away from isolated national economic systems 

toward an interdependent global economy. 
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Q13-8. What are the three interrelated dimensions of today’s competition? 

Q13-9. Differentiate among structural, organizational, and activity cost drivers. 

Q13-10. What is the link between performing activities and incurring costs? 

Q13-11. How can top management establish an ethical tone in an organization? 

Q13-12. Describe how pressures to have desirable short-run outcomes can lead to ethical dilemmas. 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

/) M13-13. Management Accounting Terminology  _°7%-5) 

Match the following terms with the best descriptions. Each description is used only once. 

Terms 

il, lailnies 9. Organizational cost driver 

2. Mission 10. Financial accounting 

3. Controlling 11. Activity cost driver 

4. Goal 12. Structural cost driver 

5. Cost drivers 13. Managerial accounting 

6. Quality 14. Resources 

7. Balance sheet 15. Product differentiation 

8. Income statement 

Description 

a. Designing components so they are easily assembled 

b. Factors that influence costs 

c. Prepared as of a point in time 

d. Accounting for external users 

e. Increase year 2011 sales by 10 percent over year 2010 sales 

f. Shows the results of operations for a period of time 

g. Packing an order for shipment 

h. Deciding to limit market focus to a region rather than the entire nation 

i. The degree to which a new e-book reader meets a buyer’s expectations 

J. Used internally to make decisions 

k. Consumed by activities 

!. The propriety of taking some action 

m. Reduces customer price sensitivity 

n. Basic purpose toward which activities are directed 

o. Comparing the budget with the actual results 

(vy) M13-14. Financial and Managerial Accounting (1.01) 

Indicate whether each phrase is more descriptive of financial accounting or managerial accounting. 

a. May be subjective 

b. Often used to state corporate goals 

c. Typically prepared quarterly or annually 

d. May measure time or customer satisfaction 

e. Future oriented 

f. Has a greater emphasis on cost-benefit analysis 

g. Keeps records of assets and liabilities 

h. Highly aggregated statements 

i. Must conform to external standards 

Special-purpose reports 

Decision-making tool 

Income statement, balance sheet, and statement of cash flows ~ em. 

M13-15. Missions, Goals, and Strategies (02) 

Identify each of the following as a mission, goal, or strategy. 

a. Budget time for study, sleep, and relaxation 

b. Provide shelter for the homeless 



M13-16. 

M13-17. 

M13-18. 

M13-19. 
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c. Provide an above-average return to investors 

d. Protect the public 

e. Locate fire stations so that the average response time is less than five minutes 

f. Overlap police patrols so that there are always police cars on major thoroughfares 

g. Achieve a 12 percent market share 

h. Lower prices and costs 

i. Select the most scenic route to drive between Las Vegas and Denver 

j. Graduate from college 

Line and Staff Organization (1.02) 

Presented are the names of several departments often found in a merchandising organization such as 

Macy’s Department Store. 

a. Maintenance d. Payroll 

b. Home Furnishings e. Human Resources 

c. Store Manager f. Advertising 

Required 

Identify each as a line or a staff department. 

Line and Staff Organization (02) 

Presented are the names of several departments often found in a manufacturing organization such as 

Kimberly-Clark. 

a. Manager, Plant 2 d. Controller 

b. Design Engineering e. Property Accounting 

c. President f. Sales Manager, District 1 

Required 

Identify each as a line or a staff department. 

Classifying Cost Drivers (0) 

Classify each of the following as structural, organizational, or activity cost drivers. 

a. Oneida Silversmiths reorganizes production facilities from a layout in which all similar types 

of machines are grouped together to a layout in which a set of machines is designated for the 

production of a particular product and that set of machines is grouped together. 

b. Acable television company decides to start offering telephone service. 

c. 1B decides to stop making personal computers. 

d. Canon decides to start making high-volume photocopy equipment to compete head-to-head with 

Xerox. 

e. The number of meals a cafeteria serves. 

f. The number of miles a taxi is driven. 

g. Acompany eliminates the position of supervisor and has each work group elect a team leader. 

h. Yoyota empowers employees to halt production if a quality problem is identified. 

i. The number of tons of grain a ship loads. 

Jj. Crossgate Mall decides to build space for 80 additional stores. 

Classifying Cost Drivers (04) 

Mesa Construction managers provide design and construction management services for various 

commercial construction projects. Senior managers are trying to apply cost driver concepts to their firm 

to better understand Mesa’s costs. 

Required 

Classify each of the following actions or decisions as structural, organizational, or activity cost drivers. 

The decision to be a regional leader in computer-assisted design services. 

The decision to allow staff architects to follow a specific project through to completion. 

The daily process of inspecting the progress on various construction projects. 

The process of conducting extensive client interviews to assess the exact needs for Mesa services. 

The decision to expand the market area by establishing an office in another state. 

The decision to use only Mesa staff rather than relying on subcontractors. 

The process of receiving approval from government authorities along with appropriate permits for SHS AOSTA 
each project. 

@ 
Macy’s Department 

Store (M) 

@ 
Kimberly-Clark (KMB) 

IBM (IBM) 

Canon (CAJ) 

Toyota (TM) 

@ 
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General Electric (GE) 

Cornell University 

Cook County Hospital 

L.L. Bean 

Hilton Hotels (HLT) 

United Parcel Service 

(UPS) 

Verizon (VZ) 

Time Warner Cable 

(TWTC) 

Dell Computer (DELL) 

Amazon.com (AMZN) 

Emory University 

Hyundai 

Nissan 

@ 

h. The decision to organize the workforce into project teams. 

i. The decision to build a new headquarters facility with areas for design and administration as well as 

storage and maintenance of construction equipment. 

j. The process of grading building sites and preparing forms for foundations. 

EXERCISES 

E13-20. 

E13-21. 

E13-22. 

E13-23. 

E13-24. 

Financial and Managerial Accounting (1.01) 

Assume Alana Freeman has just been promoted to product manager at General Electric. Although she 

is an accomplished sales representative and well versed in market research, her accounting background 

is limited to reviewing her paycheck, balancing her checkbook, filing income tax returns, and reviewing 

the company’s annual income statement and balance sheet. She commented that while the financial 

statements are no doubt useful to investors, she just doesn’t see how accounting can help her be a good 

product manager. 

Required 

Based on her remarks, it is apparent that Alana’s view of accounting is limited to financial accounting. 

Explain some of the important differences between financial and managerial accounting and suggest 

some ways managerial accounting can help Alana be a better product manager. 

Developing an Organization Chart (1.02) 

Develop an organization chart for a three-outlet bakery chain with a central baking operation and 

deliveries every few hours. Assume the business is incorporated and that the president has a single staff 

assistant. Also assume that the delivery truck driver reports to the bakery manager. 

Identifying Monetary and Nonmonetary Performance Measures (1.02) 

Identify possible monetary and nonmonetary performance measures for each of the following situations. 

One nonmonetary measure should relate to quality, and one should relate to time. 

Cornell University wishes to evaluate the success of last year’s graduating class. 

Cook County Hospital wishes to evaluate the performance of its emergency room. 

L.L. Bean wishes to evaluate the performance of its telephone order—filling operations. 

Hilton Hotels wishes to evaluate the performance of registration activities at one of its hotels. 

United Parcel Seryice wishes to evaluate the success of its operations in Knoxville. sees 

Identifying Monetary and Nonmonetary Performance Measures (1.02) 

Identify possible monetary and nonmonetary performance measures for each of the following situations. 

One nonmonetary measure should relate to quality, and one should relate to time. 

a. Yerizon’s evaluation of the performance of its Internet service in Boston. 

b. ‘Yime Warner Cable’s evaluation of the performance of new customer cable installations in 

Rochester. 

c. Dell Computer’s evaluation of the performance of its logistical arrangements for delivering 

computers to residential customers. 

d. Amazon.com’s evaluation of the performance of its Web site. 

e. /mory University’s evaluation of the success of its freshman admissions activities. 

Identifying Information Needs of Different Managers (02) 

Manfred Pak operates a number of auto dealerships for Hyundai and Nissan. Identify possible monetary 
and nonmonetary performance measures for each of the following situations. One nonmonetary measure 
should relate to quality, and one should relate to time. 

a. An individual sales associate. 

b. The sales manager of a single dealership. 

c. The general manager of a particular dealership. 

d. The corporate chief financial officer. 

e. The president of the corporation. 

E13-25. Activities and Cost Drivers (1.04) 

For each of the following activities, select the most appropriate cost driver. Each cost driver may be used 
only once. 
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Number of different raw material items 1. Pay vendors a. 

2. Receive material deliveries b. Number of classes offered 

3. Inspect raw materials c. Number of machine hours 

4. Plan for purchases of raw materials d. Number of employees 

5. Packaging e. Number of maintenance hours 

6. Supervision f. | Number of units of raw materials received 

7. Employee training g. Number of new customers 

8. Operating machines h. Number of deliveries 

9. Machine maintenance i. | Number of checks issued 

10. Opening accounts at a bank j. Number of customer orders 

MANAGEMENT APPLICATIONS 

MA13-26. Goals and Strategies (92) 

a. What is your instructor’s goal for students in this course? What strategies has he or she developed 

to achieve this goal? 

b. What is your goal in this course? What strategies will help you achieve this goal? 

c. What is your goal for this semester or term? What strategies will help you achieve this goal? 

d. What is your next career goal? What strategies will help you achieve this goal? 

MA13-27. Product Differentiation (03) 

You are the owner of Lobster’s Unlimited. You have no trouble catching lobsters, but you have 

difficulty in selling all that you catch. The problem is that all lobsters from all vendors look the same. 

You do catch high-quality lobsters, but you need to be able to tell your customers that your lobsters are 

better than those sold by other vendors. 

Required 

a. What are some possible ways of distinguishing your lobsters from those of other vendors? 

b. Explain the possible results of this differentiation. 

MA13-28. Ethics and Short-Term Borrowing (1.05) 

Ashley, an administrative assistant, is in charge of petty cash for a local law firm. Normally, about $500 

is kept in the petty cash box. When Ashley is short on cash and needs some for lunch or to pay her 

babysitter, she sometimes takes a few dollars from the box. Since she is in charge of the box, nobody 

knows that she takes the money, and she always replaces it within a few days. 

Required 

a. Is Ashley’s behavior ethical? 

b. Assume that Ashley has recently had major problems meeting her bills. She also is in charge 

of purchasing supplies for the office from petty cash. Last week when she needed $25 for the 

babysitter, she falsified a voucher for the amount of $25. Is this behavior ethical? 

MA13-29. Ethics and Travel Reimbursement  ({).05) 

Scott takes many business trips throughout the year. All of his expenses are paid by his company. 

Last week he traveled to Rio De Janeiro, Brazil, and stayed there on business for five days. He is 

allowed a maximum of $50 per day for food and $150 per day for lodging. To his surprise, the food 

and accommodations in Brazil were much less than he expected. Being upset about traveling last 

week and having to sacrifice tickets he’d purchased to a Red Sox baseball game, he decided to inflate 

his expenses a bit. He increased his lodging expense from $75 per day to $100 per day and his food 

purchased from $30 per day to $40 per day. Therefore, for the five-day trip, he overstated his expenses 

by $175 total. After all, the allowance was higher than the amount he spent. 

Required 

Assume that the company would never find out that he had actually spent less. Are Scott’s actions 

ethical? Are they acceptable? 

MA13-30. Ethical Issues with Supplier-Buyer Partnerships  (!.05) 

John Snyder was excited to learn of his appointment as Circuit Electronics Corporation’s sales 

representative to Household Appliance, Inc. For the past four years, Circuit Electronics has supplied 
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Exxon Mobil (XOM) 

Royal Dutch/Shell 

(RDS-B) 

MA13-31. 

MA13-32. 

MA13-33. 

all of the electric switches used in Household’s washers and dryers. As Circuit Electronics’ sales 

representative, John Snyder’s job involves the following tasks. 

1. Working with Household engineers to design electric switches that can be manufactured to meet 

Household’s cost and quality requirements. 

2. Assisting Household in resolving any problems related to electric switches. 

3. Monitoring the inventory levels of electric switches at Household and placing orders for 

additional switches when appropriate. 

This appointment will require John to move to Stutgart, Germany, for two years. Although John has 

mixed feelings about the move, he is familiar with the success of the program in improving Circuit 

Electronics’ financial performance. He is also very much aware of the fact that the two previous sales 

representatives received promotions at the end of their appointments. 

As John toured the Household factory in Stutgart with his predecessor, Janet Smith, his excitement 

turned to concern. It became apparent that Circuit Electronics had not been supplying Household with 

the best available switches at the lowest possible costs. Although the switches were adequate, they 

were more likely to wear out after five or six years of use than would switches currently on the market 

(and being used by Household’s competitors). Furthermore, taking into account the current number 

of switches in transit by ship from North America to Europe, it also appeared that the inventory level 

of electric switches would soon be more than enough to satisfy Household’s needs for the next four 

months. 

Required 

If you were John, what would you do? 

Expected Values of Questionable Decisions (05) 

The members of the jury had to make a decision in a lawsuit brought by the State of Alabama against 

Exxon Mobil. The suit revolved around natural-gas wells that Exxon drilled in state-owned waters. 

After signing several leases obligating Exxon to share revenues with Alabama, company officials 

started questioning the terms of the agreement that prohibited deducting several types of processing 

costs before paying the state royalties. 

During the course of the trial, a memo by an in-house attorney of Exxon Mobil came to light. 

The memo noted that Royal Dutch/Shell, which had signed a similar lease, interpreted it “in the 

same manner as the state.” The memo then presented arguments the company might use to claim the 

deduction, estimated the probability of the arguments being successful (less than 50 percent), and 

proceeded to consider whether Exxon should obey the law using a cost-benefit analysis. According 

to the memo, “If we adopt anything beyond a ‘safe’ approach, we should anticipate a quick audit 

and subsequent litigation.” The memo also observed that “our exposure is 12 percent interest on 

underpayments calculated from the due date, and the cost of litigation.” Deducting the questionable 

costs did, indeed, result in an audit and a lawsuit. Source: Business Week? 

Required 

If you were a member of the jury, what would you do? Why? 

Management Decisions Affecting Cost Drivers (04) 

An avid bicycle rider, you have decided to use an inheritance to start a new business to sell and repair 

bicycles. Two college friends have already accepted offers to work for you. 

Required 

a. What is the mission of your new business? 

b. Suggest a strategic positioning goal you might strive for to compete with area hardware and 

discount stores that sell bicycles. 

Identify two items that might be long-range goals. 

Identify two items that might be goals for the coming year. 

Mention two decisions that will be structural cost drivers. 

Mention two decisions that will be organizational cost drivers. 

Identify two activity cost drivers. Geos OSS 

Success Factors and Performance Measurement {). 2) 

Three years ago, Vincent Chow completed his college degree. The economy was in a depressed state 
at the time, and Vincent managed to get an offer of only $35,000 per year as a bookkeeper. In addition 
to its relatively low pay, this job had limited advancement potential. Since Vincent was an enterprising 

” Mike France, “When Big Oil Gets Too Slick,” Business Week, April 9, 2001, p. 70. 
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and ambitious young man, he instead started a business of his own. He was convinced that because of 

changing lifestyles, a drive-through coffee establishment would be profitable. He was able to obtain 

backing from his parents to open such an establishment close to the industrial park area in town. 

Vincent named his business The Cappuccino Express and decided to sell only two types of coffee: 

cappuccino and decaffeinated. 

As Vincent had expected, The Cappuccino Express was very well received. Within three years, 

Vincent had added another outlet north of town. He left the day-to-day management of each site to a 

manager and turned his attention toward overseeing the entire enterprise. He also hired an assistant to 

do the record keeping and other selected chores.'° 

Required 

Develop an organization chart for The Cappuccino Express. 

What factors can be expected to have a major impact on the success of The Cappuccino Express? 

What major tasks must Vincent undertake in managing The Cappuccino Express? 

What are the major costs of operating The Cappuccino Express? 

Vincent would like to monitor the performance of each site manager. What measure(s) of 

performance should he use? 

f. If you suggested more than one measure, which of these should Vincent select if he could use 

only one? 

g. Suppose that last year, the original site had yielded total revenues of $146,000, total costs of 

$120,000, and hence, a profit of $26,000. Vincent had judged this profit performance to be 

satisfactory. For the coming year, Vincent expects that due to factors such as increased name 

recognition and demographic changes, the total revenues will increase by 20 percent to $175,200. 

What amount of profit should he expect from the site? Discuss the issues involved in developing 

an estimate of profit. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

SSS See 

Solution 

2,5,7, 8,9, and 10 

Module-End Review 

Solution 
a. Activity cost driver 

b. Structural cost driver 

Structural cost driver 

Activity cost driver 

Activity cost driver 

Structural cost driver 

Organizational cost driver 

Organizational cost driver 

Organizational cost driver 

Organizational cost driver 

SESS oe 

Ste. 

10 Based on Chee W. Chow, “Instructional Case: Vincent’s Cappuccino Express—A Teaching Case to Help Students Master 

Basic Cost Terms and Concepts Through Interactive Learning,” /ssuwes in Accounting Education, Spring 1995, pp. 173-190. 



Retail giant operates more than 8,400 stores in 

15 countries around the world. Its market success is built 

on low prices and one-stop shopping for a wide variety of 

goods in “discount centers” and “superstores.” Its financial 

success is based on optimal store and distribution center 

locations, technology leadership in inventory management, 

obtaining volume discounts from suppliers, working directly 

with manufacturers to obtain low-cost merchandise, and 

operating efficiencies. These factors allow Walmart to mini- 

mize inventory investments and maintain a high inventory 

turnover (cost of goods sold/average inventory). Even with 

relatively low prices, Walmart’s low inventory costs and high 

inventory turnover provide a healthy gross profit and bottom 

line. Walmart is an excellent example of a company suc- 

cessfully executing a strategy of cost leadership. 

Success attracts competition and three chains of dol- 

lar stores ( P , and ) 

14-4 

have been successfully attracting customers from Walmart 

by adopting Walmart’s approach to inventory management 

and operating efficiency, while differentiating themselves by 

focusing on low prices for a more limited number of high- 

volume items in smaller stores that provide customers more 

convenient access to their limited merchandise. Walmart 

discount centers average 108,000 square feet while its 

supercenters average 185,000 square feet. Dollar Tree’s 

3,800+ stores average a much smaller 8,580 square feet. 

While Walmart custom builds its stores, these com- 

petitors often spend less per square foot by acquiring store 

space originally constructed for others. This provides the 

dollar stores with a lower cost per square foot than Walmart, 

thereby allowing them to cover their building costs at a 

lower sales volume per square foot. 

Like Walmart, the dollar stores’ key to success is high 

inventory turnover. And by focusing on a limited number 

Getty Images 
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Determine a linear cost estimating equation. (p. 14-10) 

Identify basic patterns of how costs respond to changes in activity cost drivers. (p. 14-3) 

Identify and discuss problems encountered in cost estimation. (p. 14-15) 

Describe and develop alternative classifications for activity cost drivers. (p. 14-16) 

of high-volume inventory items, it is possible for them to 

achieve a higher inventory turnover than Walmart with its 

much broader inventory. “We can make good money on an 

item we sell for a dollar,” says Howard Levine, the CEO of 

Family Dollar. “We have 6,800 stores. If you sell one item a 

week in 6,800 stores, no matter what the price point, you’ve 

got a lot of velocity.” And that velocity is growing. Between 

2007 and 2010, sales per square foot at Dollar General, 

which currently operates almost 9,000 stores, grew from 

$165 to $199. Meanwhile, during the recent recession, 

Walmart’s same-store sales declined. 

Despite their success, the managers of dollar stores are 

quick to point out that they do not compete with Walmart. 

Instead, they claim to compete with convenience stores 

by offering a combination of convenience and value not 

available in large stores or other small convenience stores. 

“Walmart always worries me,” says Levine of Family Dol- 

lar. “You can’t out-Walmart Walmart. The dollar stores are 

not going after the same trip Walmart is going after. We are 

going after the fill-in trip. We live off the crumbs they leave 

ust 

The success of Walmart and its smaller competitors, 

who claim not to be competitors, is built on a cost leader- 

ship strategy. Such a strategy necessarily requires a thor- 

ough understanding of cost behavior, activity analysis, and 

cost estimation, the topics of this module.' 

1 Based on Sean Gregory, “The Buck Shops Here”, Time, December 20, 

2010, pp. 54-56; and investor information available at www.dollargeneral. 

com, www.walmart.com, www.dollartree.com, www.familydollar.com. 
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COST BEHAVIOR ANALYSIS 
This module introduces cost behavior, which refers to the relationship between a given cost item 

and the quantity of its related cost driver. Cost behavior, therefore, explains how the total amount for 

various costs respond to changes in activity volume. Understanding cost behavior is essential for esti- 

mating future costs. In this module we examine several typical cost behavior patterns and methods for 

developing cost equations that are useful for predicting future costs. 

Four Basic Cost Behavior Patterns 

LO? Identify Although there are an unlimited number of ways that costs can respond to changes in cost drivers, as a start- 

basic patterns of ing point it is useful to classify cost behavior into four categories: variable, fixed, mixed, and step. Graphs of 

how costs respond _ each are presented in Exhibit 14.1. Observe that total cost (the dependent variable) is measured on the verti- 

to changes in cal axis, and total activity for the time period (the independent variable) is measured on the horizontal axis. 

activity cost 

drivers. 
1. Variable costs change in total in direct proportion to changes in activity. Their total amount in- 

creases as activity increases, equaling zero dollars when activity is zero and increasing at a con- 

stant amount per unit of activity. The higher the variable cost per unit of activity, the steeper the 

slope of the line representing total cost. With the number of pizzas served as the activity cost driver 

for Pizza Hut restaurants, the cost of cheese is an example of a variable cost. 

Fixed costs do not change in response to a change in activity volume. Hence, a line representing 

total fixed costs is flat with a slope (incline) of zero. With the number of Pizza Hut pizzas sold as 

the cost driver, annual depreciation, property taxes, and property insurance are examples of fixed 

costs. While fixed costs may respond to structural and organizational cost drivers over time, they 

do not respond to short-run changes in activity cost drivers. 

Mixed costs (sometimes called semivariable costs) contain a fixed and a variable cost element. 

Total mixed costs are positive (like fixed costs) when activity is zero, and they increase in a linear 

fashion (like total variable costs) as activity increases. With the number of pizzas sold as the cost 

driver, the cost of electric power is an example of a mixed cost. Some electricity is required to 

provide basic lighting, while an increasing amount of electricity is required to prepare food as the 

number of pizzas served increases. 

. Step costs are constant within a narrow range of activity but shift to a higher level when activity ex- 

ceeds the range. Total step costs increase in a steplike fashion as activity increases. With the number 

of pizzas served as the cost driver, employee wages is an example of a step cost. Up to a certain 
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EXHIBIT 14.1 Cost Behavior Patterns 

Total 

variable 

costs 

(Y) 

0 ape 0 ee 
Total activity (x) Total activity (X) 

Total variable costs increase in Total fixed costs do not respond 

proportion to increases in activity to changes in activity cost drivers 

cost drivers. within a period or range. 

Total 

eR EES 
costs 

(Y) eee 

fess 

a; 

0 0 ies 

Total activity (X) Total activity (Xx) 

Total mixed costs contain fixed Total step costs are constant 

and variable cost elements. They over a narrow range of cost driver 

increase but not in direct proportion activity but increase in steps as 

to increases in activity cost drivers. activity increases. 

number of pizzas, only a small staff needs to be on duty. Beyond that number, additional employ- 

ees are needed for quality service and so forth. 

The relationship between total cost (Y axis) and total activity (X axis) for the four cost behavior 

patterns is mathematically expressed as follows: 

Variable cost: Y = bX 

where 

b = the variable cost per unit, sometimes referred to as the slope of the cost function. 

Fixed cost: Y = a 

where 

a = total fixed costs. The slope of the fixed cost function is zero because fixed costs do not 

change with activity. 

Mixed cost: Y = a + bX 

where 

a = total fixed cost element 

b = variable cost element per unit of activity. 

Step cost: Y = a, 

where 

a, = the step cost within a specific range of activity, identified by the subscript i. 
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The total cost function of most organizations has shifted in recent years toward more fixed costs and 

fewer variable costs, making it increasingly important for organizations to manage their fixed costs. 

Some organizations have done this by outsourcing activities rather than performing the activities 

internally. This avoids the many fixed costs of infrastructure in exchange for a variable cost per unit 

of activity. The Business Insight box below considers how an alliance between the United States 

Postal Service and Federal Express (FedEx) helps keep down the cost of postage by shifting fixed 

costs. 

‘Alliance Alters USPS Cost Structure 

“The Postal Service delivers Main Street, and FedEx provides an air fleet,” proclaimed the Postmas- 

ter General when announcing an alliance between the United States Postal Service (USPS) and 

FedEx. Under terms of the alliance, FedEx transports express mail, priority mail, and some first- 

class mail on its fleet of over 650 aircraft. The projected costs to the USPS are approximately $6.3 

billion over the seven-year contract period. FedEx will also locate overnight service collection boxes 

at selected post offices across the United States. 

It is predicted that the USPS will save a billion dollars in transportation costs over the life of 

the contract. A major aspect of the alliance is that it moves USPS from a fixed-cost transporta- 

tion network toward a variable cost network. “This is a unique opportunity to turn some fixed 

costs into variable costs,” said the president of the Association for Postal Commerce. “It is using 

someone else’s fixed costs.” The chairman and chief executive officer of FedEx added that the 

system allows “the Postal Service to grow unconstrained without having to put in big [transporta- 

tion] networks.” 

Souce: USPS-FedEx Alliance Could Save $1 Billion in Transportation Costs,” Federal Times, January 15, 2001, p. 4. 

Factors Affecting Cost Behavior Patterns 

The four cost behavior patterns presented are based on the fundamental assumption that a unit of final 

output is the primary cost driver. The implications of this assumption are examined later in this module. 

Another important assumption is that the time period is too short to incorporate changes in stra- 

tegic cost drivers such as the scale of operations. Although this assumption is useful for short-range 

planning, for the purpose of developing plans for extended time periods, it is more appropriate to con- 

sider possible variations in one or more strategic cost drivers. When this is done, many costs otherwise 

classified as fixed are better classified as variable. 

Even the cost of depreciable assets can be viewed as variable if the time period is long enough. 

Assuming that the number of pizzas served is the cost driver, for a single month the depreciation on 

all Pizza Hut restaurants in the world is a fixed cost. Over several years, if sales are strong, a strategic 

decision will be made to open additional restaurants; if sales are weak, strategic decisions will likely be 

made to close some restaurants. Hence, over a multiple-year period, the number of restaurants varies 

with sales volume, making depreciation appear as a variable cost with sales revenue as the cost driver. 

Total Cost Function for an Organization or Segment 

To obtain a general understanding of an organization, to compare the cost structures of different organi- 
zations, or to perform preliminary planning activities, managers are often interested in how total costs 
respond to a single measure of overall activity such as units sold or sales revenue. This overview can 
be useful, but presenting all costs as a function of a single cost driver is seldom accurate enough to sup- 
port decisions concerning products, services, or activities. Doing so implies that all of an organization’s 
costs can be manipulated by changing a single cost driver. This is seldom true. 

In developing a total cost function, the independent variable usually represents some measure of 
the goods or services provided customers, such as total student credit hours in a university, total sales 
revenue in a store, total guest-days in a hotel, or total units manufactured in a factory. The resulting cost 
function is illustrated in Exhibit 14.2. 
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EXHIBIT 14.2 Total Cost Behavior 

Total costs 

Y=a+t bx 

where slope b = AY/AX 

Total Activity (X)* 

“Variable costs are layered on top of fixed costs. 

Y=a+bx 

where 

Y = total costs 

= vertical axis intercept (an approximation of fixed costs) 

slope (an approximation of variable costs per unit of X) 

X = value of independent variable 

ma) ili 

In situations where the variable, fixed, and mixed costs, and the related cost functions, can be deter- 

mined, a total cost equation can be useful in predicting future costs for various activity levels. However, 

generally, a total cost equation is useful for predicting costs in only a limited range of activity. The 

relevant range of a total cost equation is that portion of the range associated with the fixed cost of the 

current or expected capacity. For example, assume that a Dairy Queen ice cream shop’s only fixed 

cost is the depreciation on its ice cream making machines, and that it is able to produce a maximum 

of 50 gallons of ice cream per day with a single ice cream making machine. If it has four machines in 

operation, and if it can readily adjust its fixed capacity cost by increasing or decreasing the number of 

ice cream machines, the relevant range of activity for the shop’s current total cost equation is 151 to 200 

gallons. In the future, if the shop expects to operate at more than 200 gallons per day, the current total 

cost equation would not predict total cost accurately, because fixed costs would have to be increased 

for additional machines. Conversely, if it expects to operate at 150 gallons or less, it may reduce the 

number of machines in the shop, thereby reducing total fixed costs. 

Relevant Range 

The use of straight lines in accounting models of cost behavior assumes a linear relationship between 

cost and activity with each additional unit of activity accompanied by a uniform increment in total cost. 

This uniform increment is known as the variable cost of one unit. 

Economic models show a nonlinear relationship between cost and activity with each incremental 

unit of activity being accompanied by a varying increment in total cost. Economists identify the vary- 

ing increment in total cost as the marginal cost of one unit. 

It is useful to relate marginal costs to the following three levels of activity: 

1. Below the activity range for which the facility was designed, the existence of excess capacity results in 

relatively high marginal costs. Having extra time, employees complete assignments at a leisurely pace, 

increasing the time and the cost to produce each unit above what it would be if employees were more 

pressed to complete work. Frequent starting and stopping of equipment may also add to costs. 

2. Within the activity range for which the facility was designed, activities take place under optimal 

circumstances and marginal costs are relatively low. 

14-6 



14-7 Module 14 | Cost Behavior, Activity Analysis, and Cost Estimation 

3. Above the activity range for which the facility was designed, the existence of capacity constraints 

again results in relatively high marginal costs. Near capacity, employees may be paid overtime 

wages, less-experienced employees may be used, regular equipment may operate less efficiently, 

and old equipment with high energy requirements may be placed in service. 

Based on marginal cost concepts, the economists’ short-run total cost function is illustrated in 

the first graph in Exhibit 14.3. The vertical axis intercept represents capacity costs. Corresponding to 

the high marginal costs at low levels of activity, the initial slope is quite steep. In the normal activity 

range, where marginal costs are relatively low, the slope becomes less steep. Then, corresponding to 

high marginal costs above the normal activity range, the slope of the economists’ total cost function 

increases again. 

EXHIBIT 14.3 Economic and Accounting Cost Structures 

Units produced Units produced 

Economists’ curvilinear total cost pattern Linear approximation of economists’ pattern 

If the economists’ total cost curve is valid, how can we reasonably approximate it with a straight 

line? The answer to this question is in the notion of a relevant range. A linear pattern may be a poor 

approximation of the economists’ curvilinear pattern over the entire range of possible activity, but 

RESEARCH INSIGHT 

When buying a printer, it is tempting to base the decision on the purchase price of the printer, or on 

the price of the printer and the cost of replacement cartridges. That would be a mistake according 

to David Stone who analyzed the yield on ink cartridges and the three-year cost of operating and 

owning printers with recommended ink cartridges under light- and heavy-duty operation for general 

printing. 

The first step in Stone’s analysis was determining the average cost of a standard printed page 

using ink cartridges recommended for five widely used printers. The low-cost winner for printing in 

black was the HP Officejet K5400dtn Color printer using the HP 74XL black cartridge at 1.4 cents 

per page ($34.99 cost of cartridge divided by the average yield of 2,450 pages per cartridge). With 

three additional cartridges required for color printing, the HP Officejet K5400dtn Color printer was 

also the low-cost color printer at 5.9 cents per page. For color printing, the Kodak EasyShare 5300 

All-in-One, with the advantage of only requiring one color ink cartridge, came in second at 6.9 cents 

per page. 

Looking at three-year total ownership costs with light-duty general printing, the Lexmark X3550 

was the low-cost leader. Although the per page costs of cartridges used in the Lexmark X3550 was 

higher than either the HP Officejet K5400dtn or the Kodak EasyShare 5300, the low purchase price 
of the Lexmark X3550 gave it the lowest three-year total cost for light-duty printing. For heavy-duty 
general printing, the HP Officejet K5400dtn or the Kodak EasyShare 5300 took top honors with 
three-year costs of $562.20 and $657.19, respectively. 

Source: M. David Stone, “The True Cost of Printer Ink,” PC Magazine, October 2, 2007, pp.67-71; www.pcworld.com 
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a linear pattern as illustrated in the right-hand graph in Exhibit 14.3 is often sufficiently accurate 

within the range of probable operations. The range of activity within which a linear cost function is 

valid is called the relevant range. Linear estimates of cost behavior are valid only within the rel- 

evant range. Extreme care must be exercised when making comments about cost behavior outside 

the relevant range. 

Additional Cost Behavior Patterns 

Although we have considered the most frequently used cost behavior patterns, remember that there are 

numerous ways that costs can respond to changes in activity. Avoid the temptation to automatically as- 

sume that the cost in question conforms to one of the patterns discussed in this module. As illustrated 

by the Research Insight box on the following page, it is important to think through each situation and 

then select a behavior pattern that seems logical and fits the known facts. 

Particular care needs to be taken with the vertical axis. So far, all graphs have placed total costs on 

the vertical axis. Miscommunication is likely if one party is thinking in terms of total costs while the 

other is thinking in terms of variable or average costs. Consider the following cost function: 

Total costs = $3,000 + $5X 

where 

X = customers served 

The total, variable, and average costs at various levels of activity are computed here and graphed in 

Exhibit 14.4 on the following page. As the number of customers served increases, total costs increase, 

the variable costs of each unit remain constant, and the average cost decreases because fixed costs are 

spread over a larger number of units. 

_ Average Cost* _ Variable Costs per Customer _ 

$35.00 $5.00 
20.00 5.00 
15.00 5.00 
12.50 5.00 
11.00 5.00 

* Total costs/customers served 

To predict total costs for the coming period, management will use the first graph in Exhibit 14.4. 

To determine the minimum price required to avoid a loss on each additional customer served, manage- 

ment is interested in the variable costs per customer, yet if a manager inquired as to the cost of serving 

a customer, a financial accountant would probably provide average cost information, as illustrated in 

the third graph in Exhibit 14.4. The specific average cost would likely be a function of the number of 

customers served during the most recent accounting period. 

Errors can occur if last period’s average costs, perhaps based on a volume of 500 customers, were 

used to predict total costs for a future period when the anticipated volume was some other amount, say 

300 units. Using average costs, the predicted total costs of 300 units are $3,300 ($11 * 300). In fact, using 

the proper total cost function, a more accurate prediction of total costs is $4,500 [$3,000 + ($5 x 300)]. 

The prediction error could cause a number of problems. If management budgeted $3,300 to pay bills and 

the bills actually totaled $4,500, the company might have to curtail activities or borrow under unfavorable 

terms to avoid running out of cash. 

Committed and Discretionary Fixed Costs 

Fixed costs are often classified as committed or discretionary, depending on their immediate impact on 

the organization if management attempts to change them. Committed fixed costs, sometimes referred 

to as capacity costs, are the fixed costs required to maintain the current service or production capacity 

or to fill previous legal commitments. Examples of committed fixed costs include depreciation, prop- 

erty taxes, rent, and interest on bonds. 
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EXHIBIT 14.4 Total Costs, Variable Costs, and Average Costs 
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Committed fixed costs are often the result of structural decisions about the size and nature of an 

organization. For example, years ago the management of Santa le Railroad made decisions concerning 

what communities the railroad would serve. Track was laid on the basis of those decisions, and the Santa 

Fe Railroad now pays property taxes each year on the railroad’s miles of track. These property taxes could 

be reduced by disposing of track. However, reducing track would also diminish the Santa Fe’s capacity 

to serve. 

Discretionary fixed costs, sometimes called managed fixed costs, are set at a fixed amount each 

period at the discretion of management. It is possible to reduce discretionary fixed costs without reduc- 

ing production or service capacity in the short term. Typical discretionary fixed costs include advertis- 

ing, maintenance, charitable contributions, employee training, and research and development. 

Maintenance expenditures for discretionary fixed costs are frequently regarded as investments in 

the future. Research and development, for example, is undertaken to develop new or improved prod- 

ucts that can be profitably produced and sold in future periods. During periods of financial well-being, 

organizations may make large expenditures on discretionary cost items. Conversely, during periods of 

financial stress, organizations likely reduce discretionary expenditures before reducing capacity costs. 
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Unfortunately, fluctuations in the funding of discretionary fixed costs may reduce the effectiveness of 

long-range programs. A high-quality research staff may be difficult to reassemble if key personnel are 

laid off. Even the contemplation of layoffs may reduce the staff’s effectiveness. In all periods, discre- 

tionary costs are subject to debate and are likely to be changed in the budgeting process. 

MID-MODULE REVIEW 

Identify each of the following cost behavior patterns as variable, committed fixed, discretionary fixed, mixed, or step. 

a. Total cost of bakery products used at a MeDonald’s restaurant when the number of meals served is the 

activity cost driver. 

b. Total cost of operating the Mayo Clinic when the number of patients served is the cost driver. 

Total property taxes for a Midas Muffler Shop when the number of vehicles serviced is the cost driver. 

d. Total cost of motherboards used by Apple Computer when the number of computers manufactured and 

shipped is the cost driver. 

e. Total cost of secretarial services at Indiana University with each secretary handling the needs of ten faculty 

members and where part-time secretarial help is not available. The number of faculty is the cost driver. 

f. Total advertising costs for International Business Machines (IBM). 

g. Automobile rental costs at Alamo in Orlando, Florida, when there is no mileage charge. The cost driver is 

the number of miles driven. 

h. Automobile rental cost at Hertz in Dallas, Texas, which has a base charge plus a mileage charge. The cost 

driver is the number of miles driven. 

i. Salaries paid to personnel while conducting on-campus employment interviews for Champion Interna- 

tional. Number of on-campus interviews is the cost driver. 

j. The cost of contributions to educational institutions by Xerox Corporation. 

o 

The solution is on page 14-31. 

COST ESTIMATION 
Cost estimation, the determination of the relationship between activity and cost, is an important part 

of cost management. In this section, we develop equations for the relationship between total costs and 

total activity. 

To properly estimate the relationship between activity and cost, we must be familiar with basic 

cost behavior patterns and cost estimating techniques. Costs known to have a variable or a fixed pattern 

are readily estimated by interviews or by analyzing available records. Sales commission per sales dol- 

lar, a variable cost, might be determined to be 15 percent of sales. In a similar manner, annual property 

taxes might be determined by consulting tax documents. 

Mixed (semivariable) costs, which contain fixed and variable cost elements, are more difficult to 

estimate. According to a basic rule of algebra, two equations are needed to determine two unknowns. 

Following this rule, at least two observations are needed to determine the variable and fixed elements 

of a mixed cost. 

High-Low Cost Estimation 

The most straightforward approach to determining the variable and fixed elements of mixed costs is to 

use the high-low method of cost estimation. This method utilizes data from two time periods, a rep- 

resentative high-activity period and a representative low-activity period, to estimate fixed and variable 

costs. Assuming identical fixed costs in both periods, any difference in total costs between these two 

periods is due entirely to variable costs. The variable costs per unit are found by dividing the difference 

in total costs by the difference in total activity: 

Variable costs _ Difference in total costs 
per unit ~ Difference in activity 

..O2 Determine 

a linear cost 

estimating 

equation. 
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Once variable costs are determined, fixed costs, which are identical in both periods, are computed 

by subtracting the total variable costs of either the high or the low activity period from the correspond- 

ing total costs. 

Fixed costs = Total costs — Variable costs 

Assume a mail-order company such as Lands’ End wants to develop a monthly cost function for 

its packaging department and that the number of shipments is believed to be the primary cost driver. 

The following observations are available for the first four months of 2011. 

She ey Number of Shipments Packaging Costs 

(Low-activity period) January......... 6,000 $17,000 
Febnahy seem 9,000 26,000 

(High-activity period) March.......... 12,000 32,000 

Aphil@empeer enn wake 10,000 20,000 

Equations for total costs for the packaging department in January and March (the periods of lowest and 

highest activity) follow: 

January: $17,000 = a + b (6,000 shipments) 

March: $32,000 = a + b (12,000 shipments) 

where 

a = fixed costs per month 

b = variable costs per shipment 

Solving for the estimated variable costs: 

b = Difference in total costs 
Difference in activity 

a $32,000 — $17,000 

12,000 — 6,000 

= $2.50 

Next, the estimated monthly fixed costs are determined by subtracting variable costs from total costs of 

either the January or March equation: 

a = Total costs — Variable costs 

January: a = $17,000 — ($2.50 per shipment x 6,000 shipments) 

= $2,000 

or 

March: a = $32,000 — ($2.50 per shipment x 12,000 shipments) 

= $2,000 

The cost estimating equation for total packaging department costs is 

Y = $2,000 + $2.50X 

where 

X = number of shipments 

Y = total costs for the packing department 

The concepts underlying the high-low method of cost estimation are illustrated in Exhibit 14.5. 
Cost prediction, the forecasting of future costs, is a common purpose of cost estimation. Previ- 

ously developed estimates of cost behavior are often the starting point in predicting future costs. Con- 
tinuing the mail-order example, if 5,000 shipments are budgeted for June 2011, the predicted June 2011 
packaging department costs are $14,500 [$2,000 + ($2.50 per shipment X 5,000 shipments)]. 
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EXHIBIT 14.5 High-Low Cost Estimation 
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A scatter diagram is a graph of past activity and cost data, with individual observations represented 

by dots. Plotting historical cost data on a scatter diagram is a useful approach to cost estimation, 

especially when used in conjunction with other cost-estimating techniques. As illustrated in Exhibit 

14.6, a scatter diagram helps in selecting high and low activity levels representative of normal oper- 

ating conditions. The periods of highest or lowest activity may not be representative because of the 

cost of overtime, the use of less efficient equipment, strikes, and so forth. If the goal is to develop 

an equation to predict costs under normal operating conditions, then the equation should be based on 

observations of normal operating conditions. A scatter diagram 1s also useful in determining whether 

costs can be reasonably approximated by a straight line. 

EXHIBIT 14.6 Selecting High and Low Activity Levels with a Scatter Diagram 
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analyst tries to ensure that an equal number of observations are on either side of the line while minimizing 

the total vertical differences between the line and actual cost observations at each value of the independent 

variable. Once a line is drawn, cost estimates at any representative volume are made by studying the line. 

Alternatively, an equation for the line may be developed by applying the high-low method to any two 

points on the line. 

Least-Squares Regression 

Least-squares regression analysis uses a mathematical technique to fit a cost-estimating equation to the 

observed data. The technique mathematically accomplishes what the analyst does visually with a scatter 

diagram. The least-squares technique creates an equation that minimizes the sum of the vertical squared 

differences between the estimated and the actual costs at each observation. Each of these differences is 

an estimating error. Using the packaging department example, the least-squares criterion is illustrated in 

Exhibit 14.7. Estimated values of total monthly packaging costs are represented by the straight line, and 

the actual values of total monthly packaging costs are represented by the dots. For each dot, such as the 

one at a volume of 10,000 shipments, the line is fit to minimize the vertical squared differences. 

EXHIBIT 14.7 Least-Squares Criterion 
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*The squared deviation of a single observation is shown; the least-squares technique 

minimizes the sum of all squared vertical deviations between individual observations and 

the cost-estimating line. 

Values of a and b can be manually calculated using a set of equations developed by mathematicians 

or by using spreadsheet software packages such as Microsoft Excel®. Many calculators also have built-in 

functions to compute these coefficients. The least-squares equation for monthly packaging costs is: 

Y = $3,400 + $2.20X 

Using the least-squares equation, the predicted June 2011 packaging department costs with 5,000 

budgeted shipments are $14,400 [$3,400 + ($2.20 per shipment X 5,000 shipments)]. Recall that the 

high-low method predicted June 2011 costs of $14,500. Although this difference is small, we should 
consider which prediction is more reliable. 

Advantage of Least-Squares Regression 
Mathematicians regard least-squares regression analysis as superior to both the high-low and the scat- 
ter diagram methods. It uses all available data, rather than just two observations, and does not rely on 
subjective judgment in drawing a line. Statistical measures are also available to determine how well 
a least-squares equation fits the historical data. These measures are often contained in the output of 
spreadsheet software packages. 

In addition to the vertical axis intercept and the slope, least-squares regression calculates the co- 
efficient of determination. The coefficient of determination is a measure of the percent of variation 
in the dependent variable (such as total packaging department costs) that is explained by variations 
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in the independent variable (such as total shipments). Statisticians often refer to the coefficient of 

determination as R-squared and represent it as R*. 

The coefficient of determination can have values between zero and one, with values close to zero 

suggesting that the equation is not very useful and values close to one indicating that the equation 

explains most of the variation in the dependent variable. When choosing between two cost-estimating 

equations, the one with the higher coefficient of determination is generally preferred. The coefficient of 

determination for the packaging department cost estimation equation, determined using least-squares 

regression analysis, is 0.68. This means that 68 percent of the variation in packaging department costs 

is explained by the number of shipments. 

Managers, Not Models, Are Responsible 
Although computers make least-squares regression easy to use, the generated output should not auto- 

matically be accepted as correct. Statistics and other mathematical techniques are tools to help man- 

agers make decisions. Managers, not mathematical models, are responsible for decisions. Judgment 

should always be exercised when considering the validity of the least-squares approach, the solution, 

and the data. If the objective is to predict future costs under normal operating conditions, observations 

reflecting abnormal operating conditions should be deleted. Also examine the cost behavior pattern to 

determine whether it is linear. Scatter diagrams assist in both of these judgments. Finally, the results 

should make sense. When the relationships between total cost and several activity drivers are exam- 

ined, it is possible to have a high R-squared purely by chance. Even though the relationship has a high 

R-squared, if it “doesn’t make sense” there is probably something wrong. 

Simple and Multiple Regression 
Least-squares regression analysis is identified as “simple regression analysis” when there is only one 

independent variable and as “multiple regression analysis” when there are two or more independent 

variables. The general form for simple regression analysis is: 

Y=a+bXx 

The general form for multiple regression analysis 1s: 

Y=a+ x XbX, 

In this case, the subscript i is a general representation of each independent variable. When there are 

several independent variables, i is set equal to | for the first, 2 for the second, and so forth. The total 

variable costs of each independent variable is computed as b,X., with b. representing the variable cost 

per unit of independent variable X,. The Greek symbol sigma, ©, indicates that the costs of all indepen- 

dent variables are summed in determining total variable costs. 

As an illustration, assume that Walnut Desk Company’s costs are expressed as a function of the 

unit sales of its two products: executive desks and task desks. Fixed costs are $18,000 per month and 

the variable costs are $250 per executive desk and $120 per task desk. The mathematical representation 

of monthly costs with two variables is: 

Y=a+b,X, +b,X, 

where 

a = $18,000 

b, = $250 

$120 

unit sales of executive desks 

AK 

eee 

unit sales of task desks 



14-15 Module 14 | Cost Behavior, Activity Analysis, and Cost Estimation 

|.©© Identify and 

discuss problems 

encountered in 

cost estimation. 

During a month when 105 executive desks and 200 task desks are sold, Walnut Desk Company’s esti- 

mated total costs are: 

Y = $18,000 + $250(105) + $120(200) 

= $68,250 

In addition to estimating costs, multiple regression analysis can be used to determine the effect of 

individual product features on the market value of a product or service. The following Research Insight 

reports on a low-cost approach, using a model similar to multiple regression analysis to predict future 

health and life expectancy. 

eae Get hl cick Is Social Data a Cost Effective and Acceptable Predictor of Health? _ 

According to the insurance industry, the underwriting costs of issuing a life insurance policy range up 

to $1,000, with a significant portion spent on medical tests and exams. Using information on 60,000 

insurance applicants gathered by data-assembly and mining firms, Deloitte Consulting LLP has de- 

veloped a model that predicts a person’s risk for diseases (and life expectancy) related to lifestyle. The 

information is gathered from a variety of sources including: public records, surveys, online behavior 

such as surfing and purchases, and social networking sites. Independent variables in the model in- 

clude: activity indicators, financial indicators, purchases related to health or obesity, and television 

consumption. Although Deloitte estimates insurers could save an average of $125 per applicant by 

using the model, insurance companies are concerned that efforts to use the model for decision mak- 

ing will likely raise a number of privacy issues and objections from state insurance commissions. 

Source: Leslie Scism and Mark Maremont, “Insurers Test Data Profiles to Identify Risky Clients,” The Wall Street Journal, No- 

vember 19, 2010, pp. A1, A16. 

MANAGERIAL DECISION 

Your department has been experiencing increased activity in recent periods as the company has 

grown, and you have observed that the average cost per purchase order processed has been de- 

clining, but not at a constant rate. You have been given an estimate by the production manager 

of the number of purchase orders that will be processed next period and have been asked by the 

accounting department to provide within one hour an estimate of the cost to process those orders. 

How can the scatter diagram method help you to meet this deadline? [Answer, p. 14-20] 

ADDITIONAL ISSUES IN COST ESTIMATION 
We have mentioned several items to be wary of when developing cost estimating equations: 

@ Data that are not based on normal operating conditions. 

@ Nonlinear relationships between total costs and activity. 

@ Obtaining a high R-squared purely by chance. 

Additional items of concern include: 

@ Changes in technology or prices. 

= Matching activity and cost within each observation. 

@ Identifying activity cost drivers. 

Changes in Technology and Prices 

Changes in technology and prices make cost estimation and prediction difficult. When telephone com- 
panies changed from using human operators to using automated switching equipment to place long- 
distance telephone calls, cost estimates based on the use of human operators were of little or no value 
in predicting future costs. Care must be taken to make sure that data used in developing cost estimates 
are based on the existing technology. When this is not possible, professional judgment is required to 
make appropriate adjustments. 
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Only data reflecting a single price level should be used in cost estimation and prediction. If prices 

have remained stable in the past but then uniformly increase by 20 percent, cost-estimating equations 

based on data from previous periods will not accurately predict future costs. In this case, all that is 

required is a 20 percent increase in the prediction. Unfortunately, adjustments for price changes are sel- 

dom this simple. The prices of various cost elements are likely to change at different rates and at differ- 

ent times. Furthermore, there are probably several different price levels included in the past data used 

to develop cost-estimating equations. If data from different price levels are used, an attempt should be 

made to restate them to a single price level. 

Matching Activity and Costs 

The development of accurate cost-estimating equations requires the matching of the activity to related 

costs within each observation. This accuracy is often difficult to achieve because of the time lag be- 

tween an activity and the recording of the cost of resources consumed by the activity. Current activi- 

ties usually consume electricity, but the electric bill won’t be received and recorded until next month. 

Driving an automobile requires routine maintenance for items such as lubrication and oil, but the auto 

can be driven several weeks or even months before the maintenance is required. Consequently, daily, 

weekly, and perhaps even monthly observations of miles driven and maintenance costs are unlikely to 

match the costs of oil and lubrication with the cost-driving activity, miles driven. 

In general, the shorter the time period, the higher the probability of error in matching costs and 

activity. The cost analyst must carefully review the database to verify that activity and cost are matched 

within each observation. If matching problems are found, it may be possible to adjust the data (perhaps 

by moving the cost of electricity from one observation to another). Under other circumstances, it may 

be necessary to use longer periods to match costs and activity. 

Identifying Activity Cost Drivers 

Identifying the appropriate activity cost driver for a particular cost requires judgment and professional 

experience. In general, the cost driver should have a logical, causal relationship with costs. In many 

cases, the identity of the most appropriate activity cost driver, such as miles driven for the cost of au- 

tomobile gasoline, is apparent. In other situations, where different activity cost drivers might be used, 

scatter diagrams and statistical measures, such as the coefficient of determination, are helpful in select- 

ing the activity cost driver that best explains past variations in cost. When scatter diagrams are used, 

the analyst can study the dispersion of observations around the cost-estimating line. In general, a small 

dispersion is preferred. If regression analysis is used, the analyst considers the coefficient of determina- 

tion. In general, a higher coefficient of determination is preferred. The relationship between the activity 

cost driver and the cost must seem logical, and the activity data must be available. 

ALTERNATIVE COST DRIVER 
CLASSIFICATIONS 
So far we have examined cost behavior and cost estimation using only a unit-level approach, which © Describe 

assumes changes in costs are best explained by changes in the number of units of product or ser- and develop 

vice provided customers. This approach may have worked for Carnegie Steel Company, but it is alternative 

inappropriate for multiproduct organizations, such as General Electric. The unit-level approach classifications 

becomes increasingly inaccurate for analyzing cost behavior when organizations experience the fol- _ for activity cost 

lowing types of changes: drivers. 

@ From labor-based to automated manufacturing, 

@ Froma limited number of related products to multiple products, with variations in product volume 

and complexity (and related costs), and 

™@ Fromaset of similar customers to a diverse set of customers. 

Exhibit 14.8 illustrates the composition of total manufacturing costs for the past century, illustrat- 

ing changes in the percentage of manufacturing costs for three major cost categories. 
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EXHIBIT 14.8 Changing Composition of Total Manufacturing Costs 

Percent 

of total 

manufacturing 

costs 

1. Direct materials, the cost of primary raw materials converted into finished goods, have increased 

slightly as organizations purchase components they formerly fabricated. The word “direct” is used 

to indicate costs that are easily or directly traced to a finished product or service. 

2. Direct labor, the wages earned by production employees for the time they spend converting raw 

materials into finished products, has decreased significantly as employees spend less time physi- 

cally working on products and more time supporting automated production activities. 

3. Manufacturing overhead, which includes all manufacturing costs other than direct materials 

and direct labor, has increased significantly due to automation, product diversity, and product 

complexity. 

Changes in the composition of manufacturing costs have implications for the behavior of total 

costs and the responsiveness of costs to changes in cost drivers. Because direct materials and direct 

labor vary directly with the number of units, they are easy to measure. In the past, when manufactur- 

ing overhead was relatively small, it was possible to assume units of product or service was the pri- 

mary cost driver. This is no longer true. Units of final product is no longer an adequate explanation of 

changes in manufacturing overhead for many organizations. 

The past tendency to ignore overhead, while focusing on direct materials and direct labor, led one 

researcher to describe overhead-causing activities as “the hidden factory.” To better understand the 

hidden factory, several researchers have developed frameworks for categorizing cost-driving activities. 

The crucial feature of these frameworks is the inclusion of nonunit cost drivers. Depending on the char- 

acteristics of a particular organization, as well as management’s information needs, there are an almost 

unlimited number of cost driver classification schemes. We consider two frequently applied cost driver 

classification schemes: one based on a manufacturing cost hierarchy and a second based on a customer 

cost hierarchy. We also illustrate variations of each. 

Manufacturing Cost Hierarchy 

The most well-known framework, developed by Cooper’ and Cooper and Kaplan* for manufacturing 

situations, classifies activities into the following four categories. 

1. A unit-level activity is performed for each unit of product produced. Oneida Silversmiths manu- 

factures high-quality eating utensils. In the production of forks, the stamping of each fork into the 

prescribed shape is an example of a unit-level cost driver. 

* Jeffrey G. Miller and Thomas E. Vollmann, “The Hidden Factory,” Harvard Business Review, September-October 1985, 
pp. 142-150. 

* Robin Cooper, “Cost Classification in Unit-Based and Activity-Based Manufacturing Cost Systems,” The Journal of Cost 
Management, Fall 1990, pp. 4-14. 

* Robin Cooper and Robert S. Kaplan, “Profit Priorities from Activity-Based Costing,” Harvard Business Review, May-June 
1991, pp. 130-135. 
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2. A batch-level activity is performed for each batch of product produced. At Oneida Silversmiths, 

a batch is a number of identical units (such as a fork of a specific design) produced at the same 

time. Batch-level activities include setting up the machines to stamp each fork in an identical 

manner, moving the entire batch between workstations (i.e., molding, stamping, and finishing), 

and inspecting the first unit in the batch to verify that the machines are set up correctly. 

3. A product-level activity is performed to support the production of each different type of product. 

At Oneida Silversmiths, product-level activities for a specific pattern of fork include initially de- 

signing the fork, producing and maintaining the mold for the fork, and determining manufacturing 

operations for the fork. 

4. A facility-level activity is performed to maintain general manufacturing capabilities. At Oneida 

Silversmiths, facility-level activities include plant management, building maintenance, property 

taxes, and electricity required to sustain the building. 

Several additional examples of the costs driven by activities at each level are presented in Exhibit 14.9. 

te Wine Performed for each unit of ¢ Cost of raw materials 
level product produced or sold * Cost of inserting a component 

’ e Utilities cost of operating equipment 

e Some costs of packaging 

e Sales commissions 

2. Batch Performed for each batch e Cost of processing sales order 

level of product produced or sold * Cost of issuing and tracking work order 
¢ Cost of equipment setup 

e¢ Cost of moving batch between workstations 

e Cost of inspection (assuming same number of 

units inspected in each batch) 

3. Product Performed to support each different ¢ Cost of product development 

level product that can be produced ¢ Cost of product marketing such as advertising 
e Cost of specialized equipment 

e¢ Cost of maintaining specialized equipment 

4. Facility Performed to maintain general e¢ Cost of maintaining general facilities such as 
level manufacturing capabilities buildings and grounds 

e Cost of nonspecialized equipment 

¢ Cost of maintaining nonspecialized equipment 

e¢ Cost of real property taxes 

¢ Cost of general advertising 

¢ Cost of general administration such as the plant 

manager’s salary 

When using a cost hierarchy for analyzing and estimating costs, total costs are broken down into 

the different cost levels in the hierarchy, and a separate cost driver is determined for each level of cost. 

For example, using the above hierarchy, the costs that are related to the number of units produced (such 

as direct materials or direct labor) may have direct labor hours or machines hours as the cost driver; 

whereas, batch costs may be driven by the number of setups of production machines or the number of 

times materials are move from one machine to another. Other costs may be driven by the number of 

different products produced. Facility-level costs are generally regarded as fixed costs and do not vary 

unless capacity is increased or decreased. 

Customer Cost Hierarchy 

The manufacturing hierarchy presented is but one of many possible ways of classifying activities and 

their costs. Classification schemes should be designed to fit the organization and meet user needs. A 

merchandising organization or the sales division of a manufacturing organization might use the fol- 

lowing hierarchy. 

14-18 
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Unit-level activity: performed for each unit sold. 

Order-level activity: performed for each sales order. 

Customer-level activity: performed to obtain or maintain each customer. 

Peet Facility-level activity: performed to maintain the general marketing function 

This classification scheme assists in answering questions concerning the cost of individual orders 

or individual customers. 

If an organization sells to distinct market segments (for profit, not for profit, and government), the 

cost hierarchy can be modified as follows: 

Unit-level activity 

Order-level activity 

Customer-level activity 

ee aes Market-segment-level activity: performed to obtain or maintain operations in a segment. 

5. Facility-level activity 

The market-segment-level activities and their related costs differ with each market segment. This clas- 

sification scheme assists in answering questions concerning the profitability of each segment. 

Finally, an organization that completes unique projects for different market segments (such as 

buildings for IBM and the U.S. Department of Defense) can use the following hierarchy to determine 

the profitability of each segment: 

1. Project-level activity: performed to support the completion of each project. 

2. Market-segment-level activity 

3. Facility-level activity 

The possibilities are endless. The important point is that both the cost hierarchy and the costs included 

in the hierarchy be tailored to meet the specific circumstances of an organization and the interests of 

management. The following Business Insight box considers a possible cost hierarchy for the airline 

industry, with a closer examination of aircraft types as a cost driver. 

‘Aircraft Diversity is a Cost Driver 

Cost hierarchies can be developed for almost any type of organization. The cost hierarchy for air- 

lines might include seat miles, airports served, number of flights, point-to-point or hub and spoke 

scheduling, age of aircraft, and number of aircraft types. The diversity of aircraft impacts costs such 

as maintenance, parts inventories, ability to substitute aircraft and crew on a scheduled flight, pilot 

training, and crew assignments. Consider the differences between US Airways and AirTran in fleet 

complexity. 

US Airways, formed through a series of mergers (the latest with America West), flies a wide 

variety of regional, national, and international routes. Because of its history of mergers and complex 

route structure, US Airways operates more than 450 aircraft consisting of 15 types, ranging from the 

De Havilland Dash 8-100 with 37 seats to the Airbus A330-300 with 266 seats. Although US Airways 

is striving to reduce the diversity of its fleet, which has been called a “hodgepodge,” restructuring 

fixed assets takes many years. In the interim, US Airways struggles with high costs related to the 

number of aircraft types. 

AirTran operates approximately 130 aircraft consisting of only two types, Boeing B717 and B737, 

from a single manufacturer. AirTran was the launch customer for the B717 that management regards as 

“ideally suited for the short-hall, high-frequency service that we primarily operate.” Explaining the addi- 

tion of the B737 to AirTran’s fleet, management noted that Boeing discontinued the production of the 

B717 in 2006. By focusing on two types of Boeing aircraft, AirTran benefits from many efficiencies and 

avoids the types of costs US Airways incurs by having so many different types of planes. 

Source: Christopher Palmeri, “A Cautionary Tale for Airline Mergers”, Business Week, March 17, 2008, p. 66 and information in 
annual reports of AirTran and US Airways found at www.airtran.com and www.usairways.com. 
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a le 

MODULE-END REVIEW 

Assume a local Subway reported the following results for April and May: 

Unitisalessirscrs cco ae 2,100 2,700 

OOS? Gi towel Sel cogs ccnnas- $1,575 $2,025 

Wages and salaries ........... leO25 1,675 

ieTale Oln OWHCHING). on cancssoones ipOOO 1,500 

Depreciation on equipment ..... 200 200 

UUTGS orto wee ena ope cuees 710 770 

SUDDIIGS sr atesecas teeter 225 255) 

Miscellancousteamemei crane Wis 131 

Gey toll ePtceey alent dee ecto mich: ome $5,848 $6,556 

Required 
a. Identify each cost as being fixed, variable, or mixed. 

b. Using the high-low method, estimate an equation for the cost of food, wages and salaries, rent on 

building, and total monthly costs. 

c. Predict total costs for monthly volumes of 1,000 and 2,000 units. 

d. Predict the average cost per unit at monthly volumes of 1,000 and 2,000 units. Explain why the average 

costs differ at these two volumes. 

The solution is on page 14-31. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 
pe EE Sale a REELS ee ee eae 

One of the quickest methods for gaining a general understanding of the relationship between a given cost and its 

cost driver is to graph the relationship using data from several recent periods. As purchasing manager you could 

probably quickly obtain information about the amount of the total purchasing department costs and number of 

purchase orders processed for each of the most recent eight or ten periods. By graphing these data with costs on 

the vertical axis and number of purchase orders on the horizontal axis, you should be able to visually determine if 

there is an obvious behavioral pattern (variable, fixed, or mixed). Since costs have been declining as volume has 

increased, this would suggest that there are some fixed costs, and that they have been declining on a per unit 

basis as they are spread over an increasing number of purchase orders. Using two representative data points in 

the scatter diagram, you can plot a cost curve on the graph, and then use the data for those two points to calculate 

the estimated fixed and variable costs using the high-low cost estimation method. Using these cost estimates, you 

can predict the total cost for next period. This method may not give you a precise estimate of the cost, but coupled 

with your subjective estimate of cost based on your experience as manager of the department, it should give you 

more confidence than merely making a best guess. Hopefully, you will have an opportunity before presenting your 

budget for the next period to conduct additional analyses using more advanced methods. 

DISCUSSION QUESTIONS 

Q14-1. Briefly describe variable, fixed, mixed, and step costs and indicate how the total cost function of 

each changes as activity increases within a time period. 

Q14-2._ Why is presenting all costs of an organization as a function of a single independent variable, 

although useful in obtaining a general understanding of cost behavior, often not accurate enough to 

make specific decisions concerning products, services, or activities? 

Q14-3. Explain the term “relevant range” and why it is important in estimating total costs. 

Q14-4. How are variable and fixed costs determined using the high-low method of cost estimation? 

Q14-5. Distinguish between cost estimation and cost prediction. 
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Q14-6. 
Q14-7. 
Q14-8. 

Q14-9. 

Q14-10. 

Why is a scatter diagram helpful when used in conjunction with other methods of cost estimation? 

Identify two advantages of least-squares regression analysis as a cost estimation technique. 

Why is it important to match activity and costs within a single observation? When is this matching 

problem most likely to exist? 

During the past century, how have direct materials, direct labor, and manufacturing overhead 

changed as a portion of total manufacturing costs? What is the implication of the change in 

manufacturing overhead for cost estimation? 

Distinguish between the unit-, batch-, product-, and facility-level activities of a manufacturing 

organization. 

Assignments with the & in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

(/) M14-11. 

M14-12. 

M14-13. 

Classifying Cost Behavior (0%) 

Classify the total costs of each of the following as variable, fixed, mixed, or step. Sales volume is the 

cost driver. 

Salary of the department manager 

Memory chips in a computer assembly plant 

Real estate taxes 

Salaries of quality inspectors when each inspector can evaluate a maximum of 1,000 units per day 

Wages paid to production employees for the time spent working on products 

Electric power in a factory 

Raw materials used in production 

h. Automobiles rented on the basis of a fixed charge per day plus an additional charge per mile driven 

i. Sales commissions 

j. Depreciation on office equipment 

mS AO A 

Classifying Cost Behavior (<7?) 

Classify the total costs of each of the following as variable, fixed, mixed, or step. 

a. Straight-line depreciation on a building 

b. Maintenance costs at a hospital 

*. Rent on a photocopy machine charged as a fixed amount per month plus an additional charge 

per copy 

d. Cost of goods sold in a bookstore 

e. Salaries paid to temporary instructors in a college as the number of course sessions varies 

jf. Lumber used by a house construction company 

g. The costs of operating a research department 

h. The cost of hiring a dance band for three hours 

i. Laser printer paper for a department printer 

j. Electric power in a restaurant 

fos 

Classifying Cost Behavior (1.9%) 

For each of the following situations, select the most appropriate cost behavior pattern (as shown in the 

illustrations on the top of the next page) where the lines represent the cost behavior pattern, the vertical 

axis represents costs, the horizontal axis represents total volume, and the dots represent actual costs. 

Each pattern may be used more than once. 

a. Variable costs per unit 

b. Total fixed costs 

c. Total mixed costs 

d. Average fixed costs per unit 

e. Total current manufacturing costs 

f. Average variable costs 

g. Total costs when employees are paid $10 per hour for the first 40 hours worked each week and $15 
for each additional hour. 

h. Total costs when employees are paid $10 per hour and guaranteed a minimum weekly wage of $200. 
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Graphs for Mini Exercise 14-13 

(8) 

Some other 

relationship 

_— 
(10) (11) (12) 

i. Total costs per day when a consultant is paid $200 per hour with a maximum daily fee of $1,000. 
j. Total variable costs 

k. Total costs for salaries of social workers where each social worker can handle a maximum of 

20 cases 

!. A water bill where a flat fee of $800 is charged for the first 100,000 gallons and additional water 

costs $0.005 per gallon 

m. Total variable costs properly used to estimate step costs 

n. Total materials costs 

o. Rent on exhibit space at a convention 

M14-14. Classifying Cost Behavior (01) 

For each of the graphs displayed at the top of page 14-23, select the most appropriate cost behavior pattern 

where the lines represent the cost behavior pattern, the vertical axis represents total costs, the horizontal 

axis represents total volume, and the dots represent actual costs. Each pattern may be used more than once. 

a. A cellular telephone bill when a flat fee is charged for the first 200 minutes of use per month and 

additional use costs $0.45 per minute 

. Total selling and administrative costs 

. Total labor costs when employees are paid per unit produced 

. Total overtime premium paid production employees 

b 

G 

d 

e. Average total cost per unit 

f. Salaries of supervisors when each one can supervise a maximum of 10 employees 

g. Total idle time costs when employees are paid for a minimum 40-hour week 

h. Materials costs per unit 

i. Total sales commissions 

j. Electric power consumption in a restaurant 

k. Total costs when high volumes of production require the use of overtime and obsolete equipment 

/. A good linear approximation of actual costs 

1. A linear cost estimation valid only within the relevant range > 
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Graphs for Mini Exercise 14-14 

Some other 
relationship 

EXERCISES 

(/) E14-15. 

V/) E14-16. 

/) E14-17. 

Computing Average Unit Costs (02) 

The total monthly operating costs of Chili To Go are: 

$10,000 + $0.40X 

where 

X = servings of chili 

Required 

a. Determine the average cost per serving at each of the following monthly volumes: 100; 1,000; 

5,000; and 10,000 

b. Determine the monthly volume at which the average cost per serving is $0.60. 

Automatic versus Manual Processing (02) 

Photo Station Company operates a printing service for customers with digital cameras. The current 

service, which requires employees to download photos from customer cameras, has monthly operating 

costs of $5,000 plus $0.20 per photo printed. Management is evaluating the desirability of acquiring a 

machine that will allow customers to download and make prints without employee assistance. If the 

machine is acquired, the monthly fixed costs will increase to $10,000 and the variable costs of printing 

a photo will decline to $0.04 per photo. 

Required 

a. Determine the total costs of printing 20,000 and 50,000 photos per month: 

1. With the current employee-assisted process. 

2. With the proposed customer self-service process. 

b. Determine the monthly volume at which the proposed process becomes preferable to the current 

process. 

Automatic versus Manual Processing (02) 

Mid-Town Copy Service processes 1,800,000 photocopies per month at its mid-town service center. 

Approximately 50 percent of the photocopies require collating. Collating is currently performed by high 

school and college students who are paid $8 per hour. Each student collates an average of 5,000 copies 
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per hour. Management is contemplating the lease of an automatic collating machine that has a monthly 

capacity of 5,000,000 photocopies, with lease and operating costs totaling $1,550, plus $0.05 per 1,000 

units collated. 

Required 

a. Determine the total costs of collating 500,000 and 1,500,000 per month: 

1. With student help. 

2. With the collating machine. 

b. Determine the monthly volume at which the automatic process becomes preferable to the manual 

process. 

E14-18. High-Low Cost Estimation  ().2) 

Assume the local DHL delivery service hub has the following information available about fleet miles 
; DHL 

and operating costs: ere) 

201 Olnaeiens 556,000 $177,000 

CAOANING Sit BRAM 684,000 209,000 

Required 

Use the high-low method to develop a cost-estimating equation for total annual operating costs. 

E14-19. Scatter Diagrams and High-Low Cost Estimation (02. 2) 

Assume the local Pearle Vision has the following information on the number of sales orders received _ Pearle Vision 

and order-processing costs. 

ramen hee: 3,000 $32,000 

ORES. on Mots 1,500 22,400 

Be pishoaee saat 4,000 52,000 

CIS Peeeey Oe, Oe Be 2,800 31,200 

Osckectue aus ogeaens 2,300 25,600 

Oe rtimeneeyescciees 1,000 16,000 

UES cxeebas Teen 2,000 24,000 

Required 

a. Use information from the high- and low-volume months to develop a cost-estimating equation for 

monthly order-processing costs. 

b. Plot the data on a scatter diagram. Using the information from representative high- and low- 

volume months, develop a cost-estimating equation for monthly production costs. 

c. What factors might have caused the difference in the equations developed for requirements (a) and 

(b)? 

E14-20. Scatter Diagrams and High-Low Cost Estimation (02, >) 

From April | through October 31, Knox County Highway Department hires temporary employees to 

mow and clean the right-of-way along county roads. The County Road Commissioner has asked you to 

help her in determining the variable labor cost of mowing and cleaning a mile of road. The following 

information is available regarding current-year operations: 

_ MilesMowed —_Labor 
~ Month © andCleaned —_—— Costs 

FN oY ther aPucne met Reed ace 350 $8,000 

Mayastnacs cs samraaree 300 7,500 

VUNG epete nude erontcts: 400 9,000 

UNV eeepetoet there. apeare tess 250 5,500 

AUGUST Sta acces riee + 316 8,500 

September......... 200 5,000 

@ctobere ae weeds wes 100 4,800 
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@ E14-21. 

Papa John’s (PZZA) 

VV) E14-22. 

E14-23. 

Required 

a. Use the information from the high- and low-volume months to develop a cost-estimating equation 

for monthly labor costs. 

b. Plot the data ona scatter diagram. Using the information from representative high- and low-volume 

months, use the high-low method to develop a cost-estimating equation for monthly labor costs. 

c. What factors might have caused the difference in the equations developed for requirements (a) and 

(b)? 

d. Adjust the equation developed in requirement (b) to incorporate the effect of an anticipated 7 

percent increase in wages. 

Cost Behavior Analysis in a Restaurant: High-Low Cost Estimation (_02) 

Assume a Papa John’s restaurant has the following information available regarding costs at representative 

levels of monthly sales: 

_ Monthly sales in units _ 

oo a 6000 8,000 10,000 

(Cos Oi eel Golel voce ons coamonenns $10,000 $16,000 $20,000 

Wages and fringe benefits.......... 4,250 4,400 4,500 

Fees paid delivery help............. 1,250 2,000 2,500 

REM OMISUIICHMGS occa ob bc ek Beas 1,200 1,200 1,200 

Depreciation on equipment ......... 600 600 600 

Wtilitiess5tigeo, ese ere reset RE 500 560 600 

Supplies (Soap, floor wax, etc.) ...... 150 180 200 

/NOTAMIAISUREUVECONS. cok coo dnoaepoc 1,300 1,300 1,300 

Ota lib eam einem nnn ts lane essen rie $19,250 $26,240 $30,900 

Required 

a. Identify each cost as being variable, fixed, or mixed. 

b. Use the high-low method to develop a schedule identifying the amount of each cost that is fixed per 

month or variable per unit. Total the amounts under each category to develop an equation for total 

monthly costs. 

c. Predict total costs for a monthly sales volume of 9,500 units. 

Developing an Equation from Average Costs (1.2) 

The America Dog and Cat Hotel is a pet hotel located in Las Vegas. Assume that in March, when dog- 

days (occupancy) were at an annual low of 500, the average cost per dog-day was $21. In July, when 

dog-days were at a capacity level of 4,000, the average cost per dog-day was $7. 

Required 

a. Develop an equation for monthly operating costs. 

b. Determine the average cost per dog-day at an annual volume of 24,000 dog-days. 

Selecting an Independent Variable: Scatter Diagrams {\.02, 3) 

Peak Production Company produces backpacks that are sold to sporting goods stores throughout the 

Rocky Mountains. Presented is information on production costs and inventory changes for five recent 
months: 

January February March April — ~ May 

Finished goods inventory in units: 

Sol MMNMC hy op ow a bio « 30,000 40,000 50,000 30,000 60,000 

Manufactured........ 60,000 90,000 80,000 90,000 100,000 

Availablends.j07 aan 90,000 130,000 130,000 120,000 160,000 

SOIC. e275 sean (50,000) (80,000) (100,000) (60,000) (120,000) 

MCU peiewews loam heel 40,000 50,000 30,000 60,000 40,000 

Manufacturing costs... $250,000 $450,000 $400,000 $400,000 $500,000 
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Required 

a. With the aid of scatter diagrams, determine whether units sold or units manufactured is a better 

predictor of manufacturing costs. 

b. Prepare an explanation for your answer to requirement (a). 

c. Which independent variable, units sold or units manufactured, should be a better predictor of 

selling costs? Why? 

E14-24. Selecting a Basis for Predicting Shipping Expenses (Requires Computer Spreadsheet”) {LO2, 3) 

Penn Company assembles and sells computer boards in western Pennsylvania. In an effort to improve 

the planning and control of shipping expenses, management is trying to determine which of three 

variables— units shipped, weight shipped, or sales value of units shipped—has the closest relationship 

with shipping expenses. The following information is available: 

eran ta case ta nastcrs $100,000 

SUE RYS ot Sleuenc Meee Croan 110,000 

CU erases cotiar sve pe cnceininertcs 80,000 

PAUIGHUS Laaweterere rep etree 114,000 

September ........ 140,000 

Octobe aan s 160,000 

Required 

$ 5,500 

7,600 

6,500 

10,300 

8,500 

8,100 

a. With the aid of a spreadsheet program, determine whether units shipped, weight shipped, or sales 

value of units shipped has the closest relationship with shipping expenses. 

b. Using the independent variable that appears to have the closest relationship to shipping expenses, 

develop a cost-estimating equation for total monthly shipping expenses. 

c. Use the equation developed in requirement (b) to predict total shipping expenses in a month when 

5,000 units, weighing 7,000 Ibs., with a total sales value of $114,000 are shipped. 

PROBLEMS 

P14-25. High-Low and Scatter Diagrams with Implications for Regression (1.02, 3) 

Trumpet Bagels produces and sells bagels at each of its restaurants. Presented is monthly cost and sales 

information for one of Trumpet’s restaurants. 

Month Sales (Dozens)_——Total Costs _ 
SETAUEI ES Yon sles ee ae 8,000 $28,800 

February & 2 veuatrera eet omnes 6,500 26,400 

Marchizeaeacuccieun ooucesnicdese 4,500 20,400 

Aoril.2e. ahh soaath dae: 2,000 19,200 

Malik i: datels Sas tk She! the 5,500 21,600 

JUN Gye rca arrs cach es eee 6,000 23,400 

Required 

a. Using the high-low method, develop a cost-estimating equation for total monthly costs. 

b. 1. Plot the equation developed in requirement (a). 

2. Using the same graph, develop a scatter diagram of all observations for the bagel shop. Select 

representative high and low values and draw a second cost-estimating equation. 

c. Which is a better predictor of future costs? Why? 

d. If you decided to develop a cost-estimating equation using least-squares regression analysis, should 

you include all the observations? Why or why not? 

e. Mention two reasons that the least-squares regression is superior to the high-low and scatter 

diagram methods of cost estimation. 

* This exercise and several subsequent assignments require the use of a computer spreadsheet such as Excel® to solve. This as- 

signment assumes previous knowledge of computer spreadsheets. 

14-26 
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V/) P14-26. 

VV) P14-27. 

P14-28. 

Multiple Cost Drivers (.0«}) 

Scottsdale Ltd. manufactures a variety of high-volume and low-volume products to customer demand. 

Presented is information on 2011 manufacturing overhead and activity cost drivers. 

| eo ae 
“Level” Cost «Cost Driver 

Unit $500,000 20,000 machine hours 

Batch 100,000 1,000 customer orders 

Product 200,000 50 products 

Product X1 required 2,000 machine hours to fill 10 customer orders for a total of 8,000 units. 

Required 

a. Assuming all manufacturing overhead is estimated and predicted on the basis of machine hours, 

determine the predicted total overhead costs to produce the 8,000 units of product X1. 

b. Assuming manufacturing overhead is estimated and predicted using separate rates for machine 

hours, customer orders, and products (a multiple-level cost hierarchy), determine the predicted total 

overhead costs to produce the 8,000 units of product X1. 

c. Calculate the error in predicting manufacturing overhead using machine hours versus using 

multiple cost drivers. Indicate whether the use of only machine hours results in overpredicting or 

underpredicting the costs to produce 8,000 units of product X1. 

d. Determine the error in the prediction of X1 batch-level costs resulting from the use of only machine 

hours. Indicate whether the use of only machine hours results in overpredicting or underpredicting 

the batch-level costs of product X1. 

e. Determine the error in the prediction of X1 product-level costs resulting from the use of only 

machine hours. Indicate whether the use of only machine hours results in overpredicting or 

underpredicting the product-level costs of product X1. 

Unit- and Batch-Level Cost Drivers (2) 

KC, a fast-food restaurant, serves fried chicken, fried fish, and French fries. The managers have estimated 

the costs of a batch of fried chicken for KC’s all-you-can-eat Friday Fried Fiesta. Each batch must be 100 

pieces. The chicken is precut by the chain headquarters and sent to the stores in 10-piece bags. Each bag 

costs $3. Preparing a batch of 100 pieces of chicken with KC’s special coating takes one employee two 

hours. The current wage rate is $8 per hour. Another cost driver is the cost of putting fresh oil into the 

fryers. New oil, costing $5, is used for each batch. 

Required 

a. Determine the cost of preparing one batch of 100 pieces. 

b. If management projects that it will sell 300 pieces of fried chicken, determine the total batch and 

unit costs. 

c. If management estimates the sales to be 350 pieces, determine the total costs. 

d. How much will the batch costs increase if the government raises the minimum wage to $10 per 

hour? 

e. If management decided to reduce the number of pieces in a batch to 50, determine the cost of 

preparing 350 pieces. Assume that the batch would take half as long to prepare, and management 

wants to replace the oil after 50 pieces are cooked. 

Optimal Batch Size (94) 

This is a continuation of parts “c” and “e” of P14-27. 

Required 

Should management reduce the batch size to 50? Why or why not? 

MANAGEMENT APPLICATIONS 

MA14-29. Negative Fixed Costs (02) 

“This is crazy!” exclaimed the production supervisor as he reviewed the work of his new assistant. 
“You and that computer are telling me that my fixed costs are negative! Tell me, how did you get these 
negative fixed costs, and what am I supposed to do with them?” 
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Required 

Explain to the supervisor the meaning of the negative “fixed costs” and what can be done with them. 

MA14-30. Significance of High R-Squared (05) 

Oliver Morris had always been suspicious of “newfangled mathematical stuff,” and the most recent 

suggestion of his new assistant merely confirmed his belief that schools are putting a lot of useless 

junk in students’ heads. It seems that after an extensive analysis of historical data, the assistant 

suggested that the number of pounds of scrap was the best basis for predicting manufacturing 

overhead. In response to Mr. Morris’s rage, the slightly intimidated assistant indicated that of the 35 

equations he tried, pounds of scrap had the highest coefficient of determination with manufacturing 

overhead. 

Required 

Comment on Morris’s reaction. Is it justified? Is it likely that the number of pounds of scrap is a 

good basis for predicting manufacturing overhead? Is it a feasible basis for predicting manufacturing 

overhead? 

MA14-31. Estimating Machine Repair Costs (03) 

In an attempt to determine the best basis for predicting machine repair costs, the production supervisor 

accumulated daily information on these costs and production over a one-month period. Applying 

simple regression analysis to the data, she obtained the following estimating equation: 

Y = $800 — $2.601X 

where 

Y = total daily machine repair costs 

X = daily production in units 

Because of the negative relationship between repair costs and production, she was somewhat skeptical 

of the results, even though the R-squared was a respectable 0.765. 

Required 

a. What is the most likely explanation of the negative variable costs? 

b. Suggest an alternative procedure for estimating machine repair costs that might prove more 

useful. 

MA14-32. Ethical Problem Uncovered by Cost Estimation (1.0) 

Phoenix Management Company owns and provides management services for several shopping centers. 

After five years with the company, Mike Moyer was recently promoted to the position of manager of 

X-Town, an 18-store mall on the outskirts of a downtown area. When he accepted the assignment, 

Mike was told that he would hold the position for only a couple of years because X-Town would 

likely be torn down to make way for a new sports stadium. Mike was also told that if he did well in 

this assignment, he would be in line for heading one of the company’s new 200-store operations that 

were currently in the planning stage. 

While reviewing X-Town’s financial records for the past few years, Mike observed that last year’s 

oil consumption was up by 8 percent, even though the number of heating degree days was down by 4 

percent. Somewhat curious, Mike uncovered the following information: 

¢ X-Town is heated by forced-air oil heat. The furnace is five years old and has been well 

maintained. 

¢ Fuel oil is kept in four 5,000-gallon underground oil tanks. The oil tanks were installed 

25 years ago. 

¢ Replacing the tanks would cost $80,000. If pollution was found, cleanup costs could go as high as 

$2,000,000, depending on how much oil had leaked into the ground and how far it had spread. 

¢ Replacing the tanks would add more congestion to X-Town’s parking situation. 

Required 

What should Mike do? Explain. 

MA14-33. Activity Cost Drivers and Cost Estimation (9%, «) 

Blue Ridge Ice Cream Company produces ten varieties of ice cream in large vats, several thousand 

gallons at a time. The ice cream is distributed to several categories of customers. Some ice cream is 

packaged in large containers and sold to college and university food services. Some is packaged in 

half-gallon or small containers and sold through wholesale distributors to grocery stores. Finally, some 
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MA14-34. 
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is packaged in a variety of individual servings and sold directly to the public from trucks owned and 

operated by Blue Ridge. Management has always assumed that costs fluctuated with the volume of ice 

cream, and cost-estimating equations have been based on the following cost function: 

Estimated costs = Fixed costs + Variable costs per gallon X Production in gallons 

Lately, however, this equation has not been a very accurate predictor of total costs. At the same 

time, management has noticed that the volumes and varieties of ice cream sold through the three 

distinct distribution channels have fluctuated from month to month. 

Required 

a. 

b. 

What relevant major assumption is inherent in the cost-estimating equation currently used by 

Blue Ridge? 

Why might Blue Ridge wish to develop a cost-estimating equation that recognizes the hierarchy 

of activity costs? Explain. 

. Develop the general form of a more accurate cost-estimating equation for Blue Ridge. Clearly 

label and explain all elements of the equation, and provide specific examples of costs for each 

element. 

Multiple Regression Analysis for a Special Decision (Requires Computer Spreadsheet) (_92, 3) 

For billing purposes, Central City Health Clinic classifies its services into one of four major procedures, 

X1 through X4.A local business has proposed that Central City provide health services to its employees 

and their families at the following set rates per procedure: 

Aillceecseense $ 45 

Kee tn 90 

Dk loers Atenas 60 

KA aches tors 105 

Because these rates are significantly below the current rates charged for these services, management 

has asked for detailed cost information on each procedure. The following information is available for 

the most recent 12 months. 

mig hee Se 
ent. Rete $23,000 30 100 205 75 

eres 25,000 38 120 180 90 

Soy tenet ae 27,000 50 80 140 150 

ALE te 19,000 20 90 120 100 

Sather 20,000 67 50 160 80 

OP Earner 27,000 90 3 210 105 

TF wre com cone 6 25,500 20 110 190 110 

Oe eer a te 21,500 15 120 WS) 80 

gO ee 26,000 60 85 125 140 

aOR Sire 22,000 20 90 100 140 

ilk catirte 22,800 20 70 150 130 

Gaia a lta 26,500 72 60 200 120 

Required 

da. Use multiple regression analysis to determine the unit cost of each procedure. How much 

variation in monthly cost is explained by your cost-estimating equation? 

b. Evaluate the rates proposed by the local business. Assuming Central City has excess capacity and 
no employees of the local business currently patronize the clinic, what are your recommendations 
regarding the proposal? 

c . Evaluate the rates proposed by the local business. Assuming Central City is operating at capacity 
and would have to turn current customers away if it agrees to provide health services to the local 
business, what are your recommendations regarding the proposal? 
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MA14-35. Cost Estimation, Interpretation, and Analysis (Requires Computer Spreadsheet) (1.02, 2) 

Piedmont Table Company produces two styles of tables, dining room and kitchen. Presented is monthly 

information on production volume and manufacturing costs: 

MUA ACHO. co vost nee $46,650 250 50 200 

JUV Eerie to rcas 6 50,888 205 105 100 

AUGUSTE ari ecg oye 60,630 285 105 180 

September ......... 39,743 210 40 170 

October crise 42,120 ns 75 100 

November.......... 52,575 210 110 100 

Decembetaanscac. a. 53,018 245 90 OO 

JENUEAIMZOW) s456n54 47,325 250 50 200 

Februiany saan ae 47,235 220 70 150 

Marche etre sean 44,475 180 80 100 

AD hileeeeeseteyanrcte eee 97,800 315 180 135) 

MAY Sie sooty ote arene rcnts 59,933 280 105 745) 

tO flebtson Me ecco cunor 52,043 255 15 180 

JULY Aba crotenr erica pees 55,380 235) 110 125 

PCV a4 acai 46,223 195 85 110 

September ......... 60,435 260 120 140 

OClODenen caureschons 53,708 250 90 160 

November.......... 57,600 270 100 170 

Decemberesace sss cc 37,650 165 60 105 

Required 

a. Use the high-low method to develop a cost-estimating equation for total manufacturing costs. 

Interpret the meaning of the “fixed” costs and comment on the results. 

b. Use the chart feature of a spreadsheet to develop a scatter graph of total manufacturing costs and 

total units produced. Use the graph to identify any unusual observations. 

c. Excluding any unusual observations, use the high-low method to develop a cost-estimating 

equation for total manufacturing costs. Comment on the results, comparing them with the results 

in requirement (a). 

d. Use simple regression analysis to develop a cost-estimating equation for total manufacturing 

costs. What advantages does simple regression analysis have in comparison with the high- 

low method of cost estimation? Why must analysts carefully evaluate the data used in simple 

regression analysis? 

e. Acustomer has offered to purchase 50 dining room tables for $220 per table. Management has 

asked your advice regarding the desirability of accepting the offer. What advice do you have for 

management? Additional analysis is required. 

MA14-36. Simple and Multiple Regression (Requires Computer Spreadsheet) (02, 3) 

Kevin Miller is employed by a mail-order distributor and reconditions used desktop computers, 

broadband routers, and laser printers. Kevin is paid $12 per hour, plus an extra $6 per hour for work 

in excess of 40 hours per week. The distributor just announced plans to outsource all reconditioning 

work. Because the distributor is pleased with the quality of Kevin’s work, he has been asked to enter 

into a long-term contract to recondition used desktop computers at a rate of $40 per computer, plus 

all parts. The distributor also offered to provide all necessary equipment at a rate of $200 per month. 

Kevin has been informed that he should plan on reconditioning as many computers as he can handle, 

up to a maximum of 20 per week. 

Kevin has room in his basement to set up a work area, but he is unsure of the economics of accepting 

the contract, as opposed to working for a local Radio Stuff store at $11 per hour. Data related to the 

time spent and the number of units of each type of electronic equipment Kevin has reconditioned in 

recent weeks is as follows: 
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[ee ete 4 5 5 14 40 

heck see 0 7 6 13 42 

See 4 3 7 14 40 

A AUR 0 2 12 14 46 

5a eee 11 6 4 21 48 

Gere 5 8 3 16 44 

Tee 5 8 3 16 44 

Beate 5 6 5 16 43 
9 nT 2 6 10 18 53 

KO Geen 8 4 6 18 46 

Total ee eas 160 446 

Required 

Assuming he wants to work an average of 40 hours per week, what should Kevin do? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 
a. Variable cost 

b. Mixed cost 

c. Committed fixed cost 

d. Variable cost 

e. Step cost 

f. Discretionary fixed cost 

g. Fixed cost (Without knowing the purpose of renting the car, the cost cannot be classified as committed or 

discretionary.) 

h. Mixed cost 

i. Step cost 

j. Discretionary fixed cost 

Module-End Review 

Solution 

a. Fixed costs are easily identified. They are the same at each activity level. Variable and mixed costs are 

determined by dividing the total costs for an item at two activity levels by the corresponding units of 

activity. The quotients of the variable cost items will be identical at both activity levels. The quotients 

of the mixed costs will differ, being lower at the higher activity level because the fixed costs are being 
spread over a larger number of units. 

Cost = Behavior 

COSTORIOOd!SOlGiee weet e ree Variable 

Wages and salaries ............ Mixed 

[ela CM) (WIA) sac ono pw pow nee Fixed 

Depreciation on equipment ...... Fixed 

Utilities: Sete: eens Henne tare eee Mixed 

SUppIieS Wee cates a eee eee Mixed 

Miscellaneolishzcce cra: eerene Mixed 
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b. The cost of food sold was classified as a variable cost. Hence, the cost of food may be determined by 

dividing the total costs at either observation by the corresponding number of units. 

_ $1,575 total variable costs 
D 2,100 units 

= $0.75X 

Wages and salaries were previously classified as a mixed cost. Hence, the cost of wages and salaries is 

determined using the high-low method. 

_ $1,675 — $1,525 (variable cost) b= 2,700 — 2,100 

= 0.25X 

(fixed cost) a = $1,525 total cost — ($0.25 x 2,100) variable cost 

= $1,000 

Rent on building was classified as a fixed cost. 

a = $1,500 

Total monthly costs most likely follow a mixed cost behavior pattern. Hence, they can be determined 

using the high-low method. 

_ $6,556 — $5,848 

ier 2,700 — 2,100 

= $1.18X 

a = $5,848 — ($1.18 x 2,100) 

= $3,370 

Total costs = $3,370 + $1.18X 

where 

X = unit sales 

c. and d. 

Volume —~S~S*«STta Costs, «=s—(is=C=*~‘<—~CS*C(SAV erage Cost per Unit 
1,000 $3,370 + ($1.18 x 1,000) = $4,550 $4,550/1,000 = $4.550 

2,000 $3,370 + ($1.18 X 2,000) = $5,730 $5,730/2,000 = $2.865 

The average costs differ at 1,000 and 2,000 units because the fixed costs are being spread over a different 

number of units. The larger the number of units, the smaller the average fixed cost per unit. 



During the first decade of the 21st century, the profits 

of many established businesses were rocked by an eco- 

nomic downturn, soaring energy costs, and increased 

competition facilitated by innovation and technology. 

While many new businesses prospered by taking advan- 

tage of emerging technologies, innovations, and a com- 

petitive cost structure, many less innovative, established 

firms, utilizing older technologies and less competitive 

cost structures, struggled to survive. The success of Netf- 

lix, especially its rivalry with Blockbuster, is an example of 

the impact of technology, innovation, and cost structure 

on sales volume and firm profitability. 

Established in the 1980s, Blockbuster, Inc., originally 

rented and sold VHS video tapes through a network of 

stores it owned or franchised. In 2002, Blockbuster’s man- 

agement described their company as “the world’s leading 

provider of rentable home videocassettes, DVDs and video 

games, with nearly 8,000 stores in the United States, its ter- 

ritories and 26 other countries as of December 31, 2001.” 

Technological innovations, including the digitization of 

video and the dramatic increase in the use of the Internet, 

provided an opportunity for a new competitor, Netflix, to 

offer DVD rentals through the Internet. By using the Internet 

to market and the U.S. Postal Service to deliver videos to 

customers from a small number of distribution centers, 

Netflix was able to avoid the fixed costs of having physi- 

cal stores, while providing individual customers a larger 
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selection of DVDs, with a lower inventory investment. Addi- 

tionally, using the Internet to order and the Postal Service 

to deliver and return videos, Netflix made it possible for 

customers to avoid trips to a store. With convenience, com- 

petitive pricing, and high levels of customer satisfaction, 

Netflix grew rapidly from fewer than 1 million subscribers in 

2002 to more than 12 million by the end of 2010. Much of 

Netflix’s growth came at the expense of Blockbuster, which 

struggled to remain competitive and profitable. 

To reduce fixed costs and inventory investments, 

Blockbuster closed many retail outlets and implemented 

a service similar to Netflix’s with online ordering and mail 

delivery/return of DVDs. In addition, Blockbuster offered 

customers the option of in-store pickup/return. Meanwhile, 

Netflix, using what its management describes as a “scal- 

able, low-cost business model,” opened more than 40 

distribution centers providing one-day delivery to most of 

its customers. Raising the competitive bar, Netflix added 

video streaming to personal computers and televisions at 

a small additional charge. By the end of 2010, Blockbuster 

was operating under bankruptcy protection, and Netflix 

billed itself as “the world’s largest subscription service 

streaming movies and TV episodes over the Internet and 

sending DVDs by mail.” 

After pushing Blockbuster to bankruptcy, Netflix mail- 

order and online streaming service is becoming a threat to 

premium cable services. In 2010, as Netflix reported a 52 

Getty Images 
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Identify the uses and limitations of traditional cost-volume-profit analysis. (p. 15-3) 

Prepare and contrast contribution and functional income statements. (p. 15-6) 

Apply cost-volume-profit analysis to find a break-even point and for preliminary profit planning. (p. 15-8) 

Analyze the profitability and sales mix of a multiple-product firm. (p. 15-13) 

Apply operating. leverage ratio to assess opportunities for profit and the risks of loss. (p. 15-16) 

percent increase in subscribers during the past 12 months, 

Time Warner stated it anticipated losing 1.5 million HBO 

subscribers during the current year. Although Time War- 

ner’s management attributed the loss to difficult economic 

conditions, many industry analysts attributed at least some 

of the losses to competition from Nettflix’s online streaming 

service, which in 2010 became the largest source of U.S. 

Internet traffic during peak evening hours. 

One key to business success is finding the best cost 

structure to profitably serve customers at a competitive 

price. When competing with Blockbuster in 2002, Netflix 

had a cost structure with relatively low fixed costs and 

relatively high variable costs. This low fixed, high variable 

cost structure provided Netflix with competitive average 

costs for their 2002 volume. At a much higher subscriber 

base, to compete with cable companies, Netflix added 

streaming services that have higher fixed costs for servers 

and licenses for the use of copyrighted materials and lower 

variable costs for videos delivered via Internet streaming 

rather than the Postal Service. 

In September of 2011 Netflix announced plans to com- 

pletely separate streaming and DVD mailing services with 

streaming services provided under the “Netflix” brand and 

DVD mailing services provided by “Qwickster.” Explain- 

ing the change Netflix CEO Reed Hastings observed that: 

“streaming and DVD by mail are really becoming two dif- 

ferent businesses, with very different cost structures, that 

need to be marketed differently, and we need to let each 

grow and operate independently.” 

Subscribers and investors reacted negatively to the 

announcement, which would have required subscribers 

using both services to use two separate web sites for 

ordering and receive two separate bills. Realizing their 

public relations error, Netflix quickly backtracked. Apolo- 

gizing to offended subscribers, Hastings indicated that 

both services would continue to be marketed under the 

Netflix brand and that customers who subscribe to both 

services would be able to use a single web site and would 

receive a single bill. 

The financial success of Netflix illustrates that the 

optimal cost structure can vary over time, depending on 

competitive conditions, technology, and the volume of activ- 

ity. This module focuses on the relationships among cost 

structures, volume, and profit and planning for future profits. 

Sources: Nick Wingfield and Sam Schechner, “No Longer Tiny, Netflix Gets 

Respect—and Creates Fear,” The Wall Street Journal, December 6, 2010, pp. 

B1, B5; Nat Worden, “Cable TV Loses Subscribers,” The Wall Street Journal, 

November 10, 2010, p. B7; Peter Svensson (AP Technology Writer), “Cable 

subscribers flee, but is Internet to blame?” YAHOO News, November 5, 2010; 

Ronald Grover, “Netflix: Premium Cable’s Worst Nightmare,” Bloomberg Busi- 

nessweek, September 20, 2010, pp.21-22; Cliff Edwards, “Netflix’s Breakout 

Move,” Business Week Online, January 3, 2008, p.2.; Ethan Smith, “Netflix 

Separates DVD and Streaming Services,” The Wall Street Journal, September 

19, 2011; Stu Woo, “Under Fire, Netflix Rewinds DVD Plan,” The Wall Street 

Journal, October 11, 2011; annual reports and press releases available at www. 

blockbuster.com, www.nettflix.com. 
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MODULE 
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This module introduces basic approaches to profitability analysis and planning. We consider single- 

product, multiple-product, and service organizations; income taxes, sales mix, and the effects of cost 

structure on the relation between profit potential and the risk of loss. 

PROFITABILITY ANALYSIS 
Profitability analysis involves examining the relationships among revenues, costs, and profits. Perform- 

ing profitability analysis requires an understanding of selling prices and the behavior of activity cost driv- 

ers. Profitability analysis is widely used in the economic evaluation of existing or proposed products or 

services. Typically, it is performed before decisions are finalized in the operating budget for a future period. 

Cost-volume-profit (CVP) analysis is a technique used to examine the relationships among the 

total volume of an independent variable, total costs, total revenues, and profits for a time period (typi- 

cally a quarter or year). With CVP analysis, volume refers to a single activity cost driver, such as unit 

sales, that is assumed to correlate with changes in revenues, costs, and profits. 

Cost-volume-profit analysis is useful in the early stages of planning because it provides an eas- 

ily understood framework for discussing planning issues and organizing relevant data. CVP analysis 

is widely used by for-profit as well as not-for-profit organizations. It is equally applicable to service, 

merchandising, and manufacturing firms. 

In for-profit organizations, CVP analysis is used to answer such questions as these: How many 

photocopies must the local Kinko’s produce to earn a profit of $80,000? At what dollar sales volume 

will Burger King’s total revenues and total costs be equal? What profit will General Electric earn 

at an annual sales volume of $60 billion? What will happen to the profit of Red Lobster if there is 

a 20 percent increase in the cost of food and a 10 percent increase in the selling price of meals? The 

Research Insight box on the following page indicates the importance of the concepts discussed in this 

and other modules to the success of new businesses. 

In not-for-profit organizations, CVP analysis is used to establish service levels, plan fund-raising 

activities, and determine funding requirements. How many meals can the downtown Salvation Army 

serve with an annual budget of $600,000? How many tickets must be sold for the benefit concert to 

raise $20,000? Given the current cost structure, current tuition rates, and projected enrollments, how 

much money must Cornell University raise from other sources? 

Key Assumptions 

CVP analysis is subject to a number of assumptions. Although these assumptions do not negate the use- 
fulness of CVP models, especially for a single product or service, they do suggest the need for further 
analysis before plans are finalized. Among the more important assumptions are: 
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1. All costs are classified as fixed or variable. This assumption is most reasonable when analyzing 

the profitability of a specific event (such as a concert) or the profitability of an organization that 

produces a single product or service on a continuous basis. 

2. The total cost function is linear within the relevant range. This assumption is often valid within a 

relevant range of normal operations, but over the entire range of possible activity, changes in ef- 

ficiency are likely to result in a nonlinear cost function. 

3. The total revenue function is linear within the relevant range. Unit selling prices are assumed 

constant over the range of possible volumes. This implies a purely competitive market for final 

products or services. In some economic models in which demand responds to price changes, the 

revenue function is nonlinear. In these situations, the linear approximation is accurate only within 

a limited range of activity. 

4. The analysis is for a single product, or the sales mix of multiple products is constant. The sales mix 

refers to the relative portion of unit or dollar sales derived from each product or service. If products 

have different selling prices and costs, changes in the mix affect CVP model results. 

5. There is only one cost driver: unit or sales dollar volume. In a complex organization it is seldom 

possible to represent the multitude of factors that drive cost with a single cost driver. 

When applied to a single product (such as pounds of potato chips), service (such as the number of 

pages printed), or event (such as the number of tickets sold to a banquet), it is reasonable to assume the 

single independent variable is the cost driver. The total costs associated with the single product, service, 

or event during a specific time period are often determined by this single activity cost driver. 

Although cost-volume-profit analysis is often used to understand the overall operations of an orga- 

nization or business segment, accuracy decreases as the scope of operations being analyzed increases. 

i=)>.\s(e i Silelsum Careless Financial Management Is a Primary Cause of Business Failure 

New small businesses, with fewer than 20 employees, have less than a twenty percent probability of 

surviving five years, with the highest failure rate occurring during the first year. Studies of business 

failure and testimony offered at the Securities and Exchange Commission’s Government-Business 

Forum suggests that a leading cause of small businesses failures is the lack of knowledge about 

accounting, especially management accounting and internal control, by the owners and manag- 

ers. “The antidote to small business failure,” according to Samuel Bornstein writing in Community 

Banker, “is knowledge and understanding of practical accounting and its analytic tools and tech- 

niques, which provide the business owner indications of where the business has been, where it is, 

and where it is going.” 

Source: Samuel Bornstein, “Fighting Failure,” Community Banker, May 2007, pp. 38-42. 

Profit Formula 

The profit associated with a product, service, or event is equal to the difference between total revenues 

and total costs as follows: 

w=R-Y 

where 

a = Profit 

R = Total revenues 

Y = Total costs 

The revenues are a function of the unit sales volume and the unit selling price, while total costs for a 

time period are a function of the fixed costs per period and the unit variable costs as follows: 

R = px 

Y=a+bXx 

15-4 
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where 

p = Unit selling price 

a = Fixed costs 

b = Unit variable costs 

X = Unit sales 

The equation for profit can then be expanded to include the above details of the total revenue and total 

cost equations as follows: 

q = pX — (a + bX) 

Using information on the selling price, fixed costs per period, and variable costs per unit, this formula 

is used to predict profit at any specified activity level. 

To illustrate, assume that Benchmark Paper Company’s only product is high-quality photocopy 

paper that it manufactures and sells to wholesale distributors at $8.00 per carton. Applying inventory 

minimization techniques, Benchmark does not maintain inventories of raw materials or finished goods. 

Instead, newly purchased raw materials are delivered directly to the factory, and finished goods are 

loaded directly onto trucks for shipment. Benchmark’s variable and fixed costs follow. 

i Direct materials refer to the cost of the primary raw materials converted into finished goods. 

Because the consumption of raw materials increases as the quantity of goods produced increases, 

direct materials represents a variable cost. Benchmark’s raw materials consist primarily of paper 

purchased in large rolls and packing supplies such as boxes. Benchmark also treats the costs of 

purchasing, receiving, and inspecting raw materials as part of the cost of direct materials. All to- 

gether, these costs are $1.00 per carton of finished product. 

. Direct labor refers to wages earned by production employees for the time they spend working on 

the conversion of raw materials into finished goods. Based on Benchmark’s manufacturing proce- 

dures, direct labor represents a variable cost. These costs are $0.25 per carton. 

. Variable manufacturing overhead includes all other variable costs associated with converting 

raw materials into finished goods. Benchmark’s variable manufacturing overhead costs include the 

costs of lubricants for cutting and packaging machines, electricity to operate these machines, and 

the cost to move materials between receiving and shipping docks and the cutting and packaging 

machines. These costs are $1.25 per carton. 

. Variable selling and administrative costs include all variable costs other than those directly 

associated with converting raw materials into finished goods. At Benchmark, these costs include 

sales commissions, transportation of finished goods to wholesale distributors, and the cost of pro- 

cessing the receipt and disbursement of cash. These costs are $0.50 per carton. 

. Fixed manufacturing overhead includes all fixed costs associated with converting raw materials 

into finished goods. Benchmark’s fixed manufacturing costs include the depreciation, property 

taxes, and insurance on buildings and machines used for manufacturing, the salaries of manufac- 

turing supervisors, and the fixed portion of electricity used to light the factory. These costs are 

$5,000.00 per month. 

6. Fixed selling and administrative costs include all fixed costs other than those directly associated 

with converting raw materials into finished goods. These costs include the salaries of Benchmark’s 

president and many other staff personnel such as accounting and marketing. Also included are de- 

preciation, property taxes, insurance on facilities used for administrative purposes, and any related 

utilities costs. These costs are $10,000.00 per month. 

Benchmark’s variable and fixed costs are summarized here. 

ei Nedable Corks petPann Cl 8 Blsed Coste per Monin 7 | 
ManUtac tun Cl meaeiae teint naira Manufacturing overhead ......... $ 5,000.00 

DirectimaterialSssmmemerencret $1.00 Selling and administrative ........ 10,000.00 

Direct laborad.uleman seem: Miek 0.25 Totalsles digs or) Ast ae aap een $15,000.00 

Manufacturing overhead ....... 125) $2.50 

Selling and administrative ........ 0.50 
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The cost estimation techniques discussed in Module 14 can be used to determine many detailed costs. 

Least-squares regression, for example, might be used to determine the variable and monthly fixed 

amount of electricity used in manufacturing. Benchmark manufactures and sells a single product on a 

continuous basis with all sales to distributors under standing contracts. Therefore, it is reasonable to 

assume that in the short run, Benchmark’s total monthly costs respond to a single cost driver, cartons 

sold. Combining all this information, Benchmark’s profit equation is: 

Profit = $8.00X — ($15,000.00 + $3.00X) 

where 

X = cartons sold 

Using this equation, Benchmark’s profit at a volume of 5,400 units is $12,000.00, computed as ($8.00 

x 5,400) — [$15,000.00 + ($3.00 x 5,400)]. 

CONTRIBUTION AND FUNCTIONAL 
INCOME STATEMENTS 

Contribution Income Statement 

To provide more detailed information on anticipated or actual financial results at a particular sales vol- ©2 Prepare 

ume, a contribution income statement is often prepared. Benchmark’s contribution income statement fora and contrast 

volume of 5,400 units is in Exhibit 15.1. In a contribution income statement, costs are classified accord- contribution and 

ing to behavior as variable or fixed, and the contribution margin (the difference between total revenues functional income 

and total variable costs) that goes toward covering fixed costs and providing a profit is emphasized. statements. 

EXHIBIT 15. 1 Contribution income Statement 

_BENCHMAR ¢ PAPER COMPA\ 

Salesi(57400ipG$8.00)t ap th ates aac see ste Sekt for $43,200 

Less variable costs 

Pirectimaterials(5'4 00m << o1e0 0) aeeienen anes ee ele ay eae $ 5,400 

Directiabon (5:4 00x S025) scene scissor cacicnaien as 1,350 

Manufacturing overhead (5,400 x $1.25) ............ 6,750 

Selling and administrative (5,400 x $0.50) ........... 2,700 (16,200) 

GOMnUtOMimMargMrsteewr eee kere saren es eer = 27,000 

Less fixed costs 

Manufacturingioverneadignnr. cicroetasi alesis ee el ee 5,000 

Seallingrandracdiministrativeleermiscire onie ee kariusrt nits 10,000 (15,000) 

TROiiitn kom eared doo ocalo a Do aeMeein is thas Ui ce ices Canara eae $12,000 

Functional Income Statement 

Contrast the contribution income statement in Exhibit 15.1 with the income statement in Exhibit 15.2 

on the following page. This statement is called a functional income statement because costs are clas- 

sified according to function (rather than behavior), such as manufacturing, selling, and administrative. 

This is the type of income statement typically included in corporate annual reports. 

A problem with a functional income statement is the difficulty of relating it to the profit formula 

in which costs are classified according to behavior rather than function. The relationship between sales 

volume, costs, and profits is not readily apparent in a functional income statement. Consequently, we 

emphasize contribution income statements because they provide better information to internal decision 

makers. 
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| EXHIBIT 15.2 

Salesi(5:4008.¢ 58:00) peer tel een ee eee ennai $43,200 

Less cost of goods sold 

Direct materials (56,400 X $1.00) ................-.- $ 5,400 
BYiecleloey (7100 < SO2))u0acocomennoonoginanuce 1,350 

Variable manufacturing overhead (5,400 x $1.25) ..... 6,750 

Fixed manufacturing overhead ............--+-+00- 5,000 (18,500) 

GroSS margins: sca ence mean cece re easeets ict) reemen 24,700 

Less other expenses 

Variable selling and administrative (6,400 x $0.50)..... 2,700 

Fixed selling and administrative................+.-- 10,000 (12,700) 

Profit ert te er ee Peers ocr tire ee eens $12,000 

Analysis Using Contribution Margin Ratio 
While the contribution income statement (shown in Exhibit 15.1) presents information on total sales 

revenue, total variable costs, and so forth, it is sometimes useful to present information on a per-unit 

or portion of sales basis. 

tal Per Unit —_—Rattio to Sales 
Sales (5,400 units) ......... $43,200 $8 1.000 

VallablecOStSe mena iensier rar (16,200) (3) (0.375) 

Contribution margin........ 27,000 $5 0.625 

Eixedicosts ie temas (15,000) ~~ ncns 

Profit’ te Gener os nc eee $12,000 

The per-unit information assists in short-range planning. The unit contribution margin is the differ- 

ence between the unit selling price and the unit variable costs. It is the amount, $5.00 in this case, that 

each unit contributes toward covering fixed costs and earning a profit. 

The contribution margin is widely used in sensitivity analysis (the study of the responsiveness 

of a model to changes in one or more of its independent variables). Benchmark’s income statement is 

an economic model of the firm, and the unit contribution margin indicates how sensitive Benchmark’s 

income model is to changes in unit sales. If, for example, sales increase by 100 cartons per month, the 

increase in profit is readily determined by multiplying the 100-carton increase in sales by the $5 unit 

contribution margin as follows: 

100 (carton sales increase) X $5 (unit contribution margin) = $500 (profit increase) 

There is no increase in fixed costs, so the new profit level becomes $12,500 ($12,000 + $500) per 

month. 

When expressed as a ratio to sales, the contribution margin is identified as the contribution mar- 
gin ratio, It is the portion of each dollar of sales revenue contributed toward covering fixed costs and 
earning a profit. In the abbreviated income statement above, the portion of each dollar of sales revenue 
contributed toward covering fixed costs and earning a profit is $0.625 ($27,000 + $43,200). This is 
Benchmark’s contribution margin ratio. If sales revenue increases by $800 per month, the increase in 
profits is computed as follows: 

$800 (sales increase) X 0.625 (contribution margin ratio) = $500 (profit increase) 

The contribution margin ratio is especially useful in situations involving several products or when unit 
sales information is not available. 
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BREAK-EVEN POINT AND PROFIT PLANNING 
The break-even point occurs at the unit or dollar sales volume when total revenues equal total costs. 

The break-even point is of great interest to management. Until break-even sales are reached, the prod- 

uct, service, event, or business segment of interest operates at a loss. Beyond this point, increasing 

levels of profits are achieved. Also, management often wants to know the margin of safety, the amount 

by which actual or planned sales exceed the break-even point. Other questions of interest include the 

probability of exceeding the break-even sales volume and the effect of some proposed change on the 

break-even point. 

Determining Break-Even Point 

In determining the break-even point, the equation for total revenues is set equal to the equation for 

total costs and then solved for the break-even unit sales volume. Using the general equations for total 

revenues and total costs, the following results are obtained. Setting total revenues equal to total costs: 

Total revenues = Total costs 

pX =a+bxX 

Solving for the break-even sales volume: 

pX —bX =a 

(p—b)X =a 

X = a/(p — b) 

In words: 

Fixed costs 
Break-cven unit sales yolume’— Selling price per unit — Variable costs per unit 

Because the denominator is the unit contribution margin, the break-even point is also computed by 

dividing fixed costs by the unit contribution margin: 

Fixed costs 
Break-even unit sales volume = Unit contribution margin 

With a $5 unit contribution margin and fixed costs of $15,000 per month, Benchmark’s break- 

even point is 3,000 units per month ($15,000 + $5). Stated another way, at a $5 per-unit contribution 

margin, 3,000 units of contribution are required to cover $15,000 of fixed costs. With a break-even 

point of 3,000 units, the monthly margin of safety and expected profit for a sales volume of 5,400 

units are 2,400 units (5,400 expected unit sales — 3,000 break-even sales) and $12,000 (2,400 unit 

margin of safety < $5 unit contribution margin), respectively. 

The break-even point concept is applicable to a wide variety of business and personal planning 

situations. The following Research Insight box illustrates how a personal financial planner might use 

break-even point concepts to assist a client making a retirement decision. 

Profit Planning 

Establishing profit objectives is an important part of planning in for-profit organizations. Profit objec- 

tives are stated in many ways. They can be set as a percentage of last year’s profits, as a percentage of 

total assets at the start of the current year, or as a percentage of owners’ equity. They might be based 

LO Apply cost- 

volume-profit 

analysis to find a 

break-even point 

and for preliminary 

profit planning. 
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RESEARCH INSIGHT 

Social Security retirement benefits are a function of years worked, contributions to the Social 

Security System, and the age at which the recipient files for Social Security retirement benefits. 

Currently, persons retiring at age 67 are entitled to “full” retirement benefits, while those retiring 

at age 62 are eligible for only 75 percent of “full” benefits. A person contemplating retirement at 

age 62 might ask: (1) how large is the reduction in benefits and (2) what is the break-even age at 

which the benefits from delaying retirement until age 67 equals the cumulative benefits from retir- 

ing at age 62? 

An individual with the analytic skills obtained from a managerial accounting course can 

readily determine the answers to these questions after consulting the Social Security web site 

www.ssa.gov. Others might consult a personal financial planner. 

: Determining t the Cast n Br ak. 

(1) Assume the individual’s full Social Security retirement benefits at age 67 are $2,265 per 

month. If that person started receiving benefits at age 62 their monthly benefits are reduced 

by 25 percent or $566.25 ($2,265 x 0.25) to $1,698.75. 

(2) With retirement at age 62, the early retiree would receive total benefits of $101,925 

($1,698.75 x 12 months x 5 years) by age 67, the normal “full” age. Treating this as a fixed 

amount to be recovered by the subsequent incremental monthly benefits of $566.25 from 

delaying the receipt of monthly benefits to age 67, the break-even age is computed as 

follows: 

Months beyond age 67 = $101,925/$566.25 = 180 months or 15 years. 

Hence, the break-even age is 82 years (67 + 15). 

The analysis suggests that life expectancy is an important consideration in deciding when 

to start taking Social Security benefits. 

Note that this analysis does not consider any return on the $101,925 that might be earned 

by investing the benefits received during early retirement. Such returns would increase the 

break-even age. Nor does it consider the lost wages that could have been earned between 

age 62 and age 67. 

Source: www.ssa.gov 

on a profit trend, or they might be expressed as a percentage of sales. The economic outlook for the 

firm’s products as well as anticipated changes in products, costs, and technology are also considered in 

establishing profit objectives. 

Before incorporating profit plans into a detailed budget, it is useful to obtain some preliminary 

information on the feasibility of those plans. Cost-volume-profit analysis is one way of doing this. 

By manipulating cost-volume-profit relationships, management can determine the sales volume cor- 

responding to a desired profit. Management might then evaluate the feasibility of this sales volume. 

If the profit plans are feasible, a complete budget might be developed for this activity level. The 

required sales volume might be infeasible because of market conditions or because the required 

volume exceeds production or service capacity, in which case management must lower its profit 

objective or consider other ways of achieving it. Alternatively, the required sales volume might be 

less than management believes the firm is capable of selling, in which case management might raise 
its profit objective. 

Assume that Benchmark’s management desires to know the unit sales volume required to achieve 
a monthly profit of $18,000. Using the profit formula, the required unit sales volume is determined by 
setting profits equal to $18,000 and solving for X, the unit sales volume. 

Profit = Total revenues — Total costs 

$18,000 = $8X — ($15,000 + $3X) 



Module 15 | Cost-Volume-Profit Analysis and Planning 15-10 

Solving for X 

$8X — $3X = $15,000 + $18,000 

X = ($15,000 + $18,000) + $5 

= 6,600 units 

The total contribution must cover the desired profit as well as the fixed costs. Hence, the target 

sales volume required to achieve a desired profit is computed as the fixed costs plus the desired profit, 

all divided by the unit contribution margin. 

Fixed costs + Desired profit 
Target unit sales volume = “Unit contribution margin _ 

The Business Insight box below considers CVP analysis for Hewlett-Packard, a large manufacturer 

whose strategic position for personal computers focuses on cost leadership. 

HP's High-Volume, Low-Price Break-Even Point 
“The wealthiest 1 billion people in the world are pretty well served by IT companies,” says HP’s 

director of its e-inclusion program. “We’re targeting the next 4 billion.” The goal of e-inclusion is 

for HP to be the leader in satisfying a demand for simple and economical computer products for 

technology-excluded regions of the world. HP already derives 60 percent of its sales overseas, 

and it plans to build on these beachheads to develop what may be the greatest marketing frontier 

of the coming decades. With worldwide operations and a low selling price, the HP strategy com- 

bines high fixed costs and a low contribution margin, leading to a high break-even point. While the 

final payoff is unclear, one HP official observed, “You don’t get a harvest until you start planting.” 

Source: Pete Engardio and Geri Smith, “Hewlett-Packard,” Business Week, August 27, 2001, p. 137. 

Cost-Volume-Profit Graph 

A cost-volume-profit graph illustrates the relationships among activity volume, total revenues, total 

costs, and profits. Its usefulness comes from highlighting the break-even point and depicting revenue, 

cost, and profit relationships over a range of activity. This representation allows management to view the 

relative amount of important variables at any graphed volume. Benchmark’s monthly CVP graph is in 

Exhibit 15.3. Total revenues and total costs are measured on the vertical axis, with unit sales measured 

on the horizontal axis. Separate lines are drawn for total variable costs, total costs, and total revenues. 

The vertical distance between the total revenue and the total cost lines depicts the amount of profit or loss 

at a given volume. Losses occur when total revenues are less than total costs; profits occur when total 

revenues exceed total costs. 

The total contribution margin is shown by the difference between the total revenue and the total 

variable cost lines. Observe that as unit sales increase, the contribution margin first goes to cover the 

fixed costs. Beyond the break-even point, any additional contribution margin provides a profit. 

Profit-Volume Graph 

In cost-volume-profit graphs, profits are represented by the difference between total revenues and total 

costs. When management is primarily interested in the impact of changes in sales volume on profits and 

less interested in the related revenues and costs, a profit-volume graph is sometimes used. A profit- 

volume graph illustrates the relationship between volume and profits; it does not show revenues and 

costs. Profits are read directly from a profit-volume graph, rather than being computed as the difference 

between total revenues and total costs. Profit-volume graphs are developed by plotting either unit sales 

or total revenues on the horizontal axis. 
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EXHIBIT 15.3. Cost-Volume-Profit Graph* 

$60,000 

50,000 

Total 40,000 

revenues 

sue ayia 
total 

costs 20,000 

10,000 

0 
0 2,000 4,000 6,000 8,000 

Unit sales 

A: Total revenues line; $8 per unit D: Variable costs line; $3 per unit 
B: Total costs line; $15,000 + $3 per unit E: Fixed costs; $15,000 
C: Break-even point; 3,000 units or $24,000 

* The three lines are developed as follows: 

1. Total variable costs line, D, is drawn between the origin and total variable costs at an arbitrary 

sales volume. At 8,000 units, total variable costs are $24,000. 

2. Total revenues line, A, is drawn through the origin and a point representing total revenues at some 

arbitrary sales volume. At 8,000 units, Benchmark’s total revenues are $64,000. 

3. Total cost line, B, is computed by layering fixed costs, $15,000 in this case, on top of total variable 

costs. This gives a vertical axis intercept of $15,000 and total costs of $39,000 at 8,000 units. 

Benchmark’s monthly profit-volume graph, is presented in Exhibit 15.4. Profit or loss is mea- 

sured on the vertical axis, and volume (total revenues) is measured on the horizontal axis, which 

intersects the vertical axis at zero profit. A single line, representing total profit, is drawn intersecting 

the vertical axis at zero sales volume with a loss equal to the fixed costs. The profit line crosses the 

horizontal axis at the break-even sales volume. The profit or loss at any volume is depicted by the 

vertical difference between the profit line and the horizontal axis. The slope of the profit line is deter- 

mined by the contribution margin. The greater the contribution margin ratio or the unit contribution 

margin, the steeper the slope of the profit line. 

EXHIBIT 15.4 Profit-Volume Graph* 

$20,000 

15,000 

Total 10,000 

profit 5,000 

or 

loss 0) 

—5,000 os $40,000 $60,000 

Total revenues 

A: Total profit or loss line 
B: Break-even point; $24,000 

* The profit line is drawn by determining and plotting profit or loss at two different volumes and then 

drawing a straight line through the plotted values. Perhaps the easiest values to select are the loss at a 

volume of Zero (with a loss equal to the fixed costs) and the volume at which the profit line crosses the 

horizontal axis (this is the break-even volume). 
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Impact of Income Taxes 

Income taxes are imposed on individuals and for-profit organizations by government agencies. The 

amount of an individual’s or organization’s income tax is determined by laws that specify the calcula- 

tion of taxable income (the income subject to tax) and the calculation of the amount of tax on taxable 

income. Income taxes are computed as a percentage of taxable income, with increases in taxable in- 

come usually subject to progressively higher tax rates. The laws governing the computation of taxable 

income differ in many ways from the accounting principles that guide the computation of accounting 

income. Consequently, taxable income and accounting income are seldom the same. 

In the early stages of profit planning, income taxes are sometimes incorporated in CVP models 

by assuming that taxable income and accounting income are identical and that the tax rate is constant. 

Although these assumptions are seldom true, they are useful for assisting management in developing 

an early prediction of the sales volume required to earn a desired after-tax profit. Once management 

has developed a general plan, this early prediction should be refined with the advice of tax experts. 

Assuming taxes are imposed at a constant rate per dollar of before-tax profit, income taxes are 

computed as before-tax profit multipled by the tax rate. After-tax profit is equal to before-tax profit 

minus income taxes. 

After-tax profit = Before-tax profit — (Before-tax profit x Tax rate) 

After-tax profit can also be expressed as before-tax profit times | minus the tax rate. 

After-tax profit = Before-tax profit x (1 — Tax rate) 

This formula can be rearranged to isolate before-tax profit as follows: 

After-tax profit 
Before-tax profit = (i — Tax rate) 

Since all costs and revenues in the profit formula are expressed on a before-tax basis, the most straight- 

forward way of determining the unit sales volume required to earn a desired after-tax profit is to: 

1. Determine the required before-tax profit. 

2. Substitute the required before-tax profit into the profit formula. 

3. Solve for the required unit sales volume. 

To illustrate, assume that Benchmark is subject to a 40 percent tax rate and that management desires to 

earn an after-tax profit of $18,000 for November 2012. The required before-tax profit is $30,000 [$18,000 

+ (1 — 0.40)], and the unit sales volume 

required to earn this profit is 9,000 units 

[($15,000 + $30,000) + $5]. 

Income taxes increase the sales vol- 

ume required to earn a desired after-tax 

EXHIBIT 15.5 Contribution Tateve)aat=) Statement with lacome Taxes 

BENCHMARK PAPER COMPANY 
Contribution Income Statement 

Planned for the Month of November 2012 

profit. A 40 percent tax rate increased Sales (1000 $000 ee aaee ee ee ore $72,000 
the sales volume required for Bench- race Garaniecaeie 

mark to earn a profit of $18,000 from Direct materials (9,000 x $1.00)........... $ 9,000 
6,600 to 9,000 units. These amounts are Direct labor (9,000 X $0.25). ........e cece 2,250 
verified in Exhibit 15.5. Manufacturing overhead (9,000 x $1.25).... 11,250 

Another way to remember the com- Selling and administrative (9,000 x $0.50). . . 4,500 (27,000) 
putation of before-tax profit is shown on ai . ee a 
the right side of Exhibit 15.5. The be- ee OunoR IMALG Miata) ee Rabetece cae oncom haPe., econ 45,000 

fore-tax profit represents 100 percent of bra: eg costs 
the pie, with 40 percent going to income piarulactang oporeed sti pt dad Ae ere 5,000 

taxes and 60 percent remaining after SellingrancdiacimimiStiativenac. ce ete. s = 10,000 (15,000) 

taxes. Working back from the remaining Beferestaxeprotitaern-indey atte ct omeier cette ete i 30,000 100% 

60 percent ($18,000), we can determine Income taxes ($30,000 X 0.40) ............. (12,000) (40% 

the 100 percent (before-tax profit) by di- Pe TC OTT eet ee OEE: Co mniis $18,000 60% 
viding after-tax profit by 0.60. 
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MID-MODULE REVIEW 

Memorabilia Cup Company produces keepsake 16-ounce beverage containers for educational institutions. Memora- 

bilia sells the cups for $40 per box of 50 containers. Variable and fixed costs follow: 

Variable Costs per Box Fixed Costs per Month 

Manufacturing Manufacturing overhead ..... $15,000 

Direct materials.......... $15 Selling and administrative .... 10,000 

Direct labor...........-. 3 Total Sigil: Jee eae $25,000 
Manufacturing overhead. . . 10 $28 

Selling and administrative .. . a 

OTA yee ae eee een cee $30 

In September 2012, Memorabilia produced and sold 3,000 boxes of beverage containers. 

Required 
a. Prepare a contribution income statement for September 2012. 

b. Prepare a cost-volume-profit graph with unit sales as the independent variable. Label the revenue line, 

total costs line, fixed costs line, loss area, profit area, and break-even point. The recommended scale for 

the horizontal axis is 0 to 5,000 units, and the recommended scale for the vertical axis is $0 to $200,000. 

c. Determine Memorabilia’s unit contribution margin and contribution margin ratio. 

d. Determine Memorabilia’s monthly break-even point in units. 

Determine the monthly dollar sales required for a monthly profit of $5,000 (ignoring taxes). 

f. Assuming Memorabilia is subject to a 40 percent income tax, determine the monthly unit sales required 

to produce a monthly after-tax profit of $4,500. 

© 

The solution is on page 15-35. 

MULTIPLE-PRODUCT COST-VOLUME-PROFIT 
ANALYSIS 

© Analyze the Unit cost information is not always available or appropriate when analyzing cost-volume-profit rela- 

profitability and tionships of multiple-product firms. Assuming the sales mix is constant, the contribution margin ratio 

sales mix of a (the portion of each sales dollar contributed toward covering fixed costs and earning a profit) can be 

multiple-product used to determine the break-even dollar sales volume or the dollar sales volume required to achieve a 

firm. desired profit. Treating a dollar of sales revenue as a unit, the break-even point in dollars is computed 

as fixed costs divided by the contribution margin ratio (the number of cents from each dollar of revenue 

contributed to covering fixed costs and providing a profit). 

Fixed costs 

MOLE EES OEE Contribution margin ratio 

If unit selling price and cost information were not available, Benchmark’s dollar break-even point 

could be computed as $24,000 ($15,000 + 0.625). 

Corresponding computations can be made to find the dollar sales volume required to achieve a 
desired profit as follows. 

Fixed costs + Desired profit 
Target dollar sales volume = —,_—___ 

8 Contribution margin ratio 

To achieve a desired profit of $12,000, Benchmark needs sales of $43,200 [($15,000 + $12,000) 
= 0.625|) 

These relationships can be graphed by placing sales dollars, rather than unit sales, on the horizontal 
axis. The slope of the variable and total cost lines, identified as the variable cost ratio, presents vari- 
able costs as a portion of sales revenue. It indicates the number of cents from each sales dollar required 
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to pay variable costs. The Business Insight box on the following page demonstrates how CVP informa- 

tion can be developed from the published financial statements of a multiple-product firm. 

Using CVP for Financial Analysis and Prediction _ 
Family Dollar operates a chain of more than 6,800 general merchandise retail discount stores in 

44 states. Their mission is to provide customers with a compelling place to shop, employees with a 

compelling place to work, and investors with a compelling place to invest. Their vision is to be the 

best small-format convenience and value retailer serving the needs of families in our neighborhoods. 

Condensed 2008 and 2009 income statements in millions follow. 

___Forthe YearEnding 

Netisales aeatecam ner tine kines Chen hl, VATS States PONT A $7,401 | $6,984 

Cost of sales and operating expenses.......... 0.0.0.0 cece eee (6,943) (6,618) 

©pPeratl mOMDOroli themes shecey a ate ney, Aare NI ee RES A Oe $ 458 $ 366 

We can determine Family Dollar’s cost-volume-profit relationships and predict future profits for a 

given level of sales after using the high-low method to develop cost estimating equations. First de- 

termine variable costs as a percent of sales: 

$6,943 — $6,618 
= 0.7794 

$7,401 — $6,984 z 
Variable cost ratio = 

Next determine annual fixed costs by calculating and subtracting the variable costs of either period 

(revenues multiplied by the variable cost ratio) from the corresponding total costs. Using 2009 rev- 

enues and costs annual fixed costs are determined as follows: 

Annual fixed costs = $6,943 - ($7,401 x 0.7794) = $1,175 million 

Family Dollar's annual cost estimating equation is: 

Total annual costs = $1,175 million + 0.7794 Net sales 

Using the fixed costs and the contribution margin ratio (1 minus the variable cost ratio) Family Dol- 

lars break-even point in sales dollars is computed. 

Break-even point = $1,175 million/(1 — 0.7794) = $5,326 million 

For 2010, Family Dollar’s net sales and operating profits were $7,867 million and $576 million. Using 

the CVP relationships developed from 2008 and 2009 data, the predicted 2010 operating profits are 

$560 million $7,867 — [($7,867 x 0.7794) + $1,175]. In this case, because of Family Dollar’s stable 

cost structure, the model error is small. 

Sales Mix Analysis 

Sales mix refers to the relative portion of unit or dollar sales that are derived from each product. One 

of the limiting assumptions of the basic cost-volume-profit model is that the analysis is for a single 

product or the sales mix is constant. When the sales mix is constant, managers of multiple-product 

organizations can use the average unit contribution margin, or the average contribution margin ratio, 

to determine the break-even point or the sales volume required for a desired profit. Often, however, 

management is interested in the effect of a change in the sales mix rather than a change in the sales vol- 

ume at a constant mix. In this situation, it is necessary to determine either the average unit contribution 

margin or the average contribution margin ratio for each alternative mix. 

Unit Sales Analysis 
Assume the Eagle Card Company sells two kinds of greeting cards, regular and deluxe. At a 1:1 (one- 

to-one) unit sales mix in which Eagle sells one box of regular cards for every box of deluxe cards, the 

following revenue and cost information is available: 
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Ata 1:1 mix, Eagle’s current monthly break-even sales volume is 3,000 units ($15,000 + $5), con- 

sisting of 1,500 boxes of regular cards and | 500 boxes of deluxe cards. The top line in Exhibit 15.6 rep- 

resents the current sales mix. Management wants to know the break-even sales volume if the unit sales 

mix became 3:1; that is, on average, a sale of 4 units contains 3 regular units and | deluxe unit. With no 

changes in the selling prices or variable costs of individual products, the average contribution margin 

becomes $3[{($1 < 3 units) + ($9 X 1 unit)} + 4 units], and the revised break-even sales volume is 

5,000 units ($15,000 + $3). The revised break-even sales volume includes 3,750 boxes of regular cards 

Module 15 | Cost-Volume-Profit Analysis and Planning 

Wniteselling nice senate ante $4 $12 $8 

UnitivariablecOstsieee eee (3) _ (3) (3) 

Unit contribution margin......... $1 $9 $5 

Fixed costs permonth.......... 

* Ata 1:1 sales mix, the average unit contribution margin is 

$5[{($1 < 1 unit) + ($9 x 1 unit)} + 2 units]. 

[5,000 x =a and 1,250 boxes of deluxe cards [5,000 x <1. 

| EXHIBIT 15.6 Sales Mix Analysis: Unit Sales Approach 

$20,000 

Profit or loss line 

with current mix 15,000 

Break-even point 
with current mix 

3,000 units 

10,000 

5,000 
Profit 

or 

Loss 

—5,000 

—10,000 

—15,000 

—20,000 

The bottom line in Exhibit 15.6 represents the revised sales mix. Because a greater portion of the 

revised mix consists of lower contribution margin regular cards, the shift in the mix increases the break- 

even point. 

Sales Dollar Analysis 
The preceding analysis focused on units and the unit contribution margin. An alternative approach 

focuses on sales dollars and the contribution margin ratio. Following this approach, the sales mix is 

expressed in terms of sales dollars. 

Eagle’s current sales dollars are 25 percent from regular cards and 75 percent from deluxe cards. 
The following display indicates the contribution margin ratios at the current sales mix and monthly 
volume of 5,400 units. 

Regular — 

Profit or loss line 

with revised mix 

~ 6,000 

Break-even point 
with revised mix 

5,000 units 

Z-/ \iolume 

Unit:SaleSnsebs anata cies aren 2,700 

SEllingionicoenes semanas $4.00 

Sales tr ste tec casee certains $10,800 
NEWEIIY COS Soc toobGnouan 8,100 

Contribution margin......... $ 2,700 

Deluxe —_ Total ~~ 

2,700 

S200 
$32,400 $43,200 

8,100 16,200 

$24,300 $27,000 

0.75 0.625 
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With monthly fixed costs of $15,000, Eagle’s current break-even sales volume is $24,000 ($15,000 

+ 0.625), consisting of $6,000 from regular cards ($24,000 < 0.25) and $18,000 from Deluxe cards 

($24,000 X 0.75). The top line in Exhibit 15.7 illustrates the current sales mix. 

Management wants to know the break-even sales volume if the dollar sales mix became 70 percent 

regular and 30 percent deluxe. With no changes in the selling prices or variable costs of individual 

products, the total contribution margin ratio becomes 0.40 [(0.25 X 0.70) + (0.75 X 0.30)], and the 

revised break-even sales volume is $37,500 ($15,000 + 0.40). The revised break-even sales volume 

includes $26,250 from regular cards ($37,500 X 0.70) and $11,250 from deluxe cards (37,500 X 0.30). 

The bottom line in Exhibit 15.7 represents the revised sales mix. Because a greater portion of the 

revised mix consists of lower contribution ratio regular cards, the shift in the mix increases the break-even 

point. 

EXHIBIT 15.7 Sales Mix Analysis: Sales Dollar Approach 

Profit or loss line 
with current mix 

Break-even point 
with current mix 

$24,000 

Profit 

or 
Loss revenues 

—5,000 
Break-even point 
with revised mix 

—10,000 $37,500 

—15,000 Profit or loss line 
with revised mix 

—20,000 

Sales mix analysis is important in multiple-product or service organizations. Management is just 

as concerned with the mix of products as with the total unit or dollar sales volume. A shift in the sales 

mix can have a significant impact on the bottom line. Profits may decline, even when sales increase, if 

the mix shifts toward products or services with lower unit margins. Conversely, profits may increase, 

even when sales decline, if the mix shifts toward products or services with higher unit margins. Other 

things being equal, managers of for-profit organizations strive to increase sales of high-margin prod- 

ucts or services. 

ANALYSIS OF OPERATING LEVERAGE ae 
Operating leverage refers to the extent that an organization’s costs are fixed. The operating leverage ©5 Apply 

ratio is computed as the contribution margin divided by before-tax profit as follows. operating leverage 

ratio to assess 

opportunities for 

profit and the risks 

of loss. 

: . _ Contribution margin 
Operating leverage ratio = Se UEforeitae provi 

The rationale underlying this computation is that as fixed costs are substituted for variable costs, the 

contribution margin as a percentage of income before taxes increases. Hence, a high degree of operat- 

ing leverage signals the existence of a high portion of fixed costs. As noted in Module 13, the shift from 

labor-based to automated activities has resulted in a decrease in variable costs and an increase in fixed 

costs, producing an increase in operating leverage. 

Operating leverage is a measure of risk and opportunity. Other things being equal, the higher 

the degree of operating leverage, the greater the opportunity for profit with increases in sales. Con- 

versely, a higher degree of operating leverage also magnifies the risk of large losses with a decrease 

in sales. 
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Profit opportunity with sales increase 

Risk of loss with sales decrease ......... 

In addition to indicating the relative amount of fixed costs in the overall cost structure of a com- 

pany, the operating leverage ratio can be used to measure the expected change in net income resulting 

from a change in sales. The operating leverage ratio multiplied times the percentage change in sales 

equals the percentage change in income before taxes. For example, if Benchmark Paper Company cur- 

rently has an operating leverage ratio of 4.0, a change in sales of 12.5 percent will result in a 50 percent 

change in income before taxes; whereas, High-Fixed Paper Company, which has an operating leverage 

ratio of 5.2 will have an increase in sales of 65%. 

Current - Projected 

| Benchmark High-Fixed Benchmark —_High-Fixed 

UnitSelling:OriCea ames okie cast sneee iste = $ 8.00 $ 8.00 $ 8.00 $ 8.00 

Unit:vaniableicOsis aemmmrerieeaease oc ee a (3.00) (1.50) (3.00) (1.50) 

UnitecontnbutlonimearG unter ents ere renner 5.00 6.50 5.00 6.50 

Unit !Salesiis. ns cusestetsacantsve.ec-5 eee REN een x 4,000 x 4,000 x 4,500 x 4,500 

Contributionimeancingee seer mieeeia re ee aera 20,000 26,000 22,500 29,250 

FIXeC:COSIS Saree Marna er ene ctr scien ean tk eratniare (15,000) (21,000) (15,000) (21,000) 

Before=tax profitwmeema aren emeuraari cian nates $ 5,000 $ 5,000 $ 7,500 $ 8,250 

COMMON MERCI oa nccanocungosouscouoee $20,000 $26,000 

Before=tax protiterst caters ates seaus mercies eLtcoe iets + 5,000 + 5,000 

Operatingileverage rations i ener 4.0 SZ 

Percentincrease:in, SaleSencnrtrcsre cere ceia eae 12.5% 12.5% 

Percent increase in income before sales........ 50% 65% 

Although both companies have identical before-tax profits at a sales volume of 4,000 units, High- 

Fixed has a higher degree of operating leverage and its profits vary more with changes in sales 

volume. 

If sales are projected to increase by 12.5 percent, from 4,000 to 4,500 units, the percentage of 

increase in each firm’s profits is computed as the percent change in sales multiplied by the degree of 

operating leverage. 

Benchmark High-Fixed 

Inereaselingsalesscsewarie cesarean 12.5% 12.5% 

Degree of operating leverage........ x 4.0 Oy 

WAS EM MOMESS cannouoconnoboene 50.0% 65.0% 

As noted in the following Business Insight box, operating leverage was an important consideration in 
the proposed merger of XM and Sirius radio. 

Management is interested in measures of operating leverage to determine how sensitive profits are 
to changes in sales. Risk-averse managers strive to maintain a lower operating leverage, even if this 
results in some loss of profits. One way to reduce operating leverage is to use more direct labor and 
less automated equipment. Another way is to contract outside organizations to perform tasks that could 
be done internally. This approach to reducing operating leverage is further considered in Module 16, 
where we examine the external acquisition of goods and services. While operating leverage is a useful 
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analytic tool, long-run success comes from keeping the overall level of costs down, while providing 

customers with the products or services they want at competitive prices. 

Operating Leverage Makes XM- Sirius Merger Attractive 
Together, Sirius Satellite Radio and XM Satellite Radio had 17.3 million subscribers and annual rev- 

enues of $2,062.1 million in 2007. Yet, primarily because of high fixed costs, they also had a com- 

bined net loss of $1,247.7 million. Writing in Money magazine, Pablo Galarza reported that because 

of high operating leverage analysts believed that both firms could be highly profitable as independent 

entities once they reached the break-even point, “. . . since it doesn’t really cost more to broadcast 

to 50 million than it does to one million.” Analysts determined that above break-even, 80 percent of 

incremental revenues would become profit. 

High fixed costs, high operating leverage, and lack or profitability were among the consider- 

ations leading to a 2007 announcement of a merger agreement between XM Satellite Radio and 

Sirius Satellite Radio. The press release issued at the time of the announcement noted that the 

merger, “will enhance the long-term financial success of satellite radio by allowing the combined 

company to better manage its costs through sales and marketing and subscriber acquisition ef- 

ficiencies, satellite fleet efficiencies, combined R&D, and other benefits from economies of scale.” 

Source: Pable Galarza, “Flying Off the Shelves,” Money, February 2005, p. 56.; Rick Boucher, “Why the XM-Sirius Merger Makes 

Sense, Business Week Online, November 16, 2007, p.4.; 2007 annual reports and press releases available at www.sirius.com 

and www.XMradio.com 

As manager of a division responsible for both production and sales of products and, hence, divi- 

sion profits, you are looking for ways to leverage the profits of your division to a higher level. You 

are considering changing your cost structure to include more fixed costs and less variable costs by 

automating some of the production activities currently performed by people. What are some of the 

considerations that you should keep in mind as you ponder this decision? [Answer, p. 15-22] 

MANAGERIAL DECISION |\eriic sion I a 

MODULE-END REVIEW 

Joe’s Brews is a new shop in Cambridge village shopping center that sells high-end teas and coffees. Recently, they 

have added smoothie drinks to their product line. Below are sales and cost data for the company: 

Coffee Tea Smoothie 

Sales price per (12 oz.) serving ......... $1.35 $1.25 $1.95 

VAanlableicOSt DeRSEIVING melanie earns 0.60 0.45 0.75 

Fixed costs per month $8,000 

Currently the company sells each month an average of 6,000 servings of coffee, 3,750 servings of tea, and 2,250 

servings of smoothies. 

Required 
a. Calculate the current before-tax profit, contribution margin ratio, and sales mix based on sales dollars. 

b. Using a sales dollar analysis, calculate the monthly break-even point assuming the sales mix does not 

change. 
c. Calculate Joe’s operating leverage ratio. If sales increase by 20 percent, by how much will before-tax 

income be expected to change? If sales decrease by 20 percent, by how much will before-tax income be 

expected to change? 

The solution is on page 15-36. 
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APPENDIX 15A: Profitability Analysis with Unit and 

Nonunit Cost Drivers 

A major limitation of cost-volume-profit analysis and the related contribution income statement is the exclusive 

use of unit-level activity cost drivers. Even when multiple products are considered, the CVP approach either re- 

states volume in terms of an average unit or in terms of a dollar of sales volume. Additionally, CVP analysis does 

not consider other categories of cost drivers. 

We now expand profitability analysis to incorporate nonunit cost drivers. While the addition of multiple 

levels of cost drivers makes it difficult to develop graphical relationships (illustrating the impact of cost driver 

changes on revenues, costs, and profits), it is possible to modify the traditional contribution income statement 

to incorporate a hierarchy of cost drivers. The expanded framework is not only more accurate, but it encourages 

management to ask important questions concerning costs and profitability. 

Multi-Level Contribution Income Statement 

To illustrate the use of profitability analysis with unit and nonunit cost drivers, consider General Distribution, a 

multiple-product merchandising organization with the following cost hierarchy: 

Unit-level activities 

GostiofRGoods Sold tammas iste se cranes Sains rises os $0.80 per sales dollar 

Order-level activities 

COStOn Processing Ondeharememicr crite errno eer ee ale $20 per order 

Customer-level activities 

Mail, phone, sales visits, recordkeeping, etc.............. $200 per customer per year 

Facility-level costs 

Depreciation, manager salaries, insurance, etc............ $120,000 per year 

Assume that General Distribution, which is subject to a 40 percent income tax rate, has the following plans 

for the year 2012: 

Salesitt-Mipesniy sedi <ete8 cong yee gt <a $3,000,000 

Number of sales orders ............. 3,200 

Numbenon Customensseme eee icieienon 400 

While General Distribution’s plans could be summarized in a functional income statement, we have previ- 

ously considered the limitations of such statements for management. Contribution income statements are preferred 

because they correspond to the cost classification scheme used in CVP analysis. In this case, General Distribution’s 

cost structure (unit level, order level, customer level, and facility level) does not correspond to the classification 

scheme used in traditional contribution income statements (variable and fixed). The problem occurs because tradi- 

tional contribution income statements consider only unit-level cost drivers. When a larger set of unit and nonunit 

cost drivers is used for cost analysis, an expanded contribution income statement should be used for profitability 

analysis. 

A multi-level contribution income statement for General Distribution is presented in Exhibit 15.8. Costs 

are separated using a cost hierarchy and there are several contribution margins, one for each level of costs that 

responds to a short-run change in activity. In the case of General Distribution, the contribution margins are at the 

unit level, order level, and customer level. Because the facility-level costs do not vary with short-run variations 

in activity, the final customer-level contribution goes to cover facility-level costs and to provide for a profit. If a 

company had a different activity cost hierarchy, it would use a different set of contribution margins. 

A number of additional questions of interest to management can be formulated and answered using the multi- 

level hierarchy. Consider the following examples: 

& Holding the number of sales orders and customers constant, what is the break-even dollar sales volume? 

The answer is found by treating all other costs as fixed and dividing the total nonunit-level costs by the 
contribution margin ratio. Here the contribution margin ratio indicates how many cents of each sales dollar 
is available for profits and costs above the unit level. 

Unit-level break-even Current order- Current customer- Facility-level 
point in dollars with no = _ level costs level costs costs 

changes in other costs Contribution margin ratio 

($64,000 + $80,000 + $120,000) + (1 — 0.80) 

= $1,320,000 

Il 
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HIBIT 15.8 Multi-Level Contribution Income Statement with Taxes 

$3,000,000 

Less unit-level costs 

COS OH Clore: Solel (MEOOOS< OO) s..snconccesueohmacoseuononuucuecanascacsect (2,400,000) 

Unit-levelcontnbUtionEnmarcl mee mmcreenes curate Sink Ween eta rte ett a ener Henn PPS aeE top denen 600,000 

Less order-level costs 

Cosa ecesselihte) Cheler (G00 Chelan < SWO), coco dsaceupoosuscbobaegurteanedavee (64,000) 

Orderievelicomiributi oritnargl mimsesce-evss ome srces echoes tee ene esta yf ees n ee Wenn rie eRe 536,000 

Less customer-level costs 

Mail, phone, sales visits, recordkeeping, etc. (400 customers X $200) ................. (80,000) 

GQUS OMNES EEL COMM OUMOTMUATENCLIN:, 3 o.c86, 0c: ado ood oe. 50 uma poole mocloMind oome.cu dad 2c 456,000 

Less facility-level costs 

Depreciation; manager salariessimsuranceetCnm mer circa eden areca nee hernia eee (120,000) 

Belore tac prortammertrn tee ne torr ects eerie tetera ayn emee ta rer aes © hem n Sten ay Centeae ete pene 336,000 

Incomertaxes(S33G)0002 40:40)" antic aa werees poset eereant ann ia SO) ee, Pena eee (134,400) 

PNTUET PAE S| OL GOTLE is Cian eee IS OR soa CT ER COT Ted eon rt Rte Sec mena Ne Tt $ 201,600 

@ = =What order size is required to break even on an individual order? Answering this question might help 

management to evaluate the desirability of establishing a minimum order size. To break even, each order 

must have a unit-level contribution equal to the order-level costs. Any additional contribution is used to 

cover customer- and facility-level costs and provide for a profit. 

Break-even order size = $20 + (1 — 0.80) 

= $100 

= =©What sales volume is required to break even on an average customer? Answering this question might help 

management to evaluate the desirability of retaining certain customers. Based on the preceding information, 

an average customer places 8 orders per year (3,200 orders + 400 customers). With costs of $20 per order 

and $200 per customer, the sales to an average customer must generate an annual contribution of $360 

[($20 * 8) + $200]. Hence, the break-even level for an average customer is $1,800 [$360 + (1 — 0.80)]. 

Management might consider discontinuing relations with customers with annual purchases of less than this 

amount. Alternatively, they might inquire as to whether such customers could be served in a less costly 

manner. 

The concepts of multi-level break-even analysis and profitability analysis are finding increasing use as com- 

panies such as Federal Express, US West, and Bank of America strive to identify profitable and unprofitable cus- 

tomers. At FedEx, customers are sometimes rated as “the good, the bad, and the ugly.” FedEx strives to retain the 

“ood” profitable customers, turn the “bad” into profitable customers, and ignore the “ugly” who seem unlikely to 

become profitable. The following Business Insight box also advises managers to think in terms of customer profit- 

ability rather than in terms of sales volume. 

Think Customer Value Not Sales Volume 

Marketing consultant and trainer Tom Reilly cautions against the exuberance that often accompanies a sales- 

person’s announcement that he or she just landed a big account. According to Reilly, even if the sale results in 

celebration because sales quotas are met or exceeded, the sale might not be a good deal. “What happens when 

the big one is a low-margin sale? What if your cost of serving this customer is unusually high? How about the 

transactions cost of serving this customer? How much of your selling time will be consumed following up on 

this sale?” 

Reilly cautions that high-volume customers such as Wal-Mart understand the lure of the big sale and strive 

to leverage volume to cut contribution margins to the bone. “You don’t take volume to the bank—you take profit.” 

Source: Tom Reilly, “Think Value, Not Volume,” /ndustrial Distribution, April 2007, p. 23. 
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Variations in Multi-Level Contribution 

income Statement 

Classification schemes should be designed to fit the organization and user needs. In Module 14, when analyz- 

ing the costs of a manufacturing company, we used a manufacturing cost hierarchy. While formatting issues can 

seem mundane and routine, format is important because the way information is presented encourages certain 

types of questions while discouraging others. Hence, management accountants must inquire as to user needs be- 

fore developing management accounting reports, just as users of management accounting information should be 

knowledgeable enough to request appropriate information and know whether the information they are receiving is 

the information they need. With computers to reduce computational drudgery and to provide a wealth of available 

data, the most important issues involve identifying the important questions and presenting information to address 

those questions. 

In the case of General Distribution, we used a customer cost hierarchy with information presented in a single 

column. A multiple-column format is also useful for presenting and analyzing information. Assume that General 

Distribution’s managment believes that the differences between the government and private sector markets are 

such that these markets could be better served with separate marketing activities. They would have two market 

segments, one for the government sector and one for the private sector, giving the following cost hierarchy: 

Unit-level activities 

Order-level activities 

Customer-level activities 

Market segment activities 

Facility-level activities ee 

One possible way of presenting General Distribution’s 2013 multi-level income statement with two market 

segments is shown in Exhibit 15.9. The details underlying the development of this statement are not presented. In 

developing the statement, we assume the mix of units sold, their cost structure, and the costs of processing an order 

are unchanged. Finally, we present new market segment costs and assume that the addition of the segments allows 

for some reduction in previous facility-level costs. 

EXHIBIT 15.9 Multi-Level Contribution Income Statement with Segments and Taxes 

"GENERAL DISTRIBUTION 
el ntribution In me Statement 

Government Private 
ee ea Segment Segment Total | 

Fee aan OPS 5, tak a ese Hoey PETES ae inetd eta eta ere ea $1,500,000 $2,000,000 $3,500,000 

Less unit-level costs 

(CEO Cees SolehOLW)) ooconsoconenenonvanoas (1,200,000) (1,600,000) (2,800,000) 

ine OVEl Coral MENG 2naococccnuussoncpner 300,000 400,000 700,000 

Less order-level costs 

Cost of processing order 

(| OW) '% S2OR OCOD XSO), oncacwoonssoneseeace (20,000) (60,000) (80,000) 

Orderlevelicontribution mariners: eh alter laie sire 280,000 340,000 620,000 

Less customer-level costs 

Mail, phone, sales visits, recordkeeping, etc. 

(EO S200), HOO 36 SAOO)s sod cach esc bavenesons (80,000) (60,000) (90,000) 

Customer-level contribution margin................. 250,000 280,000 530,000 

Less market segment-level costs................... (80,000) (20,000) (100,000) 

Market segment-level contribution.................. $ 170,000 $ 260,000 430,000 

Less facility-level costs 

Depreciation, manager salaries, insurance, etc. ..... (90,000) 
Before=taxiproriteeecr., ence eect aan eee eee 340,000 

Income;taxeslG34.01000b<40)40) enema na ee (136,000) 

ATer=taXx: DIOL ee ie Cerne RENE trey eecrce ate eee $ 204,000 
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The information in the total column is all that is required for a multi-level contribution income statement. The 

information in the two detailed columns for the government and private segments can, however, prove useful in 

analyzing the profitability of each. Observe that the facility-level costs, incurred for the benefit of both segments, 

are not assigned to specific segments. Depending on the nature of the goods sold, it may be possible to further ana- 

lyze the profitability of each product (or type of product) sold in each market segment. The profitability analysis 

of business segments is more closely examined in Module 23. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 
SENGEA ie enolic: ; Be ai Beeucengs 

Fixed costs represent a two-edged sword. When a company is growing its sales, fixed costs cause profits to 

grow faster than sales; however, if a company should experience declining sales, the rate of reduction in profits 

is greater than the rate of reduction in sales. When sales decline, variable costs decline proportionately, while 

fixed costs continue. For this reason, when a company faces serious declines that are expected to continue, 

one of the first steps its top management should consider is reducing capacity in order to reduce fixed costs. 

The automobile companies in the U.S. have been employing this technique in recent years to try to offset the 

effect of sales lost to importers. 

DISCUSSION QUESTIONS 
Q15-1. 

Q15-2. 

Q15-3. 

Q15-4. 

Q15-5. 

Q15-6. 

Q15-7. 

Q15-8. 

Q15-9. 

Q15-10. 

What is cost-volume-profit analysis and when is it particularly useful? 

Identify the important assumptions that underlie cost-volume-profit analysis. 

When is it most reasonable to use a single independent variable in cost-volume-profit analysis? 

Distinguish between a contribution and a functional income statement. 

What is the unit contribution margin? How is it used in computing the unit break-even point? 

What is the contribution margin ratio and when is it most useful? 

How is the break-even equation modified to take into account the sales required to earn a desired 

profit? 

How does a profit-volume graph differ from a cost-volume-profit graph? When is a profit-volume 

graph most likely to be used? 

What impact do income taxes have on the sales volume required to earn a desired after-tax profit? 

How are profit opportunities and the risk of losses affected by operating leverage? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M15-11. Profitability Analysis (09) /) 

Assume a local Cost Cutters provides cuts, perms, and hairstyling services. Annual fixed costs are 

$120,000, and variable costs are 40 percent of sales revenue. Last year’s revenues totaled $240,000. 

Required 

a. Determine its break-even point in sales dollars. 

b. Determine last year’s margin of safety in sales dollars. 

c. Determine the sales volume required for an annual profit of $70,000. 

15-22 
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M15-12. Cost-Volume-Profit Graph: Identification and Sensitivity Analysis (0%) 

A typical cost-volume-profit graph is presented below. 

Required 

a. Identify each of the following: 

1. Line OF 

2. Line OR 

Se lbineee 

4. The difference between lines OF and OV 

5. The difference between lines CC and OF 

6. The difference between lines CC and OV 

7. The difference between lines OR and OF 

8. Point X 

O), Le CVAO) 

10. Area RCY 

b. Indicate the effect of each of the following independent events on lines CC, OR, and the break-even 

point: 

1. A decrease in fixed costs 

An increase in unit selling price 

An increase in the variable costs per unit 

An increase in fixed costs and a decrease in the unit selling price 

A decrease in fixed costs and a decrease in the unit variable costs nABRwWN 

M15-13. Profit-Volume Graph: Identification and Sensitivity Analysis (99) 

A typical profit-volume graph follows. 

Required 

a. Identify each of the following: 

1. Area BDC 

2. Area DEF 

3. Point D 

4. Line AC 

on Line BE 

6. Line EF 
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b. Indicate the effect of each of the following on line CF and the break-even point: 

1. An increase in the unit selling price 

2. An increase in the variable costs per unit 

3. A decrease in fixed costs 

4. An increase in fixed costs and a decrease in the unit selling price 

5. A decrease in fixed costs and an increase in the variable costs per unit 

Preparing Cost-Volume-Profit and Profit-Volume Graphs (1.03) 

Assume a Domino’s Pizza shop has the following monthly revenue and cost functions: Domino’s Pizza 

Total revenues = $10.00X ae 
Total costs = $18,000 + $4.00X 

Required 

a. Prepare a graph (similar to that in Exhibit 15.3) illustrating Domino’s cost-volume-profit 

relationships. The vertical axis should range from $0 to $72,000, in increments of $12,000. The 

horizontal axis should range from 0 units to 6,000 units, in increments of 2,000 units. 

b. Prepare a graph (similar to that in Exhibit 15.4) illustrating Domino’s profit-volume relationships. The 

horizontal axis should range from 0 units to 6,000 units, in increments of 2,000 units. 

c. When is it most appropriate to use a profit-volume graph? 

Preparing Cost-Volume-Profit and Profit-Volume Graphs (02) 

Hometown Dog Company is a hot dog concession business operating at five baseball stadiums. It sells 

hot dogs, with all the fixings, for $5.00 each. Variable costs are $3.50 per hot dog, and fixed operating 

costs are $750,000 per year. 

Required 

a. Determine the annual break-even point in hot dogs. 

b. Prepare a cost-volume-profit graph for the company. Use a format that emphasizes the contribution 

margin. The vertical axis should vary between $0 and $5,000,000 in increments of $1,000,000. The 

horizontal axis should vary between 0 hot dogs and 1,000,000 hot dogs, in increments of 250,000 

hot dogs. Label the graph in thousands. 

c. Prepare a profit-volume graph for the company. The vertical axis should vary between $(750,000) 

and $750,000 in increments of $150,000. The horizontal axis should vary as described in 

requirement (b). Label the graph in thousands. 

d. Evaluate the profit-volume graph. In what ways is it superior and in what ways is it inferior to the 

traditional cost-volume-profit graph? 

Multiple Product Break-Even Analysis © °4) vy) 

Presented is information for Stafford Company’s three products. 

Unit selling price.......... $5 $7 

Unit variable costs ........ (4) 6) 

Unit contribution margin.... $1 $2 

With monthly fixed costs of $112,500, the company sells two units of A for each unit of B and three units 

of B for each unit of C. 

Required 

Determine the unit sales of product A at the monthly break-even point. 
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EXERCISES 

E15-17. Contribution Income Statement and Cost-Volume-Profit Graph (6%, ©) 

Alberta Company produces a product that is sold for $40 per unit. The company produced and sold 6,000 

units during May 2012. There were no beginning or ending inventories. Variable and fixed costs follow. 

a fari Yer Unit Fixed Costs per Month - 
Manufacturing: Manufacturing overhead .... $40,000 

Direct materials........... $10 Selling and administrative ... 20,000 

Direct labor........+..-.- 2 Total .2 eee nape ea. $60,000 
Manufacturing overhead... . 5 $17 

Selling and administrative .... ‘s) 

Required 

a. Prepare a contribution income statement for May. 

b. Prepare a cost-volume-profit graph. Label the horizontal axis in units with a maximum value of 

10,000. Label the vertical axis in dollars with a maximum value of $400,000. Draw a vertical line 

on the graph for the current (6,000) unit sales level, and label total variable costs, total fixed costs, 

and total profits at 6,000 units. 

E15-18. Contribution Margin Concepts (0%, “) 

The following information is taken from the 2012 records of Navajo Art Shop. 

$750,000 

Costs 

Goods sold..... $337,500 

PaO lie ter enor $160,000 60,000 

SUPDIICS Aas eae 2,000 5,000 

TES 3 jee ee ox 12,000 13,000 

RENtee cere 24,000 — 

Advertising ..... 6,000 24,500 

Miscellaneous... 6,000 10,000 

WUOWANCOSIS, 6 o non $210,000 $450,000 (660,000) 

Net income....... $ 90,000 

Required 

a. Determine the annual break-even dollar sales volume. 

b. Determine the current margin of safety in dollars. 

c. Prepare a cost-volume-profit graph for the art shop. Label both axes in dollars with maximum 

values of $1,000,000. Draw a vertical line on the graph for the current ($750,000) sales level, and 

label total variable costs, total fixed costs, and total profits at $750,000 sales. 

d. What is the annual break-even dollar sales volume if management makes a decision that increases 
fixed costs by $35,000? 

‘/) E15-19. Multiple Product Planning with Taxes (1029, 4) 

In the year 2012, Wiggins Processing Company had the following contribution income statement: 
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DAlOStiegshr sea ceoerc pet lacuereenea teres $1,000,000 

Variable costs 

COSHOIGOOdSISC| Caer ennte $420,000 

Selling and administrative............ 200,000 (620,000) 

COMMOUMOM MENG oon onounecoucusves 380,000 

Fixed costs 

Manufacturing overhead............. 205,000 

Selling and administrative............ 80,000 (285,000) 

Before-tax protitueseranerrnr rt ee oes 95,000 

INEOMEIEES (OVO) coe cop scnvonke aes (34,200) 

ATterstaxciprofitecmtescsscs niet .aant cet ties $ 60,800 

Required 

a. Determine the annual break-even point in sales dollars. 

b. Determine the annual margin of safety in sales dollars. 

c. What is the break-even point in sales dollars if management makes a decision that increases fixed 

costs by $57,000? 
d. With the current cost structure, including fixed costs of $285,000, what dollar sales volume is 

required to provide an after-tax net income of $200,000? 

e. Prepare an abbreviated contribution income statement to verify that the solution to requirement (d) 

will provide the desired after-tax income. 

E15-20. Not-for-Profit Applications {|.93) 

Determine the solution to each of the following independent cases: 

a. Hillside College has annual fixed operating costs of $12,500,000 and variable operating costs of 

$1,000 per student. Tuition is $8,000 per student for the coming academic year, with a projected 

enrollment of 1,500 students. Expected revenues from endowments and federal and state grants 

total $250,000. Determine the amount the college must obtain from other sources. 

b. The Hillside College Student Association is planning a fall concert. Expected costs (renting a hall, 

hiring a band, etc.) are $30,000. Assuming 3,000 people attend the concert, determine the break- 

even price per ticket. How much will the association lose if this price is charged and only 2,700 

tickets are sold? 

c. City Hospital has a contract with the city to provide indigent health care on an outpatient basis 

for $25 per visit. The patient will pay $5 of this amount, with the city paying the balance ($20). 

Determine the amount the city will pay if the hospital has 10,000 patient visits. 

d. A civic organization is engaged in a fund-raising program. On Civic Sunday, it will sell newspapers 

at $1.25 each. The organization will pay $0.75 for each newspaper. Costs of the necessary permits, 

signs, and so forth are $500. Determine the amount the organization will raise if it sells 5,000 

newspapers. 

e. Christmas for the Needy is a civic organization that provides Christmas presents to disadvantaged 

children. The annual costs of this activity are $5,000, plus $10 per present. Determine the number 

of presents the organization can provide with $20,000. 

E15-21. Alternative Production Procedures and Operating Leverage (03, 5) VV) 

Assume Paper Mate is planning to introduce a new executive pen that can be manufactured using either 

a capital-intensive method or a labor-intensive method. The predicted manufacturing costs for each 

method are as follows: 

Paper Mate 
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Intensive — 

$ 6.00 

$12.00 

$ 2.00 

$700,000.00 

Direct materials per unit 

Direct labor per unit 

Variable manufacturing overhead per unit 

Fixed manufacturing overhead per year............- 

Paper Mate’s market research department has recommended an introductory unit sales price of $30. The 

incremental selling costs are predicted to be $500,000 per year, plus $2 per unit sold. 

Required 

a. Determine the annual break-even point in units if Paper Mate uses the: 

1. Capital-intensive manufacturing method. 

2. Labor-intensive manufacturing method. 

b. Determine the annual unit volume at which Paper Mate is indifferent between the two 

manufacturing methods. 

c. Management wants to know more about the effect of each alternative on operating leverage. 

1. Explain operating leverage and the relationship between operating leverage and the volatility of 

earnings. 

2. Compute operating leverage for each alternative at a volume of 250,000 units. 

3. Which alternative has the higher operating leverage? Why? 

Contribution Income Statement and Operating Leverage (°°, > 

Florida Berry Basket harvests early-season strawberries for shipment throughout the eastern United 

States in March. The strawberry farm is maintained by a permanent staff of 10 employees and seasonal 

workers who pick and pack the strawberries. The strawberries are sold in crates containing 100 

individually packaged one-quart containers. Affixed to each one-quart container is the distinctive Florida 

Berry Basket logo inviting buyers to “Enjoy the berry best strawberries in the world!” The selling price 

is $90 per crate, variable costs are $80 per crate, and fixed costs are $275,000 per year. In the year 2012, 

Florida Berry Basket sold 45,000 crates. 

Required 

a. Prepare a contribution income statement for the year ended December 31, 2012. 

b. Determine the company’s 2012 operating leverage. 

c. Calculate the percentage change in profits if sales decrease by 10 percent. 

d. Management is considering the purchase of several berry-picking machines. This will increase 

annual fixed costs to $375,000 and reduce variable costs to $77.50 per crate. Calculate the effect of 

this acquisition on operating leverage and explain any change. 

Multiple Product Break-Even Analysis (0+) 

Yuma Tax Service prepares tax returns for low- to middle-income taxpayers. Its service operates January 

2 through April 15 at a counter in a local department store. All jobs are classified into one of three 

categories: standard, multiform, and complex. Following is information for last year. Also, last year, the 

fixed cost of rent, utilities, and so forth were $45,000. 

oo Standard Multiform Complex 

BillinQurateaetasm en ree eet rian seer $50 $125 $250 

Average variable costS............ (30) (75) (150) 

Average contribution margin ....... $20 $50 $100 

Number of returns prepared........ 1,750 500 250 

Required 

a. Determine Yuma’s break-even dollar sales volume. 

b. Determine Yuma’s margin of safety in sales dollars. 

c. Prepare a profit-volume graph for Yuma’s Tax Service. 
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Following are data from 4 separate companies. 

(LO3) 
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@ 

Uinit:Sales yee See. caeetiee. pepe 1,000 800 

Sales revenue................ $20,000 2? 

Variable cost per unit.......... $10 $1 

Contribution margin........... ? $800 

FIXECECOSIS area nicer een ee $8,000 q 

NGRINCOMe Shen: ete aac eee ete ? $400 

Unit contribution margin........ ? ? 

Break-even point (units)........ 2? 2 

Margin of safety (units)......... ? ? 

Required 

Supply the missing data in each independent case. 

E15-25. Cost-Volume-Profit Relations: Missing Data 

Following are data from 4 separate companies. 

{LO3) 

Sees 

SaleSirevenuie Sarabande eee: cases $100,000 

panes 

$80,000 

Contribution margin........... $40,000 @ 

EIXeCiCOSIS sr aeeemper eerie ae $30,000 2? 

NetiInCOMOseas ates seeteitrns Sioke ? $5,000 

VahlableicOst ratlomaneierrta ? 0.50 

Contribution margin ratio....... % fe 

Break-even point (dollars) ...... ? ? 

Margin of safety (dollars) ....... 2? ia 

Required 

Supply the missing data in each independent case. 

E15-26.4 Customer-Level Planning 

7-Eleyen operates a number of convenience stores worldwide. Assume that an analysis of operating 

2 $60,000 

$12 a 

2 ®) 

$80,000 tt 

i ? 

? $15 

4,000 2,000 

300 1,000 

2 

$20,000 

2? 

$10,000 

2? 

0.40 

? $25,000 

2 $20,000 

.20 

Yon ry Vy 

7-Eleven 

costs, customer sales, and customer patronage reveals the following: 

FiXGGiCOStS PemStONne io. fic sn ere crm cite <leieyetsaee.s whale es 

Variable: Costiratlonmntantwanatseauthegurnieat. nclicer cosets. else eu rps 

Average sale per customer visit............... eee aes 

Average customer visits per week........... eee eee 

Customers as portion of city population ............... 

Required 

= Selous Pee 0.80 

$80,000.00/year 

$15.00 
repeats Wothd) 

Re ier 0.04 

Determine the city population required for a single 7-Eleven to earn an annual profit of $40,000. 

E15-27.4 Multiple-Level Break-Even Analysis @ 
Nielsen Associates provides marketing services for a number of small manufacturing firms. Nielsen 

receives a commission of 10 percent of sales. Operating costs are as follows: 

UnitelevelCostsue santana: sare d sake Eee 

Sales=levelicOsts tis fat ieee erctaraar sche ayes 

CUSICINIEGOMANCONS odo bnowcouenandoocoe 

[EICINWAENCIGORNS co Gado on6o0nconmoounes 

$0.02 per sales dollar 

$200 per sales order 

$1,000 per customer per year 

$60,000 per year 
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Required 

a. Determine the minimum order size in sales dollars for Nielsen to break even on an order. 

b. Assuming an average customer places four orders per year, determine the minimum annual sales 

required to break even on a customer. 

c. What is the average order size in (b)? 

d. Assuming Nielsen currently serves 100 customers, with each placing an average of four orders per 

year, determine the minimum annual sales required to break even. 

What is the average order size in (d)? 

f. Explain the differences in the answers to (a), (c), and (e). 

Ss 

PROBLEMS 

P15-28. Profit Planning with Taxes (0%) 

Chandler Manufacturing Company produces a product that it sells for $35 per unit. Last year, the company 

manufactured and sold 20,000 units to obtain an after-tax profit of $54,000. Variable and fixed costs follow. 

cS riable Costs per Unit oo Fixed Costs per Year 

Mantiiaciuiningiimrares- ree tenn nen Gis  MEINUTECHUTTAG) ccc c co cece $ 80,000 

Selling and administrative ....... 7 Selling and administrative ... 30,000 

Total... 2.6... cece eee eee $25 i Total® ::2 eon ea eee eee $110,000 

Required 

a. Determine the tax rate the company paid last year. 

b. What unit sales volume is required to provide an after-tax profit of $90,000? 

c. If the company reduces the unit variable cost by $2.50 and increases fixed manufacturing costs by 

$20,000, what unit sales volume is required to provide an after-tax profit of $90,000? 

d. What assumptions are made about taxable income and tax rates in requirements (a) through (c)? 

vy) P15-29. Contribution Income Statement, Cost-Volume-Profit Graph, and Taxes (92. 5) 

New York Tours (NYT) provides daily sightseeing tours that include transportation, admission to 

selected attractions, and lunch. Ticket prices are $90 each. During June 2012, NYT provided 3.000 tours. 

: : ay rriable Costs per Customer : - oy Fixed Costs per Month 

ACMISSIONTCCS varices ate ortneactarie” $3059 Operationsuas ome ee eee $25,000 

HUM Ci goerns nrckens rtete spain bust saa kecieeren a tame 20 = Selling and administration .......... 15,000 

Overhead eee ccc. 5. oes mettre Cre een 2 

Selling and administrative ............ 8 

Heitz OMe eclmmnats hire coms RIOS Geen f $70 Mo) tal Piatasercenc aes teeetcleich ors PA OSG bist $40,000 

NYT is subject to an income tax rate of 40 percent. 

Required: 

a. Prepare a contribution income statement for June. 

b. Determine NYT’s monthly break-even point in units. 

c. Determine NYT’s margin of safety for June 2012. 

d. Determine the unit sales required for a monthly after-tax profit of $15,000. 
e. Prepare a cost-volume-profit graph. Label the horizontal axis in units with a maximum value of 

4,000. Label the vertical in dollars with a maximum value of $400,000. Draw a vertical line on 
the graph for the current (3,000) unit level and label total variable costs, total fixed costs, and total 
before-tax profits at 3,000 units. 

VV) P15-30. High-Low Cost Estimation and Profit Planning § (.09, 4) 

Comparative 2011 and 2012 income statements for Dakota Products Inc. follow: 
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WmiSaleS tes. reattere er 5,000 8,000 

Sales revenue........ $65,000 $104,000 

EXD6NSES imac cen (70,000) (85,000) 

Profit (loss).......... $ (5,000) $ 19,000 

Required 

a. Determine the break-even point in units. 

b. Determine the unit sales volume required to earn a profit of $10,000. 

P15-31. CVP Analysis and Special Decisions (_03, “) (vy) 

Sweet Grove Citrus Company buys a variety of citrus fruit from growers and then processes the fruit 

into a product line of fresh fruit, juices, and fruit flavorings. The most recent year’s sales revenue was 

$4,200,000. Variable costs were 60 percent of sales and fixed costs totaled $1,300,000. Sweet Grove is 

evaluating two alternatives designed to enhance profitability. 

¢ One staff member has proposed that Sweet Grove purchase more automated processing equipment. 

This strategy would increase fixed costs by $300,000 but decrease variable costs to 54 percent of 

sales. 

¢ Another staff member has suggested that Sweet Grove rely more on outsourcing for fruit 

processing. This would reduce fixed costs by $300,000 but increase variable costs to 65 percent of 

sales. 

Required 

a. What is the current break-even point in sales dollars? 

b. Assuming an income tax rate of 34 percent, what dollar sales volume is currently required to obtain 

an after-tax profit of $500,000? 

c. In the absence of income taxes, at what sales volume will both alternatives (automation and 

outsourcing) provide the same profit? 

d. Briefly describe one strength and one weakness of both the automation and the outsourcing 

alternatives. 

P15-32. Break-Even Analysis in a Not-for-Profit Organization (09) 

Melford Hospital operates a general hospital but rents space to separately owned entities rendering 

specialized services such as pediatrics and psychiatry. Melford charges each separate entity for patients’ 

services (meals and laundry) and for administrative services (billings and collections). Space and bed 

rentals are fixed charges for the year, based on bed capacity rented to each entity. Melford charged the 

following costs to Pediatrics for the year ended June 30, 2011: 

Patient Services _Bed Capacity 
(Variable) — 

DiStaryictins mes tes wares Sicha cus rete $ 600,000 

Wanitoreal sapeteette ora nitertis eel. eeeeeets ek $ 70,000 

WADI CIN Mena crm nt enacts cuerthereney ese trie 300,000 

Paboratory irae torts Matednlean! Cet erste 450,000 

RianmMacy se. t-rastetchdec amare bs 350,000 

Repairs and maintenance............ 30,000 

General and administrative........... 1,300,000 

Rit arene eaeeticns Meced ce. try tet cite aa Par oe 1,500,000 

Billingsvamned COllSCtionSnesss welder 300,000 

tal cectars das:aters tice hue 6 AIM eee hna saber $2,000,000 $2,900,000 
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In addition to these charges from Melford Hospital, Pediatrics incurred the following personnel costs: 

$100,000 Supervising nurses..... 

INUISOSissete a entetebtiedsra Fe 200,000 

ASsistantS rere 180,000 

Ota eran ae tee ire ee $480,000 

* These salaries are fixed within the ranges of 

annual patient-days considered in this problem. 

During the year ended June 30, 2011, Pediatrics charged each patient $300 per day, had a capacity of 60 

beds, and had revenues of $6,000,000 for 365 days. Pediatrics operated at 100 percent capacity on 90 

days during this period. It is estimated that during these 90 days, the demand exceeded 80 beds. Melford 

has 20 additional beds available for rent for the year ending June 30, 2012. This additional rental would 

proportionately increase Pediatrics’ annual fixed charges based on bed capacity. 

Required 

a. Calculate the minimum number of patient-days required for Pediatrics to break even for the year 

ending June 30, 2012, if the additional beds are not rented. Patient demand is unknown, but assume 

that revenue per patient-day, cost per patient-day, cost per bed, and salary rates for the year ending 

June 30, 2012, remain the same as for the year ended June 30, 2011. 

b. Assume Pediatrics rents the extra 20-bed capacity from Melford. Determine the net increase or 

decrease in earnings by preparing a schedule of increases in revenues and costs for the year ending 

June 30, 2012. Assume that patient demand, revenue per patient-day, cost per patient-day, cost per 

bed, and salary rates remain the same as for the year ended June 30, 2011. 

(CPA adapted) 

CVP Analysis of Alternative Products (95) 

Mountain Top Boot Company plans to expand its manufacturing capacity to allow up to 20,000 pairs of a 

new product each year. Because only one product can be produced, management is deciding between the 

production of the Sure Foot for backpacking and the Trail Runner for exercising. A marketing analysis 

indicates Mountain Top could sell between 8,000 and 14,000 pairs of either product. 

The accounting department has developed the following price and cost information: 

: oe Sure Foot Trail Runner 

Selling price:pen paiteven mea ne erect cit meer titres $ 80.00 $ 75.00 

Variable: costs!iperpalttauects tects merci sce cette rc ceomee ee mere 50.00 50.00 

PrOdUCTICOSESI Ra teracetaeninie e oar aree eeae ost ees $130,000.00 $50,000.00 

Facility costs for expansion, regardless of product, are $150,000. Mountain Top is subject to a 40 percent 

income tax rate. 

Required 

a. Determine the number of pairs of Sure Foot boots Mountain Top must sell to obtain an after tax 

profit of $30,000. 

b. Determine the number of pairs of each product Mountain Top must sell to obtain identical before- 

tax profit. 

c. For the solution to requirement b, calculate Mountain Top’s after-tax profit or loss. 
d. Which product should Mountain Top produce if both products were guaranteed to sell at least 

13,000 pairs. Verify your solution with calculations. 

e. How much would the variable costs per pair of the product not selected in requirement d have to 
fall before both products provide the same profit at sales of 13,000 pairs? Verify your solution with 
calculations. 

CVP Analysis Using Published Financial Statements {.0%, 4) 

Condensed data in thousands of dollars (000) from Netflix’s 2007 and 2008 income statements follow: 
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ROVENUCS pee itrne ene centr in: mantra ire tec oatra) 6 Crk Wo a te $1,364,661 $1,205,340 

Cost of revenues and operating expenses................ (1,243,155) (1,113,567) 

Operating protititeyaes ele aae buret ee reel muerte $ 121,506 & Gi.“ 

Required 

a. Develop a cost-estimation equation for Netflix’s annual cost of revenues and operating expenses. 

b. Determine Netflix’s annual break-even point. 

Cc. Predict operating profit for 2009, assuming 2009 sales of $1,670,269 thousand. 

d. Identify the assumptions required to use the equations and amounts computed above. 

P15-35.4 Multiple-Product Profitability Analysis, Multiple-Level Profitability Analysis 

College Avenue Bookstore sells new college textbooks at the publishers’ suggested retail prices. It then 

pays the publishers an amount equal to 75 percent of the suggested retail price. The store’s other variable 

costs average 5 percent of sales revenue and annual fixed costs amount to $360,000. 

Required 

a. Determine the bookstore’s annual break-even point in sales dollars. 

b. Assuming an average textbook has a suggested retail price of $120, determine the bookstore’s 

ee 

annual break-even point in units. 

College Avenue Bookstore is planning to add used book sales to its operations. A typical used 

book costs the store 25 percent of the suggested retail price of a new book. The bookstore plans to 

sell used books for 75 percent of the suggested retail price of a new book. Assuming unit sales are 

unchanged, describe the effect on bookstore profitability of shifting sales toward more used and 

fewer new textbooks. 

. College Publishing produces and sells new textbooks to college and university bookstores. Typical 

project-level costs total $325,000 for a new textbook. Production and distribution costs amount to 

20 percent of the net amount the publisher receives from the bookstores. Textbook authors are paid 

a royalty of 15 percent of the net amount received from the bookstores. Determine the dollar sales 

volume required for College Publishing to break even on a new textbook. This is the amount the 

bookstore pays the publisher, not the bookstore’s sales revenue. 

For a project with predicted sales of 8,000 new books at $120 each, determine: 

1. The bookstores’ contribution. 

2. The publisher’s contribution. 

3. The author’s royalties. 

P15-36. Multiple-Product Profitability Analysis (1.03, 4) 

Hearth Manufacturing Company produces two models of wood-burning stoves, Cozy Kitchen and All- 

House. Presented is sales information for the year 2012. 

ee 70 4 Cozy Kitchen . All-House _ Be Total ae 

Units manufactured and sold.......... 1,000 1,500 2,500 

SalesiravenliGwes wast aac actin eerere $300,000 $750,000 $1,050,000 

WVarlablercOStS epicentre cagcen trite src (200,000) (450,000) (650,000) 

Contnbutlonimarginineeem cresercnnn $100,000 $300,000 400,000 

FIXOCICOS (Sartre nce ie sisters etseanes «a. scecerane (240,000) 

BoforastaxDrofite sac cut warm sions 2 hoot 160,000 

Income taxes (40 percent) ............ (64,000) 

Afiehetax;DiOlitmbaer rie pee ieie.. teats e es $ 96,000 

Required 

a. 

b. 

Determine the current break-even point in sales dollars. 

With the current product mix and break-even point, determine the average unit contribution margin 

and unit sales. 

Sales representatives believe that the total sales will increase to 3,000 units, with the sales mix 

likely shifting to 80 percent Cozy Kitchen and 20 percent All-House over the next few years. 

Evaluate the desirability of this projection. 
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P15-37. 

P15-38.4 

Multiple-Product Break-Even Analysis (02, 4} 

Currently, Corner Lunch Counter sells only Super Burgers for $2.50 each. During a typical month, the 

Counter reports a profit of $9,000 with sales of $50,000 and fixed costs of $21,000. Management is 

considering the introduction of a new Super Chicken Sandwich that will sell for $3 and have variable 

costs of $1.80. The addition of the Super Chicken Sandwich will require hiring additional personnel and 

renting additional equipment. These actions will increase monthly fixed costs by $7,760. 

In the short run, management predicts that Super Chicken sales will average 10,000 sandwiches per 

month. However, almost all short-run sales of Super Chickens will come from regular customers who 

switch from Super Burgers to Super Chickens. Consequently, management predicts monthly sales of 

Super Burgers will decline by 10,000 units to $25,000. In the long run, management predicts that Super 

Chicken sales will increase to 15,000 sandwiches per month and that Super Burger sales will increase to 

30,000 burgers per month. 

Required 

a. Determine each of the following: 

1. The current monthly break-even point in sales dollars. 

2. The short-run monthly profit and break-even point in sales dollars subsequent to the 

introduction of Super Chickens. 

3. The long-run monthly profit and break-even point in sales dollars subsequent to the introduction 

of Super Chickens. 

b. Based on your analysis, what are your recommendations? 

Multi-Level Profitability Analysis 

AccuMeter manufactures and sells its only product (Z1) in lot sizes of 500 units. Because of this 

approach, lot (batch)-level costs are regarded as variable for CVP analysis. Presented is sales and cost 

information for the year 2012: 

SEIES EVENS (OOOO) Wins Ete SWAO). os gece cee nono oe oce eee on asces $2,000,000 

Directamatenialsn SOs OO Ominitseelty cul 0) eemeae se meets eae le ee one 500,000 

BroGessingi(SO;O0OsuInIt SNe 71,5) oar see eee rennin enna yore ee 750,000 

Setup (HOOMOTS ate 2000) pee nesta ce gc Ae at eee sei ar nee aa 200,000 

ZAC MOM MOMS EU MMOO)Peis seceatabues ohoeeecgonsokadeose 40,000 

Oe iin; (OO IaiS CSOD) vs o SES Wo Hs Ped pao Heb cw eh CASS Uw oocE 20,000 

IXSarmanUractUninGnovielhGcaC amr ciesmercy cc rtet stiri metre cna emer eeeaer 800,000 

devel sel Ninepe teatro MINS elcome ub ooauvnbodoapoose deuce semen he 300,000 

Required 

a. Prepare a traditional contribution income statement in good form. 

b. Prepare a multi-level contribution income statement in good form. (Hint: First determine the 

appropriate cost hierarchy.) 

c. What is the current contribution per lot (batch) of 500 units? 

d. Management is contemplating introducing a limited number of specialty products. One product 

would sell for $60 per unit and have direct materials costs of $12 per unit. All other costs and all 

production and sales procedures will remain unchanged. What lot (batch) size is required for a 

contribution of $700 per lot? 

MANAGEMENT APPLICATIONS 

MA15-39. Ethics and Pressure to Improve Profit Plans (07) 

Art Conroy is the assistant controller of New City Muffler, Inc., a subsidiary of New City Automotive, 
which manufactures tailpipes, mufflers, and catalytic converters at several plants throughout North 
America. Because of pressure for lower selling prices, New City Muffler has had disappointing financial 
performance in recent years. Indeed, Conroy is aware of rumblings from corporate headquarters 
threatening to close the plant. 

One of Conroy’s responsibilities is to present the plant’s financial plans for the coming year to the 
corporate officers and board of directors. In preparing for the presentation, Conroy was intrigued to 
note that the focal point of the budget presentation was a profit-volume graph projecting an increase in 
profits and a reduction in the break-even point. 

Curious as to how the improvement would be accomplished, Conroy ultimately spoke with Paula 
Mitchell, the plant manager. Mitchell indicated that a planned increase in productivity would reduce 
variable costs and increase the contribution margin ratio. 
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When asked how the productivity increase would be accomplished, Mitchell made a vague 

reference to increasing the speed of the assembly line. Conroy commented that speeding up the 

assembly line could lead to labor problems because the speed of the line was set by union contract. 

Mitchell responded that she was afraid that if the speedup were opened to negotiation, the union 

would make a big “stink” that could result in the plant being closed. She indicated that the speedup 

was the “only way to save the plant, our jobs, and the jobs of all plant employees.” Besides, she 

did not believe employees would notice a 2 or 3 percent increase in speed. Mitchell concluded the 

meeting observing, “You need to emphasize the results we will accomplish next year, not the details 

of how we will accomplish those results. Top management does not want to be bored with details. If 

we accomplish what we propose in the budget, we will be in for a big bonus.” 

Required 

What advice do you have for Art Conroy? 

MA15-40. CVP Analysis with Changing Cost Structure (1.07, 3, 5) 

Homestead Telephone was formed in the 1940s to bring telephone services to remote areas of the 

U.S. Midwest. The early equipment was quite primitive by today’s standards. All calls were handled 

manually by operators, and all customers were on party lines. By the 1970s, however, all customers 

were on private lines, and mechanical switching devices handled routine local and long distance calls. 

Operators remained available for directory assistance, credit card calls, and emergencies. In the 1990s 

Homestead Telephone added local Internet connections as an optional service to its regular customers. 

It also established an optional cellular service, identified as the Home Ranger. 

Required 

a. Using a unit-level analysis, develop a graph with two lines, representing Homestead Telephone’s 

cost structure (1) in the 1940s and (2) in the late 1990s. Be sure to label the axes and lines. 

b. With sales revenue as the independent variable, what is the likely impact of the changed cost 

structure on Homestead Telephone’s (1) contribution margin percent and (2) break-even point? 

c. Discuss how the change in cost structure affected Homestead’s operating leverage and how this 

affects profitability under rising or falling sales scenarios. 

MA15-41. Cost Estimation and CVP Analysis (02, 3, 4) 

Presented are the 2010 and 2011 functional income statements of Regional Distribution, Inc.: 

_ REGIONAL DISTRIBUTION, INC. 
Functional Income Statements 

PO Years Ending December aa 2010 and oe 1 

- is 2010 ae : ' 

SEES tite caricrcte Bite ae tee $5,520, 000 “$5,000,000 

Expenses 

Gostiordoodsicold snr $4,140,000 $3,750,000 

Ship pinGleeaten acre aren 215,400 200,000 

Sales order processing... . 52,500 50,000 

Customer relations....... 120,000 100,000 

Depreciationie. mes. amen 80,000 80,000 

Administrative........... 250,000 (4,857,900) 250,000 (4,430,000) 

Before-tax profit........... 662,100 570,000 

Income taxes (40%)........ (264,840) (228,000) 

INARI So500ce00n. $ 397,260 $ 342,000 

Required 

a. Determine Regional Distribution’s break-even point in sales dollars. 

b. What dollar sales volume is required to earn an after-tax profit of $480,000? 

c. Assuming budgeted 2012 sales of $6,000,000, prepare a 2012 contribution income statement. 

d. Discuss the reliability of the calculations in requirements a-c, including the limitations of the CVP 

model and how they affect the reliability of the model. 
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SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

a. MEMORABILIA CUP COMPANY — 
Contribution Income Statement 

For the Month of September 2012 Sees 

Salesi(S: 000 5e$4 0) rae tretees vee ate eran etn cries oreeeers $120,000 

Less variable costs 

OMG MmEEIS GOO < HIB) ocacotnccnsnoncavcesoeur $45,000 

Directiiabonm(G:000R< $3) ere 5 eee atte 9,000 

Manufacturing overhead (3,000 X $10) ...............-. 30,000 

Selling and administrative (3,000 x $2)...............-. 6,000 (90,000) 

ConthibutionsmMargin seamen ete ores cette ee 30,000 

Less fixed costs 

Manutacturingioverhnead ements citrate iotrcret sr ersten tars 15,000 

Sellingrandiadministrativetmerewycrei sister nett) atten 10,000 (25,000) 

POT are ance cce cela tite re eae eC Ere Mece cement te ener Nee aot $ 5,000 

De 
$200,000 a 
175,000 Total revenues line : Total 

costs line 
Total 150,000 

revenues 125,000 Profit 
and area 
total 100,000 

costs 75,000 Fixed costs line 

50,000 + Loss area 

25,000 

0 
6) 1,000 2,000 3,000 4,000 5,000 

Unit sales 

(Ga 

Selling pricemmam a seerecete $40 per unit 

WANES GOSS Ma cannnaadac (30) per unit 

Contribution margin....... $10 per unit 

Contribution margin ratio = Unit contribution margin 
Unit selling price 

= $10 + $40 

= 0.25 

d. : 
Break-even point = ; Fixed costs : 

Unit contribution margin 

= $25,000 + $10 

= 2,500 units 

e. Fixed costs + Desired profit 

Contribution margin ratio 

= ($25,000 + $5,000) + 0.25 

= $120,000 

Required dollar sales = 
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Fixed costs + Desired before-tax profit 
Required unit sales = 

Contribution margin per unit 

Desired before-tax profit = $4,500 + (1 — 0.40) = $7,500 

Required units sales = ($25,000 + $7,500) + $10 

= 3,250 units 

Module-End Review 

Solution 

a. 

— Colfee = Tea’_~= Smoothies Total” 
Moray UNE CEES 5. chépnebonavneenseount 6,000 8}. 1/510) 2,250 

SlliMOPOriCe semret amr eto arr, opens eee 1.85 $1.25 $1.95 

SEE Se a eeraaania be hoa cay CaLeo Ene Gia ere mea Rene $8,100.00 $4,687.50 $4,387.50 $17,175.00 

VarlablorcoSiqanmeak acim cero re era. 3,600.00 1,687.50 1,687.50 6,975.00 

Comiilowion Kells coo ansceooconsve neous $4,500.00 $3,000.00 $2,700.00 10,200.00 

IXOC: COS Tamme ieee seers neni ee, Seen a oe ee 8,000.00 

Beforestaxiprofitesp etre. eee eee $ 2,200.00 

Contribution margin (CM) ratio.............. 0.5556 0.640 0.6154 0.5939 

Current sales mix (based on sales dollars)..... 47.16% 27.29% 25.55% 

Break-even = Fixed costs/Total contribution margin ratio 

= $8,000/0.5939 

= $13,470 

Proof: ee Sales _ | 

Coffee: SISA < AN NG% = GOCEPAR 

Tea: $13,470 X 27.29% = 3,675.96 xX 

Smoothies: $13,470 x 25.55% Syalal| IS) 

$13,470.00 

Total contribution margin 

Fixed costs 

Before-tax profit 

* Amounts adjusted to correct for minor rounding error. 

_ C/M Ratio. 
0.5556 = $3,529.42 
0.640 = 2,352.62* 

0.6154 2,117.96" 

8,000.00 
8,000.00 

= 

c. Joe’s Brews has an operating leverage of 4.636, calculated as a contribution margin of $10,200 divided 

by before-tax profit of $2,200. Therefore, if sales dollars increase by 20% to $20,610, before-tax profit 

should increase by 4.636 times 20%, or 92.72%, to $4,240. Because of the leverage caused by fixed 

costs, a 20% increase in sales results in a 92.72% increase in before-tax profit. Conversely, a 20% 

decrease in sales would result in a 92.72% decrease in before-tax profits to $160. 

Proof 20% Sales Increase 

Salestaarrccnonas seer auhete $20,610 

ON Ge ek bee ore beer ot eee x 0.5939 

hOtalnG Miterenmesseraichs acters se 12,240 

FIXeciyiCOStS aire icsrares 8,000 

Before-tax profit........ $ 4,240 

20% Sales Decrease 

$13,740 

x 0.5939 

8,160 

8,000 

$ 160 

Current before-tax profit of $2,200 x (1 + 0.9272) = $4,240 

Current before-tax profit of $2,200 x (1 — 0.9272) = $160 



Companies are often confronted with decisions that involve 

multiple alternatives, such as when a new product is intro- 

duced. Consider some of the likely decisions that Nin- 

tendo’s managers made surrounding the introduction of the 

Wii ® in 2006. 

Like most other companies that produce and sell prod- 

ucts, Nintendo had to make a decision about how to 

manufacture this product that its design engineers had 

developed—whether to make the product itself, or buy 

it from an outsourcing company. If you look on a Wii 

console, you will see that they decided to outsource 

the product from China. Financial Times1' reported that 

' Robin Harding, “Nintendo Makes More Profit Per Employee Than Gold- 

man, 

16-1 

” Financial Times, September, 18, 2008, p27. 

Nintendo’s outsourcing strategy was a key factor in 

achieving its world’s best profit per staff person, even 

more than Goldman Sachs or Google. 

Adding the Wii to its product line probably required Nin- 

tendo to add new employees to its workforce, including 

design engineers, logistics specialists, marketing man- 

agers, financial managers, and others. The company 

had to make a decision about whether to purchase new 

facilities to house the Wii staff, or lease them. 

Another key decision for Nintendo was how to market 

the Wii. Previously, they had not introduced a product 

with such a large adult market potential. Would they 

use a limited distribution channel much like Apple 

initially did with the iPhone, or would they blanket the 

retail market by placing their product in as many outlets 

Getty Images 



Module 

Relevant Costs 7 6 

and Benefits for 

Decision Making 

LEARNING OBJECTIVES 

1.4 Distinguish between relevant and irrelevant revenues and costs. (p. 16-3) 

1.62 Analyze relevant costs and indicate how they differ under alternative decision scenarios. (p. 16-6) 

OS® Apply differential analysis to decision scenarios, including whether to change plans; to accept a special order; 

to make, buy, or outsource; and to sell or further process a product. (p. 16-8) 

'.©& Allocate limited resources for purposes of maximizing short-run profit. (p. 16-16) 

as possible, or would they use a strategy somewhere _ These are just some of the types of decisions that Nintendo 

between these two extremes? would have made in connection with introducing the Wii. In 

m= One of the most important decisions is the price at each case, the decision entails extensive cost and benefit 

which a new product is launched, because price hasa analysis to enable the company’s managers to make judg- 
major impact on the size of the market for the product. | ments about which alternative to recommend. With over 75 

Nintendo had to balance the selling price against costs, ‘Million units sold, Wii was one of the most successful new- 

and come up with a price that would meet their invest- Product launches in history. 
ment return requirements. After the initial launch phase Obviously, Nintendo’s decision making regarding the 
for the product, any decision regarding adjustments to launch of Wii was very effective. In this module we will 

price or cost inputs must be evaluated in terms of the _ introduce the concept of relevant costing, which is a model 

overall effects on profits. that helps managers identify the costs and benefits that are 

relevant to a wide range of business decisions, including 

those discussed above for Nintendo. 

16-2 
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MODULE 
ORGANIZATION Relevant Costs and Benefits for Decision Making 

SOE NEG ENS 

Identifying Relevant Costs Applying Differential Analysis Use of Limited Resources 

@ Relevance of Future Revenues @ Multiple Changes in Profit Plans = Single Constraint 

m@ Relevance of Outlay Costs m@ Special Orders @ Multiple Constraints 

@ Irrelevance of Sunk Costs l™ Outsourcing Decisions m@ Theory of Constraints 

m@ Sunk Costs and Ethical @ Sell or Process Further 

Dilemmas 

m Relevance of Disposal and 

Salvage Values 

m@ Relevance of Opportunity Costs 

& Differential Analysis of Relevant 

Costs 

. 

The purpose of this module is to examine approaches to identifying and analyzing revenue and cost infor- 

mation for specific decisions, such as the decision to outsource. Our emphasis is on identifying relevant 

costs (future costs that differ among competing decision alternatives) and distinguishing relevant costs 

from irrelevant costs that do not differ among competing decision alternatives. We consider a number of 

frequently encountered decisions: to make multiple changes in profit plans, to accept or reject a special 

order, to acquire a component or service internally or externally, to sell a product or process it further, and 

how to best use limited capacity. These decision situations are not exhaustive; they only illustrate relevant 

cost concepts. Once we understand these concepts, we can apply them to a variety of decision scenarios. 

Although our focus in this module is on profit maximization, decisions should not be based solely 

on this criterion, especially maximizing profit in the short run. Managers must consider the implica- 

tions decision alternatives have on long-run profit, as well as legal, ethical, social, and other nonquan- 

titative factors. These factors can lead management to select a course of action other than that selected 

by financial information alone. 

IDENTIFYING RELEVANT COSTS 
O14 Distinguish For a specific decision, the key to relevent cost analysis is first to identify the relevant costs (and rev- 

between relevant enues) and then to organize them in a manner that clearly indicates how they differ under each alterna- 

and irrelevant tive. Consider the following equipment replacement decision. 

revenues and Elektra, Inc. is a small start-up company that supplies high-quality components to manufacturers of 

costs. wi-fi and bluetooth devices. One of its components used in wireless headsets is forecasted to sell 10,000 

units during the coming year at a price of $20 per unit. Each of Elektra’s components is manufactured 

with separate machines in a shared plant. 

Headset Component Costs: 

Diréctimaterialss ee mmcrarct: a errcn neat $3.00 per unit 

Gonversionteen mr cmtormacid torte tocestetat 5.00 per unit 

Sellingrand/GistilOutioniee areas 1.00 per unit 

Inspection and adjustment............. $500 per batch 

(1,000 units) 

Depreciation on machines ............. $15,000 per year 

Machine maintenance................. $200 per month 

Advertising toto eect $5,000 per year 

Common Costs: 

Administrative salaries ................ $65,000 per year 

SHUICNAl) CHEWS: cco nghmonangousuac 23,000 per year 

Bulidingirent ise cect te ciees ct eeretee 24,000 per year 



Module 16 | Relevant Costs and Benefits for Decision Making 

The machine used in the manufacture of headset components is two years old and has a remaining 

useful life of four years. Its purchase price was $90,000 (new), and it has an estimated salvage value of 

zero dollars at the end of its useful life. Its current book value (original cost less accumulated deprecia- 

tion) is $60,000, but it could be sold today for only $35,000. 

Management is evaluating the desirability of replacing the machine with a new machine. The new 

machine costs $80,000, has a useful life of four years, and a predicted salvage value of zero dollars at 

the end of its useful life. Although the new machine has the same production capacity as the old ma- 

chine, its predicted operating costs are lower because it consumes less electricity. Further, because of a 

computer control system, the new machine allows production of twice as many units between inspec- 

tions and adjustments, and the cost of inspections and adjustments is lower. The new machine requires 

only annual, rather than monthly, overhauls. Hence, machine maintenance costs are lower. Costs for the 

new machine are predicted as follows: 

ConvensioniCOStSmen ieee eae eae $4.00 per unit 

Inspection and adjustment........ $300 per batch (2,000 units) 

Machine maintenance ........... $200 per year 

All other costs and all revenues remain unchanged. 

The decision alternatives are to keep the old machine or to replace it with a new machine. An 

analysis of how costs and revenues differ under each alternative assists management in making the best 

choice. The first objective of this module is to study the distinction between relevant and irrelevant 

items. After evaluating the relevance of each item, we develop an analysis of relevant costs. 

Relevance of Future Revenues 

Revenues, which are inflows of resources from the sale of goods and services, are relevant to a deci- 

sion only if they differ between alternatives. In this example, revenues are not relevant because they 

are identical under each alternative. They would be relevant if the new machine had greater capacity or 

if management intended to change the selling price should it acquire the new machine. (The $35,000 

disposal value of the old machine is an inflow. However, revenues refer to resources from the sale of 

goods and services to customers in the normal course of business. We include the sale of the old ma- 

chine under disposal and salvage values.) 

The keep-or-replace decision facing Elektra’s management might be called a cost reduction pro- 

posal because it is based on the assumption that the organization is committed to an activity and that 

management desires to minimize the cost of activities. Here, the two alternatives are either to continue 

operating with the old machine or to replace it with a new machine. 

Although this approach is appropriate for many activities, managers should remember that they 

have another alternative—discontinue operations. To simplify the analysis, managers normally do not 

consider the alternative to discontinue when operations appear to be profitable. However, if there is 

any doubt about an operation’s profitability, this alternative should be considered. Because revenues 

change if an operation is discontinued, revenues are relevant whenever this alternative is considered. 

Relevance of Outlay Costs 

Outlay costs are costs that require future expenditures of cash or other resources. Outlay costs that dif- 

fer under the decision alternatives are relevant; outlay costs that do not differ are irrelevant. Elektra’s 

relevant and irrelevant outlay costs for the equipment replacement decision follow. 

: Relevant Outlay Costs. Irrelevant Outlay Costs 

Conversion Costs Direct Materials 

Inspection and Adjustment Costs — Selling and Distributon 

Cost of New Machine Advertising 

Machine Maintenance Common Outlay Costs 

16-4 
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lrrelevance of Sunk Costs 

Sunk costs result from past decisions that cannot be changed. Suppose we purchased a car for $15,000 

five years ago. Today we must decide whether to purchase another car or have major maintenance per- 

formed on our current car. In making this decision, the purchase price of our current car is a sunk cost. 

Although the relevance of outlay costs is determined by the decision scenario, sunk costs are never 

relevant. The cost of the old machine is a sunk cost, not a future cost. This cost and the related deprecia- 

tion result from the past decision to acquire the old machine. Even though all the outlay costs discussed 

earlier would be relevant to a decision to continue or discontinue operations, the sunk cost of the old 

machine is not relevant even to this decision. 
If management elects to keep the old machine, its book value will be depreciated over its remain- 

ing useful life of four years. However, if management elects to replace the old machine, its book value 

is written off when it is replaced. Even if management elects to discontinue operations, the book value 

of the old machine must be written off. 

Sunk Costs Can Cause Ethical Dilemmas 

Although the book value of the old machine has no economic significance, the accounting treatment of 

past costs may make it psychologically difficult for managers to regard them as irrelevant. If manage- 

ment replaces the old machine, a $25,000 accounting loss is recorded in the year of replacement: 

BOOK WalUCcecgac annus eens $60,000 

DisposalivalUGtermrr tere (35,000) 

LOSS Of) CISOORS 5.52556 $25,000 

The possibility of recording an accounting loss can create an ethical dilemma for managers. Al- 

though an action may be desirable from the long-run viewpoint of the organization, in the short run, 

choosing the action may result in an accounting loss. Fearing the loss will lead superiors to question her 

judgment, a manager might prefer to use the old machine (with lower total profits over the four-year 

period) as opposed to replacing it and being forced to record a loss on disposal. Although this action 

may avoid raising troublesome questions in the near term, the cumulative effect of many decisions of 

this nature is harmful to the organization’s long-run economic health. 

From an economic viewpoint, the analysis should focus on future costs and revenues that differ. 

The decision should not be influenced by sunk costs. Although there is no easy solution to this be- 

havioral and ethical problem, managers and management accountants should be aware of its potential 

impact. 

MANAGERIAL DECISION |\ 
You recently made the decision to purchase a very expensive machine for your manufacturing plant 

that used technology that was well established over several years. The purchase of this machine 

was a major decision supported by the Chief Financial Officer, based solely on your recommenda- 

tion. Shortly after making the purchase, you were attending a trade convention where you learned 

of new technology that is now available that essentially renders obsolete the machine you recently 

purchased. You feel that it may be best for the company to acquire the new technology since most 
of your competitors will be using it soon; however, you feel that this cannot be done now that you 

have recently purchased the new machine. What should you do? [Answer, p. 16-20] 

Relevance of Disposal and Salvage Values 

Elektra, Inc.’s revenues (inflows of resources from operations) from the sale of headset components 
were discussed earlier. The sale of fixed assets is also a source of resources. Because the sale of fixed 
assets is a nonoperating item, cash inflows obtained from these sales are discussed separately. 
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The disposal value of the old machine is a relevant cash inflow. It is obtained only if the replace- 

ment alternative is selected. Any salvage value available at the end of the useful life of either machine is 

also relevant. A loss on disposal can have a favorable tax impact if the loss can be offset against taxable 

gains or taxable income. To simplify the analysis, we ignore any tax implications at this point. The tax 

effects related to capital asset transactions are discussed in Module 24. 

Relevance of Opportunity Costs 

When making a decision between alternative courses of action, accepting one alternative results 

in rejecting the other alternative(s). Any benefit foregone as a result of rejecting one opportunity 

in favor of another opportunity is described as an opportunity cost of the accepted alternative. 

For example, if you are employed at a salary of $40,000 per year and you have the opportunity to 

continue to work or the opportunity to go back to school full-time for two years to earn a graduate 

degree, the cost of getting the degree includes not only all the outlay costs for tuition, books, and 

so forth, it also includes the salary foregone (or opportunity cost) of $40,000 per year. So, if your 

tuition and other outlay costs are going to be $25,000 per year for two years, the cost of earning 

the degree will be $50,000 of outlay costs and $80,000 of opportunity costs, for a total cost of 

earning the degree of $130,000. Opportunity costs are always relevant in making decisions among 

competing alternatives. 

The following is a summary of all the relevant and irrelevant costs discussed in this section. 

D> elvantGosts | Iiretevant Costs 
Future costs that differ among competing alternatives | Future costs that do not differ among competing 

alternatives 

~ Opportunity Costs Relevant Outlay Costs _| Irrelevant Outlay Costs Sunk Costs 
Net benefits foregone of Future costs requiring Future costs requiring Historical costs resulting 

rejected alternatives future expenditures that future expenditures that from past decisions 

differ do not differ 

DIFFERENTIAL ANALYSIS OF RELEVANT COSTS 

Differential cost analysis is an approach to the analysis of relevant costs that focuses on the costs that 

differ under alternative actions. A differential analysis of relevant costs for Elektra Inc.’s equipment 

replacement decision is in Exhibit 16.1. Replacement provides a net advantage of $17,800 over the life 

of both machines versus keeping the old machine. 

An alternative analysis to that presented in Exhibit 16.1 is to present all revenues and costs (rel- 

evant and irrelevant) for each alternative in separate columns, such that the bottom line of the analysis 

is the total profit or loss for each alternative. This method is preferred if the goal is to determine the 

total profitability of each alternative. If the goal is to determine which of the two alternatives is most 

profitable, then a differential analysis is preferred. 

Assuming the organization is committed to providing a particular product or service, a differential 

analysis of relevant costs (as shown in Exhibit 16.1) is preferred to a complete analysis of all costs and 

revenues for a number of reasons: 

= A differential analysis focuses on only those items that differ, providing a clearer picture of the 

impact of the decision. Management is less apt to be confused by this analysis than by one that 

combines relevant and irrelevant items. 

m A differential analysis contains fewer items, making it easier and quicker to prepare. 

m A differential analysis can help to simplify complex situations (such as those encountered by 

multiple-product or multiple-plant firms), when it is difficult to develop complete firmwide state- 

ments to analyze all decision alternatives. 

O02 Analyze 

relevant costs 

and indicate how 

they differ under 

alternative decision 

scenarios. 
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| EXHIBIT 16.1 Differential Analysis of Relevant Costs 

S a 

Replace — Tae Difference 
with - : (effect of 
New Keep Old replacement 

Machine | Machine onincome) — 

Conversion: 

Old Machine (10,000 units x $5 x 4 years)........... $200,000 

New Machine (10,000 units x $4 x 4years).......... $160,000 $40,000 

Inspection and adjustment: 

Old Machine (10* setups x $500 x 4 years) .......... 20,000 

New Machine (5** setups * $300 X 4 years).......... 6,000 14,000 

Machine maintenance: 

Old Machine ($200 per month X 12 months x 4 years) . 9,600 

New Machine ($200 per month X 4 years)............ 800 8,800 

Disposalioi@lei Machine veers racenemena mires verre re (35,000) 35,000 

CostofiNew Machine ssern..aeenn ee eae cereale. sinks ce 80,000 (80,000) 

BUIOLalS epee mera atec ake cee urkoretae | eam ean b eenean opener er $211,800 $229,600 $17,800 

Advantagelotreplacementanmeri heen ae $17,800 

* Old Machine: 10,000 units + 1,000 units per batch 

** New Machine: 10,000 units + 2,000 units per batch 

Before preparing a differential analysis, it is always desirable to reassess the organization’s com- 

mitment to a product or service. This helps avoid “throwing good money after bad.” If Elektra, Inc. 

currently had large annual losses, acquiring the new machine would merely reduce total losses over 

the next four years by $17,800. In this case, discontinuing operations (a third alternative) should also 

be considered. 

MID-MODULE REVIEW 

Tigertec Company manufactures golf clubs using a traditional process involving significant hand tooling and 

finishing. A European machine company has proposed to sell Tigertec a new highly automated machine that 

would reduce significantly the labor cost of producing its golf clubs. The cost of the machine is $1,000,000, and 

would have an expected life of 5 years, at the end of which it would have a residual value of $100,000. It has an 

estimated operating cost of $10,000 per month. The direct labor cost savings per club from using the machine is 

estimated to be $5 per club. In addition, one monthly salaried manufacturing manager, whose salary is $6,000 

per month would no longer be needed. The Vice President of Manufacturing earns $10,000 per month. Also, the 

new machine would free up about 5,000 square feet of space from the displaced workers. Tigertec’s building is 

held under a 10-year lease that has eight years remaining. The current lease cost is $1 per square foot per month. 

Tigertec may be able to use the space for other purposes, and it has received an offer to rent it to a nearby related 
company for $3,500 per month. 

Required 
a. Identify all of the costs described above as either “relevant” or “irrelevant” to the decision to acquire the 

new machine. 

b. Assuming the new machine would be used to produce an average of 5,000 clubs per month, prepare 

a differential analysis of the relevant costs of buying the machine and using it for the next five years, 

versus continuing to use hand labor. 

c. In addition to the quantitative analysis in requirement b., what qualitative considerations are important for 
making the right decision? 

The solution is on page 16-34. 

RESO NE OSTEO DS SES BSS SPO ASE NT SSE eT SS aD SAS SD Sal eae cn sone 
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APPLYING DIFFERENTIAL ANALYSIS 
Differential analysis is used to provide information for a variety of planning and decision-making situa- 

tions. This section illustrates some of the more frequently encountered applications of differential anal- 

ysis. To focus on differential analysis concepts, we will use a simple example involving the production 

of one product on a continuous basis with all output sold to distributors. From the viewpoint of our sin- 

gle-product firm, all costs can be classified as either (1) costs that vary with units produced and sold or 

(2) costs that are fixed in the short run. 

Multiple Changes in Profit Plans 

Mind Trek, Limited, located in Dublin, Ireland, manufactures an electronic game sold to distributors for 

€22 per unit (the Euro, represented by the symbol €, is the basic unit of currency in the Republic of Ireland, 

which is a member of the European Union). Variable costs per unit and fixed costs per month follow: 

_ Fixed Costs per Month — _ Variable Costs per Unit a | 

€30,000 Direct materials .......... € 5 Manufacturing overhead .... 

Direct abort o aes eetkoe 3 Selling and administrative ... 15,000 

Manufacturing ovemeads 0) Piciittrs aie piuclaS nally, €45,000 
Sellingisy aah waa atts ———— 

TOTAI PRE ee eh eee €12 

The unit contribution margin (UCM) is €10 (€22 selling price — €12 variable costs). Mind Trek’s 

contribution income statement for April 2012 is presented in Exhibit 16.2. The April 2012 operations 

are typical. Monthly production and sales average 5,000 units, and monthly profits average €5 000. 

Management wants to know the effect that each of the following three mutually exclusive alterna- 

tives would have on monthly profits. 

1. Increasing the monthly advertising budget by €4,000, which should result in a 1 000-unit increase 

in monthly sales. 

2. Increasing the selling price by €3, which should result in a 2,000-unit decrease in monthly sales. 

3. Decreasing the selling price by €2, which should result in a 2,000-unit increase in monthly sales. 

However, because of capacity constraints, the last 1,000 units would be produced during overtime 

with the direct labor costs increasing by €1 per unit. 

It is possible to develop contribution income statements for each alternative and then determine the 

profit impact of the proposed change by comparing the new income with the current income. A more di- 

rect approach is to use differential analysis and focus on only those items that differ under each alternative. 

Alternative 1 

Profit increase from increased sales 

(1-000 acdditionalinmimnsales 5c 1OUCM) saniciee a.cle- ous atte eel ie em wns €10,000 

Profit decrease from increased advertising expenditures .................5. (4,000) 

inerease Inport VIOratite mee seas fa occ do wivw o Heres Bane Aemndsc.oeeles € 6,000 

Alternative 2 

Profit decrease from reduced sales given no changes in prices or costs 

OOO NOstuitcalese: ot NO UCN) eiat arse ses cri a olin esueie sdiledye a git i €(20,000) 

Profit increase from increased selling price 

[(5,000 current unit sales — 2,000 lost unit sales) 

x €3 increase in unit Selling price’and UCM] .............0.00.u cece ees 9,000 

Beciease i imMOmunyt Ola termnnenn eid mechan ne tee ks ko cBNre brn a pala €(1 1,000) 

16-8 
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Alternative 3 

Profit increase from increased sales given no changes in prices or costs 

(2,000 increased unit sales X €10 UCM) ...........-+- esse reece reer €20,000 

Profit decrease from reduced selling price of all units 

[(5,000 current unit sales + 2,000 additional unit sales) 

x €2 decrease in unit selling price and UCM] ...........----+-+eseeeees (14,000) 

Profit decrease from increased direct labor costs of the last 1,000 units 

(1,000 units x €1 increase in unit labor costs and decrease in UCM).....--- (1,000) 

Increase inumomthly, DrOfitissunsemncr he eee ete eieea listed tele eee enema € 5,000 

Alternative 2 is undesirable because it would result in a decrease in monthly profit. Because Alter- 

native | results in a larger increase in monthly profit, it is preferred to Alternative 3. 

Special Orders 

Assume an Australian distributor offered Mind Trek a reduced price of €12 per unit for a special, one-time 

order for 1 000 units. The Australian distributor will contract for a shipping company to handle all packing 

and transportation. Mind Trek has sufficient production capacity to produce the additional units without 

reducing sales to its regular distributors. Management desires to know the profit impact of accepting the 

order. The following analysis focuses on those costs and revenues that will differ if the order is accepted. 

INSEASS I ROVEMUWISS (C1 OO WINS XSI) oe wc occescdenesnoere €12,000 

Increase in costs 

Directmeatenials ae OONUmItS®<=c.5) meee nee ea €5,000 

Deer leery (YOO willis <*S8)\ ono coo conse ncomenecouseancue 3,000 

Variable manufacturing overhead (1,000 units x €2)........... 2,000 (10,000) 

INCreASE in DrotitSampe aera omera aii cek ey cuie ay -een oad merges € 2,000 

Accepting the special order will result in a profit increase of €2,000. 

If management were unaware of relevant cost concepts, it might be tempted to compare the special 

order price to average unit cost information developed from accounting reports. Based on Mind Trek’s 

April 2012 contribution income statement in Exhibit 16.2, the average cost of all manufacturing, sell- 

ing, and administrative expenses was €21 per unit as follows. 

WEWASIA COR'S... sc accoonovonesoamome € 60,000 

FIXEG:COSISH ee ahora tree 45,000 

"Lotal COStS- Ay aattak ays ee ae €105,000 

Unit production and sales ........... =O 000) 

AVerage Uni COST pens eis ae © 21 

Comparing the special order price of €12 per unit to the average unit cost of €21, management might 
conclude the order would result in a loss of €9 per unit. 

It is apparent that the €21 figure encompasses variable costs of €12 per unit (including irrelevant 
selling and administrative costs of €2 per unit) and irrelevant fixed costs of €45,000 spread over 
5,000 units. But remember, management may not have detailed cost information. To obtain appro- 
priate information for decision-making purposes, management must ask its accounting staff for the 
specific information needed. Different configurations of cost information are provided for different 
purposes. In the absence of special instructions, the accounting staff might not supply relevant cost 
information. 



Module 16 | Relevant Costs and Benefits for Decision Making 16-10 

EXHIBIT 16.2 Contribution Income Statement 

Contribution Income Statement = 

SaAlosoOU0 UNS: x C22) wey iy ee Py ae eee tare ya €110,000 
Less variable costs 

Direct materials (5,000 units. C5)in ems sensi cen samc ae €25,000 

DIEGGr aon OOO UNITS 2 Geo) a ae are tate er cleen ne 15,000 

Manufacturing overhead (5,000 units x €2)................ 10,000 

Selling and administrative (5,000 units x €2)............... 10,000 (60,000) 

Contributionimargintpsny sate eee ee eet eee | yen 50,000 

Less fixed costs 

Manufacturing toveriGac tues ssanteiiera eens Arh sais ees ee 30,000 

Sel lline ete role «och oooeone ound oho eomoheds ot 15,000 (45,000) 

RrOliteepeer sb enn ere home tncrr rr eee nent ania t amr ate enc! he € 5,000 

Importance of Time Span and Opportunity Costs 
The special order is a one-time order for | 000 units that will use current excess capacity. Because no 

special setups or equipment are required to produce the order, it is appropriate to consider only variable 

costs in computing the order’s profitability. 

But what if the Australian distributor wanted Mind Trek to sign a multiyear contract to provide 

1,000 units per month at €12 each? Under these circumstances, management would be well advised to 

reject the contract because there is a high probability that cost increases would make the order unprofit- 

able in later years. At the very least, management should insist that a cost escalation clause be added 

to the purchase agreement, specifying that the selling price would increase to cover any cost increases 

and detailing the cost computation. 

Of more concern is the variable nature of all long-run costs. Given adequate time, management 

must replace fixed assets and may adjust both the number of machines as well as the size of machines 

used in the manufacturing process. Accordingly, in the long run, all costs (including costs classified 

as fixed in a given period) are relevant. To remain in business in the long run, Mind Trek must replace 

equipment, pay property taxes, pay administrative salaries, and so forth. Consequently, management 

should consider all costs (fixed and variable, manufacturing and nonmanufacturing) in evaluating a 

long-term contract. 

Full costs include all costs, regardless of their behavior pattern or activity level. The average 

full cost per unit is sometimes used to approximate long-run variable costs. If accepting a long-term 

contract increases the monthly production and sales volume to 6,000 units, the average full cost per 

unit will be €19.5. 

Directimateriaisinrrmaictar eit. tetas Jak oe ee aoe £530 

Ditechlabopfecn tases: Ac idtiiaden ies 1S es ee ae ese 3.0 

Variable manufacturing overhead...................--5. 2.0 

Variable selling and administrative....................-- 2.0 

Fixed manufacturing overhead (€30,000/6,000 units)....... 5.0 

Fixed selling and administrative (€15,000/6,000 units) ...... 2.5 

Averagedtullicost per unite vos wate cciet ste lo ee ete kek €19.5 

If the Australian distributor agrees to pay separately all variable selling and administrative expenses as- 

sociated with the contract, the estimated long-run variable costs are €17.5 per unit (€19.5 — €2). Many 

managers would say this is the minimum acceptable selling price, especially if the order extends over 

a long period of time. 
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Because Mind Trek has excess productive capacity, no opportunity cost is associated with accept- 

ing the Australian distributor’s one-time order. There is no alternative use of the productive capacity in 

the short run, so there is no opportunity cost. 

But what if Mind Trek were operating at capacity? In that case, accepting the special order would 

require reducing regular sales (assume overtime production is not possible). With an alternative use of 

the production capacity, an opportunity cost is associated with its use to fill the special order. 

Each unit sold to the Australian distributor could otherwise generate a €10 contribution from regu- 

lar customers. Accepting the special order would cause Mind Trek to incur an opportunity cost of 

€10,000 for the contribution margin lost from foregoing sales to regular customers. 

Lost sales to regular customers (units).........-..-..+- 1,000 

ReguiatatmiicomtnOUtlO man arciliie tees trt tiie ete nen ne x €10 

Opportunity cost of accepting special order............ €10,000 

Because this opportunity cost exceeds the €2,000 contribution derived from the special order, manage- 

ment should reject the special order. Accepting the order will reduce profits by €8,000 (€2,000 contri- 

bution — €10,000 opportunity cost). 

Qualitative Considerations 
Although an analysis of cost and revenue information may indicate that a special order is profitable 

in the short run, management might still reject the order because of qualitative considerations. Any 

concerns regarding the order’s impact on regular customers might lead management to reject the or- 

der even if there is excess capacity. If the order involves a special low price, regular customers might 

demand a similar price reduction and threaten to take their business elsewhere. Alternatively, manage- 

ment might accept the special order while operating at capacity if they believed there were long-term 

benefits associated with penetrating a new market. Legal factors must also be considered if the special 

order is from a buyer who competes with regular customers. 

Outsourcing Decisions (Make or Buy) 

One of the most common applications of relevant cost analysis involves the make-or-buy decision. 

Virtually any service, product, or component that can be produced or manufactured internally can also 

be acquired from an external source. The procurement of services, products or components from an 

external source is call outsourcing. For example, the management of the bookstore at your college or 

university is likely outsourced to Barnes and Noble or Follett, and the dining facilities may be out- 

sourced to Marriott or ARA. Similarly, Dell and HP actually manufacture very few of the components 

of their computers. Instead the manufacture of components is outsourced to other firms such as Intel 

for computer chips and Seagate for storage devices. Virtually all computer manufacturers, with the 

exception of Apple, outsource their operating systems to Microsoft. 

Any time you call a customer support call center, the representative reached is likely to be work- 
ing in a different country. A growing number of companies even outsource employees from employee 
leasing companies. In the past 25 years, outsourcing of goods and services has expanded exponentially 
with the emergence of well-trained, low-cost labor forces in China and India and other parts of the 
world. Although reducing costs may be the most common reason for outsourcing, there are many other 
reasons for outsourcing, as discussed in the Research Insight on the next page. 

As the above discussion reveals, the decision to outsource rather than to produce a service or 
product internally involves a vast array of qualitative issues. The quantitative issues surrounding the 
outsourcing (or make-or-buy) decision are often less challenging. To illustrate, we continue the 
Mind Trek example. Suppose a Canadian manufacturer offers a one-year contract to supply Mind 
Trek with an electronic component at a cost of 2 Euros per unit. Mind Trek is now faced with the 
decision to continue to make the electronic component internally or outsource the component 
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RSS Z.GUEASCULM Benefits of Outsourcing 
The Outsourcing Institute cited the following primary reasons for outsourcing from a recent survey 

of 1,410 companies: 

(eS AY 

ReducetancdicontroloperatinGicOSts mania iinet tren inert kann err ae nee 17 

IMPKOVSICOMMPANVTOCUS ey abet Patera selra tN nected yh fa elle) f a ate wee te 16 

CElin GECESS WO WOTEEGERS CaoE OMNES: no con conn opaonsannonnonenousnonaans 12 

FIGS 1ESCUKGES Ol OUNeCUTNESES. acne cenonodudcoebtomabonseeneneeedo nes 12 

RESSUNCES MOU EWETISIE TINGE oo cocnsvspomnovonmonneedooneauenponeonne 8 

lakeradVantageoflonshonre:CapablliticSen mem aar inn ner en rnin ier n ar tte tale w aren ter mean 6 

Reducetimetoumanketsue sevens & ache vets eter ts eran aetar tet went Sines ere ge 6 

riGCreegecteate han waren Rta hs Sachs race ane nt Re ee eases cia ice RAAT eA A Een. ete oe ae 21 

COmmMitmenttorc ality meaereenne ewe eee sear vere cena <4 © eaec.ces eee eee 16 

Elexible:contrack tenmS acc treme cree ee eee eee RL een ohh ant noe AR ee 12 

REDULALI ON Bamaet pea noe ret hie et. eee eas a er St aeRMTS nceey bh A orate AS Se 11 

SCODE Of NESOUNCES aaerercee acute oem eee hc onan cua a cra tia cara re es 9 

Additionalvaluesadded capabilityeuciamewerat cre icine e-usra iar ienenrsnereneraie uf 

LOCATION Eee eee Sond con ENE ESE ISA eres co cadtnostye GPCRS ERE AT Re ae eae Pac PEPE 6 

EXISUNGMelALON SiO ceementee eeameeiememen cere eyete seein teccne ae emetic ne Nicer erences nverinire ecu ances 6 

Gulturalliqiatcly tpnssaee seeker setts eh es etre caer eta he sea co a ere Me nes cen te 6 

Source “8th Annual Outsourcing Index: Money Matters,” Outsourcing Essentials, Vol. 3, No. 4, Winter 2005. 

from the Canadian company. An analysis of the materials and operations required to manufacture 

the component internally reveals that if Mind Trek accepts the offer, it will be able to reduce the 

following: 

@ Materials costs by 10 percent per unit. 

@ Direct labor and variable factory overhead costs by 20 percent per unit. 

M Fixed manufacturing overhead by €20,000 per year. 

A differential analysis of Mind Trek’s make or buy decision is presented in Exhibit 16.3. Continuing to 

make the component has a net advantage of €10,000. 

| 78 fe | 
cos Cost | Cost — Difference 

to at (income effect 
EG : Make Buy of buying) | 

Cost torbuy (2° 60,000" Unlts)=net a SY es €120,000 €(120,000) 
Cost to make 

Direct materials (€5 x 0.10 x 60,000 units)........ € 30,000 30,000 

Direct labor (€3 x 0.20 x 60,000 units)........... 36,000 36,000 

Variable manufacturing overhead 

(ED OAD (TOTOWA) wists Som See Show’ clo owe 24,000 24,000 

Fixed manufacturing overhead.................. 20,000 pater Be 20,000 

TT Otal Ma ean NERO aM, Net eal, 20 atte ete eicia ces eis €110,000 €120,000 € (10,000) 

Wavantage:ol Making sac coca se ee nse ars nat aw €10,000 

* 5,000 units per month xX 12 months 
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But what if the space currently used to manufacture the electronic component can be rented to a 

third party for €40,000 per year? In this case, the production capacity has an alternative use, and the net 

cash flow from this alternative use is an opportunity cost of making the component. Treating the rent 

Mind Trek will not receive if it continues to make the component as an opportunity cost, the analysis 

in Exhibit 16.4 indicates that buying now has a net advantage of €30,000. 

ke 8-2 
EXHIBIT 16.4 Differential Analysis of Make or Buy Decision with Opportunity to Rent Facilities 

Cost io Cost! Difference _ 
to to (income effect — 

Se A RE a eee Make _ Buy of buying) 

Cesiio low (EQ X< OOOO” UANS) co ccasnccaosescve €120,000 €(120,000) 

Cost to make 

Direct materials (€5 x 0.10 x 60,000 units)........ € 30,000 30,000 

Direct labor (€3 x 0.20 x 60,000 units)........... 36,000 36,000 

Variable manufacturing overhead 

(32 X O20 X COCO) WANS) inc code oo ow cop cena ee 24,000 24,000 

Fixed manufacturing overhead...............--. 20,000 20,000 

Opportunity cost of lost rent income............... 40,000 Ae er 

BT OLAS ae pee catel MAR ese tion ee gees mn egy Ree a Sete ene €150,000 €120,000 € (30,000) 

ACWETEGS CHEUNG) cae econo vcconccoceoeoeusue Pres be €30,000 

* 5,000 units per month x 12 months 

Although outsourcing has become widely accepted across virtually all industries, the results of out- 

sourcing are not uniformly positive. Some companies that made a strong commitment to extensive 

outsourcing have discovered that there are many problems that can occur when they shift key processes 

and functions to other companies. It is usually easier to make major changes and to correct production 

problems related to in-house functions and processes than for those outsourced to other companies, 

especially if they are located offshore. The following Business Insight discusses the outsourcing expe- 

riences of Boeing, Sony, and Samsung. 

Outsourcing at Boeing, Sony, and Samsung 

The Boeing Company’s design and manufacture of its new generation of passenger aircraft, the 

Boeing 787 Dreamliner®, represents one of the most extensive examples of outsourcing ever un- 

dertaken by a major company. Not only does it represent a radically new design for commercial 

aircraft, with extensive utilization of carbon-fiber instead of aluminum, it is the first jet in Boeing’s 

history designed and built largely by other companies. Boeing enlisted 43 supplier partners from 

many countries, including Japan, Korea, Australia, France, Sweden, Italy, and Canada, to finalize 

the design at 135 sites around the world. Eleven partners have built 3 million square feet of manu- 

facturing facilities to bring this new aircraft to market. The plan was to save about $10 billion of 

the cost of developing the plane by having parts suppliers from around the world design and build 

major sections that would be assembled at Boeing’s Seattle factory. 

The Wall Street Journal reported in late 2007 that, “outsourcing so much responsibility [by 

Boeing] has turned out to be far more difficult than anticipated. The supplier problems ranged from 
language barriers to snafus that erupted when some contractors themselves outsourced chunks 
of work. . .. The missteps underscore the hazards and limits of outsourcing.” Boeing had originally 
planned for a maiden flight for the 787 Dreamliner in August 2007, but due to the unexpected de- 
lays, the actual maiden flight was in December 2009, delaying the delivery of the first production 

continued 
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units to September of 2011. Still, Boeing is certain that the new airliner will be profitable, and is 

committed to its outsourcing strategy. Despite the problems of bringing the 787 to market, Boeing 

and its supplier partners still, “believe that this new method of developing planes is the model for 

future projects. Once the production line is running smoothly, they argue, it will be more efficient 

and profitable than existing construction methods.” 

Sony and Samsung are two of the largest producers in the television market, both offering 

very similar product lines. With a goal of outsourcing 40% of all production, Sony has adopted a 

policy of increasing dependence on outside manufacturers for its products. It recently sold its larg- 

est North American TV plant to a Taiwan-based company. On the other hand, Samsung’s president 

is committed to the company making its own products, stating that “giving up manufacturing is 

tantamount to abandoning your brand.” With Sony selling production facilities to other companies, 

Samsung is now the only major TV maker that produces computer chips for its digital TVs. Interest- 

ingly, Sony outsources the production of its digital TV computer chips to Samsung. 

Sources: J. Lynn Lunsford, “Jet Blues: Boeing Scrambles to Repair Problems With New Plane—Layers of Outsourcing Slow 

787 Production; ‘Hostage to Suppliers’,” The Wall Street Journal, December 7, 2007, p. A1. Dominic Gates, “Boeing Still Sure 

Delayed 787 Will Be Profitable,” The Seattle Times, August 28, 2009. Moon Ihlwan, “Sony and Samsung’s Strategic Split,” 

Bloomberg Businessweek, January 18, 2010, p. 52. 

Even if outsourcing appears financially advantageous in the short run, management should not de- 

cide to outsource before considering a variety of qualitative risk factors. Is the outside supplier interested 

in developing a long-term relationship or merely attempting to use some temporarily idle capacity? If so, 

what will happen at the end of the contract period? What impact would a decision to outsource have on 

the morale of Mind Trek’s employees? Will Mind Trek have to rehire laid-off employees after the contract 

expires? Will the outside supplier meet delivery schedules? Does the supplied part meet Mind Trek’s 

quality standards? Will it continue to meet them? Organizations often manufacture products or provide 

services they can obtain elsewhere in order to control quality, to have an assured supply source, to avoid 

dealing with a potential competitor, or to maintain a core competency. Some of these issues are discussed 

in the Business Insight that follows. 

Rethinking Outsourcing _ 

Entrepreneur Farouk Shami’s $1 billion dollar manufacturing company announced the decision to 

move all China-based production operations back to the United States. Citing “loss of control over 

manufacturing and distribution” as the primary reason for abandoning outsourcing, Shami said “we'll 

make more money this way because we'll have better quality and a better image” as a made-in-the- 

USA manufacturer. 

Also reversing some of their offshore outsourcing decisions is General Electric, whose CEO, 

Jeffrey Immelt, stated that “overseas outsourcing had gone too far and that U.S. companies needed 

to expand domestic production.” Daniel Meckstroth, with the Manufacturers Alliance, stated that 

“many U.S. producers got hurt when the recession hit and they were left holding large backlogs 

of goods ordered from overseas. Producing closer to customers—and limiting the inventory in the 

pipeline—is one solution.” 

Source: Timothy Aeppel, “Coming Home: Appliance Maker Drops China to Produce in Texas,” The Wall Street Journal, August 

24, 2009, p. B1. 

The qualitative risk factors discussed above are often magnified when a company goes global, 

either as an outsourcing buyer or provider. Global outsourcing is often motivated by the desire to get 

projects completed “on time” and “within budget.” However, as the study summarized in the Research 

Insight below showed, fewer than half of companies engaged in global outsourcing effectively manage 

their risks. 
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RESEARCH INSIGHT |{¢j{e)oy:1) Assessment of Outsourcing Risks © 

A survey by ESI International of more than 600 key outsourcing decision makers in organizations in 

North and South America, UK/Europe, Asia/Pacific, the Middle East, and India highlighted the risks 

faced by companies that buy and/or provide outsourcing services and functions. The top risks iden- 

tified by the survey respondents are: 

DY inaltattss avexe | yeicoveluyent ole SEYAVLXe) GCWENIAY 2 cnn coco cand6beonod sano ocageacnuonaoos ae 70% 

Vendorelayseeca ein tent naene aha Corie ec Reutre hulctiehis el ch cbtotoorel be Cimento mee tiege triteeiaeeR eure smear am: 63 

FailuretorcleanlyGehine COmMtracuiSCOWO aap iene werent leds tena ee aie ieee tt etteNetl-tietroie-ree te eneeert= 61 

Poon vencommanagenne itiemncawee cose ccsss:clet gcc cureeicas trate ieis amen thetic Rennie tie em oma 50 

LoOSssiofin- house skillS/Capabiiliticsteperersmsrtt iene teteistr siete ie tte iet tiie len- eset ieee eee amen 45 

RECMIEVCR Geni NEMCOENWIES nao aocononcoms ne ppganodsooedcbcmonbondwoeea soos 40 

Each of tinancialiViability OMOUTSOULCING OA mtINe Ia emerere cnet net ete ste istettet= taal Nene it eae ae eter 3/ 

Lolo ya nice nvevel (CO MMREVOU (MHEMNENCIENS s ancoconncscndnnocn yore ouancoegsenodonacancd 32 

The study found that fewer than half of the participating managers felt that their organization 

effectively manages the associated risks. More than half expressed a need for improvement in their 

outsourcing capabilities. Only 11 percent stated that they excel in managing outsourcing projects, 

thereby providing them with a potential competitive advantage. 

Source: Caroline McDonald, “Firms Going Global Often Overlook Supply Chain Risks,” National Underwriter Buyers Report, 

September 6/13, 2010, pp. 21-22. 

Sell or Process Further 

When a product is salable at various stages of completion, management must determine the product’s 

most advantageous selling point. As each stage is completed, management must determine whether to 

sell the product then or to process it further. For example, petroleum companies have to determine how 

much crude oil to refine as diesel fuel and how much to process further as gasoline. We consider two 

types of sell or process further decisions: (1) for a single product and (2) for joint products. 

Single Product Decisions 
Assume that Scandinavian Furniture, Inc. manufactures modular wood furniture from precut and 

shaped wood. Although all units are salable before they are sanded and painted, Scandinavian 

Furniture, Inc. sands and paints all units before they are sold. Management wishes to know if this 

is the optimal selling point. 

A complete listing of unit costs and revenues for the alternative selling points for a low-end stereo 
cabinet follows: 

Per Cabinet 

Difference 

Sell Sell (income 
after — after effect of 

Assembly Painting painting) 

Selling price werner ore) eat eee: $40 $75 $35 

ASSEN IVECOSLS mamaria tener ae nner: (25) (25) 

Sanding and painting costs........ (12) (12) 

ContribUtionimmarci iieeneeten neni $15 $38 $23 

Advantage of painting ............ $23 ae 

The sanding and painting operation has an additional contribution of $23 per unit. The stereo cabinets 
should be sold after they are painted. 

The assembly costs are the same under both alternatives. This illustrates that all costs incurred 
prior to the decision point are irrelevant. Given the existence of an assembled chair, the decision 
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alternatives are to sell it now or to process it further. A differential analysis for the decision to sell 

or process further should include only revenues and the incremental costs of further processing as 

follows. 

Increase in revenues 

SellzattemoalntinGererasee sewer aera pera $75 

Selliattemasscnib leanne warmer mitre ne ie (40) $35 
Additional costs of sanding and painting....... pe (12) 

Advantage of sanding and painting........... $23 

The identical solution is obtained if the selling price without further processing is treated as an oppor- 

tunity cost as follows. 

Revenues altetpalntingmmterereaaie in ae are $75 

Additional costs of sanding and painting....... $12 

Opportunity cost of not selling after assembly .. 40 (52) 

Advantage of sanding and painting........... $23 

By processing a chair further, Scandinavian Furniture has foregone the opportunity to receive $40 from 

its sale. Since the chair is already assembled, and the cost of assembly is an irrelevant sunk cost, this 

$40 is the net cash inflow from the most desirable alternative; it is the opportunity cost of painting. 

Joint Product Decisions 
Two or more products simultaneously produced by a single process from a common set of inputs are 

called joint products. Joint products are often found in basic industries that process natural raw materi- 

als such as dairy, chemical, meat, petroleum, and wood products. In the petroleum industry, crude oil is 

refined into fuel oil, gasoline, kerosene, diesel, lubricating oil, and other products. 

The point in the process where the joint products become separately identifiable is called the 

split-off point. Materials and conversion costs incurred prior to the split-off point are called joint 

costs. For external reporting purposes, a number of techniques are used to allocate joint costs among 

joint products. We do not discuss these techniques here (interested students should consult a cost 

accounting textbook), except to note that none of the methods provide information useful for deter- 

mining what to do with a joint product once it is produced. Because joint costs are incurred prior to 

the decision point, they are sunk costs. Consequently, joint costs are irrelevant to a decision to sell a 

joint product or to process it further. The only relevant factors are the alternative costs and revenues 

subsequent to the split-off point. 

USE OF LIMITED RESOURCES 
All of us have experienced time as a limiting or constraining resource. With two exams the day after © Allocate 

tomorrow and a paper due next week, our problem is how to allocate limited study time. The solution _ limited resources 

depends on our objectives, our current status (grades, knowledge, skill levels, and so forth), and avail- _ for purposes of 

able time. Given this information, we devise a work plan to best meet our objectives. maximizing short- 

Managers must also decide how to best use limited resources to accomplish organizational goals. __ run profit. 

A supermarket may lose sales because limited shelf space prevents stocking all available brands of soft 

drinks. A manufacturer may lose sales because limited machine hours or labor hours prevent filling all 

orders. Managers of for-profit organizations will likely find the problems of capacity constraints less 

troublesome than the problems of excess capacity; nonetheless, these problems are real. Ultimately, the 

problem often boils down to a product-mix decision, in which we must decide the mix of products or 

services we are going to offer our customers with the limited resources available to us. 
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If the limited resource is not a core business activity, it may be appropriate to outsource additional 

units of the limited resource externally. For example, many organizations have a small legal staff to han- 

dle routine activities; if the internal staff becomes fully committed, the organization seeks outside legal 

counsel. The external acquisition of such resources was discussed earlier in this module. 

The long-run solution to the problem of limited resources to perform core activities may be to expand 

capacity. However, this is usually not feasible in the short run. Economic models suggest that another 

solution is to reduce demand by increasing the price. Again, this may not be desirable. A hotel, for ex- 

ample, may want to maintain competitive prices. A manufacturer might want to maintain a long-run price 

to retain customer goodwill to avoid attracting competitors, or to prevent accusations of “price gouging.” 

Single Constraint 

The allocation of limited resources should be made only after a careful consideration of many qualita- 

tive factors. The following rule provides a useful starting point in making short-run decisions of how to 

best use limited resources: To achieve short-run profit maximization, a for-profit organization should 

allocate limited resources in a manner that maximizes the contribution per unit of the limited resource. 

The application of this rule is illustrated in the following example. 

Luxury Auto Care Company offers three different service packages (A, B, and C) to its customers. 

These packages vary from a complete detailing of the automobile (wash, wax, carpet shampoo, etc.) 

to a simple hand wash. A limitation of 120 labor hours per week prevents Luxury from meeting the 

demand for its services. Information for the three service packages is as follows: 

ao a A. 8B Cc 

Unit selling price....... i Bares $100 $80 $50 

Unit ariableicOStSm prereset (60) (35) (25) 

Unit contribution margin....... $ 40 $45 $25 

OUTS PEUnitzes=eee ares ae white a) me 

Package A has the highest selling price and Package B has the highest unit contribution margin. Pack- 

age C is shown below to have the highest contribution per hour. 

: oe oe A —B Cc 

Unit contribution margin........... $40 $45 $25 

FIOUFS OG Uinithee: erent ere ees +4 + =| 

Contribution penhoutemme a eeeascires $10 $15 $25 

Following the rule of maximizing the contribution per unit of a single constraining factor (labor hours), 
Luxury should use its limited labor hours to sell Package C. As shown in the following analysis, any 
other plan would result in lower profits: 

A B Cc 

Highest | 
Highest Contribution 

Selling Highest per 

Price Contribution Constraining 

per Unit per Unit Factor 

MOUS EVENEINSD. oc oo denedaeocenc 120 120 120 

fol ore \@ WIA, « AAG Sid wotend wake + 4 = +1 

Weekly production in units........ 30 40 120 

Unit contribution margin.......... x $40 x $45 x $25 

Total weekly contribution margin... $1,200 $1,800 $3,000 
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Despite this analysis, management may decide on a product mix that includes some units of A or B 

or both to satisfy the requests of some “good” customers or to offer a full product line. However, such 

decisions sacrifice short-run profits. 

Multiple Constraints 

Continuing our illustration, assume a second constraint; that is, the maximum weekly demand for C is 

only 90 units, although the company is capable of producing 120 units of C each week. In this case, 

the limited labor resource should first be used to satisfy the demand for Package C, with any remaining 

capacity going to produce Package B, which has the next highest contribution per unit of constraining 

factor. This allocation provides a total weekly contribution of $2,700 as follows. 

Available: NOUrSHis cosmic eee eee om aan 120 

Required for C (90 units X 1 hour)............. (90) 

MOUS EVENS tes 5 oocncceangonvoeoaeeenc 30 

Eaborhours: PenmUinitarcaterens eeu tea cio sere =e 

Pie Uicwoln Ov ZNIN UMS 2 ccsagnconsnvouoncuc 10 

Unit'contributionmarginiOl Barrier ere x $45 

Conmmlowitom iON |S 20. cm ens conemds oo nebo a ¢ $ 450 

Contribution from C ($25 per unit x 90 units).... 2,250 

Total weekly contribution margin.............. $2,700 

When an organization has alternative uses for several limited resources, such as limited labor 

hours and limited space, the optimal use of those resources cannot be determined using the rule for 

short-run profit maximization. In these situations, techniques such as linear programming can be used 

to assist in determining the optimal mix of products or services. 

Theory of Constraints 

The theory of constraints states that every process has a bottleneck (constraining resource) and that 

production cannot take place faster than it is processed through that bottleneck. The goal of the theory 

of constraints is to maximize throughput (defined as sales revenue minus direct materials costs) in a 

constrained environment.’ The theory has several implications for management. 

= Management should identify the bottleneck. This is often difficult when several different prod- 

ucts are produced in a facility containing many different production activities. One approach 

is to walk around and observe where inventory is building up in front of workstations. The 

bottleneck will likely have the largest piles of work that have been waiting for the longest time. 

= Management should schedule production to maximize the efficient use of the bottleneck resource. 

Efficiently using the bottleneck resource might necessitate inspecting all units before they reach 

the bottleneck rather than after the units are completed. The bottleneck resource is too valuable to 

waste on units that may already be defective. 

@ Management should schedule production to avoid a buildup of inventory. Reducing inventory 

lowers the cost of inventory investments and the cost of carrying inventory. It also assists in im- 

proving quality by making it easier to identify quality problems that might otherwise be hidden in 

large piles of inventory. Reducing inventory will require a change in the attitude of managers who 

like to see machines and people constantly working. To avoid a buildup of inventory in front of 

the bottleneck, it may be necessary for people and equipment to remain idle until the bottleneck 

resource calls for additional input. 

2 The Goal, by Eliyah M. Goldratt and Jeff Cox, presents the concepts underlying the theory of constraints in the form of a novel. 
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Management should work to eliminate the bottleneck, perhaps by increasing the capacity of the 

bottleneck resource, redesigning products so they can be produced with less use of the bottleneck 

resource, rescheduling production procedures to substitute nonbottleneck resources, or outsourc- 

ing work performed by bottleneck resources. 

The theory of constraints has implications for management accounting performance reports. 

Keeping people and equipment working on production full-time is often a goal of management. 

To support this goal, management accounting performance reports have traditionally highlighted 

underutilization as an unfavorable variance (see Module 22). This has encouraged managers to have 

people and equipment producing inventory, even if the inventory is not needed or cannot be further 

processed because of bottlenecks. The theory of constraints suggests that it is better to have non- 

bottleneck resources idle than it is to have them fully utilized. To support the theory of constraints, 

performance reports should: 

@ Measure the utilization of bottleneck resources 

& Measure factory throughput 

B Not encourage the full utilization of nonbottleneck resources 

a Discourage the buildup of excess inventory 

While the theory of constraints is similar to our general rule for how to best use limited resources, 

it emphasizes throughput (selling price minus direct materials) rather than contribution (selling price 

minus variable costs) in allocating the limited resource. The exclusion of direct labor and variable 

manufacturing overhead yields larger unit margins, and it may affect resource allocations based on 

throughput rankings. The result will likely be a reduction in profits from those that could be achieved 

using our general rule for how to allocate limited resources. Although the theory of constraints has 

not been widely embraced by companies, many of its users are enthusiastic about its benefits. See the 

following Business Insight for a discussion of one company’s experience with adopting a theory of 

constraints approach to inventory management. 

: Fleetguard Sees Dramatic Improvements with Theory of Constraints 

Fleetguard is an international provider of filters and coolants for the auto and truck industries. After 

being convinced by its consultants to adopt a Theory of Constraints inventory management model, 

Fleetguard saw sales jump 30% without any increase in production capacity, at a time when the 

industry increase was only 10%. The consultant stated that “the idea was not to push sales with 

higher inventories.” They worked on managing inventories to reduce stocks for 10 to 12 days, rather 

than the usual 40-day period, and they achieved this with a faster distribution network that helped 

them achieve 100% availability at the warehouse and at the retail level. 

Source: Tanvi Shukla, “Downturn’s the Time for Theory of Constraints,” DNA — Daily News & Analysis, November 7, 2008. 

Limitations of Decision Analysis Models 

Analytical models, such as the relevant cost analysis model and applications presented in this mod- 
ule, are very useful in organizing information for purposes of determining the economics of a deci- 
sion. However, it is important always to keep in mind that models do not make decisions— managers 
make decisions. The results of analytical models are an essential and necessary starting point in 
many decisions, but often there are other factors that weigh heavily on a decision that may cause the 
manager to go against the most economical alternative. There may be human resource, marketing, 
cultural, logistical, technological, or other factors that outweigh the analytics of a decision situation. 
It is in these situations where managers demonstrate leadership, problem-solving, and executive skill 
and potential, or the lack thereof. 
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MODULE-END REVIEW 

ColorTek Company produces color cartridges for inkjet printers. The cartridges are sold to mail-order distributors 

for $4.80 each. Manufacturing and other costs are as follows: 

arable 

Direct materials .......... S2.O0meEACtonyroverncadi nem n $15,000 

Directlaborenmeroectmter ne 0.20 Selling and administrative ...... 5,000 

Factory overhead......... UZOmB OLA At ceri ret rec etre $20,000 
DTSMOUMOM so o5550n00008 0.05 ——— 

Ota wep eee oe ee $2.50 

The variable distribution costs are for transportation to mail-order distributors. The current monthly production and 

sales volume is 15,000. Monthly capacity is 20,000 units. 

Required 
Determine the effect of the following independent situations on monthly profits. 

a. A $1.50 increase in the unit selling price should result in an 1,800 unit decrease in monthly sales. 

b. A $1.80 decrease in the unit selling price should result in a 6,000 unit increase in monthly sales. 

However, because of capacity constraints, the last 1,000 units would be produced during overtime, when 

the direct labor costs increase by 50 percent. 

c. A Russian distributor has proposed to place a special, one-time order for 4,000 units next month at 

a reduced price of $4.00 per unit. The distributor would pay all transportation costs. There would be 

additional fixed selling and administrative costs of $500.00 

d. An Austrian distributor has proposed to place a special, one-time order for 8,000 units at a special price 

of $4.00 per unit. The distributor would pay all transportation costs. There would be additional fixed 

selling and administrative costs of $500.00. Assume overtime production is not possible. 

e. A Mexican manufacturer has offered a one-year contract to supply ink for the cartridges at a cost of 

$1.00 per unit. If ColorTek accepts the offer, it will be able to reduce variable manufacturing costs by 40 

percent and rent some of its factory space to another company for $1,000.00 per month. 

f. The cartridges are currently unpackaged; that is, they are sold in bulk. Individual packaging would 

increase costs by $0.10 per unit. However, the units could then be sold for $5.05. 

The solution is on page 16-35. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 

This is a decision that has both economic and ethical dimensions. Economically, the cost of the old machine 

is a sunk cost, since the expenditure to acquire it has already been made. If it can be sold to another company 

to recover part of the initial cost, that amount would be relevant to the decision regarding the new technology. 

However, you should ignore the cost of the recently purchased machine and consider only the outlay costs that 

will differ between keeping the recently purchased machine and purchasing the new technology, plus any oppor- 

tunity costs that may be involved with disposing of the existing machine and acquiring the new machine. From 

an ethical standpoint, managers are often hesitant to recommend an action that reflects poorly on their past 

decisions. The temptation is to try to justify the past decision. If you have evaluated all of the relevant costs and 

have considered all of the qualitative issues associated with upgrading the machine, these should be the basis 

for making your recommendation, not what it will do to your reputation with your superiors. 



16-21 Module 16 | Relevant Costs and Benefits for Decision Making 

DISCUSSION QUESTIONS 
Q16-1. 

Q16-2. 

Q16-3. 

Q16-4. 

Q16-5. 

Q16-6. 

Q16-7. 

Q16-8. 

Q16-9. 

Q16-10. 

Q16-11. 

Distinguish between relevant and irrelevant costs. 

In evaluating a cost reduction proposal, what three alternatives are available to management? 

When are outlay costs relevant and when are they irrelevant? 

Relate the manufacturing cost hierarchy discussed in Module 14 to the concept of relevant costs. 

Under what conditions would product-level costs be relevant? 

Why is a differential analysis of relevant items preferred to a detailed listing of all costs and 

revenues associated with each alternative? 

How can cost predictions be made when the acquisition of new equipment results in a technological 

change? 

When are opportunity costs relevant to the evaluation of a special order? 

Identify some important qualitative considerations in evaluating a decision to make or buy a part. 

In a decision to sell or to process further, of what relevance are costs incurred prior to the decision 

point? Explain your answer. 

How should limited resources be used to achieve short-run profit maximization? 

What should performance reports do in support of the theory of constraints? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M16-12. 

M16-13. 

Relevant Cost Terms: Matching (1.0%) 

A company that produces three products, M, N, and O, is evaluating a proposal that will result in doubling 

the production of N and discontinuing the production of O. The facilities currently used to produce O 

will be devoted to the production of N. Furthermore, additional machinery will be acquired to produce 

N. The production of M will not be affected. All products have a positive contribution margin. 

Required 

Presented below are a number of phrases related to the proposal followed by a list of cost terms. For each 

phrase, select the most appropriate cost term. Each term is used only once. 

Phrases 

Cost of equipment to produce O 

Increased variable costs of N 

Property taxes on the new machinery 

Revenues from the sale of M 

Increased revenue from the sale of N 

Contribution margin of O 

Variable costs of M 

Company president’s salary CONN BP WN 

Cost terms 

a. Opportunity cost 

b. Sunk cost 

c. Irrelevant variable outlay cost 

d. Irrelevant fixed outlay cost 

e. Relevant variable outlay cost 

Ff. Relevant fixed outlay cost 

g. Relevant revenues 

h. Irrelevant revenues 

Relevant Cost Terms: Matching (0%) 

A company that produces and sells 4,000 units per month, with the capacity to produce 5,000 units per 
month, is evaluating a one-time, special order for 2,000 units from a large chain store. Accepting the 
order will increase variable manufacturing costs and certain fixed selling and administrative costs. It will 
also require the company to forego the sale of 1,000 units to regular customers. 
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Required 

Presented below are a number of statements related to the proposal followed by a list of cost terms. For 

each statement, select the most appropriate cost term. Each term is used only once. 

Statements 

Increased revenues from special order 

Lost contribution margin from foregone sales to regular customers 

Revenues from 4,000 units sold to regular customers 

Variable cost of 4,000 units sold to regular customers 

Increase in fixed selling and administrative expenses 

Cost of existing equipment used to produce special order 

Salary paid to current supervisor who oversees manufacture of special order 

Increased variable costs of special order oh Bese Ts PAN area Cah Tae 

Cost terms 

Irrelevant variable outlay cost 

Irrelevant fixed outlay cost 

Sunk cost 

Relevant variable outlay cost 

Relevant fixed outlay cost 

Opportunity cost 

Relevant revenues 

Irrelevant revenues 

go SS SS 

a 99 

M16-14. Identifying Relevant Costs and Revenues (1.0%) 

The City of Bluffton operates a power plant on a river that flows through town. The village uses some 

of this generated electricity to operate a water treatment plant and sells the excess electricity to a local 

utility. The city council is evaluating two alternative proposals: 

¢ Proposal I calls for replacing the generators used in the plant with more efficient generators 

that will produce more electricity and have lower operating costs. The salvage value of the old 

generators is higher than their removal cost. 

¢ Proposal 2 calls for raising the level of the dam to retain more water for generating power and 

increasing the force of water flowing through the dam. This will significantly increase the amount 

of electricity generated by the plant. Operating costs will not be affected. 

Required 

Presented are a number of cost and revenue items. Indicate in the appropriate columns whether each item 

is relevant or irrelevant to proposals | and 2. 

Proposal 1 Proposal 2 

1. Cost of new furniture for City Manager’s office 

2. Cost of old generators 

3. Cost of new generators 

4. Operating cost of old generators 

5. Operating cost of new generators 

6. Police Chief’s salary 

7. Depreciation on old generators 

8. Salvage value of old generators 

9. Removal cost of old generators 

10. Cost of raising dam 

11. Maintenance costs of water plant 

12. Revenues from sale of electricity 

M16-15. Classifying Relevant and Irrelevant Items (1.07%) 

The law firm of Taylor, Taylor, and Tower has been asked to represent a local client. All legal proceedings 

will be held out of town in Chicago. 

Required 

The law firm’s accountant has asked you to help determine the incremental cost of accepting this client. 

Classify each of the following items on the basis of their relationship to this engagement. Items may 

have multiple classifications. 
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vy) M16-16. 

Vy) M16-17. 

10. 

Relevant costs Irrelevant costs 

Opportunity Outlay 

The case will require three attorneys to stay four 

nights in a Chicago hotel. The predicted hotel bill 

is $2,400. 
Taylor, Taylor, and Tower’s professional staff is 

paid $2,000 per day for out-of-town assignments. 

Last year, depreciation on Taylor, Taylor, and 

Tower’s office was $25,000. 

. Round-trip transportation to Chicago is expected to 

cost $250 per person. 
. The firm has recently accepted an engagement 

that will require partners to spend two weeks in 

Cincinnati. The predicted out-of-pocket costs of 

this trip are $8,500. 

The firm has a maintenance contract on its 

computer equipment that will cost $2,200 next 

year. 
If the firm accepts the client and sends attorneys 

to Chicago, it will have to decline a conflicting 

engagement in Miami that would have provided a 

net cash inflow of $15,000. 
. The firm’s variable overhead is $80 per client hour. 

». The firm pays $250 per year for Mr. Tower’s 

subscription to a law journal. 

Last year the firm paid $3,500 to increase the 

insulation in its building. 

Relevant Costs for Equipment Replacement Decision (.%°. =, 3) 

Health Scan, Inc., paid $50,000 for X-ray equipment four years ago. The equipment was expected to 

have a useful life of 10 years from the date of acquisition with annual operating costs of $40,000. 

Technological advances have made the machine purchased four years ago obsolete with a zero salvage 

value. An improved X-ray device incorporating the new technology is available at an initial cost of 

$55,000 and annual operating costs of $26,000. The new machine is expected to last only six years before 

it, too, is obsolete. Asked to analyze the financial aspects of replacing the obsolete but still functional 

machine, Health Scan’s accountant prepared the following analysis. After looking over these numbers, 

the company’s manager rejected the proposal. 

Six-year savings [($40,000 — $26,000) x 6] ..... $84,000 

COSC MAW MECN ono50dnccoaunousogenor (55,000) 

Undepreciated cost of old machine............ (30,000) 

Advantage (disadvantage) of replacement....... $ (1,000) 

Required 

Perform an analysis of relevant costs to determine whether the manager made the correct decision. 

Special Order (10%, 2, 9) 

Shanghai Exporters, LTD produces wall mounts for flat panel television sets. The forecasted income 

statement for 2012 is as follows: 

SHANGHAI EXPORTERS, LTD 

Budgeted Income Statement 

For the Year 2012 

Salesi(S4 4iiperduitiit) te sexaeyewcn ice yea eae cum e a $4,400,000 

Costongoodisoldl(SS2ipemUnit) yee eTene irene (8,200,000) 

GOSS protitaeciae cere komt tee Cerne ee ee 1,200,000 

Selling expenses ($3 per unit) ................ (300,000) 

NGtINCOMEGcachaioinctoimar anki url cas cei eee eee $ 900,000 

Outlay Sunk 
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Additional Information 

(1) Of the production costs and selling expenses, $800,000 and $100,000, respectively, are fixed. (2) 

Shanghai Exporters, LTD received a special order from a hospital supply company offering to buy 

12,500 wall mounts for $30. If it accepts the order, there will be no additional selling expenses, and there 

is currently sufficient excess capacity to fill the order. The company’s sales manager argues for rejecting 

the order because “we are not in the business of paying $32 to make a product to sell for $30.” 

Required 

Do you think the company should accept the special order? Should the decision be based only on the 

profitability of the sale, or are there other issues that Shanghai should consider? Explain. 

M16-18. Sell or Process Further (0%, 2, 3) (/) 

Great Lakes Boat Company manufactures sailboat hulls at a cost of $4,200 per unit. The hulls are sold to 

boat- yards for $5,000. The company is evaluating the desirability of adding masts, sails, and rigging to the 

hulls prior to sale at an additional cost of $1,500. The completed sailboats could then be sold for $6,000 each. 

Required 

Determine whether the company should sell sailboat hulls or process them further into complete 

sailboats. Assume sales volume will not be affected. 

EXERCISES 

E16-19. Special Order (10%, 2, 2) 

Healthy Foods Farms grows organic vegetables and sells them to local restaurants after processing. The 

firm’s leading product is Salad-in-a-Bag, which is a mixture of organic green salad ingredients prepared 

and ready to serve. The company sells a large bag to restaurants for $23. It calculates the variable 

cost per bag at $15 (including $0.50 for local delivery), and the average total cost per bag is $18.10. 

Because the vegetables are perishable and Healthy Foods Farms is experiencing a large crop, the firm 

has extra capacity. A representative of a restaurant association in another city has offered to buy fresh 

salad stock from the company to augment its regular supply during an upcoming international festival. 

The restaurant association wants to buy 2,500 bags during the next month for $17 per bag. Delivery 

to restaurants in the other city will cost the company $0.75 per bag. It can meet most of the order with 

excess capacity but would sacrifice 400 bags of regular sales to fill this special order. Please assist 

Healthy Foods Farms’ management by answering the following questions. 

Required 

a. Using differential analysis, what is the impact on profits of accepting this special order? 

b. What nonquantitative issues should management consider before making a final decision? 

c. How would the analysis change if the special order were for 2,500 bags per month for the next five 

years? 

E16-20. Special Order (0%, 2%, %) 

Nature’s Garden, a new restaurant situated on a busy highway in Pomona, California, specializes in 

a chef’s salad selling for $7. Daily fixed costs are $1,200, and variable costs are $4 per meal. With a 

capacity of 800 meals per day, the restaurant serves an average of 750 meals each day. 

Required 

a. Determine the current average cost per meal. 

b. A busload of 30 Girl Scouts stops on its way home from the San Bernardino National Forest. The 

leader offers to bring them in if the scouts can all be served a meal for a total of $150. The owner 

refuses, saying he would lose $0.60 per meal if he accepted this offer. How do you think the owner 

arrived at the $0.60 figure? Comment on the owner’s reasoning. 

c. A local businessman on a break overhears the conversation with the leader and offers the owner a 

one-year contract to feed 300 of the businessman’s employees one meal each day at a special price 

of $4.50 per meal. Should the restaurant owner accept this offer? Why or why not? 

E16-21. Special Order: High-Low Cost Estimation (°°, %, >) 

SafeRide, Inc. produces air bag systems that it sells to North American automobile manufacturers. 

Although the company has a capacity of 300,000 units per year, it is currently producing at an annual 

rate of 180,000 units. SafeRide, Inc. has received an order from a German manufacturer to purchase 

60,000 units at $9.00 each. Budgeted costs for 180,000 and 240,000 units are as follows: 
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: : | 180,000 Units 240,000 Units 
Manufacturing costs 

Directnmateria| Saat arene n aren $ 450,000 $ 600,000 

Directilaboraierecrr teases tere w- 315,000 420,000 

Factory overhead. mccri wit ene 1,215,000 1,260,000 

pLOtal race bec uehe sa tenabee bec eetk ates 1,980,000 2,280,000 

Selling and administrative ......... 765,000 780,000 

Raita atop cites atlcho tac ery er orn een Rar $2,745,000 $3,060,000 

Costs per unit 

Main UifactuninG aememnieennerrne ier $11.00 $ 9.50 

Selling and administrative........ 4.25 Syss) 

(otal Mager ets eet! & $15.25 $12.75 

Sales to North American manufacturers are priced at $20 per unit, but the sales manager believes the 

company should aggressively seek the German business even if it results in a loss of $3.75 per unit. 

She believes obtaining this order would open up several new markets for the company’s product. The 

general manager commented that the company cannot tighten its belt to absorb the $225,000 loss ($3.75 

X 60,000) it would incur if the order is accepted. 

Required 

a. Determine the financial implications of accepting the order. 

b. How would your analysis differ if the company were operating at capacity? Determine the 

advantage or disadvantage of accepting the order under full-capacity circumstances. 

Outsourcing (Make-or-Buy) Decision (1.01%, 2, 3) 

Assume a division of Hewlett-Packard currently makes 10,000 circuit boards per year used in producing 

diagnostic electronic instruments at a cost of $32 per board, consisting of variable costs per unit of $24 

and fixed costs per unit of $8. Further assume Sanmina-SCI offers to sell Hewlett-Packard the 10,000 

circuit boards for $32 each. If Hewlett-Packard accepts this offer, the facilities currently used to make 

the boards could be rented to one of Hewlett-Packard’s suppliers for $25,000 per year. In addition, $5 per 

unit of the fixed overhead applied to the circuit boards would be totally eliminated. 

Required 

Should HP outsource this component from Samina-SCI? Support your answer with relevant cost 

calculations. 

Outsourcing (Make-or-Buy) Decision (0%, 2, 3) 

Mountain Air Limited manufactures a line of room air purifiers. Management is currently evaluating the 

possible production of an air purifier for automobiles. Based on an annual volume of 10,000 units, the 

predicted cost per unit of an auto air purifier follows. 

Direct materials ......... $ 8.00 

Dikectilaboniecnauem cenerrn 1.50 

Factory overhead........ 7.00 

TROtall Pero th sneered sa cease $16.50 

These cost predictions include $50,000 in fixed factory overhead averaged over 10,000 units. 
The completed air purifier units include a battery-operated electric motor, which Mountain Air 

assembles with parts purchased from an outside vendor for $2.00 per motor. Mini Motor Company has 
offered to supply an assembled battery-operated motor at a cost of $5.00 per unit, with a minimum an- 
nual order of 5,000 units. If Mountain Air accepts this offer, it will be able to reduce the variable labor 
and variable overhead costs of the auto air purifier by 50 percent. 

Required 

a. Determine whether Mountain Air should continue to make the electric motor or outsource it from 
Mini Motor Company. (Hint: analyze the relevant costs of making the “motors,” not the entire air 
purifier.) 



E16-24. 

E16-25. 

E16-26. 

Module 16 | Relevant Costs and Benefits for Decision Making 16-26 

b. If it could otherwise rent the motor-assembly space for $20,000 per year, should it make or 

outsource this component? 

c. What additional factors should it consider in deciding whether to make or outsource the electric 

motors? 

Make or Buy (1.0%, 2, 2) 

Rashad Rahavy, M.D., is a general practitioner whose offices are located in the South Falls Professional 

Building. In the past, Dr. Rahavy has operated his practice with a nurse, a receptionist/secretary, and a 

part-time bookkeeper. Dr. Rahavy, like many small-town physicians, has billed his patients and their 

insurance companies from his own office. The part-time bookkeeper, who works 10 hours per week, is 

employed exclusively for this purpose. 

North Falls Physician’s Service Center has offered to take over all of Dr. Rahavy’s billings and 

collections for an annual fee of $10,000. If Dr. Rahavy accepts this offer, he will no longer need the 

bookkeeper. The bookkeeper’s wages and fringe benefits amount to $12 per hour, and the bookkeeper 

works 50 weeks per year. With all the billings and collections done elsewhere, Dr. Rahavy will have 

two additional hours available per week to see patients. He sees an average of three patients per hour at 

an average fee of $30 per visit. Dr. Rahavy’s practice is expanding, and new patients often have to wait 

several weeks for an appointment. He has resisted expanding his office hours or working more than 50 

weeks per year. Finally, if Dr. Rahavy signs on with the center, he will no longer need to rent a records 

storage facility for $100 per month. 

Required 

Conduct a relevant cost analysis to determine if it is profitable to outsource the bookkeeping. 

Sell or Process Further (1.07%, 2, 3) 

Port Allen Chemical Company processes raw material D into joint products E and F. Raw material D 

costs $5 per liter. It costs $100 to convert 100 liters of D into 60 liters of E and 40 liters of F. Product F 

can be sold immediately for $5 per liter or processed further into Product G at an additional cost of $4 

per liter. Product G can then be sold for $12 per liter. 

Required 

Determine whether Product F should be sold or processed further into Product G. 

Limited Resources (94) 

Toledo Manufacturing Company, Ltd., produces three products: X, Y, and Z. A limitation of 220 labor 

hours per week prevents the company from meeting the sales demand for these products. Product 

information is as follows: : 

Unit selling price 

UWnitaVariable:costs peer rier (100) (50) (180) 

Unit contribution margin....... $ 60 $ 50 $ 30 

Eaborhours’ per Unit... aes «> 4 2 4 

Required 

a. Determine the weekly contribution from each product when total labor hours are allocated to the 

product with the highest 

1. Unit selling price. 

2. Unit contribution margin. 

3. Contribution per labor hour. 

(Hint: Each situation is independent of the others.) 

b. What generalization can be made regarding the allocation of limited resources to achieve short-run 

profit maximization? 

c. Determine the opportunity cost the company will incur if management requires the weekly 

production of 12 units of Z. 

d. Give reasons why a company may not allocate resources in the most economical way in some 

situations. 
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E16-27. Limited Resources (1.04) 

Maria Pajet, a regional sales representative for UniTec Systems, Inc., has been working about 80 hours per 

week calling on a total of 123 regular customers each month. Because of family and health considerations, 

she has decided to reduce her hours to a maximum of 160 per month. Unfortunately, this cutback will 

require Maria to turn away some of her regular customers or, at least, serve them less frequently than once 

a month. Maria has developed the following information to assist her in determining how to best allocate 

time: 

stomer Clas 

Small Large ee 
oe ' Business _— Business __Individual_ 

Number of customers..............-- 8 35 80 

Average monthly sales per customer.... $2,500 $1,500 $600 

Commission percentage ............. 5% 8% 10% 

Hours per customer per monthly visit . . . 5.0 3.0 PI) 

Required 

a. Develop a monthly plan that indicates the number of customers Maria should call on in each 

classification to maximize her monthly sales commissions. 

b. Determine the monthly commissions Maria will earn if she implements this plan. 

c. Give one or two reasons why Maria might decide not to follow the conclusions of the above 

analysis entirely? 

PROBLEMS 

P16-28. Multiple Changes in Profit Plans (©%, 2, 3) 

In an attempt to improve profit performance, Jacobson Company’s management is considering a number 

of alternative actions. An August 2012 contribution income statement for Jacobson Company follows. 

Sales (10,000 units x $40) $400,000 

Less variable costs 

Direct materials (10,000 units x $5)............ $ 50,000 

Direct labor (10,000 units x $14).............. 140,000 

Variable factory overhead (10,000 units x $6)... . 60,000 

Selling and administrative (10,000 units x $5).... 50,000 (800,000) 

Contribution margin (10,000 units x $10) ......... 100,000 

Less fixed costs 

Factory overheadiisegs sa arse neeonceni tae violin 50,000 

Selling and administrative.................... 60,000 (110,000) 

NetiIncome:(lOSS) Steers srry tian cnr eine cence ree tee $ (10,000) 

Required 

Determine the effect of each of the following independent situations on monthly profit. 
a. Purchasing automated assembly equipment, which should reduce direct labor costs by $5 per unit 

and increase variable overhead costs by $2 per unit and fixed factory overhead by $22,000 per 
month. 

b. Reducing the selling price by $5 per unit. This should increase the monthly sales by 5,000 units. 
At this higher volume, additional equipment and salaried personnel would be required. This will 
increase fixed factory overhead by $2,800 per month and fixed selling and administrative costs by 
$2,500 per month. 
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c. Buying rather than manufacturing a component of Jacobson’s final product. This will increase 

direct materials costs by $12 per unit. However, direct labor will decline $4 per unit, variable 

factory overhead will decline $1 per unit, and fixed factory overhead will decline $15,000 per 

month. 

d. Increasing the unit selling price by $4 per unit. This action should result in a 1,000-unit decrease in 

monthly sales. 

e. Combining alternatives (a) and (d). 

Multiple Changes in Profit Plans: Multiple Products (9%, 2, 2) 

Information on Guadalupe Ltd.’s three products follows: 

Unit sales per month ......... 900 1,400 900 

Selling price per unit.......... $ 5.00 $7.50 $4.00 

Variable costs per unit........ (5.20) (6.00) (2.00) 

Unit contribution margin....... $(0.20) $1.50 $2.00 

Required 

Determine the effect each of the following situations would have on monthly profits. Each situation 

should be evaluated independently of all others. 

a. Product A is discontinued. 

b. Product A is discontinued, and the subsequent loss of customers causes sales of Product B to 

decline by 100 units. 

c. The selling price of A is increased to $5.50 with a sales decrease of 150 units. 

d. The price of Product B is increased to $8.00 with a resulting sales decrease of 200 units. However, 

some of these customers shift to Product A; sales of Product A increase by 140 units. 

e. Product A is discontinued, and the plant in which A was produced is used to produce D, a new 

product. Product D has a unit contribution margin of $0.30. Monthly sales of Product D are 

predicted to be 600 units. 

f. The selling price of Product C is increased to $4.50, and the selling price of Product B is decreased 

to $7.00. Sales of C decline by 200 units, while sales of B increase by 300 units. 

Relevant Costs and Differential Analysis (L071, 2) 

College Station Bank paid $50,000 for a check-sorting machine in January 2008. The machine had 

an estimated life of 10 years and annual operating costs of $45,000, excluding depreciation. Although 

management is pleased with the machine, recent technological advances have made it obsolete. 

Consequently, as of January 2012, the machine has a book value of $30,000, a remaining operating life 

of 6 years, and a salvage value of $0. 

The manager of operations is evaluating a proposal to acquire a new optical scanning and sorting 

machine. The new machine would cost $90,000 and reduce annual operating costs to $25,000, excluding 

depreciation. Because of expected technological improvements, the manager believes the new machine 

will have an economic life of 6 years and no salvage value at the end of that life. Prior to signing the papers 

authorizing the acquisition of the new machine, the president of the bank prepared the following analysis: 

Six-year savings [($45,000 — $25,000) x 6 years]...... $120,000 

Costiofnew machine tae sche» dew. ste cieletoe a ienate (90,000) 

Eossion disposal otold’machine!esss 12. = cites sre (30,000) 

Advantage (disadvantage) of replacement............ $ 0 

After looking at these numbers, the manager rejected the proposal and commented that he was “tired of 

looking at marginal projects. This bank is in business to make a profit, not to break even. If you want to 

break even, go work for the government.” 

Required 

a. Evaluate the president’s analysis. 

b. Prepare a differential analysis of six-year totals for the old and the new machines. 

c. Speculate on some limitations of the model or other issues that might be a factor in making a final 

decision. 

16-28 
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P16-31. 

P16-32. 

P16-33. 

Special Order (07%, 2, 3) 

Mobile Solutions Company produces a variety of electric scooters. Management follows a pricing policy 

of manufacturing cost plus 60 percent. In response to a request from Northern Cycles, LLC, the following 

price has been developed for an order of 300 scooters (the smallest scooter Mobile Solutions produces): 

Manufacturing costs 

Direct materials........ $10,000 

Directilaboteamemm atari 12,000 

Factory overhead ...... 18,000 

Otalcute a cmsrrens reece: 40,000 

Markup (60%).......-.-- 24,000 

Selling eMeS . soo connonce $64,000 

Northern Cycles rejected this price and offered to purchase the 300 scooters at a price of $52,000. The 

following additional information is available: 

¢ Mobile Solutions has sufficient excess capacity to produce the scooters. 

¢ Factory overhead is applied on the basis of direct labor dollars. 

¢ Budgeted factory overhead is $400,000 for the current year. Of this amount, $100,000 is fixed. Of 

the $18,000 of factory overhead assigned to the Northern Cycles order, only $13,500 is driven by 

the special order; $4,500 is a fixed cost. 

e Selling and administrative expenses are budgeted as follows: 

Fixed er aares $90,000 per year 

Variable.... $20 per unit manufactured and sold 

Required 

a. The president of Mobile Solutions wants to know if he should allow Northern Cycles to have the 

scooters for $52,000. Determine the effect on profits of accepting Northern Cycles’ offer. 

b. Briefly explain why certain costs should be omitted from the analysis in requirement (a). 

c. Assume Mobile Solutions is operating at capacity and could sell the 300 scooters at its regular 

markup. 

1. Determine the opportunity cost of accepting Northern Cycles’ offer. 

2. Determine the effect on profits of accepting Northern Cycles’ offer. 

d. What other factors should Mobile Solutions consider before deciding to accept the special order? 

Special Order (01, 2, 3) 

Every Halloween, Glacier Ice Cream Shop offers a trick-or-treat package of 20 coupons for $3. The 

coupons are redeemable by children 12 years or under, for a single-scoop cone, with a limit of one coupon 

per child per visit. Coupon sales average 500 books per year. The printing costs are $60. A single-scoop 

cone of Glacier ice cream normally sells for $0.60. The variable costs of a single-scoop cone are $0.40. 

Required 

a. Determine the loss if all coupons are redeemed without any other effect on sales. 

b. Assume all coupons will not be redeemed. With regular sales unaffected, determine the coupon 

redemption rate at which Glacier will break even on the offer. 

c. Assuming regular sales are not affected and one additional single-scoop cone is sold at the regular 

price each time a coupon is redeemed, determine the coupon redemption rate at which Glacier will 

break even on the offer. 

d. Determine the profit or loss incurred on the offer if the coupon redemption rate is 60 percent and: 

1. One-fourth of the redeemed coupons have no effect on sales. 

2. One-fourth of the redeemed coupons result in additional sales of two single-scoop cones. 

3. One-fourth of the redeemed coupons result in additional sales of three single-scoop cones. 

4. One-fourth of the redeemed coupons come out of regular sales of single-scoop cones. 

Applications of Differential Analysis (9%, 2, 3) 

Nantucket Optics Company manufactures high-end sunglasses that it sells to mail-order distributors for 
$50. Manufacturing and other costs follow: 
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oh 

Direct materials ......... $ 8 Factory overhead.......... $20,000 

DitecilabOraemyei ees warren 7 Selling and administrative ... 10,000 

Factory overhead........ owalotal adh enanuieine as $30,000 

OSU OUWOM osc se sone 3 Snot 

Ola Mrsette a eaters trees $20 

The variable distribution costs are for transportation to mail-order distributors. The current monthly 

production and sales volume is 5,000 units. Monthly capacity is 6,000 units. 

Required 

Determine the effect of each of the following independent situations on monthly profits. 

a. A $2.00 increase in the unit selling price should result in a 1,200-unit decrease in monthly sales. 

b. A 15% decrease in the unit selling price should result in a 2,000-unit increase in monthly 

sales. However, because of capacity constraints, the last | 000 units would be produced during 

overtime with the direct labor costs increasing by 60 percent. 

c. A British distributor has proposed to place a special, one-time order for 1,000 units at a 

reduced price of $45 per unit. The distributor would pay all transportation costs. There would 

be additional fixed selling and administrative costs of $1,000. 

d. A Swiss distributor has proposed to place a special, one-time order for 2,500 units at a special 

price of $45 per unit. The distributor would pay all transportation costs. There would be 

additional fixed selling and administrative costs of $1,500. Assume overtime production is not 

possible. 

e. Nantucket Optics provides a designer case for each pair of sunglasses that it manufactures. A 

Chinese manufacturer has offered a one-year contract to supply the cases at a cost of $4 per unit. If 

Nantucket Optics accepts the offer, it will be able to reduce variable manufacturing costs by 10%, 

reduce fixed costs by $1,500, and rent out some freed-up space for $2,000 per month. 

f. The glasses also come with four different color inserts that allow the user to change the appearance 

of the glasses to match her or his clothing. Making the glasses in only one color without the color 

inserts would reduce the cost by $5, and Nantucket Optics believes the selling price would have to 

decrease to $45. 

P16-34. Applications of Differential Analysis {({.@1, 2, 2) 

Trails Expeditions offers guided back-country hiking/camping trips in British Columbia. Trails provides 

a guide and all necessary food and equipment at a fee of $50 per person per day. Trails currently provides 

an average of 600 guide-days per month in June, July, August, and September. Based on available 

equipment and staff, maximum capacity is 800 guide-days per month. Monthly variable and fixed 

operating costs (valued in Canadian dollars) are as follows: 

Variable Costs per Guide-Day -—*FixedCostsperMonth = 
EOOC area ett ee ate Sy5) Equipment rental aesssc ee $ 5,000 

Guidersalainy aa amcrie cr Poy WNC MMETEMCM S65 o5Gns cee 5,000 

Suppllesten.. st sees eevee 2 SAAVEMtiSing where ein ee ee 2,000 

Insurance .............. Broun lolalwa nc 4 concn te ern $12,000 

Meith (3. oe eee $40 

Required 

Determine the effect of each of the following situations on monthly profits. Each situation is to be 

evaluated independently of all others. 

a. A $12 increase in the daily fee should result in a 150-unit decrease in monthly sales. 

b. A $7 decrease in the daily fee should result in a 300-unit increase in monthly sales. However, 

because of capacity constraints, the last 100 guide-days would be provided by subcontracting to 

another firm at a cost of $46 per guide-day. 

c. A French tour agency has proposed to place a special, one-time order for 75 guide-days at a 

reduced fee of $45 per guide-day. The agency would pay all insurance costs. There would be 

additional fixed administrative costs of $200. 
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P16-35. 

d. An Italian tour agency has proposed to place a special, one-time order for 300 guide-days next 

month at a special fee of $40 per guide-day. The agency would pay all insurance costs. There would 

be additional fixed administrative costs of $200. Assume additional capacity beyond 800 guide- 

days is not available. 

e. AnAlberta outdoor supply company has offered to supply all necessary food and camping 

equipment at $7.50 per guide-day. This eliminates the current food costs and reduces the monthly 

equipment rental costs to $1,800. 

f. Clients currently must carry a backpack and assist in camp activities such as cooking. Trails is 

considering the addition of mules to carry all food and equipment and the hiring of college students 

to perform camp activities such as cooking. This will increase variable costs by $12 per guide-day 

and fixed costs by $1,000 per month. However, 600 full-service guide-days per month could now 

be sold at $75 each. 

Continue or Discontinue (9%, 2) 
Lakeland Eye Clinic primarily performs three medical procedures: cataract removal , corneal implants, and 

laser keratotomy. At the end of the first quarter of this year, Dr. Pathaja, president of Lakeland, expressed 

grave concern about the cataract sector because it had reported a loss of $35,000. He rationalized that 

“since the cataract market is losing $35,000, and the overall practice is making $140,000, if we eliminate 

the cataract market, our total profits will increase to $175,000.” 

Required 

a. Is the president’s analysis correct? 

b. Will total profits increase if the cataract section is dropped? 

c. Is it possible total profits will decline? 

MANAGEMENT APPLICATIONS 

MA16-36. Assessing the Impact of an Incentive Plan? (9%, 2, 9) 

Overview 

Ladbrecks is a major department store with fifty retail outlets. The company’s stores compete with 

outlets run by companies such as Nordstrom, Macys, Marshall Fields, Bloomingdales and Saks Fifth 

Avenue. During the early nineties the company decided that providing excellent customer service was 

the key ingredient for success in the retail industry. Therefore, during the mid 1990s the company 

implemented an incentive plan for its sales associates in twenty of its stores. Your job is to assess 

the financial impact of the plan and to provide a recommendation to management to continue or 

discontinue the plan based on your findings. 

Incentives in Retail 

The past decade has evidenced a concerted effort by many firms to empower and motivate employees 

to improve performance. A recent New York Times article reported that more and more firms are 

offering bonus plans to hourly workers. An Ernst and Young survey of the retail industry indicates that 

virtually all department stores currently offer incentive programs such as straight commissions, base 

salary plus commission, and quota bonus programs. Although these programs can add to payroll costs, 

the survey respondents indicated that they believe these plans have contributed to major improvements 

in Customer service. 

Company’s Background 

Ladbrecks was founded by members of the Ladbreck family in the 1880s. The first store opened under the 
name Ladbreck Dry Goods. Growth was fueled through acquisitions as the industry consolidated during 
the 1960s. Over this hundred-year period, sales associates were paid a fixed hourly wage. Raises were 

based on seniority. Sales associates were expected to be neat and courteous to customers. The advent of 
specialty stores and the stated intention of an upscale west coast retailer to begin opening stores in the 
Midwest concerned Ladbreck’s management. Building on its history of excellence in customer service, 
the company initiated its performance-based incentive plan to support its stated firm-wide strategy of 
“customer emphasis” with “employee empowerment.” Management expected it to result in further 
enhancement of customer service and, consequently, in an increase in sales generated at its stores. 

* Written to illustrate the use of relevant costs and revenues for decision making. This example is based on an actual company’s 
experience with implementing an incentive plan. The company name and the financial numbers and key ratios have been altered, 
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Incentive Plan 

The plan was implemented in stores sequentially as company managers intended to examine and evaluate 

the plan’s impact on sales and profitability. Initially, the firm selected one store from a group of similar 

stores in the same general area to begin the implementation. By the end of 1994, ten stores had implemented 

the plan. In 1995, ten more stores implemented the plan, bringing the total to 20 out of a total of 50. 

The performance-based incentive plan is best described as a bonus program. At the time of the 

plan’s implementation, sales associates received little in the form of annual merit increases, and 

promotions were rare. The bonus payment became the only significant reward for high performance. 

Each week sales associates are paid a base hourly rate times hours worked. In addition, under the plan 

sales associates could increase their compensation by receiving a bonus at the end of each quarter. The 

contract provides sales-force personnel with a cash bonus only if the actual quarterly sales generated by 

the employee exceed a quarterly sales goal. Individualized pre-specified sales goals were established 

for each employee based only on the individual’s base hourly rate, hours worked and a multiplier 

(multiplier = 1/bonus rate). The bonus is computed as a fixed percentage of the excess sales (actual 

sales minus a pre-specified sales goal) by the employee in a quarter (see exhibit one). 

(Employee’s actual sales for quarter — 
Empl ’sB = d 
eh Sa ieee 08 employee’s targeted sales for quarter) 

ge here cmiployers = alge Hours worked in quarter xal2-5 
targeted sales for quarter hourly wage 

Senior managers regarded the incentive plan as a major change for the firm and its sales force. 

Management expected that the new incentive scheme would motivate many changes in employee 

behavior that would enhance customer service. Sales associates were now expected to build a client 

base to generate repeat sales. Actions consistent with this approach include developing and updating 

customer address lists (including details of their needs and preferences), writing thank you notes and 

contacting customers about upcoming sales and new merchandise that matched their preferences. 

Consultant’s Task 

Management decided to call you in to provide an independent assessment. While the company thought 

that sales had increased with the plan’s implementation, the human resource department did not know 

exactly how to quantify the plan’s impact on sales and expenses. It suspected that employee salaries, 

cost of goods sold, and inventory carrying costs, as well as sales, may have changed due to the plan’s 

implementation. You, therefore, requested information on these financial variables. 

Sales Analysis: Because each of the twenty stores implemented the plan at different dates, and store 

sales fluctuated greatly with the seasons and the economy, you could not simply plot store sales. 

Instead, for each of the twenty stores, you picked another Ladbreck store as a control and computed for 

48 months the following series of monthly sales*: 

|(Plan Store Sales in Month t + Plan Store Sales in Month t-24) — 

TONE RISO SENS (Control Store Sales in Month t/ Control Store Sales in Month t-24)] x 100 

The plan’s implementation was denoted as month 25, so you had 24 months prior to the plan and 24 

months after the plan. Averages were then taken for the twenty stores. If the control procedure worked 

then you expected that the first 24 months of the series would fluctuate around zero. The actual results are 

reported in Figure | below. Month 25 is denoted as the rollout month, the month the incentive plan began. 

Expense Analysis: You then plotted wage expense/sales, cost of goods sold/sales, and inventory turnover 

for the twenty stores for the 24 months preceding the plan and the first 24 months after plan implementation. 

After pulling out seasonal effects these monthly series are presented in figures 2, 3 and 4. If the plan has 

no impact on these expenses then you would expect no dramatic change in the series around month 25. 

Figure 2. plots (wage expense in month t/sales in month t) 

Figure 3 plots (cost of goods sold in month t/sales in month t) 

Figure 4 plots “annual” turnover computed as (12 x cost of goods sold in month t/inventory at 

beginning of month t) 

For example, if monthly cost of sales is $100 and the annual inventory turnover ratio is 

4, it suggests a monthly turnover of 0.333 with the firm holding an average inventory 

of $300 throughout the year. (Note that a monthly inventory turnover of .333 implies an 

annual turnover of 4 (from 12 x 0.333). 

4 For instance, assume sales for plan store were $2,200 this January and $2,000 two Januarys ago. Also assume that sales in the 

control store were $4,400 this January and $4,000 two Januarys ago. Percent change = 2,200/2,000 — 4,400/4,000 = 0. 



16-35 Module 16 | Relevant Costs and Benefits for Decision Making 

$1 000,000 $1,000,000 Cost of new machine 

Residual value of machine............. (100,000) (100,000) 

Operating cost of machine 

COCO < GO ANON). ous ocn2s00ece 600,000 600,000 

Cost of direct laborers 

(5,000 clubs x $5 X 60 months) ...... $1,500,000 (1,500,000) 

Cost of one manager 

GSMO) GO MMMAS). ooo su cuoacccoe 360,000 (360,000) 

Rental value of freed up 

space ($3,500 <x 60 months) ......... 210,000 (210,000) 

Totalicostst= eee ee ee nee $1,500,000 $2,070,000 $ (670,000) 

Advantage of purchasing machine....... $570,000 

c. Even though the new machine would save estimated costs of $570,000 over the next five years, there are 

several qualitative questions that should be answered, including the following: 

e Will the new machine provide the same quality product as the current workers? 

¢ How important is it to have a cost structure that includes variable labor costs versus more fixed 

machine costs? If a business decline should occur, variable costs are often easier to eliminate than 

fixed costs. 

e What is the expected effect on worker morale and community image of eliminating a significant 

number of jobs in the plant? 

e How important is it for the sales staff to be able to promote the product as primarily handmade, 

versus machine made? 

Module-End Review 

Solution 

Unit selling price........... $4.80 

Unit variable costs ......... (2.50) 

Profit decrease from reduced sales given no changes in 

MEAS OF COSIS (1100 UNIS < S280) ...onccaennaacsuoncendocer $ (4,140) 

Profit increase from increase in selling price 

(A15,COO whitis = 1,00 wins) < SIO). oon cece ae eesoaaeennaoee 19,800 

INSEESS) i TOMTOM. canonnoconnoarnponpoodnoboseewhsenc $15,660 

b. Profit increase from increased sales given no changes in 

PMGES CF CORIS (SOOO WAS S< GRO). oa cvcoonsenewsaononpveos $13,800 

Profit decrease from reduced selling price of all units 

GS ,CCO ums ++ G{COO) wins) 2< GHG) wn co ee ano ne nosansews (37,800) 

Profit decrease from increased direct labor costs for the 

St 1 {COO Unis [COO Wins < (O20 X OFOY, co occccuoncsnose: (100) 

Decrease: inimeontily sorotltieeencrensrsrerc sien meena ee een $(24,100) 
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Increase in revenues (4,000 units X $4.00) ...................05. $16,000 

Increase in costs 

Direct materials (4.000 units: $200) fe. ..an.-22--< ese ewes es $ 8,000 

piieer lao CWO UMS s< SOA), onoscconscvconsnnnuuonoedas 800 

Factony overhead) 4:000iInitsea$0!25) mm seein ee ene eieaiee 1,000 

Sellinglancad ministrative sameeren ier eterna are penne 500 (10,300) 

INCrEASe I PROlitSmwepe or enn ups ce Cen regen oe ms beter oa ee $ 5,700 

Increase in revenues (8,000 units x $4.00) ...................... $32,000 

Increase in costs 

Direct materials (8,000 units x $2.00) ..................0.00-. $16,000 

DUitexers leleveyr ((S}(01010) UINTLS 3< SOLZO). soascosnoncgeseuasesoopuned 1,600 

Factory overhead (8,000 units x $0.25).................0.005- 2,000 

Sellingrancd:adminiStratives. sesererr eet tte iecsrciete sy scsi cciseere are 500 

Opportunity cost of lost regular sales 

[(15,000 units + 8,000 units — 

ZOVOCO UN Ce OASIM) K SEO) ooo coonseonosepeonsavoopnane 6,900 (27,000) 

increascé.in: Profits wae ee an ec om $ 5,000 

Cositobuyado O00 UnitsE<ao1-00)meeenrerena ier $15,000 $(15,000) 

Cost to make 

Direct materials 

ee 

(SOOO UNS K S200 O40). .scccccésccuer $12,000 12,000 

Direct labor 

@ECOO UatS < HOZO < Of0)s 5 sisnn aceebowe 1,200 1,200 

Factory overhead ? 
GE COO UMS 26 SOAS < OAD). cc connec anna 1,500 1,500 

OpPOMmuUntty{COStarey- ese t-te teeter is ane 1,000 1,000 

TCHS ae abere dromseneende ore michepats Sener eee $15,700 $15,000 $ 700 

Advantage ot DUVING—E eta ee ieer eater $700 

Increase in revenues 

Package individually (15,000 units x $5.05) .................... $75,750 

Sell Hlewvilt (Ooo) Unis S< SMO). oo co ccsenoneoeuobenboouens (72,000) $3,750 

Additional packaging costs (15,000 units x $0.10)................ (1,500) 

Advantagelor individual packaGinGi aye sles lle ele erste ter se cite $2,250 
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CATERPILLAR 

Financial reporting is the process of preparing a firm’s 

financial statements—income statement, balance sheet, 

and statement of cash flows—in accordance with generally 

accepted accounting principles (GAAP). GAAP requires that 

companies producing products measure the cost of prod- 

ucts sold and the cost of ending inventory for each period. 

Caterpillar and Hershey Company present very different 

environments in which both the cost of products sold and 

ending inventory costs must be determined. 

17-1 

Caterpillar is a leading manufacturer of heavy moving 

equipment such as articulated trucks, pipe layers, scrap- 

ers, forest machines, and motor graders. Other products 

include marine engines and generator sets. Although some 

of Caterpillars products are produced for inventory in 

anticipation of future sales, many are produced in single 

units or small batches in response to customer orders. 

Caterpillar reported an operating profit of $577 million on 

revenues of $32,396 million. To remain competitive the 

Getty Images 



Product Costing: 

Job and Process 

Operations 

LEARNING OBJECTIVES 

Module 

1/ 
!.©* Describe inventory requirements and measurement issues for service, merchandising, and manufacturing organizations. 

(p. 17-3) 

© Explain the framework of inventory costing for financial reporting. (p. 17-4) 

!.O2 Describe the production environment as it relates to product costing systems. (p. 17-9) 

1.04 Explain the operation of a job costing system. (p. 17-10) 

.O%5 Explain the operation of a process costing system. (p. 17-20) 

company pursues “radical improvements in safety, quality, 

velocity, and costs.” 

The Hershey Company is the largest North American 

manufacturer of chocolate and sugar confectionery prod- 

ucts. Hershey brands include Hershey’s, Reese’s, Hershey’s 

Kisses, and Ice Breakers. Hershey’s products are produced 

continuously with annual unit volumes in the tens of millions. 

With sales of $5,299 million, Hershey reported an operating 

profit of $762 million. To remain competitive Hershey must 

carefully control costs, especially anticipated increases in 

the costs of energy and raw materials. 

These firms represent very different cost measurement 

environments. The volumes and products range from mil- 

lions of units of an inexpensive commodity to limited num- 

bers of highly customized, very expensive items. Although 

the specific accounting techniques and approaches differ 

for these firms, the intent of these accounting efforts is the 

same. That is, each product costing system must accumu- 

late and assign the costs of the direct and indirect activities 

involved in manufacturing its products. 
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MODULE 
ORGANIZATION Product Costing: Job and Process Operations 

Inventory Costs for The Production Job Costing for Products Process 

Financial Reporting Environment and Services Costing 

Product Costs and @ Production Files and mw Job Costing Illustrated @ Cost of Production 

Period Costs Records m= Statement of Cost of Report 

Components of 

Product Costs 

Goods Manufactured Weighted Average 

and First-In, First-Out 

@ A Closer Look at 

Manufacturing 

Overhead 

“© Describe 

inventory 

requirements and 

measurement 

issues for service, 

merchandising, 

and manufacturing 

organizations. 

= Overapplied and 

Underapplied Process Costing 

Overhead & Process Costing in 

= Job Costing in Service Service Organizations 

Organizations 

This module provides an overview of product costing systems and a framework for understanding costs 

in a production environment. It also examines aspects of the production environment that can affect 

product costing systems and discusses costing issues related to the production of physical products 

versus the production of services. 

INVENTORY COSTS IN VARIOUS 
ORGANIZATIONS 
Organizations can be classified as service, merchandising, or manufacturing. Service organizations, 

such as Supercuts hair salons, Shriners Children’s Hospitals, Cracker Barrel restaurants, and Delta 

Air Lines, perform services for others. Merchandising organizations, such as Wal-Mart, L. L. Bean, 

and Best Buy, buy and sell goods. Manufacturing organizations, such as Caterpillar, MillerCoors 

brewing, and Hershey, process raw materials into finished products for sale to others. 

Service organizations typically have a low percentage of their assets invested in inventory, which 

usually consists only of the supplies needed to facilitate their operations. In contrast, merchandising 

organizations usually have a high percentage of their assets invested in inventory. Their largest inven- 

tory investment is merchandise purchased for resale, but they also have supplies inventories. 

Manufacturing organizations, like merchandisers, have a high percentage of their assets invested 

in inventories. However, rather than just one major inventory category, manufacturing organizations 

typically have three: raw materials, work-in-process, and finished goods. Raw materials inventories 

contain the physical ingredients and components that will be converted by machines and/or human la- 

bor into a finished product. Work-in-process inventories are the partially completed goods that are in 

the process of being converted into a finished product. Finished goods inventories are the completely 

manufactured products held for sale to customers. As of December 31, 2009, MillerCoors reported the 

following inventories: 

RaW IMATS rials) a rena ects hope eae neue ta eaa Yn ck Gee ery ey ee ok $220.0 million 

Work-in- progress St esaccm cue co creetoresiene tutes epee aici be pecesseyte nena telomere ty reer wer oman mee ae 79.7 million 

FIniSh@d QOOdS yuna rroveus teca geearcuneese coal oi enneehe aetna ee: Pape tel ccraise tak cs enn a aeatet eo ae 69.0 million 

Other iAventOrieS —.sheeyac ts cece ahs wenesce AA n eo ee eme ey ec 12.8 million 

Bo) ¢2 | ee Seer aeRO RE it iret Artic. ohne tain ol rae onOOIa a Ona OU a eke aeomerale bolo eke nea e $381.5 million 

Manufacturing organizations also have supplies inventories used to facilitate production (see the 
“Other inventories” for MillerCoors shown above) and selling and administrative activities. Exhibit 
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EXHIBIT 17.1 Inventory Costs in Various Organizations 

Merchandising 

Manufacturing 

17.1 illustrates the flow of inventory costs in service, merchandising, and manufacturing organiza- 

tions. In all three types of organizations, the financial accounting system initially records costs of 

inventories as assets; when they are eventually consumed or sold, inventory costs are recorded as 

expenses. 

Most formal inventory costing systems are designed to provide information for general purpose 

financial statements. Before the balance sheet and income statement are prepared, the cost of ending 

inventory and the cost of inventory sold or used during the period must be determined. 

INVENTORY COSTS FOR FINANCIAL REPORTING 
In financial reporting for manufacturing organizations, an important distinction is made between the cost 

of producing products and the cost of all other activities such as selling and administration. 

Product Costs and Period Costs 

For financial reporting, all costs incurred in the manufacturing of products are called product costs; these 

costs are carried in the accounts as an asset (inventory) until the product is sold, at which time they are rec- 

ognized as an expense (cost of goods sold). Product costs include the costs of raw materials, production 

employee salaries and wages, and all other manufacturing costs incurred to transform raw materials into 

finished products. Expired costs (other than those related to manufacturing inventory) are called period 

LO@ Explain 

the framework of 

inventory costing 

for financial 

reporting. 
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costs and are recognized as expenses when incurred. Period costs include the president’s salary, sales 

commissions, advertising costs, and all other nonmanufacturing costs. Product and period costs are 

illustrated in Exhibit 17.2. 

| EXHIBIT 17.2 Product Costs and Period Costs 
Se Se pee = r a 

They Are They Are lo | 

Assigned to | Expensed When 
| the Asset | Inventory Is Sold 

Inventory | 

| 
{ 

| 

{ 

Parse ca a Ee 

Period Costs Are Not Relatedto | They Are 

Production Activities | Expensed As 
| j | Incurred 

Costs such as research and development, marketing, distribution, and customer service are impor- 

tant for strategic analyses; however, since these costs are not incurred in the production process, they 

are not product costs for financial reporting purposes. For internal managerial purposes, accountants 

and managers often use the term product costing to embrace all costs incurred in connection with a 

product or service throughout the value chain. 

To summarize, in the product cost versus period cost framework of financial reporting, costs are 

classified based on whether or not they are related to the production process. If they are related to the 

production process, they are product costs; otherwise, they are period costs. In this framework, costs 

that seem very similar may be treated quite differently. For example, note in Exhibit 17.2 that the ex- 

pired cost of insurance on the plant 1s a product cost, but the expired cost of insurance on the showroom 

is a period cost. The reason is that the plant is used in production, but the showroom is not. This method 

of accounting for inventory that assigns all production costs to inventory is sometimes referred to as 

the absorption cost (or full absorption cost) method because all production costs are said to be fully 
absorbed into the cost of the product. 

Three Components of Product Costs 

The manufacture of even a simple product, such as a small wooden table, requires three basic ingre- 
dients: materials (wood), labor (the skill of a worker) and production facilities (a building to work in, 
a saw, and other tools). Corresponding to these three basic ingredients of any product are three basic 
categories of product costs: direct materials, direct labor, and manufacturing overhead. 
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Direct materials are the costs of the primary raw materials converted into finished goods. Ex- 

amples of primary raw materials include iron ore to a steel mill, coiled aluminum to a manufacturer of 

aluminum siding, cow’s milk to a dairy, logs to a sawmill, and lumber to a builder. The finished product 

of one firm may be the raw materials of another firm down the value chain. For example, rolled steel is 

a finished product of U.S. Steel, but it is the raw material of the Maytag Company for the manufacture 

of washers and dryers. Direct labor consists of wages earned by production employees for the time 

they actually spend working on a product, and manufacturing overhead includes all manufacturing 

costs other than direct materials and direct labor. (Manufacturing overhead is also called factory over- 

head, burden, manufacturing burden, and just overhead. Merchandising organizations occasionally 

refer to administrative costs as overhead.) Conversion cost consists of the combined costs of direct 

labor and manufacturing overhead incurred to convert raw materials into finished goods. 

Examples of manufacturing overhead are manufacturing supplies, depreciation on manufacturing 

buildings and equipment, and the costs of plant taxes, insurance, maintenance, security, and utilities. 

Also included are production supervisors’ salaries and all other manufacturing-related labor costs for 

employees who do not work directly on the product (such as maintenance, security, and janitorial 

personnel). 

Just as raw materials, labor, and production facilities are combined to produce a finished product, 

direct materials costs, direct labor costs, and manufacturing overhead costs are accumulated to obtain 

the total cost of goods produced. Exhibit 17.3 illustrates that these product costs are accumulated in the 

general ledger in Work-in-Process Inventory (or just Work-in-Process) as production takes place and then 

are transferred to Finished Goods Inventory when production is completed. Product costs are finally as- 

signed to Cost of Goods Sold when the finished goods are sold. (Account titles are capitalized to make it 

easier to determine when reference is being made to a physical item, such as work-in-process inventory, 

or to the account, Work-in-Process Inventory, in which costs assigned to the work-in-process inventory 

are accumulated.) 

EXHIBIT 17.3. Three Product Cost Components 

Work-in-Process 

Inventory 

Direct Materials XX XX 
Direct Labor XX 

Manufacturing 

Overhead 

Finished Goods 

Inventory 

XX ] XX 

Cost of Goods Sold 

XX 
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A Closer Look at Manufacturing Overhead 

The biggest challenge in measuring the cost of a product is determining the amount of overhead 

incurred to produce it. Direct materials cost is driven by the number of raw materials units used; 

hence, its cost is simply the number of units of raw materials used multiplied by the related cost per 

unit. Direct labor cost is driven by the number of directly traceable labor hours worked on the prod- 

uct; so its cost is the number of direct labor hours used times the appropriate rate per hour. But what 

about manufacturing overhead? Manufacturing overhead often consists of dozens of different cost 

elements, potentially with many different cost drivers. Electricity cost is based on kilowatt-hours 

and water cost on gallons used; depreciation is usually measured in years of service and insurance 

in premium dollars per thousand dollars of coverage; and supervisors’ salaries are a fixed amount 

per month. 

Historically, accountants have believed that, even when possible, it is not cost effective to try to 

separately measure the cost incurred for each manufacturing overhead item to produce a unit of fin- 

ished product. Instead of identifying separate cost drivers for each individual cost component in manu- 

facturing overhead, all overhead costs for a department or plant are frequently placed in a cost pool and 

a single unit-level cost driver is used to assign (or apply) overhead to products. 

If a company produced only one product, it would be simple to assign (or apply) overhead to the 

units produced because it would merely involve dividing total manufacturing overhead cost incurred 

by the number of units produced to get a cost per unit. For example, if total manufacturing overhead 

costs were $100,000 for a period when 20,000 units of product were produced, the overhead cost as- 

signed to each unit would be $5. 

Selecting a Basis (or Cost Driver) for Assigning Overhead 
When multiple products are manufactured in the same facilities, using a simple average of manufactur- 

ing overhead cost per unit seldom provides a good estimate of the overhead costs incurred to produce 

each product. Units requiring extensive manufacturing activity will have too little cost assigned to 

them, while others requiring only a small amount of manufacturing effort will absorb too much cost. In 

these cases, units of production is not an appropriate cost driver for manufacturing overhead. 

To solve this allocation problem, an overhead application base (or cost driver) other than number 

of units produced is used. The overhead application base selected is typically a unit-level activity that 

is common to all products and has a causal relationship with the incurrence of overhead costs. For ex- 

ample, machine hours may be used to assign manufacturing overhead costs if the number of machine 

hours used is believed to be the primary cause of manufacturing overhead cost incurred. 

Using Predetermined Overhead Rates 
Although some organizations assign actual manufacturing overhead to products at the end of each 

period (normally a month), three problems often result from measuring product cost using “actual” 

manufacturing overhead costs: 

1. Actual manufacturing overhead cost may not be known until days or weeks after the end of the 

period, delaying the calculation of unit product cost. 

2. Some costs that are seasonal, such as property taxes, are not incurred each period, thus making the 
actual cost of a product produced in one month greater than that of another, even though nonsea- 

sonal costs may have been identical for both months. 

3. When there is a significant amount of fixed manufacturing overhead, the costs assigned to each 
unit of product will vary from period to period, depending on the overall volume of activity for the 
period. 

To overcome these problems, most firms use a predetermined manufacturing overhead rate 
to assign manufacturing overhead costs to products. A predetermined rate is established at the start of 
each year by dividing the predicted overhead costs for the year by the predicted volume of activity in 
the overhead base for the year. A predetermined manufacturing overhead rate based on direct labor 
hours is computed as follows: 
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Predicted total manufacturing 
Predetermined manufactur ing overhead cost for the year 

overhead rate per direct labor hour ~ " predicted total direct labor 

hours for the year 

If management believes machine hours is the major driver of manufacturing overhead, the denominator 

should be predicted machine hours. 

Using a predetermined manufacturing overhead rate based on direct labor hours, we compute the 

assignment of overhead to Work-in-Process Inventory as follows: 

Manufacturing Actual Predetermined manufacturing 

overhead applied to = directlabor X overhead assigned to direct 

Work-in-Process Inventory hours labor hours 

To illustrate, late in 2011, Harmon Manufacturing Company predicted a 2012 activity level of 

25,000 direct labor hours with manufacturing overhead totaling $187,500. Using this information, its 

2012 predetermined overhead rate per direct labor hour was computed as follows: 

Predetermined _ eee 3 187 S00 eae 
overhead rate 25,000 direct labor hours 

= $7.50 per direct labor hour 

If 2,000 direct labor hours were used in September 2012, the applied overhead for September would 

be $15,000, as shown here: 

2,000 x $7.50 = $15,000 

When a predetermined rate is used, monthly variations between actual and applied manufactur- 

ing overhead are expected because of the seasonality in costs and the variations in monthly activity. 

Hence, in some months overhead will be “overapplied” as applied overhead exceeds actual overhead; 

in other months overhead will be “underapplied” as actual overhead exceeds applied overhead. If the 

beginning-of-the-year estimates are accurate for annual overhead costs and annual activity, monthly 

over- and underapplied amounts during the year should offset each other by the end of the year. Later 

in this module, we consider accounting for any over- or underapplied manufacturing overhead balance 

that may exist at the end of the year. 

Changing Cost Structures Affect the Basis of 
Overhead Application 
By using a single overhead rate, we assume that overhead costs are primarily caused by a single cost 

driver. Historically, a single plantwide overhead application rate based on direct labor hours was widely 

used when direct labor was the predominant cost factor in production and manufacturing overhead 

costs were driven by the utilization of direct labor. 

Changes in manufacturing processes have produced major shifts in the composition of conversion 

costs, resulting in significantly less direct labor and significantly more manufacturing overhead. An ex- 

ample of this shift is the automobile industry where firms such as lord and Toyota have spent billions 

of dollars on robotics and other technologies, thereby reducing direct labor in the production process. 

In many cases, direct labor hours are no longer an appropriate basis for assigning manufacturing costs 

to products. In others, these changes mean there is no longer a single cost driver that is appropriate for 

assigning manufacturing overhead to products. 

Although some companies continue to use a single manufacturing overhead rate because it is con- 

venient, many companies no longer use this approach. Instead, they have adopted multiple overhead 

rates based on either major departments or activities within the organization. One method for using 

multiple overhead rates is activity-based costing, discussed in Module 18. 

17-8 
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© Describe 

the production 

environment as it 

relates to product 

costing systems. 

Product Costing: Job and Process Operations 

THE PRODUCTION ENVIRONMENT 

Production personnel need to know the specific products to produce on specific machines on a daily or 

even hourly basis. The detailed scheduling of products on machines is performed by production sched- 

uling personnel. Exactly how production is scheduled depends on whether process manufacturing or 

job production is used and whether production is in response to a specific customer sales order or for 

the company’s inventory in anticipation of future sales. 

In process manufacturing, production of identical units is on a continuous basis; a production 

facility may be devoted exclusively to one product or to a set of closely related products. Companies 

where you would likely find a process manufacturing environment include Exxon Mobil and Bowater 

Incorporated (which makes rolled paper for the printing of daily newspapers such as the C/ricago 

Tribune). Process manufacturing is discussed later in this module. 

In job production, also called job order production, products are manufactured in single units or 

in batches of identical units. Of course, the products included in different jobs may vary considerably. 

Examples of single-unit jobs are found at Hallco Builders, a builder of custom-designed homes; Metric 

Constructors Inc., which builds skyscrapers; and Riverwood International, which designs, produces, 

and installs packaging systems for food processors. Examples of multiple-unit jobs are found at Hart- 

marx, a clothing manufacturer; Steelcase Furniture Company, a large producer of office furnishings; 

and Intermet Corporation, a foundry company that makes parts for the automobile industry. 

In a job production environment, when a customer’s order is received, the marketing department 

forwards the order to production scheduling, where employees determine when and how the product 

is to be produced. Important scheduling considerations include the overall workload, raw materials 

availability, specific equipment or labor requirements, and the delivery date(s) of the finished product. 

Important staff groups involved in production planning and control include engineering, scheduling, 

and accounting. Engineering is primarily concerned with determining how a product should be produced. 

Based on an engineering analysis and cost data, engineering personnel develop manufacturing specifica- 

tions for each product. These manufacturing specifications are often summarized in two important docu- 

ments: a bill of materials and an operations list. Each product’s bill of materials specifies the kinds and 

quantities of raw materials required for one unit of product. The following Business Insight presents a 

bill of materials for a BlackBerry Smartphone. The operations list (sometimes called an activities list) 

specifies the manufacturing operations and related times required for one unit or batch of product. The 

operations list should also include information on any machine setup time, movements between work 

areas, and other scheduled activities, such as quality inspections. 

Reverse Engineering A Bill of Materials 

Reverse engineering involves disassembling a device to determine its components, how it works, 

and how it is assembled. Companies and industry analysts use reverse engineering for competitive 

purposes or to stay abreast of industry trends. Using reverse engineering |Suppli analysts devel- 

oped the following bill of materials for the Blackberry Torch 9800 shortly after its introduction in 

August of 2010: 

Display:andiOuchScreen, Area PaoeL. fie deus ween ko PON IME, CTS RC REE oe $ 34.85 

MOIMONY ‘i cos chateke Ge a tee lesaict diets a er sendin: sna) -0 Sr, 0 oe Sap anon ey A 34.25 

NMechanicaljenclosuiveSisuus cater i a-ctearePuciceiecetatr teanpckt cuca wcetececie ooteesecnc eta arena 23.35 
Application processors septs. .oht sunset Mer. aot Steeaes 2 eek ees Oe ae 15.00 
Radio/WireleSs' stevens ite set iM: ere Sih ey RRL MER RRA. ole ceva: sai eueaee a ce te ade ete ee 24.50 
USGI Intenace occ eke carr abecok cnr ep cieac ks sucker scar Wan gence eee Re er tee eee 12.40 
Battery/Power management sees weenie: ee oe ne eee een ene ne COMntnD naRe een 15.90 
Cameratirny. PAIR LIER SUT AL eRss AeTeMO ene Rcoees seen Leen Pek. Sere SOO EP, See 10.80 

Because of the extensive use of components manufactured by other companies, ISuppli estimated 
conversion costs at only $12 per unit. 

Source: Jennifer Valentino-Devries and Phred Dvorak, “Piece by Piece: The Suppliers Behind the New BlackBerry Torch Smart- 
phone,” The Wall Street Journal, August 16, 2010; Michelle Maisto, “BlackBerry Torch Smartphone Parts Cost $171.05: iSuppli” 
eweek.com, 2010-08-18; isuppli.com. 
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Scheduling personnel prepare a production order for each job. The production order contains a 

job’s unique identification number and specifies such details as the quantity to be produced, raw ma- 

terials requirements, manufacturing operations and other activities to be performed, and perhaps even 

the time when each manufacturing operation should be performed. In preparing a production order, 

scheduling personnel use the product’s bill of materials and operations list to determine the materials, 

operations, and manufacturing times required for the job. 

A job cost sheet is a document used to accumulate the costs for a specific job. The job cost sheet 

serves as the basic record for recording actual progress on the job. As production takes place, the materi- 

als, labor, and machine resources utilized are recorded on the job cost sheet along with the related costs. 

When a job is completed, the final cost of the job is determined by totalling the costs on the job cost sheet. 

Production Files and Records 

Certain files in the cost system (typically in a computer database) provide the necessary detail for 

amounts maintained in total in the general ledger. For example, the raw materials inventory file con- 

tains separate records for each type of raw materials, indicating increases, decreases, and the available 

balance for both units and costs. Every time there is a change in the Raw Materials Inventory general 

ledger account, there must be an equal change in one or more individual inventory records. Therefore, 

at any given time, the total of the balances in the raw materials inventory file for all raw materials in- 

ventory items should equal the balance in the Raw Materials Inventory general ledger account. Because 

of this relationship between the raw materials inventory file and Raw Materials Inventory in the gen- 

eral ledger, Raw Materials Inventory is called a control account and the raw materials file of detailed 

records is called a subsidiary ledger. Other general ledger accounts related to the product cost system 

that have subsidiary files are Work-in-Process, Finished Goods Inventory, and Cost of Goods Sold. 

Other records required to operate a job cost system include production orders, job cost sheets, materials 

requisition forms, and work tickets. Production orders and job cost sheets were previously discussed. The 

production order serves as authorization for production supervisors to obtain materials from the storeroom 

and to issue work orders to production employees, and the job cost sheet accumulates the cost of the job. 

A materials requisition form indicates the type and quantity of each raw material issued to the 

factory. This form is used to record the transfer of responsibility for materials and to record materials 

changes on raw materials and job cost sheet records. The materials requisition form has a place to re- 

cord the job number; the job cost sheet has a place to record the requisition number. If a question arises 

regarding the issuance of materials, the requisition number and job number provide a trail for tracing 

the destination and the source of the materials. The materials requisition form also identifies the mate- 

rials warehouse employee who issued the materials and the production employee who received them. 

A work ticket is used to record the time a job spends in a specific manufacturing operation. Each 

manufacturing operation performed on a job is documented by a work ticket. The completed work tick- 

ets for a job should correspond to the operations specified on the job production order. Time informa- 

tion on the work tickets is used by production scheduling or expediting personnel to determine whether 

the job is on schedule, and to assign costs to the job. 

A production operation can involve a single employee, a group of employees, a machine, or even 

heating, cooling, or aging processes. When the operation involves a single employee, the rate recorded 

on the work ticket is simply the employee’s wage rate. When it involves a group of employees, the rate 

is composed of the wage rates of all employees in the group. When the work involves a machine opera- 

tion, the rate includes a charge for machine time, as well as the time of any machine operators. Other 

operations, such as heating, cooling, or aging, will also have a rate for each unit of time. 

JOB COSTING FOR PRODUCTS AND 
SERVICES 
Exhibit 17.4 shows how inventory costs in a manufacturing organization flow in a logical pattern 

through the financial accounting system. Pay particular attention to the major inventory accounts (Raw 

Materials, Work-in-Process, and Finished Goods Inventory), Manufacturing Overhead, and the flow of 

costs through the inventory accounts. Each of the numbered items, representing a cost flow affecting 

an inventory account or Manufacturing Overhead, is explained here: 

L.O4 Explain the 

operation of a job 

costing system. 
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1. The costs of purchased raw materials and manufacturing supplies are recorded in Raw Materials 

and Manufacturing Supplies, respectively. An increase in Accounts Payable typically offsets these 

increases. 

2. As primary raw materials are requisitioned to the factory, direct materials costs are transferred 

from Raw Materials to Work-in-Process. 

3. Direct labor costs are assigned to Work-in-Process on the basis of the time devoted to processing 

raw materials. Indirect labor costs associated with production employees are initially assigned to 

Manufacturing Overhead. 

4.6. Other production related costs are also assigned to Manufacturing Overhead. Other Payables 

represents the incurrence of a variety of costs such as repairs and maintenance, utilities, and prop- 

erty taxes. 

EXHIBIT 17.4 Basic Production Cost Flows 

Accounts _ (res ae Abe Finished Goods Cost of Goods 

Payable Raw Materials _ _ Work-in-Process Inventory Sold 

XX Q=——=-)} xOx|| XO (2)-—> (2) Xx] Xx (8) (8) XX| XX (9}_> (9) XX 

(3) XX 

>(7) XX 

Other Payables = Wages Payable _ 
| XX (4)— | XX ama 

acturing Manufacturing 
_ Overhead 

XX | XX (7a 

XX 

XX 

NOx 

Accumulated 2 

Depreciation- — 

Factory Assets 

XX (6 

7. Costs assigned to Manufacturing Overhead are periodically reassigned (applied) to Work-in-Pro- 

cess, preferably with the use of a predetermined overhead rate such as direct labor hours, machine 

hours, or some other cost assignment base. 

8. When products are completed, their accumulated product costs are totaled on a job cost sheet and 

transferred from Work-in-Process to Finished Goods Inventory. 

9. When the completed products are sold, their costs are transferred from Finished Goods Inventory 

to Cost of Goods Sold. 

Job Costing Illustrated 

Even though data are almost always processed with computerized systems, data processing procedures 
are best illustrated within the context of a paper-based manual system. Outdoor Rainwear custom 
manufactures waterproof parkas for retail under store labels. Because variations in styles cause differ- 
ences in costs, detailed records are kept concerning the costs assigned to specific jobs. Raw materials 
consist of Gore-Tex fabric, liner fabric, and zippers. 

Total inventory on August 1, 2012, included Raw Materials, $71,000; Work-in-Process, $109,900; 
and Finished Goods, $75,000. In addition there were manufacturing supplies of $1,600, consisting of 
various items such as thread, needles, sheers, and machine lubricant. The August | balance in Manu- 
facturing Overhead was $0. 
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pine arate ices 

Raw Mater
ials 

‘Description = Quantity Unit Cost Total Cost 
Gore-Tex fabric 3,000 square yards $20 $60,000 

ella S dssltaa ata sh ke a (aati ts Ae iNet wee LE 2,000 square yards 3 6,000 

ZIPP SIS re ere cc Rca iota RENE sc 1,000 units 5 5,000 

TCAs ep ocoLarcasiiee MER ate ce ne Re ene $71,000 

Manufacturing Supplies 
Total Cost — 

$1,600 

Work-in-Process 

eas ee eee $ 58,600 
files ataet dekh ae Ae 51,300 

Total thay che ecrntae ana $109,900 

Finished Goods Inventory 
tion 

AQ renee cater emery eiscckaia tree nes $75,000 

To illustrate manufacturing cost flows in a job cost system, “TI” accounts are presented in the 

margin for the cost system transactions for Outdoor Rainwear, for August 2012. Each cost assignment 

is supported by documented information that is recorded in subsidiary cost system records. The manu- 

facturing cost transactions for Outdoor Rainwear for August 2012 are discussed here. 

1. Raw materials and manufacturing supplies are purchased on account. The vendor’s invoice 

totals $31,000, including $1,000 of manufacturing supplies and $30,000 of raw materials. 

The cost of the raw materials must be assigned to specific raw materials inventory records: 

Goresloxctabn Came m nee ee Oca tec actebse are wie ae 850 square yards x $20 = $17,000 Raw Materials Inventory 
[LPGHET? So. be Wer Bi ee Rec ere RR eR a 2,000 square yards x $3 = 6,000 a a | 
TAS OST OF al reg Te ke ee 1,400 units xi Shr = 7,000 

SEE Manufacturing Supplies 

s Otel serrate een res nineteen oh a mcctayahar and Sass enki whe ata oe & $30,000 Beg. Bal. 1,600 
(1) 1,000 

Accounts Payable 

2. Materials needed to complete Jobs 425 and 426 are requisitioned. Two new jobs, 427 and Pe 

428, were also started and direct materials were requisitioned for them. A total of $54,300 of 

raw materials was requisitioned: 

ioe Job 425 Job 426 Job 427 Job 428 Total Work-in-Process Inventory 
Beg. Bal. 109,900 

GoteslextabtiGaaen ec ec seals ss (2) 54,300 

WAS Bl, We. 6 G20) as ons tb ee eee $19,500 $19,500 Raw Materials Inventory 

O55 Se, Wels: < SO! 2c comarca se $19,100 19,100 Fee a ihe aes i 

Si hearer ceseer Memeicccarasttcst fev: ci.clis gato. 

BOs. ydso xe SOeees se Vea 1,500 1,500 
lOO Se}, WER: S< SX. 5 open oem ae 3,300 3,300 

ZA DOU Sree ena es sucoetode sinh Bana shales 

QAO MANNS KS. copie codons vesn $4,800 4,800 

OOMUNITSS XG POv eae eases ier $3,600 3,600 

HOOSGSS Beye eeomae tenes ea es 2,500 2,500 

HlOtalPer cea crscutite cies erae. oma Mie nse $4,800 $3,600 $23,500 $22,400 $54,300 
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posers ey 3. The August payroll liability was $41,650, including $34,450 for direct labor and $7,200 for indi- 

es rect labor. Direct labor was assigned to the jobs as follows: 
(3) 34,450 

= eS = Sop 425 Job 426s Job 427. Job 428.~=— Total 
5 @) 7,200 i ae : ie : eae, : 

Wages Payable LabOmhOurs-eco tase ack eee arora onic 600 900 1,000 945 

47,650 @ Pabor tate se ten ese eae ee eee ae) x $10 x $10 x $10 

RO) Fl ers carpet NCR Rad ote er saa RLS ict oct $6,000 $9,000 $10,000 $9,450 $34,450 

Note: The $7,200 of indirect labor costs is assigned to products as part of applied overhead. 
Manufacturing Overhead 

Beg. Bal -0- 

i) 850 4.-6. In addition to indirect labor, Outdoor Rainwear incurred the following manufacturing overhead 
6) 2,400 

(6) 3,230 costs: 
Manufacturing Supplies 

Beg, Bal. 1,600] 950 (4) 
(1) 1,000 ; A 

Ae ETM CHO ienSW jell conconsnuuemonuennueuotads 4ohoooucmoLoL ono me DmoMeoweuc $ 950 

2,400 6 Accumulated Depreciation—Factory Assets - 2.0.2.2 ee ee lee oe ne 2,400 

Other Payables Miscellaneous (OthernPRayables)ironacts crt ornnciscle con o <i tro) elne te emte eke tees er emery. (cient toas 3,230 

3,230 (6) 

7. Manufacturing overhead is applied to jobs using a predetermined rate of $4 per direct labor hour. 
Work-in-Process Inventory 

Beg Bal. 109,900 Assignments to individual jobs are as follows: 

ae 
(7) 13,780 aumemmraty seas : 5 

Manufacturing Overhead nh Job 425 3 Job 426 i Job 427 Job 428 Total 

600 900 1,000 945 

x $4 x $4 x $4 x $4 

$2,400 $3,600 $4,000 $3,780 $13,780 

Finished Goods Inventory 

8. Jobs 425, 426, and 427 are completed with the following costs: Beg. Bal. 75,000 

(8) 176,800 

= abs ea oo o i i i Job 425 = Job 426 Job 427 Total 

Lie Beginning balance te « samasesus Agu tic a Be $58,600 $51,300 $ 0 $109,900 
13,780 Current costs: 

Directmatenials (City 72) master een nen rrr 4,800 3,600 23,500 31,900 

Directlabor (Citivas) aerate eater merece 6,000 9,000 10,000 25,000 

Applied overhead (entry 7)................... 2,400 3,600 4,000 10,000 

TOtal Cos a aeck vertncioitan serene ipce can desde ecmryra hy cue: ene eshte $71,800 $67,500 $37,500 $176,800 

Additional analysis for the completed jobs indicates the following: 

. Job 425 Job 426 Job 427 

Total\COStiOTjOD Aer sar ae pa ioe ge eal ores ee $71,800 $67,500 $37,500 

UA its" 1M }OD pcre ccrston Stee eran cheney cet nay PRT etcetera lap heer ay oan eteye = 200 = 900 + 500 

CmITIC OST. cs cherie cca aren ein seactake se tenors nie cn aren ae peat ae $ 59.83 $ 75.00 $ 75.00 

9. Jobs 424, 425, and 426 are delivered to customers for a sales price of $400,000. Determining the 
costs transferred from Finished Goods Inventory to Cost of Goods Sold requires summing the total 
cost of jobs sold. 

eos: of Job 424. Shwe. Pe es Se es Oe Cee Be itek er eee $ 75,000 
@ 294.300] JOb 425s2-008 Jaae athe SR, gee A are ee eee 71,800 

Finished Goods Inventory JOB 426 cepcarin fehze cusstegpeiey cc, ot Aboha rasentee ORGehe ae Satis aie eee eel ne aa oo 67,500 
Beg. Bal. 75,000 | 214,300 (9) so eee BS oe 

(8) 176,800 Total 8 Sg etal tradi Sin SIRES Ge Sa ee ee $214,300 
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At this point we can determine the gross profit on the completed jobs: 

SAlGS Hs Sree Soe ey ee eT Retest LENE SRC ALECEAT EME Deter oe sae tS Cb ced, Ree $400,000 

COstOtiGoOds/Solc Hear ureter sie aees ice gar atte aed i ee dn 4 ae 5 i (214,300) 

GroSsiprofitiyeterte cater Vac teety tee Peer ree srs caw thee Ame R NTR E as bn anata edge eae $185,700 

If inventory were produced in anticipation of future sales rather than in response to specific customer 

orders, it is likely that not all units in a job would be sold at the same time. In this case, the unit cost infor- 

mation is used to determine the amount transferred from Finished Goods Inventory to Cost of Goods Sold. 

Exhibit 17.5 shows the cost system records supporting the ending balances in the major inven- 

tory accounts and Cost of Goods Sold. Note the importance of the job cost sheets for determining cost 

transfers affecting Work-in-Process and Finished Goods Inventory. The job cost sheets are also used in 

determining the ending balances of these accounts. 

EXHIBIT 17.5 General Ledger Accounts and Subsidiary Records for Inventory Categories and 

Cost of Goods Sold 

Raw Materials Inventory Work-in-Process Inventory Finished Goods Inventory Cost of Goods Sold 

Beg. Bal. 71,000} 54,300 (2) Beg. Bal. 109,900 |176,800 (8) Beg. Bal. 75,000 |214,300 (9) (9) 214,300 
(1) 30,000 (2) 54,300 (8) 176,800 

End. Bal. 46,700] . (3) 34,450 End. Bal. 37,500 
(7) 13,780 

End. Bal. 35,630 
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Outdoor Rainwear’s product costing system is adequate for determining the cost for each job for 

purposes of valuing ending inventories and cost of goods sold in its external financial statements. The 

costing system recognizes the differences in materials costs by carefully tracking each type of material 

as a separate cost pool. Because all direct labor employees are paid the same rate, it is necessary to 

maintain only one labor cost pool. Although there are three distinct operations in making parkas (cut- 

ting, sewing, and finishing), the various styles of parkas likely require the same proportionate times on 

each operation. Hence, even with only one plantwide manufacturing overhead cost pool applied on the 

basis of direct labor hours, individual product costs are reasonably accurate. 

Although the Outdoor Rainwear’s costing system may be adequate for inventory costing for finan- 

cial statement purposes, the data it routinely generates do not provide management with information 

for many management decisions. To evaluate product or customer profitability, management needs 

additional information concerning marketing, distributing, selling, and customer service costs, which 

are not included in the product cost system. The following Business Insight illustrates the importance 

of distribution costs in decision making at Whirlpool. 

Furthermore, the cost system does not provide information for decisions concerning individual op- 

erations, such as cutting. To answer questions regarding how best to perform operations, Outdoor Rain- 

wear’s accountants should perform a special cost study to obtain relevant activity-cost information. 

Whirlpool Scrubs Distribution—Its Second Largest Cost 
Whirlpool is a global manufacturer of home appliances such as refrigerators. Because its products 

are bulky, distribution is one of Whirlpools largest cost categories. Before Whirlpool completed 

a $600 million project to build a state-of-the-art distribution system, retailers had to wait up to a 

week or more to receive appliances ordered from Whirlpool. After building its new distribution sys- 

tem, product delivery times fell to three days or less. Other benefits of the new distribution system 

include a $250 million reduction in warehoused finished goods inventory and annual reductions in 

distribution costs of approximately $100 million. 

Source: Joe Barrett, “Whirlpool Cleans Up Its Delivery Act, The Wall Street Journal, September 23, 2009, pp. B1-B2. 

Statement of Cost of Goods Manufactured 

The income statement for a merchandising organization normally includes a calculation of cost of 
goods sold as shown below: 

Sales Be arabe aceseaeen eNews Seren tee css ee aor a $X,XXX 

Less cost of goods sold 

Beginningiinventoryieoern ome ae os crne mat eecee sien ieee eae eee eta te $X,XXX 
Plusipurchasesnpreeat: « <iunces aint. eke Cree ne at 2 Mirren on See gen X,XXX 

Goods: available: forsalemmmemcn a eee eee ee oe eee X,XXX 

Eess-ending inventory marciaree toc. clseetore carers tote, ie eee (X,XXX) 

Cost/of GOOUSISOIG eat rts sine besser te cron tcrererc ems erotera eater (X,XXX) 

GrOSS Profit Aer qsriers cos ceee ae eek ON Ae Oe ean CARO tics 2a Mere ode aa X,XXX 
Less selling and administrative expenses ........................-. (X,XXX) 

INGLINCONIG veyahtesenchor rebar sarah ee cots cree aeuie ote ee PR ey a $X,XXX 

Manufacturing organizations modify only one line of this income statement format, changing Pur- 
chases to Cost of goods manufactured. Since a manufacturer acquires finished goods from the factory, 
its cost of goods manufactured is the total cost transferred from Work-in-Process to Finished Goods 
Inventory during the period. 

For internal reporting purposes, most companies prepare a separate statement of cost of goods 
manufactured, which summarizes the cost of goods completed and transferred into Finished Goods 
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Inventory during the period. A statement of cost of goods manufactured and an income statement for 

Outdoor Rainwear, are presented in Exhibit 17.6 for August 2012. 

EXHIBIT 17.6 Stateme 

a S es 

Current manufacturing costs 

Cost of materials placed in production 

RawimatenialS sos / 12ers cease ee Cee nne re oh kbe epee e $ 71,000 

PULCHASOS Mera heme tele cetakrut thc cence TA te ee Sea Ro eR eae acu Pais 30,000 

RawamatenialSne/Gil/ eerie tre ree kerr te Oke eas (46,700)  $ 54,300 

DirechlabOreaererarertmcne tence te ee aah ert caters mgeiet crn seit Caen 34,450 

Manutacturingiovern@ad aammtrsmrrtsrs estietrr tartar aan Fount eters Pease) ite MRIARREA es eo (COMO TO2 530 

WOPrKEIN=DIOCESS PG//i| Damen ler tena ne tects ere ROA RL rane retin, ARTE ee ton a Sateen ow OP renee REPS ARPES 109,900 

WlotaliCostSiimproGeSs src ei eee aret ere hctee reat rar tae Mea cc cnr et ees shen Came ee ee tee 212,430 

Workeiin=PlOCESS¥ 0/31/01 2 nae tnig tremeane rater cree Sena ce rane Fo nk aot RORY SPD Anat, i eeerne Ake A e (35,630) 

Costol Goods mamutacturecerrate terenisecctencs sears cc Peten conc uane ohn oh ok Relay har whee scene a ceo $176,800 

Cost of goods sold 

FimishedigoodssinventonyG/al iliimgscw were eat cares faci choa le epee te epee eset cies $ 75,000 

Coskohgoods manufactured esters popper maar array ae tive ceneierisys a ote 176,800 

otaligoods availablewtomSaleneeuscit reed ae devewt or cuckotat. Sy oe hevencpel Hee te aeons gs «Bs 251,800 

Einisheciqoodstinventorys9/S1/1 2am yaks oie eer euciea tener ep anay nae (37,500) 214,300 

Grossiprositappree: seep crore etek ee ere toate rein Sai sate, area ek cas ree wl Seah Rites inte aise ire 185,700 

Sellingzandjadministrative.expenSeSe pack cacpris syn terse ita oases aecuiaewias ol eieices Sika gene (90,000) 

NGHINCONIG steerer ik rein Tien i na ee ene Mn araae SETS OT OT AAO REC SE En chee $ 95,700 

* Selling and administrative expenses for Outdoor Rainwear are assumed to be $90,000. 

Overapplied and Underapplied Overhead 

In the Outdoor Rainwear example, assume that the predetermined manufacturing overhead rate of $4 

per direct labor hour was based on predicted manufacturing overhead for the year of $100,000 and 

predicted direct labor hours of 25,000. Assume further that it was determined that the company actu- 

ally incurred $100,000 in manufacturing overhead during the year and that actual direct labor hours for 

the year were 25,000, resulting in applied overhead of $100,000 (25,000 hours < $4). The activity in 

Manufacturing Overhead is summarized as follows: 

oR nas = 

Beginning balance $ 0 
IAGTIAILONGT Gal eeeacesteeite se erate Sia cate eeccen mer etainy seh ccene tie cr oicye eaten eewcas ct atene iainetne vate eves 100,000 

FLO tall ene ATR Rare eee eM oa iets ire Sele fas nce Seay cis oot evicno le oeahan aie sricled fa koana rete se foi,cyor sa arena ala eeine’ oe 100,000 

INove CHOWN. Sac bd keane ato. oo pluie Holo 0p, bold Caroma DOO Crags MEO 8 ODL DIG Oho rat nas (100,000) 

Ending balanCe-seye sereriaeer sy arecre sts lets sabatdar. och crete Wiel es dCK ow stolerers hatee gente S10 $ 0 

With identical amounts of actual and applied overhead, the ending balance in Manufacturing Over- 

head is zero. However, if either the actual overhead cost or the actual level of the production activity 
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base differed from its predicted value, there would be a balance in Manufacturing Overhead represent- 

ing overapplied or underapplied overhead. 

Assume, for example, that the prediction of 25,000 direct labor hours was correct but that actual 

overhead cost was $105,000. In this case, Manufacturing Overhead shows a $5,000 positive balance, 

representing underapplied manufacturing overhead: 

ee Manufacturing Overhead _ 

Beginningibalance crc scmacitricisns -esl-uet atte legal eleleceiene see aie aot ick chee ones en 

Pei Fe WOW Te a ksic(© tence eacecnr cel meeeein-o] ek ON sa ety Seer oo nee CRON Ota Gin AMOnaAchd, Oi ol aiarcrmoNM, Seaeoods 105,000 

Sfeltcl Meas eee ATES te OR raO) CRE nc oC CO ORs HAE eon ae Fh ooe bobs mea shes 105,000 

Appliedioverhead iri sieeenrtn ci ceae ce sete: tense cp cucuer ero ta eWane ded te ate Mele nee mL ea (100,000) 

Ending balanCes, uiercbs oiscnsasamn tits, port anaies oothess: oe Serzuntennun «Wynton minty’ 2 eee eke ae $ 5,000* 

* Underapplied; actual exceeds applied. 

If actual manufacturing overhead were only $98,000, Manufacturing Overhead would be overapplied 

and show a $2,000 negative balance. 

If the prediction of total manufacturing overhead cost is not accurate, there will be an underapplied 

or overapplied balance in Manufacturing Overhead at the end of the year. A similar result occurs when 

the predicted activity level used in computing the predetermined rate differs from the actual activity 

level. It is not uncommon for such differences to occur. Predictions are exactly that— predictions. 

Month-to-month balances in Manufacturing Overhead are usually allowed to accumulate during 

the year. In the absence of evidence to the contrary, it is assumed that such differences result from 

seasonal variations in production or costs or both. However, any year-end balance in Manufacturing 

Overhead must be eliminated. 

Theoretically, the disposition of any year-end balance in Manufacturing Overhead should be ac- 

complished in a manner that adjusts every account to what its balance would have been if an actual, 

rather than a predetermined, overhead rate had been used. This involves adjusting the ending balances 

in Work-in-Process, Finished Goods Inventory, and Cost of Goods Sold. Procedures to do this are ex- 

amined in cost accounting textbooks. 

In most situations, the simple procedure of treating the remaining overhead as an adjustment to 

Cost of Goods Sold is adequate. Unless there are large ending balances in inventories and a large 

year-end balance in Manufacturing Overhead, this simple procedure produces acceptable results. Un- 

derapplied overhead indicates that the assigned costs are less than the actual costs, understating Cost 

of Goods Sold. Hence, disposing of an underapplied balance in Manufacturing Overhead increases the 

balance in Cost of Goods Sold. 

co : _ Manufacturing Overhead 

Beginningibalanc@meem carne mcr amet ee $ 0 

Actualtoverheads, eartii. tl wes Sa ae Pee Sone ae, 105,000 

lOtal Mewes ote seer kietis ye cave tists oe ee tesciemr eA o 105,000 

APDIIECOVEINeads es Waerran serra creel See cee Benen eee (100,000) 

Endingbalance: perc rsai seems ctor) eaten ma ta erage: $ 5,000* ~<— Increase Cost of Goods Sold 

* Underapplied; actual exceeds applied. 

Conversely, overapplied overhead indicates that the assigned costs are more than the actual costs, over- 
stating Cost of Goods Sold. Hence, disposing of an overapplied balance in Manufacturing Overhead 
decreases Cost of Goods Sold. 

Job Costing in Service Organizations 

Service costing, the assignment of costs to services performed, uses job costing concepts to determine 
the cost of filling customer service orders in organizations such as automobile repair shops, charter 
airlines, CPA firms, hospitals, and law firms. Many of these organizations bill clients on the basis of 
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resources consumed. Consequently, they maintain detailed records for billing purposes. On the invoice 

sent to the client, the organization itemizes any materials consumed on the job at a selling price per 

unit, the labor hours worked on the job at a billing rate per hour, and the time special facilities were 

used at a billing rate per unit of time. Employees with different capabilities and experience often have 

different billing rates. In a CPA firm, for example, a partner or a senior manager has a higher billing 

rate than a staff accountant. 

The prices and rates must be high enough to cover costs not assigned to specific jobs and to pro- 

vide for a profit. To evaluate the contribution to common costs and profit from a job, a comparison must 

be made between the price charged the customer and the actual cost of the job. This is easily done when 

the actual cost of resources itemized on the customer’s invoice is presented on a job cost sheet. A CPA 

firm, for example, should accumulate the actual hardware and software costs of an accounting system 

installed for a client, along with the actual wages earned by employees while working on the job and 

any related travel costs. Comparing the total of these costs with the price charged, the client indicates 

the total contribution of the job to common costs and profit. 

Although service organizations may identify costs with individual jobs for management ac- 

counting purposes, there is considerable variation in the way job cost information is presented in fi- 

nancial statements. Some organizations report the cost of jobs completed in their income statements 

using an account such as Cost of Services Provided. They use procedures similar to those outlined 

in Exhibit 17.6; the only major change involves replacing Cost of Goods Sold with Cost of Services 

Provided. 

Many service contractors bill on the basis of materials plus labor and a markup on labor. But what 

is the appropriate markup on labor? Twenty percent? Fifty percent? Seventy-five percent? If the 

employee’s wage rate is $20 and the markup is one-hundred percent, the hourly charge, excluding 

materials, is $40. According to heating, ventilation, air conditioning (HVAC) consultant Bill Ligon, 

what contractors don’t know about overhead costs can really hurt. 

The Mechanical Service Contractors of America conducted a study of the total direct and 

indirect costs per labor hour and hourly billing rates. In addition to the obvious direct cost of the 

employee’s wage rate, they considered the costs of: vacation pay, holiday pay, sick pay, non-bill- 

able time, benefits such as pension and health, payroll taxes such as Social Security and workers’ 

compensation, and non-labor costs such as truck expense (lease, gas/oil, maintenance), commu- 

nication equipment and charges, uniforms, and tools. By region of the U.S. they determined the 

average total non-materials costs varied between $47.22 per hour in the Southeast and $63.13 in 

the Southwest, making it apparent that a one-hundred percent markup on an hourly wage rate of 

$20 would really hurt. 

Source: John R. Hall, “MSCA Examines Salaries, Costs,” Air Conditioning Heating & Refrigeration News, January 27, 2003, 

p.8; Bill Ligon, “What You Don’t Know Can Really Hurt,” Air Conditioning Heating & Refrigeration News, October 9, 2006, p.46. 

More often, however, service organizations do not formally establish detailed procedures to trace 

the flow of service costs. Instead, service job costs are left in their original cost categories such as 

materials expense, salaries and wages expense, travel expense, and so forth. Because all service costs 

are typically regarded as expenses rather than product costs, either procedure is acceptable for finan- 

cial reporting. Regardless of the formal treatment of service costs in financial accounting records and 

statements, the managers of a well-run service organization need information regarding job cost and 

contribution. The previous Business Insight considers the importance of accurate cost estimation by 

service contractors. 

All preceding examples of service costing involve situations in which the order is filled in re- 

sponse to a specific customer request. Job order costing can also be used to determine the cost of 

making services available even when the names of specific customers are not known in advance and 

the service is being provided on a speculative basis. A regularly scheduled airline flight, for example, 

could be regarded as a job. Management is interested in knowing the cost of the job in order to deter- 

mine its profitability. This is but another example of the versatility of job order costing. 
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Wy Ciszihtm}=ets(e)\ i You are the Chief Financial Of 
You have asked the accounting staff to provide you with cost information on each of the products 

manufactured by your company so you can conduct profitability analysis on each product. Ac- 

counting provided you with the costs that are used in the company’s external financial statements. 

What additional information are you going to need before you can conduct a complete profitability 

analysis? [Answer p. 17-30] 

se RRS TN PS ADS DE EDP TIES NSE SSR SES PE SEE SDS EEE SOE ESSE EERE SLES AR YR LED BRS SOL LL IE LESLIE SLE DOLD SELL LED EL LEADED SLE ESL DOS CLC I 

MID-MODULE REVIEW 

Tri-Star Printing Company prints sales fliers for retail and mail-order companies. Production costs are accounted 

for using a job cost system. At the beginning of June 2012, raw materials inventories totaled $7,000; manufacturing 

supplies amounted to $800; two jobs were in process—Job 225 with assigned costs of $13,750, and Job 226 with 

assigned costs of $1,800—and there were no finished goods inventories. There was no underapplied or overapplied 

manufacturing overhead on June |. The following information summarized June manufacturing activities: 

e Purchased raw materials costing $40,000 on account. 

e Purchased manufacturing supplies costing $9,000 on account. 

¢ Requisitioned materials needed to complete Job 226. Started two new jobs, 227 and 228, and requisitioned 

direct materials for them as follows: 

JOD 22 Gane $ 2,600 

JOb:22 (jae ser oe 18,000 

JOb)22 Sa eeee 14,400 

TO ta lepeeee ae ere es $35,000 

e Incurred June salaries and wages as follows: 

Job 225 (500 hours x $10 per hour) ........ $ 5,000 

Job 226 (1,500 hours < $10 per hour)....... 15,000 

Job 227 (2,050 hours X $10 per hour)....... 20,500 

Job 228 (800 hours x $10 per hour) ........ 8,000 

jlotakiclirectilabonmeeunury rare races e aereete ee 48,500 

Molto Eleeln ao weed Sereee a oe moe ne Shae 5,000 

LOLA SEEN ache ae eee Se acta hee ae eR $53,500 

e Used manufacturing supplies costing $5,500. 

e Recognized depreciation on factory fixed assets of $5,000. 

e Incurred miscellaneous manufacturing overhead cost of $10,750 on account. 

¢ Applied manufacturing overhead at the rate of $5 per direct labor hour. 

¢ Completed Jobs 225, 226, and 227. 

¢ Delivered Jobs 225 and 226 to customers. 

Required 
a. Prepare “T” accounts showing the flow of costs through the Work-in-Process, Finished Goods, and Cost 

of Goods Sold accounts. 

b. Show the job cost details to support the June 30, 2012, balances in Work-in-Process, Finished Goods and 
Cost of Goods Sold. 

c. Prepare a statement of cost of goods manufactured for June 2012. 

The solution is on page 17-45. 
nee arsenite 
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PROCESS COSTING 
A job costing system works well when products are made one at a time (building houses) or in batches {05 Explain the 

of identical items (making blue jeans). However, if products are produced in a continuous manufactur- operation of a 

ing environment, where production does not have a distinct beginning and ending (refining fossil fuels — process costing 

such as gasoline or diesel), companies usually use a process costing system. system. 

In job costing, the unit cost is the total cost of the “job” divided by the units produced in the job. Costs 

are accumulated for each job on a job cost sheet, and those costs remain in Work-in-Process until the job is 

completed, regardless of how long the job is in progress. A multiple-unit job is not considered completed 

until all units in the job are finished. The cost is not determined until the job is completed, which will not 

necessarily coincide with the end of an accounting period. Large jobs (such as construction projects) and 

jobs started near the end of the period frequently overlap two or more accounting periods. 

In process costing, the cost of a single unit is equal to the total product costs assigned to a “pro- 

cess” or “department” during the accounting period (frequently a month) divided by the number of 

units produced. Since goods in the beginning and ending work-in-process inventory are only partially 

processed during the period, it is necessary to determine the total production for the period in terms 

of the equivalent number of completed units. For example, if 300 units were started and completed 

through 40 percent of the process during the period, then the equivalent of 120 fully completed units 

(300 units < 0.40) were produced. The average cost per unit is computed as total product costs divided 

by the number of equivalent units produced. 

A good example. of a process costing environment involving continuous production is the soft 

drink bottling process. At Coca-Cola’s bottling facility in Atlanta, more than 2,000 twelve-ounce cans 

of Coca-Cola are produced per minute in a continuous process. The process adds the ingredients (con- 

centrate syrup, water, sweetener, and the carbonation agent) at various points in the process and blends 

the ingredients in the can. At the end of the process, the cans are automatically wrapped in either 6-pack 

or 12-pack sizes. For another example, see the following Business Insight box for a discussion of the 

process costing environment at a large Japanese chemicals producer. 

In a job cost system, job cost sheets are used to collect cost information for each and every job. In 

a process costing system, cost accumulation requires fewer records because each department’s produc- 

tion is treated as the only job worked on during the period. In a department that has just one manufac- 

turing process, process costing is particularly straightforward because the Work-in-Process account 

is, in effect, the departmental cost record. If a department has more than one manufacturing process, 

separate records should be maintained for each process. 

Process Costing in a Japanese Dyestuffs Plant 

Nippon Kayaku is a large industrial company in Japan that produces a wide range of products, in- 

cluding industrial explosives, pharmaceuticals, agrochemicals, sophisticated products (resins, flame 

retardants, etc.) and dyestuffs. Nippon Kayaku’s dyestuff division produces dyes that are particularly 

targeted to the polyester and cotton-blended textiles market. 

The Fukuyama plant manufactures about 600 products for the sophisticated products and dye- 

stuffs divisions, some of which are produced in continuous processes and others in batches. The 

costing system accumulates costs separately for the more than 1,000 processes, and product costs 

are determined for a particular product merely by adding the unit costs of the processes used to 

make that product. For example, the cost of the dyestuff product, Kayaset, consists of the costs of 

five processes: condensation, filtration, drying, grinding, and packaging. Nippon Kayaku uses these 

product costs for inventory valuation purposes and for managerial decision-making purposes. 

Source: www.nipponkayaku.co.jp/english/ 

Cost of Production Report 

To illustrate process costing procedures, consider Micro Systems Co., which manufactures memory 

chips for microcomputers in a one-step process using sophisticated machinery. Each finished unit re- 

quires one unit of raw materials added at the beginning of the manufacturing process. The production 

and cost data for the month of July 2012 for Micro Systems are as follows: 
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ee co _ July Production Data a oe 

Units in process, beginning of period (75% converted).......-..++++5 4,000 

UMC oho has cueneeborencosodasoumenddectuose os oUC des 36,000 

Completed and transferred to finished goods........---++++++++5+- 35,000 

Units in process, end of period (20% converted)..........--+-++++:: 5,000 

July Cost Data 

Beginning work-in-process 

MaterialsicOStSiipaw eatietarciicts Sau neuieeceekek a nalen-ukee aL Ocenia a $ 16,000 

GOnvVersiOniCOStSiaemeemi eens clei: Giochi katie aor 9,000 

Hfertell tra Gets och cree cub pro crete: 5 nPed ato ool PACES Pe Cet hii Ud Detect cocoa ay Cnt 2 $ 25,000 

Current manufacturing costs 

DICH COWUO <4) ow once ckccncadsnsenousoscoocsndne $144,000 

Conversion costs 

Directlaboremewrscswm gsc chases nu Getler eres © ws onan $62,200 

Manufacturing overhead applied .............-... 46,700 108,900 

TOCA See sree artes wt peeh on Peart ape ccrsi ae shan set ons ka (4. 00a) cue eet son ke teeta et gee ae $252,900 

Developing a cost of production report is a useful way of organizing and accounting for costs in a pro- 

cess costing environment. A cost of production report, which summarizes unit and cost data for each 

department or process for each period, consists of the following sections: 

#@ Summary of units in process. 

= Equivalent units. 

= ‘Total cost to be accounted for and cost per equivalent unit. 

= Accounting for total costs. 

The cost of production report for Micro Systems Co. is shown in Exhibit 17.7, and its four sections are 

discussed on next page. 

Summary of Units in Process 
This section of the cost of production report provides a summary of all units in the department during 

the period—both from an input and an output perspective—regardless of their stage of completion. 

From an input perspective, total units in process during the period consisted of the following: 

@ Units in process at the beginning of the period, plus 

& Units started during the period. 

From an output perspective, these units in process during the period were either 

= Completed and transferred out of the department, or 

@ Still on hand at the end of the period. 

In the summary of units in process, all units are treated as the same, regardless of the amount of 
processing that took place on them during the period. The objective here is to account for all discrete 
units of product in process at any time during the period. In the summary of units in process in Exhibit 
17.7, 40,000 individual units were in process, including 4,000 partially completed units in the begin- 
ning inventory and 36,000 new units started during the month. During the period, 35,000 units were 
completed, and the remaining 5,000 were still in process at the end of the month. 

Equivalent Units in Process 
This section of the report translates the number of units in process during the period into equivalent 
completed units of production. The term equivalent completed units refers to the number of com- 
pleted units that is equal, in terms of production effort, to a given number of partially completed units. 
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EXHIBIT 17.7 Cost of Production Report for Process Costing 

Summary of units in process 

Beginning aera ete 4,000 

Winitsistartec Beaman eee 36,000 

lmprocesshs Saas erat ee Seok. 40,000 

Completed; = stteeeti. (35,000) 

he OSE sts 5,000 

be a eile ae 
Units completed 35,000 35,000 

Plus equivalent units in ending inventory.............. 5,000 1,000* 

36,000 CUINEIERL WANS TIN CMOCEESS wo bob uasce bobs sandbens dou 40,000 

Soversne ess 

$ 9,000 $ 25,000 

Current cost. 2.2... BP sal Marta ei aha gb tl ah cam 144,000 108,900** 252,900 

BE Otal:COStIN PIOCESS are. certian cee eae ei ehe ners te eer ers $160,000 $117,900 $277,900 

Equivalentuntts: DtOCESSummaee nae ret etree renee eee + 40,000 + 36,000 SS 

Cost per equivalent unit in process.................. $ 4.00 $ 3.275 SS 2G 

Accounting for total costs 

ranstemed(outl(G5!000 SiS 7227.5 ia el ales Sete Seen eee eye: sees ae $254,625 

Ending work-in-process 

Materials:(5,000: XtS4O0)re? ie 2% eon. ca5 rept ee. ert eee ee, sre $20,000 

Gonversioni Gl O00BX693:2.7.5) net ce seasrae etna dee ar eee ee ee eee S275 23,275 

Totalicostiaccolinted forsee mene rer marae ee ce ete pesmiocer eat segs nbn alee Jit oe $277,900 

* 5,000 units, 20% converted 

** Includes direct labor of $62,200 and applied manufacturing overhead of $46,700 

For example, 80 units for which 50 percent of the expected total processing cost has been incurred is 

the equivalent of 40 completed units (80 < 0.50). 

Frequently, direct materials costs are incurred largely, if not entirely, at the beginning of the pro- 

cess, whereas direct labor and manufacturing overhead costs are added throughout the production pro- 

cess. If direct labor and manufacturing costs are added to the process simultaneously, it is common to 

treat them jointly as conversion costs. Micro Systems Co. adds all materials at the beginning of the pro- 

cess; all conversion costs are added evenly throughout the process. Therefore, separate computations 

are made for equivalent units of materials and equivalent units of conversion. Although the department 

worked on 40,000 units during the period, the total number of equivalent units in process with respect 

to conversion costs was only 36,000 units, consisting of 35,000 finished units plus 1,000 equivalent 

units in ending inventory (5,000 units 20 percent converted). Because all materials are added at the 

start of the process, 40,000 equivalent units (35 000 finished and 5,000 in process) were in process with 

respect to materials costs. 

Total Cost to Be Accounted for and Cost per 
Equivalent Unit in Process 
This section of the report summarizes total costs in Work-in-Process during the period and calculates 

the cost per equivalent unit for materials, conversion, and in total. Total cost consists of the beginning 

Work-in-Process balance (if any) plus current costs incurred. For Micro Systems, the total cost to be 

accounted for during July was $277,900, consisting of $25,000 in Work-in-Process at the beginning of 
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the period plus current costs of $252,900 incurred in July. Exhibit 17.7 shows these amounts broken 

down between materials costs and conversion costs. 

To compute cost per equivalent unit, divide total cost in process by the equivalent units in process. 

This is done separately for materials cost and conversion cost. The total cost per equivalent unit is the 

sum of the unit costs for materials and conversion. Because the number of equivalent units in process 

was different for materials and conversion, it is not possible to get the total cost per unit by dividing 

total costs of $277,900 by some equivalent unit amount. 

Accounting for Total Costs 
This section shows the disposition of the total costs in process during the period divided between units 

completed (and sent to finished goods) and units still in process at the end of the period. As noted in 

the previous section, total cost in process is $277,900 and each equivalent unit in process has $4.00 of 

materials cost and $3.275 of conversion costs for a total of $7.275. 

The first step in assigning total costs is to calculate the cost of units transferred out by multiplying 

the units completed during the period by the total cost per unit (35,000 units < $7.275). This assigns 

$254,625 of the total cost to units transferred out, leaving $23,275 ($277,900 — $254,625) to be as- 

signed to ending Work-in-Process. To verify that $23,275 is the correct amount of cost remaining in 

ending Work-in-Process, the materials and conversion costs in ending Work-in-Process are calculated 

separately. Recall that the 5,000 units in process at the end of the period are 100 percent completed 

with materials costs, but only 20 percent completed with conversion costs. Therefore, in ending Work- 

in-Process, the materials cost component is $20,000 (5,000 x 1.00 xX $4.00), the conversion cost 

component is $3,275 (5,000 X 0.20 X $3.275), and the total cost of ending Work-in-Process is $23,275 

($20,000 + $3,275). 

The cost of production report summarizes manufacturing costs assigned to Work-in-Process dur- 

ing the period and provides information for determining the transfer of costs from Work-in-Process to 

Finished Goods Inventory. The supporting documents are similar to those previously illustrated for job 

costing, except that the single cost of production report replaces all the job cost sheets that flow through 

a department or process. The flow of costs through Work-in-Process is as follows: 

in-Process _ oes oc Se eee 

Beginning: balance =tteeace nares Senter ce ee $ 25,000 

Current manufacturing costs 

Directmaterialsreurt mart tere et. Cee wh Ae Sa one $144,000 

Direct'laborezscrns corte etc oe ee ee 62,200 

Appliedsoverhiead iiieeit.ierawnsenctetenaeterwe teers creer 46,700 252,900 

Total ever se tre ne creer terare yer Ne geretc ee = <2 aaa ee eee 277,900 

Coston goodsimanutactitcc emerer-reiitet irri tne ean tr (254,625) 

Endingibalance tence se ciutes c oetere osc secre tetee caer nie $ 23,275 

The reduction in Work-in-Process for the units completed during the period is determined in the 
cost of production report (see Exhibit 17.7). This amount is transferred to Finished Goods Inventory. 
The $23,275 ending balance in Work-in-Process is also determined in the cost of production report as 
the amount assigned to units in ending Work-in-Process. 

Weighted Average and First-In, 
First-Out Process Costing 

Because the costs of materials, labor, and overhead are constantly changing, unit costs are seldom exactly 
the same from period to period. Hence, if a unit is manufactured partially in one period and partially in 
the following period, its actual cost is seldom equal to the unit cost of units produced in either period. 

In the cost of production report in Exhibit 17.7, we made no attempt to account separately for the 
completed units that came from beginning inventory and those that were started during the current 
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period. The method illustrated in Exhibit 17.7 is called the weighted average method, and it simply 

spreads the combined beginning inventory cost and current manufacturing costs (for materials, labor, 

and overhead) over the units completed and those in ending inventory on an average basis. For ex- 

ample, the total cost in process for conversion ($117,900) included both beginning inventory cost and 

current costs; the 36,000 equivalent units in process for conversion included both units from beginning 

inventory and units started during the current period. Hence, the average cost per unit of $3.275 (or 

$117,900 = 36,000) is a weighted average cost of the partially completed units in beginning inventory 

(prior period costs) and units started during the current period. It is not a precise cost per unit for the 

current period’s production activity but an average cost that includes the cost of partially completed 

units in beginning inventory carried over from the previous period. 

An alternative, more precise process costing method is the first-in, first-out (FIFO) method. 

It accounts for unit costs of beginning inventory units separately from those started during the cur- 

rent period. Under this method, the first costs incurred each period are assumed to have been used 

to complete the unfinished units carried over from the previous period. Hence, the cost of the begin- 

ning inventory is partially based on the prior period’s unit costs and partially based on the current 

period’s unit costs. 

If unit costs are changing from period to period and beginning inventories are large in relation to 

total production for the period, the FIFO method is more accurate. However, with the current trend 

toward smaller inventories, the additional effort and cost of the FIFO method may not be justified. De- 

tailed coverage of the FIFO method is included in cost accounting textbooks. Unless stated otherwise, 

weighted average process costing is used in module assignments. 

Process Costing in Service Organizations 

There are many applications of process costing for service organizations. Process costing in ser- 

vice organizations is similar to that in manufacturing organizations, the primary purpose being to 

assign costs to cost objectives. Generally, the use of process costing techniques for service orga- 

nizations is easier than for manufacturing organizations because the raw materials element is not 

necessary. The applications for the labor and overhead costs are similar, if not identical, to those 

of a manufacturing firm. 

Process costing for services is similar to job costing for batches in that an average cost for simi- 

lar or identical services is determined. There are important differences, though, between batch and 

process costing. In a batch environment, a discrete group of services is identified, but in a process 

environment, services are performed on a continuous basis. Batch costing accumulates the cost for a 

specific group of services as the batch moves through the various activities that make up the service. 

Process service costing measures the average cost of identical or similar services performed each 

period (each month) in a department. An example of batch service costing is determining the cost of 

registering a student at your college during the fall term registration period; an example of process 

service costing is determining the cost each month of processing a check by a bank. If continuously 

performed services involved multiple processes, the total cost of the service would be the sum of the 

costs for each process. 

After it is determined that process costing would be appropriate for a service activity, the actual de- 

cision to use it is generally contingent on two important factors about the items being evaluated. First, 

is average cost per unit acceptable as an input item to the decision process? For some activities, the 

answer is obvious. For instance, tracking the actual cost of processing each check through a bank would 

probably not be as useful as determining the average cost of processing checks for a given period, 

therefore, average cost is acceptable. For other activities, the answer is more difficult to determine. 

Should the decision model include average cost per patient-day or actual cost per individual patient? 

The second issue relates to the benefits versus the costs of the resulting information. Normally, it 

is easier to track and record the cost of an activity or process than it is to track and record the cost of 

each individual item in the activity. Often actual cost tracking is impossible for practical reasons (the 

actual cost of processing a check through a banking system, for example). Although process costing 

will not work in every situation, it has many applications in service organizations. As illustrated in 

this text, there are many possibilities for applying either job or process costing to activities in service 

organizations. 
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MODULE-END REVIEW 

Magnetic Media, Inc., manufactures data disks that are used in the computer industry. Since there is little product 

differentiation between Magnetic’s products, it uses a process costing system to determine inventory costs. Produc- 

tion and manufacturing cost data for 2012 are as follows: 

Units in process, beginning of period (60% converted).......--. 3,000,000 

Unitsistarted)s ssc.s).u. «eyo tne eed sete dis eer cs aired Rewer ional 27,000,000 

Completed and transferred to finished goods........-....---- 25,000,000 

Units in process, end of period (30% converted)...........---- 5,000,000 

‘Manufacturing costs _ 
Work-in-Process, beginning of period (materials, 

CMG) O02 ConMeaAon, G252(000) «a. socacnsaceoascdocnsese $ 720,000 

Current manufacturing costs: 

Raw materials transferred to processing .........-..--.-+--- 6,132,000 

Direchilaboratormthey peniocepeewenee terete ayant ee nenemene tc eien= meters 1,550,000 

Overhead applied for the period........................-- 3,498,000 

Required 
Prepare a cost of production report for Magnetic Media, Inc., for 2012. 

The solution is on page 17-46. 

APPENDIX 174A: Absorption and Variable Costing 

Product costing for inventory valuation is the link between financial and managerial accounting. Product costing 

systems determine the cost-based valuation of the manufactured inventories used in making key financial account- 

ing measurements (cost of goods sold and income on the income statement as well as inventory and total assets 

on the balance sheet). They also provide vital information to managers for setting prices, controlling costs, and 

evaluating management performance. The influence of financial accounting on product costing systems is appar- 

ent in the design of traditional job order and process costing systems. These systems reflect the requirement of 

financial accounting (1.e., generally accepted accounting principles) that all manufacturing costs be included in 

inventory valuations for external financial reporting purposes. In these systems, all other costs incurred, such as 

selling, general, and administrative costs, are treated as expenses of the period. 

Basic Concepts 

A debate exists over how to treat fixed manufacturing overhead costs in the valuation of inventory. The debate centers 

around whether fixed costs such as depreciation on manufacturing equipment should be considered an inventoriable 

product cost and treated as an asset cost until the inventory is sold, or as a period cost and recorded immediately as 

an operating expense. Absorption costing (also called full costing) treats fixed manufacturing overhead as a product 
cost, whereas variable costing (also called direct costing) treats it as a period cost. Therefore, fixed manufacturing 
overhead is recorded initially as an asset (inventory) under absorption costing but as an operating expense under 
variable costing. 

Fixed manufacturing costs: 

Absorption costing treats fixed manufacturing costs as product costs. 

Variable costing treats fixed manufacturing costs as period costs. 

Since fixed product costs are eventually recorded as expenses under both variable and absorption costing by 
the time the inventory is sold, why does it matter whether fixed overhead is treated as a product cost or a period 
cost? It matters because the way it is treated affects the measurement of income for a particular period and the 
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valuation assigned to inventory on the balance sheet at the end of the period. Because absorption costing presents 

fixed manufacturing overhead as a cost per unit rather than a total cost per period, management’s perceptions of 

cost behavior, and decisions based on perceptions of cost behavior, may also be affected. 

Inventory Valuations 
To illustrate the difference in inventory valuations between absorption and variable costing, consider the following 

cost data for Nutech Company at a monthly volume of 4,000 units: 

DirectimatentalSmrmen sie mia eee ce ers $ 5 per unit 

DineCtlabOnies ques scacieye aicie hehe: eae ego eon 2 per unit 

Variable manufacturing overhead............. 3 per unit 

HotaliVariableicOSt! mmmt cern eenenariet: a4 tec cctrea ses $ 10 per unit 

Fixed manufacturing overhead............... $8,000 per month 

To determine the unit cost of inventory using absorption costing, an average fixed overhead cost per unit is calcu- 

lated by dividing the monthly fixed manufacturing overhead by the monthly volume. Even though fixed manufac- 

turing overhead is not a variable cost, under absorption costing it is applied to inventory on a per-unit basis, the 

same as variable costs. At a monthly volume of 4,000 units, Nutech’s total inventory cost per unit, is $10 under 

variable costing, and $12 under absorption costing. 

The $2 difference in total unit cost is attributed to the treatment of fixed overhead of $8,000 divided by 4,000 

units. The difference in the total inventory valuation on the balance sheet between absorption and variable costing 

is the number of units in ending inventory times $2. So if 1,000 units are on hand at the end of the month, they are 

valued at $12,000 if absorption costing is used but at only $10,000 with variable costing. 

Income Under Absorption and Variable Costing 

The income statement formats used for variable and absorption costing are not the same. One benefit of variable 

costing is that it separates costs into variable and fixed costs, making it possible to present the income statement 

in a contribution format. As illustrated in Module 15, in a contribution income statement, variable costs are sub- 

tracted from revenues to compute contribution margin; fixed costs are then subtracted from contribution margin to 

calculate profit, also called net income or earnings. 

When absorption costing is used, the income statement is usually formatted using the functional format, 

which classifies costs based on cost function, such as manufacturing, selling, or administrative. The functional 

income statement, used for financial reporting, subtracts manufacturing costs (represented by cost of goods sold) 

from revenues to calculate gross profit; selling and administrative costs are then subtracted from gross profit to 

calculate profit or income. 

The contribution format provides information for determining the contribution margin ratio, which is cal- 

culated as total contribution margin divided by total sales. It also provides the total amount of fixed costs. These 

are the primary items of data needed to determine the break-even point and to conduct other cost-volume-profit 

analysis (see Module 15). 

Not only is the income statement format different for absorption and variable costing methods, but also as il- 

lustrated in the following examples for Nutech Company, the amount of income reported on the income statement 

might not be the same because of the difference in the treatment of fixed manufacturing overhead. The following 

additional information is necessary for the Nutech Company examples: 

Selling Pricey seemrewers aes ees sete hated Men teralte s $30 per unit 

Variable selling and administrative expenses. . . $3 per unit 

Fixed selling and administrative expenses. .... $10,000 per month 

Production Equals Sales 

Nutech has no inventory on June 1, 2012. Production and sales for the third quarter of 2012 are: 

[Month si“ ssroduction «= Sai 
JUNG Agate eae tage ek 3,200 units 3,200 units 

Jul Vaya rp puapeted inxs aon 4,000 units 3,500 units 

AUQUSt cir tariercrcars 0 bse el 4,000 units 4,500 units 

Tacha arte teemaem ie cle he 11,200 units 11,200 units 
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Production and sales both total 11,200 units for the third quarter. A summary of unit production, sales, and 

inventory levels is presented in Exhibit 17.8. Using previously presented cost and a selling price of $30 per unit, 

monthly contribution (variable costing) and functional (absorption costing) income statements are presented in 

Exhibit 17.8 parts B and C. An analysis of fixed manufacturing overhead with absorption costing is presented in 

part D. 

In June, with 3,200 units produced and sold all $8,000 of fixed manufacturing overhead is deducted as a pe- 

riod cost under variable costing and expensed as part of the cost of goods sold under absorption costing. No costs 

were assigned to ending inventory under either method. 

Production Exceeds Sales 

July production of 4,000 units exceeded sales of 3,500 units by 500 units. The ending inventory under variable 

costing consisted of only the variable cost of production, $5,000 (500 $10). The entire $8,000 of fixed manufac- 

turing overhead is deducted as a period cost. 
Under absorption costing, in addition to the variable cost of production, a portion of the fixed manufacturing 

overhead is assigned to the ending inventory. As shown in the July column of Exhibit 17.8D, absorption costing 

assigns $1,000 of the month’s fixed manufacturing overhead to the July ending inventory and $7,000 to the cost of 

goods sold. Consequently, under absorption costing the July ending inventory is $1,000 higher, the July expenses 

are $1,000 lower, and the July net income is $1,000 higher than under variable costing. 

Sales Exceed Production 

In August just the opposite of July’s situation occurred: sales of 4,500 units exceeded production of 4,000 units by 

500 units. The additional units came from the July production. Under variable costing all current manufacturing 

costs are expensed either as the variable cost of goods sold or as part of the fixed expense. Additionally, the August 

variable cost of goods sold includes variable costs assigned the July ending inventory. 

Under absorption costing all current manufacturing costs are expensed as part of the cost of goods sold. 

Additionally, the cost of goods sold includes the variable and fixed costs assigned the July ending inventory. The 

inclusion of the July fixed costs caused absorption costing net income to be $1,000 lower than the corresponding 

variable costing amount. 

The above relationships between absorption and variable costing are summarized in Exhibit 17.9. 

Exhibits 17.8 and 17.9 reveal several important relationships between absorption costing net income and vari- 

able costing net income, as well as the way net income responds to changes in sales and production under both 

methods. 

For each period, the income differences between absorption and variable costing can be explained by analyz- 

ing the change in inventoried fixed manufacturing overhead under absorption costing net income. In general, the 

following relationship exists: 

Variable Increase (or minus decrease) Absorption 

costing + in inventoried fixed = costing 

net income manufacturing overhead net income 

Using Nutech’s July information, the equation is as follows: 

$41,500 + (S500 X $2.00) = $42,500 

For any given time period, regardless of length, if total units produced equals total units sold, net income is 
the same for absorption costing and variable costing, all other things being equal. Under absorption costing, all 
fixed manufacturing overhead is released as a product cost through cost of goods sold when inventory is sold. 
Under variable costing, all fixed manufacturing overhead is reported as a period cost and expensed in the period 
incurred. Consequently, over the life of a product, the income differences within periods are offset since they occur 
only because of the timing of the release of fixed manufacturing overhead to the income statement. 

Evaluating Alternatives to Inventory Valuation 
The issue in the variable costing debate is whether or not fixed manufacturing costs add value to products. Pro- 
ponents of variable costing argue that these costs do not add value to a product. They believe that fixed costs are 
incurred to provide the capacity to produce during a given period, and these costs expire with the passage of time 
regardless of whether the related capacity was used. Variable manufacturing costs, on the other hand, are incurred 
only if production takes place. Consequently, these costs are properly assignable to the units produced. 
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EXHIBIT 17.8 Contribution (Variable Costing) and Functional (Absorption Costing) Income Statements 

with Variations in Production and Sales 

A. NuTech Company: Summary of Unit Inventory Changes 

Beginningiinvehtonyaaenrr ents sn eae 0 0 500 

PrOdUCTIONR MEE nurs Panera ere tt ane 3,200 4,000 4,000 

lotal:availablewerpaecie 5 S705. jsees cits 3,200 4,000 4,500 

SAlOS pet eae ee RT Sre sent ens hi e (3,200) (3,500) (4,500) 

Encinginventonyamemrmmes ttc seins cs 0 500 0 

B. Contribution (Variable Costing) Income Statements 

SHES GVOM Ms 22644 b006doaneosbss $96,000 $105,000 $135,000 

Less variable expenses:.............. 

Cost of goods sold ($10/unit)........ $32,000 $ 35,000 $ 45,000 
Selling & admin. ($3/unit) ........... 9,600 10,500 13,500 

Ota seen ee ere ee eon tenes (41,600) (45,500) (58,500) 

COMMOUMOR HMENCIA oo ontimodonnonpo or 54,400 59,500 76,500 

lEessitixediexpenseshtiick miei Grucrc ase 

Manufacturing overhead............ 8,000 8,000 8,000 

SyelllInfelecelolaniine carton oe ee pee tee 10,000 10,000 10,000 

Otel eee ae ce See eee (18,000) (18,000) (18,000) 

Net inCOmenmeaate aaarak der: cia $36,400 $ 41,500 $ 58,500 

C. Functional (Absorption Costing) Income Statements 

SHES (COMIN obdancadscioeeocsore $96,000 $105,000 $135,000 

Coskongoods sold (PantiD))srepanenare (40,000) (42,000) (54,000) 

Gross! Profiteers. pa eeacn atte coke senate 56,000 63,000 81,000 

Selling & admin. expenses 

Variablen(Go/ Unit) ee seer ere ee 9,600 10,500 13,500 

aero htone g Gatdiits Acaach orice otic trerc 10,000 10,000 10,000 

Sota Pet er er ae Ms ee os (19,600) (20,500) (23,500) 

NELINCOME? ame terceyetanspren eine ac iaratte $36,400 $ 42,500 $ 57,500 

D. Analysis of Fixed Manufacturing Overhead under Absorption Costing 

Fixed manufacturing overhead......... $ 8,000 $ 8,000 $ 8,000 

Units; produce cei rea cer rtacrect en) bie = 3,200 __= 4,000 __= 4,000 

Absorption fixed cost per unit*......... Zee S 24010) $ 2.00 
Units in ending inventory ............. Bkwetis) _xX__ 500 4 0 

Fixed! costs in ending inv.............. $0 $ 1,000 $ 0 

Fixed cost of goods sold: 

From beginning inventory........... $ 0) $ 0 $ 1,000 
June (3,200 units X $2.50) .......... 8,000 

Nuly (Gs5O0MUmits e200) eer. cnee se 7,000 

AU GUST(4:O00R252:00) eer 8,000 

Ota TIXeC ine scmterertcetrobgeecinics sass 8,000 7,000 9,000 

Variable cost of goods sold ........... 32,000 35,000 45,000 

Absorption cost of goods sold......... $40,000 $ 42,000 $ 54,000 

* To simplify the illustration, the example does not use a predetermined overhead rate. If a predetermined overhead rate were used, an increase or decrease in 

the balance of Manufacturing Overhead is treated as an adjustment to ending inventory. 



17-29 Module 17 | Product Costing: Job and Process Operations 

i 1c 
Production = Sales 

Production > Sales 

Sales > Production 

No change in Absorption costing income All current fixed manufacturing costs are expensed 

inventory costs. = under both absorption and variable costing. 

Variable costing income 

Absorption costing Absorption costing income Under absorption costing some current fixed 

ending inventory > manufacturing costs are assigned to ending 

increases more Variable costing income __ inventory. 

than variable Under variable costing all current fixed manufacturing 
costing inventory. costs are expensed. 

Absorption costing Absorption costing income Under absorption costing fixed manufacturing costs 

ending inventory < previously assigned to ending inventory are expenses 

declines more than Variable costing income —_ along with current fixed manufacturing costs. 

variable costing Under variable costing only current fixed 
inventory. manufacturing costs are expensed. 

Proponents of variable costing also argue that inventories have value only to the extent that they avoid the 

necessity of incurring costs in the future. Having inventory available for sale avoids the necessity of incurring 

some future variable costs, but the availability of finished goods inventory does not avoid the incurrence of future 

fixed manufacturing costs. Proponents conclude that inventories should be valued at their variable manufacturing 

cost, and fixed manufacturing costs should be expensed as incurred. 

Opponents of variable costing argue that fixed manufacturing costs are incurred for only one purpose, namely, 

to manufacture the product. Because they are incurred to manufacture the product, they should be assigned to the 

product. It is also argued that in the long run all costs are variable. Consequently, by omitting fixed costs, variable 

costing understates long-run variable costs and misleads decision makers into underestimating true production costs. 

On a pragmatic level, the central arguments for variable costing center around the fact that use of variable 

costing facilitates the development of contribution income statements and cost-volume-profit analysis. With costs 

accumulated on an absorption costing basis, contribution income statements are difficult to develop, and cost- 

volume-profit analysis becomes very complicated unless production and sales are equal. 

Proponents of activity-based costing typically do not favor variable costing because ABC is based on the as- 

sumption that, in the long run, all costs are variable and that fixed costs should be assigned to products or services 

to represent long-run variable costs. Hence, inventory valuation using an ABC approach will tend to be closer to 

absorption costing values than variable costing values. 

As modern manufacturing techniques have led to major reductions in inventory levels (see the following 

Research Insight) in many companies, the significance of the debate over absorption versus variable costing has 

declined. If a company has no inventories, all its costs are deducted as expenses (either as operating expenses or 

cost of goods sold expense) during the current period whether it uses absorption or variable costing. Hence, from 

an income determination standpoint, it does not matter in such cases whether fixed costs are considered a product 
or period cost. 

sis \ ste Rijiciais Inventory Levels and Company Financial Performance 

Professors Chen, Frank, and Wu examined inventory trends and related financial performance of American 

companies over a 20-year period and found that the average yearly rate of inventory reduction was two percent 

per year. Looking closer, they identified significant differences in the reductions of various types of inventories, 

with raw materials inventories declining three percent per year, work-in-process inventory declining by about six 

percent per year and finished goods inventory not declining at all. 

They concluded “A firm that deals effectively with its suppliers will have low raw-materials inventories. A 

firm that has efficient internal operations will have low work-in-process inventories.” They also observed that the 
type of supply chain management and information sharing required for reductions in finished goods inventory is 
more difficult to implement, suggesting further room for improvement. 

As for profitability, “Firms with abnormally high inventories have abnormally poor long-term stock returns. 
Firms with slightly lower than average inventories have good stock returns, but firms with the lowest inventories 
have only ordinary returns.” 

Source: Chen, Hong; Murray Z. Frank; and Owen Q. Wu, “What Actually Happened to the Inventories of American Companies 
Between 1981 and 2000?”, Management Science, Vol. 51, No. 7, July 2005, pp. 10117-1031. 
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GUIDANCE ANSWER 

MANAGERIAL DECISION | 

Inventory costs that are provided for financial statement purposes for external stockholders and lenders are 

required by generally accepted accounting principles to include only the manufacturing costs of the product for 

direct materials, direct labor, and manufacturing overhead. To conduct a complete profitability analysis, the CFO 

will need to gather data for all other costs that relate to the marketing, sales, and distribution of each product, as 

well as any costs related to providing service to customers who buy the products. 

DISCUSSION QUESTIONS 

Q17-1. Distinguish among service, merchandising, and manufacturing organizations on the basis of the 

importance and complexity of inventory cost measurement. 

Q17-2. Distinguish between product costing and service costing. 

Q17-3. When is depreciation a product cost? When is depreciation a period cost? 

Q17-4. What are the three major product cost elements? 

Q17-5. How are predetermined overhead rates developed? Why are they widely used? 

Q17-6. Briefly distinguish between process manufacturing and job order production. Provide examples of 

products typically produced under each system. 

Q17-7. Briefly describe the role of engineering personnel and production scheduling personnel in the 

production planning process. 

Q17-8. Identify the primary records involved in the operation of a job cost system. 

Q17-9. Describe the flow of costs through the accounting system of a labor-intensive manufacturing 

organization. 

Q17-10. Identify two reasons that a service organization should maintain detailed job cost information. 

Q17-11. What are the four major elements of a cost of production report? 

Q17-12. What are equivalent completed units? 

Q17-13. Under what conditions will equivalent units in process be different for materials and conversion costs? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M17-14. Classification of Product and Period Costs (2) 

Classify the following costs incurred by a manufacturer of golf clubs as product costs or period costs. 

Also classify the product costs as direct materials or conversion costs. 

Depreciation on computer in president’s office 

Salaries of legal staff 

Graphite shafts 

Plant security department 

Electricity for the corporate office 

Rubber grips 

Golf club heads 

Wages paid assembly line maintenance workers 

i. Salary of corporate controller 

j. Subsidy of plant cafeteria 

k. Wages paid assembly line production workers 

/. National sales meeting in Orlando 

m. Overtime premium paid assembly line workers 

n. Advertising on national television 

o. Depreciation on assembly line 

Fe S AOSTA 
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/) M17-15. Developing and Using a Predetermined Overhead Rate (1.02) 

Assume that the following predictions were made for 2012 for one of the plants of Milliken & Company: 
Milliken & Company 

Total manufacturing overhead for the year......-...-..-- $40,000,000 

Total machine hours for the year ...........----++++-+:: 2,000,000 

Actual results for February 2012 were as follows: 

MEU CWINTG) OVEINERC) scoops otecosmononob oso oones $5,520,000 

METSMINEH MOUS 6 cc tom onion OCR ae DO Omori omoncn to 4 310,000 

Required 

a. Determine the 2012 predetermined overhead rate per machine hour. 

b. Using the predetermined overhead rate per machine hour, determine the manufacturing overhead 

applied to Work-in-Process during February. 

c. As of February 1, actual overhead was underapplied by $400,000. Determine the cumulative 

amount of any overapplied or underapplied overhead at the end of February. 

M17-16. Job Order Costing and Process Costing Applications (9°, 5) 

For each of the following manufacturing situations, indicate whether job order or process costing is more 

appropriate and why. 

a. Manufacturer of chocolate candy bars 

b. Manufacturer of carbonated beverages 

c. Manufacturer of high-quality men’s suits 

d. Manufacturer of subway cars 

e. Book printing 

M17-17. Job Order Costing and Process Costing Applications (04, 5) 

For each of the following situations, indicate whether job order or process costing is more appropriate 

and why. 

a. Building contractor for residential dwellings 

b. Manufacturer of nylon yarn that sells to fabric-making textile companies 

c. Evening gown manufacturer that makes gowns in several different fabrics, colors, styles, and sizes 

d. Hosiery mill that manufactures a one-size-fits-all product 

e. Vehicle battery manufacturer that has just received an order for 400,000 identical batteries to be 

delivered as completed over the next 12 months 

/) M17-18. Process Costing (5) 

Tempe Manufacturing Company makes a single product that is produced on a continuous basis in one 

department. All materials are added at the beginning of production. The total cost per equivalent unit 

in process in March was $4.60, consisting of $3.00 for materials and $1.60 for conversion. During the 

month, 8,500 units of product were transferred to finished goods inventory; on March 31, 3,500 units 

were in process, 10 percent converted. The company uses weighted average costing. 

Required 

a. Determine the cost of goods transferred to finished goods inventory. 

b. Determine the cost of the ending work-in-process inventory. 

c. What was the total cost of the beginning work-in-process inventory plus the current manufacturing 

costs? 

M17-19.4Absorption and Variable Costing; Inventory Valuation 

Boxtel, Inc., has a highly automated assembly line that uses very little direct labor. Therefore, direct 

labor is part of variable overhead. For October, assume that it incurred the following unit costs: 

Direct materials ........ $200 

Variable overhead....... 180 

Fixed overhead......... 70 

The 100 units of beginning inventory for October had an absorption costing value of $45,000 and a 
variable costing value of $38,000. For October, assume that Boxtel, Inc. produced 500 units and sold 
540 units. 
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Required 

Compute Boxtel’s October amount of ending inventory under both absorption and variable costing if the 

FIFO inventory method was used. 

M17-20.4Absorption and Variable Costing; Cost of Goods Sold 

Use data from Mini Exercise 17-19.4 

Required 

Compute Boxtel’s October Cost of Goods Sold using both the variable and absorption costing methods. 

EXERCISES 

E17-21. Analyzing Activity in Inventory Accounts (1.02, 4) (/) 

Selected data concerning operations of Cascade Manufacturing Company for the past fiscal year follow: 

Raw:matenialStised. cars or sreiec te cteecncre aia t ote taitteartc te ohne cdetal eee eee $300,000 

Total manufacturing costs charged to production during the year 

(includes raw materials, direct labor, and manufacturing overhead 

applied at a rate of 60 percent of direct labor costs).................. 681,000 

Costofigoodsiavailablejomsalespectne tetera encea nce iett eee ee 826,000 

Selling and general: expenses: tates.) Sexe sie at eel eee ene es = is 30,000 

Raw materials.......... . $70,000 $ 80,000 

Work-in-process........... 85,000 30,000 

EinishedigoodSse. sae are 90,000 110,000 

Required 

Determine each of the following: 

a. Cost of raw materials purchased 

b. Direct labor costs charged to production 

c. Cost of goods manufactured 

d. Cost of goods sold 

E17-22. Statement of Cost of Goods Manufactured and Income Statement (04) 

Information from the records of the Valley Manufacturing Company for August 2012 follows: 

Sales Mien. ce aty, Mantes Sree come tabed Ved MEY EE ARS ete oe tubthe 2M $205,000 

Selling and administrative"expenSeSteaec cs 0. ais istees « saute ce oeteirion © 85,000 

PUrChAaSeSioOlrawimatenlalS seen aes cocina: aise cet ate cee ease ence 25,000 

Diréct'laboreer see eee es eee Ee ene anon a an dele weenie om 15,000 

Manufacturingioverhead siremnni. stsieteattaas cesie tasks eve vat taiesiac iuefenensiorey Ke 32,000 

oN oo lwentones 

August! — August 31_ 
FRE MEMENELS. 6 5c ononanconc $ 8,000 $ 5,000 

Work-in-process............ 14,000 11,000 

Finishedigoodsseeen ane.) oe 15,000 19,000 

Required 

Prepare a statement of cost of goods manufactured and an income statement for August 2012. 

E17-23. Statement of Cost of Goods Manufactured from Percent Relationships (1.0) @ 

Information about NuWay Products Company for the year ending December 31, 2012, follows: 
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E17-24. 

E17-25. 

e Sales equal $450,000. 

e Direct materials used total $64,000. 

¢ Manufacturing overhead is 150 percent of direct labor dollars. 

¢ The beginning inventory of finished goods is 20 percent of the cost of goods sold. 

¢ The ending inventory of finished goods is twice the beginning inventory. 

¢ The gross profit is 20 percent of sales. 

e There is no beginning or ending work-in-process. 

Required 

Prepare a statement of cost of goods manufactured for 2012. (Hint: Prepare an analysis of changes in 

Finished Goods Inventory.) 

Account Activity and Relationships (02, ©) 

: 2 Case1 Case2.—s- Case3_—s Case 4 
SAlOS ie ecasussomiamicje sc mr sto conte ehsis a eaters eelee $80,000 2? $120,000 Zz 

DirectimaterialS er erussisvarscs tesa se eee 15,000 19,000 te 21,000 

Direct labors ee ace ees eee ee kee aera 5,000 2 20,000 ia, 

jotal:direct COStS s-e ertasarcsnh-teaedensie sober Petre es ui 32,000 x 30,000 

(GoyWece Mees Momaseeenieeonubadaccenon os 2 26,000 Z % 

Manuifacturinglovernead sameness errr eres 8,000 2 10,000 a2 

Curmrentimantiiactunng/COStS mare ttrtent eer 2 2? 95,000 79,000 

Workin DlOCeSS DEGINMING pererter tet tete terete sn 7,000 10,000 y 21,000 

Workin proceSSs ChiG IG peresteta i eiieneter erate rencre 5,000 2 21,000 2 

Cost of goods manufactured................ 2 32,000 2 82,000 

Finished goods inventory, beginning.......... 9,000 8,000 7,000 12,000 

Finished goods inventory, ending............. 6,000 ? 8,000 te 

Costiol:goods!sold Sears rene ener ee 2? 35,000 2 80,000 

GiOSS DIOfitheeweieees oes cena eter ee acess rere v 2? 18,000 15,000 

Selling and administrative expenses .......... 20,000 15,000 Gs 2 

Netlincomeneyetpre ccs. cmc ie eteee cuscnale wine 2? 22,000 12,000 8,000 

Required 

Supply the missing data in each independent case. 

Developing and Using a Predetermined Overhead Rate: High-Low Cost Estimation (92) 

For years, Daytona Parts Company has used an actual plantwide overhead rate and based its prices 

on cost plus a markup of 25 percent. Recently the marketing manager, Jan Arton, and the production 

manager, Sue Yount, confronted the controller with a common problem. The marketing manager 

expressed a concern that Daytona’s prices seem to vary widely throughout the year. According to Arton, 

“Tt seems irrational to charge higher prices when business is bad and lower prices when business is good. 

While we get a lot of business during high-volume months because we charge less than our competitors, 

it is a waste of time to even call on customers during low-volume months because we are raising prices 

while our competitors are lowering them.” Yount also believed that it was “folly to be so pushed that we 

have to pay overtime in some months and then lay employees off in others.” She commented, “While 

there are natural variations in customer demand, the accounting system seems to amplify this variation.” 

Required 

a. Evaluate the arguments presented by Arton and Yount. What suggestions do you have for 

improving the accounting and pricing procedures? 

b. Assume that the Daytona Parts Company had the following total manufacturing overhead costs and 

direct labor hours in 2010 and 2011: 

A ea as 2010, 20IT 

Total manufacturing overhead ........... $200,000 $237,500 

DirechlabomhOursmesmiers er neiret eee 20,000 27,500 

Use the high-low method to develop a cost estimating equation for total manufacturing overhead. 
c. Develop a predetermined rate for 2012, assuming 25,000 direct labor hours are budgeted for 2012. 
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d. Assume that the actual level of activity in 2012 was 30,000 direct labor hours and that the 

total 2012 manufacturing overhead was $250,000. Determine the underapplied or overapplied 

manufacturing overhead at the end of 2012. 

e. Describe two ways of handling any underapplied or overapplied manufacturing overhead at the end 

of the year. 

E17-26. Manufacturing Cost Flows with Machine Hours Allocation ().04) /) 
On November |, Robotics Manufacturing Company’s beginning balances in manufacturing accounts 

and finished goods inventory were as follows: 

REMI MENEHEIS. oc obasckoneoceune $ 9,000 

Manufacturing Supplies.......... 500 

WINONA ROCESS s oasis Moho bees 5,000 

Manufacturing Overhead......... 0 

INISiCGiGOOGS siti tein 25,000 

During November, Robotics Manufacturing completed the following manufacturing transactions: 

Purchased raw materials costing $58,000 and manufacturing supplies costing $3,000 on account. 

. Requisitioned raw materials costing $40,000 to the factory. 

. Incurred direct labor costs of $27,000 and indirect labor costs of $4,800. 

. Used manufacturing supplies costing $3,000. 

. Recorded manufacturing depreciation of $15,000. 

. Miscellaneous payables for manufacturing overhead totaled $3,600. 

. Applied manufacturing overhead, based on 2,250 machine hours, at a predetermined rate of $10 per 

machine hour. 

8. Completed jobs costing $85,000. 

9. Finished goods costing $96,000 were sold. 

NANDNFWNHE 

Required 

a Prepare “T” accounts showing the flow of costs through all manufacturing accounts, Finished 

Goods Inventory, and Cost of Goods Sold. 

b. Calculate the balances at the end of November for Work-in-Process Inventory and Finished Goods 

Inventory. 

E17-27. Service Cost Flows (04) 

Viva Marketing, Ltd., produces television advertisements for businesses that are marketing products in 

the western provinces of Canada. To achieve cost control, Viva Marketing uses a job cost system similar 

to that found in a manufacturing organization. It uses some different account titles: 

[Account Replaces, 
Videos-in-Process Work-in-Process 

Video Supplies Inventory Manufacturing Supplies Inventory 

Cost of Videos Completed Cost of Goods Sold 

Accumulated Depreciation, Accumulated Depreciation, 

Studio Assets Factory Assets 

Studio Overhead Manufacturing Overhead 

Viva Marketing does not maintain Raw Materials or Finished Goods Inventory accounts. Materials, 

such as props needed for videos, are purchased as needed from outside sources and charged directly to 

Videos-in-Process and the appropriate job. Videos are delivered directly to clients upon completion. The 

October |, balances were as follows: 

Video Supplies.......... $ 300 

Videos-in-Process ....... 1,000 

Studio Overhead ........ 250 underapplied 

During October, Viva Marketing completed the following production transactions: 

1. Purchased video supplies costing $1,475 on account. 

2. Purchased materials for specific jobs costing $27,000 on account. 

3. Incurred direct labor costs of $65,000 and indirect labor costs of $3,200. 

4. Used production supplies costing $850. 
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. Recorded studio depreciation of $3,000. 

. Incurred miscellaneous payables for studio overhead of $1,800. 

. Applied studio overhead at a predetermined rate of $18 per studio hour, with 480 studio hours. 

. Completed jobs costing $100,000 and delivered them directly to clients. CON NN 

Required 

a. Prepare “T” accounts showing the flow of costs through all service accounts and Cost of Videos 

Completed. 

b. Calculate the cost incurred as of the end of October for the incomplete jobs still in process. 

VV) E17-28. Cost of Production Report: No Beginning Inventories (95) 

Oregon Paper Company produces newsprint paper through a special recycling process using scrap paper 

products. Production and cost data for October 2012, the first month of operations for the company’s 

new Portland plant, follow: 

Units of product started in process during October ........... 90,000 tons 

Units completed and transferred to finished goods............ 75,000 tons 

Machine hours operatediiaec «acre cies ccietes soueueectn eset aeeenusueiete aie 10,000 

DSW INES CORES IMEUNMECk oop onc bacaebhtoaecodednsbae $486,000 

DirectiiabomcoStsuncuinec meme ere sete arene tenn eee aaa $190,530 

Raw materials are added at the beginning of the process for each unit of product produced, and labor 

and manufacturing overhead are added evenly throughout the manufacturing process. Manufacturing 

overhead is applied to Work-in-Process at the rate of $24 per machine hour. Units in process at the end 

of the period were 65 percent converted. 

Required 

Prepare a cost of production report for Oregon Paper Company for October. 

E17-29. Cost of Production Report: No Beginning Inventories (_©>5) 

Sure Grip Paving Products Company manufactures asphalt paving materials for highway construction 

through a one-step process in which all materials are added at the beginning of the process. During 

October 2012, the company accumulated the following data in its process costing system: 

Production data 

IMCD NOCESS, WOMMA. oer onescsonsonecsenen 0 tons 

Raw materials transferred to processing ........... 25,000 tons 

Work-in-process, 10/31/12 (75% converted)........ 5,000 tons 

Cost data 

Raw materials transferred to processing ........... $625,000 

Conversion costs 

DireGHlabomcostineunred ier iaeraer eterna eae $38,000 

Manufacturing overhead applied ............... 2 

Manufacturing overhead is applied at the rate of $4 per equivalent unit (ton) processed. 

Required 

Prepare a cost of production report for October. 

E17-30.4 Absorption and Variable Costing Comparisons: Production Equals Sales 
J.M. Smucker Assume that Smuckers manufactures and sells 15,000 cases of jelly each quarter. The following data are 

Company (SJM) available for the third quarter of 2012. 

Total fixed manufacturing overhead.................. $30,000 

Fixed selling and administrative expenses............. 10,000 

SaleSipriCe) PShiCaSOler writ: poraen tries re creas tee een eee 28 

DUICew TNE VEMENS OSPR CESS: saoodéien ouaneoncacouaseud 12 

DirechlabogpencaScye mes a0) sense taia)s Cee ene ne ears 5 

Variable manufacturing overhead per case 

Required 

a. Compute the cost per case under both absorption costing and variable costing. 
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b. Compute net income under both absorption costing and variable costing. 

c. Reconcile any differences in income. Explain. 

E17-31.‘ Absorption and Variable Costing Income Statements: Production Exceeds Sales (/) 

Glendale Company sells its product at a unit price of $12.00. Unit manufacturing costs are direct materials, 

$2.00; direct labor, $3.00; and variable manufacturing overhead, $1.50. Total fixed manufacturing costs 

are $20,000 per year. Selling and administrative expenses are $1.00 per unit variable and $10,000 per 

year fixed. Though 25,000 units were produced during 2012, only 22,000 units were sold. There was no 

beginning inventory. 

Required 

a. Prepare a functional income statement using absorption costing. 

b. Prepare a contribution income statement using variable costing. 

E17-32.4 Absorption and Variable Costing Comparisons: Sales Exceed Production 

Eskew Development purchases, develops, and sells commercial building sites. As the sites are sold, 

they are cleared at an average cost of $2,500 per site. Storm drains and driveways are also installed at 

an average cost of $4,000 per site. Selling costs are 10 percent of sales price. Administrative costs are 

$425,000 per year. During 2011, the company bought 1,000 acres of land for $5,000,000 and divided it 

into 200 sites of equal size. The average selling price per site was $80,000 during 2011 when SO sites 

were sold. During 2012, the company purchased and developed another 1,000 acres, divided into 200 

sites. The purchase price was again $5,000.000. Sales totaled 300 sites in 2012 at an average price of 

$80,000. 

Required 

a. Prepare 2011 and 2012 functional income statements using absorption costing. 

b. Prepare 2011 and 2012 contribution income statements using variable costing. 

PROBLEMS 

P17-33. Cost of Goods Manufactured and Income Statement (04) 

Following is information from the records of the Calgary Company for July 2012. 

Purchases 

Rawr matenalSt tw. een wack ok ¢ 80,000 

Manufacturing supplies .............. 3,500 

Office: Sup Plies ster scraciy eect ne eeatoe 1,200 

SalCS a sa yeas ieee coals tebe taras oy eaten dagen os 425,700 

Administrative salaries................- 12,000 

Directia borane ce ace acuta cos mats aiereees 117,500 

Production employees’ fringe benefits*... . 4,000 

SAleSiCOMIMSSIONS: -aeeeanr ana case) scirere f 50,000 

Production supervisors’ salaries ......... 7,200 

Plant depreciation teva otenia ee 14,000 

Office depreciation wavs wast seed oe ee ee 20,000 

Piantimaintenance cruacias aie crt berate 10,000 

PIA tUtiIP ES crannies ne ceva eerayn ine «ste os 35,000 

@RCSMITNIT Sr atectced a ek eres rte 6 epeteret ane 5 > 8,000 

Oflice maintenanCe-- eqris etnarerasecee nant a 2,000 

Production equipment rent.............. 6,000 

Office equipment rent.................. 1,300 

* Classified as manufacturing overhead 

Inventories July 1 July 31 

Ravaimatchial Sameera eieess eters © $17,000 $25,000 

Manufacturing supplies ........ 1,500 3,000 

Ofiice SUD plicStetr erential te 600 1,000 

Work-in-prOC@SSiiecaeueee ease oe 51,000 40,000 

IMM! GOCE s onconansabeoue 35,000 27,100 
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Required 

Prepare a statement of cost of goods manufactured and an income statement. Actual overhead costs are 

assigned to products. 

P17-34. Cost of Goods Manufactured and Income Statement with Predetermined Overhead and Labor 

Cost Classifications (_02, 4) 

Callaway Golf Assume information pertaining to Callaway Golf Company for April 2012 follows. 

Company (ELY) 

Sales meet eter nee esr rate ea nen $200,000 

Purchases 

RaW: material Sree madeira ase omen ai 37,000 

Manufacturing supplies .............- 800 

Office SUD DIES ernie er ersare tate enses 500 

Salaries (including fringe benefits) 

Noli. caconnarcanssenugsoo08 6,000 

PrOGUCTOM SUDEIVISONSam ier tater iatenen 3,600 

SdleSeacgasste, aycus staat ear eerayies aces pike 15,000 

Depreciation 

Rlantganelimachinenyiarrrs sander errs er: 8,000 

Office and office equipment........... 4,000 

Utilities 

Plelaihoeats Whe Se ona Dame ae Go aS 5,250 

@iileer ns eae ete eto pe cies ik Gera ee Oc 890 

Inventories. SS Aril 1 April 30 
PEW IMMEMEMEIS, non coacounncoe $3,000 $3,500 

Manufacturing supplies ........ 1,000 1,100 

OflicesupplicSerme reas ee 900 800 

Work-in-process.............. 2,000 2,300 

Finished ‘goods sme erarer erste 8,000 9,000 

Additional information follows: 

e Manufacturing overhead is applied to products at 85 percent of direct labor dollars. 

¢ Employee base wages are $12 per hour. 

e Employee fringe benefits amount to 40 percent of the base wage rate. They are classified as 

manufacturing overhead. 

¢ During April, production employees worked 5,600 hours, including 4,800 regular hours and 200 

overtime hours spent working on products. There were 600 indirect labor hours. 

¢ Employees are paid a 50 percent overtime premium. Any overtime premium is treated as 

manufacturing overhead. 

Required 

a. Prepare a statement of cost of goods manufactured and an income statement for April. 

b. Determine underapplied or overapplied overhead for April. 

c. Recompute direct labor and actual manufacturing overhead assuming employee fringe benefits for 
direct labor hours are classified as direct labor. 

P17-35. Actual and Predetermined Overhead Rates (02, “) 

Allison’s Engines, which builds high performance auto engines for race cars, started operations on 
January |, 2012, During the month, the following events occurred: 

e Materials costing $6,500 were purchased on account. 

¢ Direct materials costing $3,000 were placed in process. 

* A total of 380 direct labor hours was charged to individual jobs at a rate of $15 per hour. 
¢ Overhead costs for the month of January were as follows: 

Depreciation on building and equipment...... $ 500 

Indirectiabor eisers tx crer ae eee rea ee 1,500 

Utilitiose. ncctates Secu et euteucrs ee eee ee 600 

RrOpeTivelaxXxes:On Oil CIC |ee sane 650 

InSUranc elon OUlICli Qieeeneien a 500) 



Module 17 | Product Costing: Job and Process Operations 17-38 

¢ On January 31, only one job (A06) was in process with materials costs of $600, direct labor charges 

of $450 for 30 direct labor hours, and applied overhead. 

¢ The building and equipment were purchased before operations began and the insurance was 

prepaid. All other costs will be paid during the following month. 

Note: Predetermined overhead rates are used throughout the module. An alternative is to accumulate 

actual overhead costs for the period in Manufacturing Overhead, and apply actual costs at the close of 

the period to all jobs in process during the period. 

Required 

a. Assuming Allison’s Engines assigned actual monthly overhead costs to jobs on the basis of actual 

monthly direct labor hours, prepare an analysis of Work-in-Process for the month of January. 

b. Assuming Allison’s Engines uses a predetermined overhead rate of $10.50 per direct labor 

hour, prepare an analysis of Work-in-Process for the month of January. Describe the appropriate 

treatment of any overapplied or underapplied overhead for the month of January. 

c. Review the overhead items and classify each as fixed or variable in relation to direct labor hours. 

Next, predict the actual overhead rates for months when 200 and 1,000 direct labor hours are 

used. Assuming jobs similar to A06 were in process at the end of each month, determine the costs 

assigned to these jobs. (Hint: Determine a variable overhead rate.) 

d. Why do you suppose predetermined overhead rates are preferred to actual overhead rates? 

P17-36. Job Costing with Predetermined Overhead Rate §©2. “) 

Kubota Corporation manufactures equipment in batches for inventory stock. Assume that Kubota’s Kubota Corporation 

production costs are accounted for using a job cost system. At the beginning of April raw materials (KUe) 

inventories totaled $8,500,000, manufacturing supplies amounted to $1,200,000 and finished goods 

inventories totaled $6,000,000. Two jobs were in process: Job 522 with assigned costs of $5,640,000 and 

Job 523 with assigned costs of $2,400,000. The following information summarizes April manufacturing 

activities: 

¢ Purchased raw materials costing $25,000,000 on account. 

e Purchased manufacturing supplies costing $3,000,000 on account. 

e Requisitioned materials needed to complete Job 523. Started two new jobs, 524 and 525, and 

requisitioned direct materials for them. 

Direct materials 

VODIS2 Soave ieee $ 3,000,000 

JODS24 er. een 12,900,000 

JODIS2 5s peaccptens tenia 9,600,000 

NOtalae Saree ke ons $25,500,000 

¢ Recorded April salaries and wages as follows: 

Direct labor 

Job 522 (300,000 hours x $20 per hour)....... $ 6,000,000 

Job 523 (800,000 hours x $20 per hour)....... 16,000,000 

Job 524 (1,200,000 hours x $20 per hour) ..... 24,000,000 

Job 525 (1,000,000 hours x $20 per hour) ..... 20,000,000 

potaldinect, AD Oscar musbeese orice: serene wetter siren sr ror onecat nivel 66,000,000 

INGIOCTI ADO Mra ceersrct ote aetslens ancnsti feral stores chaivei/enatan 6,400,000 

lO tal Maer Peete a rayies an fear chaial ge gnere) osu dese rere $72,400,000 

¢ Used manufacturing supplies costing $2,250,000. 

¢ Recognized depreciation on factory fixed assets of $4,000,000. 

¢ Incurred miscellaneous manufacturing overhead costs of $5,500,000 on account. 

¢ Applied manufacturing overhead at the rate of $6 per direct labor hour. 

¢ Completed Jobs 522,523, and 524. 

Required 

Prepare a complete analysis of all activity in Work-in-Process. Be sure to show the beginning and ending 

balances, all increases and decreases, and label each item. Provide support information on decreases 

with job cost sheets. 
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P17-37. Job Costing with Predetermined Overhead Rate 

TruCut Mower Company manufactures a variety of gasoline-powered mowers for discount hardware 

and department stores. TruCut uses a job cost system and treats each customer’s order as a separate 

job. The primary mower components (motors, chassis, and wheels) are purchased from three different 

suppliers under long-term contracts that call for the direct delivery of raw materials to the production 

floor as needed. When a customer’s order is received, a raw materials purchase order is electronically 

placed with suppliers. The purchase order specifies the scheduled date that production is to begin as the 

delivery date for motors and chassis; the scheduled date production is to be completed is specified as 

the delivery date for the wheels. As a consequence, there are no raw materials inventories; raw materials 

are charged directly to Work-in-Process upon receipt. Upon completion, goods are shipped directly to 

customers rather than transferred to finished goods inventory. At the beginning of July TruCut had the 

following work-in-process inventories: 

Job 365 . 

Job 366 . 

Job 367 . 

Job 368 . 

During July, the following activities took place: 

Started Jobs 369, 370, and 371. 

Ordered and received the following raw materials for specified jobs: 

(LO2, 4) 

12,000 

9,000 

8,500 

$29,500 

Incurred July manufacturing payroll: 

4,000 

3,500 

3,800 

$11,300 

Direct labor 

Job 369 

Job 370 

Job 371 

$ 500 

3,200 

3,400 

4,160 

1,300 

2,620 

2,000 

17,180 

3,436 

$20,616 

¢ Incurred additional manufacturing overhead costs for July: 

Manufacturing supplies purchased on account and used 

Depreciation on factory fixed assets 

Miscellaneous payables 



P17-38. 

P17-39. 

Module 17 | Product Costing: Job and Process Operations 17-40 

¢ Applied manufacturing overhead using a predetermined rate based on predicted annual overhead of 

$190,000 and predicted annual direct labor of $200,000. 

* Completed and shipped Jobs 365 through 370. 

Required 

Prepare a complete analysis of all activity in Work-in-Process. Be sure to show the beginning and ending 

balances, all increases and decreases, and label each item. Provide support information on decreases 

with job cost sheets. 

Weighted Average Process Costing (1.05) 

Minot Processing Company manufactures one product on a continuous basis in two departments, 

Processing and Finishing. All materials are added at the beginning of work on the product in the 

Processing Department. During December 2012, the following events occurred in the Processing 

Department: 

Wits: Startedreran ace eters arsccese y isact Fier veney te ded aed Grn Pe Sccear. 16,000 units 

Units completed and transferred to Finishing Department .... . 15,000 units 

Costs assigned to processing 

Raw materials (one unit of raw materials 

fopeachiUnitiof product started)/me ame wieeee iste ee ie $142,900 

Manutacturing Supplics USCC aa ese ie ieee rete na ae tee 18,000 

sDirectlaborcosts incurred savimeacs recite et seee ek ee ee 51,000 

SUDEIVISOrSu SalarieSauc art meemeoten er rete hice = scat earnstote es ees 12,000 

Other production|laborcostsirres seis eee eee 14,000 

Depreciationioniequipmentseacsssia rine aoe see era 6,000 

Othen productioniCOSts -avetsster ys oes dtneis Secs ee ceenensre eect nicer 18,000 

Additional information follows: 

e Minot uses weighted average costing and applies manufacturing overhead to Work-in-Process at the 

rate of 100 percent of direct labor cost. 

e Ending inventory in the Processing Department consists of 3,000 units that are one-third converted. 

¢ Beginning inventory contained 2,000 units, one-half converted, with a cost of $27,300 ($17,300 for 

materials and $10,000 for conversion). 

Required 

a. Prepare a cost of production report for the Processing Department for December. 

b. Prepare an analysis of all changes in Work-in-Process. 

Weighted Average Process Costing (05) 

Assume that JIF’, which is part of J... Smucker Company, processes its only product, 12-ounce jars 

of peanut butter, in a single process and uses weighted average process costing to account for inventory 

costs. All materials are added at the beginning of production. The following inventory, production, and 

cost data are provided for June 2012: 

Production data 

Beginning inventory (25% converted)..................-- 210,000 units 

Unitsistarted, severtt-r-eAiya nd ess ciiare ho ecb oeisjeats Sede tye 650,000 units 

Ending inventory (50% converted)...................... 180,000 units 

Manufacturing costs 

Beginning inventory in process: 

Materialsicos tier eytetrceerch silt raedans salomrratenrt aba ees $146,000 

GONVErSiONiGOStimeanicteten tearnereceercitua choir aie ta sisis: su aiava sche veren suave 88,000 

Raw materials cost added at beginning of process............ 739,800 

DirectstabogcosvinGuUrred Br rena. eres cine ste sg os etsr= oS ave te 410,000 

Manufacturing overhead applied .......................0.- 333,600 

Required 

a. Prepare a cost of production report for June. 

b. Prepare a statement of cost of goods manufactured for June. 

JIF 

J.M. Smucker 

Company (SJM) 
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P17-40. Weighted Average Process Costing with Error Correction (1.05) 

Blue Sky Manufacturing Company began operations on December |. On December 31 anew accounting 

intern was assigned the task of calculating and costing ending inventories. 

The intern estimated that the ending work-in-process inventory was 40 percent complete as to 

both materials and conversion, resulting in 2,000 equivalent units of materials and conversion. The 

ending work-in-process was then valued at $80,000, including $40,000 for materials and $40,000 for 

conversion. A subsequent review of the intern’s work revealed that although the materials portion of the 

ending inventory was correctly estimated to be 40 percent complete, the units in ending inventory, on 

average, were only 20 percent complete as to conversion. 

Required 

a. Determine the number of units in the ending inventory. 

b. How many equivalent units of conversion were in the ending inventory? 

c. What cost per unit did the intern calculate for conversion? 

d. Assuming 9,000 units were completed during the month of December, determine the correct cost 

per equivalent unit. Hint: Find the total conversion costs in process. 

e. Determine the corrected cost of the ending inventory. 

f. By how much was the cost of goods manufactured misstated as a result of the intern’s error? 

Indicate whether the cost of goods manufactured was overstated or understated. 

P17-41.4 Absorption and Variable Costing Comparisons 

Never Quit Shoe Company is concerned with changing to the variable costing method of inventory 

valuation for making internal decisions. Functional income statements using absorption costing for 

January and February follow. 

Sales (8,000 units) $160,000 

Cost of goods sold (108,800) 

Cee Helene sen oan bon oe Aan oe Ob Rok ee 51,200 

Selling and administrative expenses ........... (30,000) (30,000) 

Net InCOMe meine ler erior ne eeletc orca epee $ 30,800 $ 21,200 

Production data follow. 

RrOductionsunitSia ce reniaeiet a eieieiieeen ent nee 10,000 6,000 

Variable:Costs DEmUN ite een aie ieee aeren $10 $10 

bccloMOMWerdmleteMGOey, sooo sionobedec cc sacuac $24,000 $24,000 

The preceding selling and administrative expenses include variable costs of $1 per unit sold. 

Required 

a. Compute the absorption cost per unit manufactured in January and February. 
b. Explain why the net income for January was higher than the net income for February when the 

same number of units was sold in each month. 
’. Prepare contribution income statements for both months using variable costing. 
d. Reconcile the absorption costing and variable costing net income figures for each month. (Start 

with variable costing net income.) 

ag 

VV) P17-42. Absorption and Variable Costing Comparisons 

Peachtree Company manufactures peach jam. Because of bad weather, its peach crop was small. The 
following data have been gathered for the summer quarter of 2012: 
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Beginninginventonya(GaSes) eset rae sienit ert snt ere er neta 0 

Gases: produced sameness ciara Sete Mean a uieee ree eames TrCmEete 10,000 

CasesiSoldmerecm me errant tte cece ee eR I. eee ame 9,400 

Salesiprice! per; CaSeisrettcy tated coe cana eee ote, Sere etek $60 

Dikectimatentals:percaseee eee mam anne mts etic rt eee $8 

Directlaboripencasepeemam en ce aettr ssa tat te ee Ren Rey $9 

Variable manufacturing overhead per case..................5. $3 

llotaliiixed manutactiningioverhicac sam acme eerie eeisrerer $400,000 

Variable selling and administrative cost per case ............... $2 

Fixed selling and administrative cost.....................+.-. $48,000 

Required 

a. Prepare a functional income statement for the quarter using absorption costing. 

aS 

d. 

e: 

. Prepare a contribution income statement for the quarter using variable costing. 

What is the value of ending inventory under absorption costing? 

What is the value of ending inventory under variable costing? 

Reconcile the difference in ending inventory under absorption costing and variable costing. 

P17-43.4 Variable and Absorption Costing with High-Low Cost Estimation and CVP Analysis Including 

Taxes 

Presented are the Charger Company’s functional income statements for January and February of 2012. 

SaleStREVENUC Mire cet RT See ee Laat $1,000,000 $1,250,000 

Cost of goods manufactured and sold.............. (525,000) (625,000) 

GOSS DrOli theremin etcteacrerteke eae Scat n Seniesa 2 475,000 625,000 

General and administrative expenses .............. (235,000) (235,000) 

Netiincomelbeforetaxesme “200k Sia. Dates C58 ek 240,000 390,000 

Incomestaxes atiO: AO seis sere e ete ee. eer ieee eine (96,000) (156,000) 

Netincomerattenstaxes crc a saeco eet en eter ncheie $ 144,000 $ 234,000 

Required 

da. 

sof 

Using the high-low method, develop a cost estimating equation for total monthly manufacturing 

costs. 

. Determine Charger Company’s monthly break-even point. 

Determine the unit sales required to earn a monthly after-tax income of $150,000. 

. Prepare a January 2012 contribution income statement using variable costing. 

If the January 2012 net income amounts differ using absorption and variable costing, explain why. 

If they are identical, explain why. 

MANAGEMENT APPLICATIONS 

MA17-44. Cost Data for Financial Reporting and Special Order Decisions ().02, 4) 

Friendly Greeting Card Company produces a full range of greeting cards sold through pharmacies and 

department stores. Each card is designed by independent artists. A production master is then prepared for 

each design. The production master has an indefinite life. Product designs for popular cards are deemed 

to be valuable assets. If a card sells well, many batches of the design will be manufactured over a period 

of years. Hence, Friendly Greeting maintains an inventory of production masters so that cards may be 

periodically reissued. Cards are produced in batches that may vary by increments of 1,000 units. An 

average batch consists of 10,000 cards. Producing a batch requires placing the production master on the 

printing press, setting the press for the appropriate paper size, and making other adjustments for colors 

and so forth. Following are facility-, product-, batch-, and unit-level cost information: 
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Product design and production master per new card........ $ 1,500.00 

Batch setup (typically per 10,000 cards) ...........-..-.-. 150.00 

MEWERE Sorte UHOOO CECE. conencantnetommnocsnmuoncodon 100.00 

(Gfoyaweteton erste WOOO CEOS. . oconnnncoopeonoocnoo8s Sucs 80.00 

Shipping 

PGFIDATCI Ser oc naa seome-c cra aiatn a leller 12 cum Ree soa tReet 20.00 

PERCArGtaaayn corn tet s cic ieee come POUND Soleil lotion heasiicet Menem te ote 0.01 

Selling and administrative 

Gompanywicere seaewaeieryee ceesea eect eee otetaneaee kemench ane eeemten ats 200,000.00 

Pet product design matketecliesnarenseteieteistener tet -etenateewene= 500.00 

Information from previous year: 

Product designs and masters prepared for new cards ....... 90 

Product designsimanketed senna cette tersr-at 120 

Batchesimanuiiactu rec cpermersircn ari rreter cm rane tie inten ey Ea waee 500 

Cardsimanufacturediand/solcliasanm seer arrite oe errr: 5,000,000 

Required 

You may need to review materials in Modules 15 and 16 to complete the requirements. 

a. Describe how you would determine the cost of goods sold and the value of any ending inventory 

for financial reporting purposes. (No computations are required.) 

b. You have just received an inquiry from Mall-Mart department stores to develop and manufacture 

20 special designs for sale exclusively in Mall-Mart stores. The cards would be sold for $1.50 

each, and Mall-Mart would pay Friendly Greeting $0.30 per card. The initial order is for 20,000 

cards of each design. If the cards sell well, Mall-Mart plans to place additional orders for these 

and other designs. Because of the preestablished sales relationship, no marketing costs would be 

associated with the cards sold to Mall-Mart. How would you evaluate the desirability of the Mall- 

Mart proposal? 

c. Explain any differences between the costs considered in your answer to requirement (a) and the 

costs considered in your answer to requirement (b). 

MA17-45. Continue or Discontinue: Plantwide Overhead with Labor- and Machine-Intensive 

Operations (L©2, 4) 

When Dart Products started operation five years ago, its only product was a radar detector known as 

the Bear Detector. The production system was simple, with Bear Detectors manually assembled from 

purchased components. With no ending work-in-process inventories, unit costs were calculated once a 

month by dividing current manufacturing costs by units produced. 

Last year, Dart Products began to manufacture a second product, code-named the Lion Tamer. The 

production of Lion Tamers involves both machine-intensive fabrication and manual assembly. The 

introduction of the second product necessitated a change in the firm’s simple accounting system. Dart 

Products now separately assigns direct material and direct labor costs to each product using information 

contained on materials requisitions and work tickets. Manufacturing overhead is accumulated in a 

single cost pool and assigned on the basis of direct labor hours, which is common to both products. 
Following are last year’s financial results by product: 

Bear Detector Lion Tamer 

Sales 

UINItS Bexete. omer ier 5,000 2,000 

DOlArS ie. ay eae oor $ 500,000 $ 300,000 

Cost of goods sold 

DirectimaterialSaee eee $110,000 $65,000 

Directilabole ae aie nee 150,000 45,000 

Applied overhead........ 270,000 81,000 

TOta ees. eee. eee (530,000) (191,000) 

GTOSS}OrO lite $ (30,000) $ 109,000 
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Management is concerned about the mixed nature of last year’s financial performance. It appears that 

the Lion Tamer is a roaring success. The only competition, the Nittney Company, has been selling a 

competing product for considerably more than Dart’s Lion Tamer; this company is in financial difficulty 

and is likely to file for bankruptcy. The management of Dart Products attributes the Lion Tamer’s 

success to excellent production management. Management is concerned, however, about the future of 

the Bear Detector and is likely to discontinue that product unless its profitability can be improved. You 

have been asked to help with this decision and have obtained the following information: 

¢ The labor rate is $15 per hour. 

¢ Dart has two separate production operations, fabrication and assembly. Bear Detectors undergo 

only assembly operations and require 2.0 assembly hours per unit. Lion Tamers undergo both 

fabrication and assembly and require |.0 fabrication hour and 0.5 assembly hour per unit. 

¢ The annual Fabricating Department overhead cost function is: 

$200,000 + $5 (labor hours) 

e The annual Assembly Department overhead cost function ts: 

$20,000 + $11 (labor hours) 

Required 

You may need to review materials in Modules 15 and 16 to complete this case. Evaluate the profitability 

of Dart’s two products and make any recommendations you believe appropriate. 

MA17-46.4 Absorption Costing and Performance Evaluation 

On July 2, 2012 Innovative Financial acquired 90 percent of the outstanding stock of Medioker 

Industries in exchange for 2,000 shares of its own stock. Innovative Financial has a reputation as 

a “high flier” company that commands a high price-to-earnings ratio because its management team 

works wonders in improving the performance of ailing companies. 

At the time of the acquisition, Medioker was producing and selling at an annual rate of 100,000 

units per year. This is in line with the firm’s average annual activity. Fifty thousand units were produced 

and sold during the first half of 2012. 

Immediately after the acquisition Innovative Financial installed its own management team and 

increased production to practical capacity. One-hundred thousand units were produced during the 

second half of 2012. 

At the end of the year, the new management declared another dramatic turnaround and a $100,000 

cash dividend when the following set of income statements were issued: 

_ MEDIOKER: INDUSTRIES ~ 

come Statement _ 

“Fort the first an second haltyears 0 of 201 cs 

First ; Second e Teal 

SFT Sica sak ok oa a CG RR ee ee er atte $1,400, 000 $1 ,400,000 $2,800, 000 

Geos Gi Cwocks Selo uo vessaaceonanedo dds (1,200,000) (700,000) (1,900,000) 

Gross! Protitaey epee eee weer ye ee 200,000 700,000 900,000 

Selling and administrative expenses ........ (200,000) (400,000) (600,000) 

NSGUNGCINISS, 6 .ctRbbeinios coaeawe sera one $ 0 $ 300,000 $ 300,000 

* Absorption costing with any under-absorbed or over-absorbed overhead written off as an adjustment to cost of 

goods sold. Medioker applies manufacturing overhead using a predetermined overhead rate based on predicted 

annual fixed overhead of $1,000,000 and annual production of 100,000 units. 

Required: 

As the only representative of the minority interest on the board of directors, evaluate the performance 

of the new management team. 
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SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

Be Work-in-Process 

Balance, June 1, 2012 loroo” 

Direct materials 35,000 

Direct labor 48,500 

Applied overhead 24,250 

Balance, June 30, 2012 

Cost of Goods Manufactured in June 

Finished Goods 

Inventory 

Balance, June 1, 2012 

Cost of goods manufactured in June 

Balance, June 30, 2012 

Cost of jobs sold in June 

Cost of 

Goods Sold 

Cost of jobs sold in June 2012 

b. Job in Work-in-Process at June 30, 2012: 

> Job 228 

Ditecuincatchc| San ne $14,400 

Directilaborageeew sn yee creer 8,000 

Applied overhead (800 < $5)......... 4,000 

TOtal cect gate ee ence ee eae oe $26,400 

Job in Finished Goods at June 30, 2012: 

a Job 227 

Direckimatenialswans. menee cena e ate $18,000 

Directilabonermmretine ote ctor erm one 20,500 

Applied overhead (2,050 x $5) ........ 10,250 

NLRe YF Mel deweptesracy: Nia, “ue nrsmaych tot AL. pcmeataie al $48,750 

Jobs sold in June 2012: 

Job 225 Job226. Ss Total 
Costsiassignediiroml promo chiOC araennen tne inet teen $13,750 $ 1,800 $15,550 

June Costs Direct matenalSimmemen acne emer an En ater nce nee —0- 2,600 2,600 

Direct |labORe cmc trae ares eee etna e oe 5,000 15,000 20,000 

Applied overhead (500 & 1,500 x $5)......... 2,500 7,500 10,000 

Total oie crck eae. AR ne $21,250 $26,900 $48,150 
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c. Statement of cost of goods manufactured for June 2012. 

_ TRI-STAR PRINTING COMPANY = 
Statement of Cost of Goods Manufactured 

_ For Month Ending June 30,2012, 

Current manufacturing costs 

Cost of materials placed in production 

REN MELEEIS, QAWAL oon onconcanenanaanonenn $ 7,000 

FUTCHASSS mee cette ece cee ceret need. ern tees ot ae te te 40,000 

TotaltaVallable meres woreca ic: sere ee oe eeieeece. 47,000 

REMY MENTS, CRON oo oa cnosuosonononaboor (12,000) $35,000 

DIFECHADORA ea reenI crc eter acres cence ner otis, cn eae A Oe Be. 48,500 

Mantiiaciuning overicadiappliccmemaasrtrersieesarieitete nner crear enemas 24,250 $107,750 

Workein2DroCeSs. ,O//il Omeeameee rary hae. feed cyotewuen Shegene em Scie ch ane ONES Eee gee aT, eye ne Ee 15,550 

‘ole Coss eee nt ode doatutenome Hoss oh OnE BOOS De aA Sn acim ad obs oad oe ae 123,300 

WOrkelin= DIOCESSHO/S0/i 2a mercen ttatces tc teeta Ae cP on ace re et oa oh A at ae (26,400) 

Costotgoodsimanuiactured an .cismee creter eer enniere tos ete, Conese teen eae $ 96,900 

Module-End Review 

Solution 

_ MAGNETIC MEDIA,INC. : 
| Cost of Production Report 

ee _ Forthe Year20120 

Summary of units in process: 

Beginningweerrteccwts tae es ce ec orentr 3,000,000 

Unitsystantedies ym emercm. oo crete cee 27,000,000 

MOT OCCSS eates eericus Oren ict sy ws cee cus ue ye Sanne i 30,000,000 

Completed errs cteres cise cers eucrs ence a ayers —25,000,000 

EMncinG Gusev. i-erarsgepere heseie coitus ve Aveacisps 5,000,000 

Equivalent units in process: Materials Conversion — 

Unitsicompleted/ Hie: aue.cet er. cele cer 25,000,000 25,000,000 

Plus equivalent units in ending inventory ... 5,000,000 1,500,000 

Equivalent units in process.............. 30,000,000 26,500,000 

Total costs to be accounted for 
and cost per equivalent unit 

in process: Materials Conversion Total 

Work-in-Process, beginning ............. $ 468,000 $ 252,000 $ 720,000 

Guirent COStreises: steeseexcortcrns exces ess se 6,132,000 5,048,000 11,180,000 

OtalicOStalnOOCSSS emer miene cierer eta $ 6,600,000 $ 5,300,000 $11,900,000 

Equivalent units in process.............. + 30,000,000 +26,500,000 — 

Cost per equivalent unit in process........ $0.22 $0.20 $0.42 

Accounting for total costs: 

Transferred out (25,000,000 x $0.42)...... $10,500,000 

Work-in-Process, ending: 

Materials (5,000,000 x $0.22).......... $ 1,100,000 

Conversion (1,500,000 x $0.20)........ 300,000 1,400,000 

TotalicoSstaccounteci Omen nat tieiaiece $11,900,000 



Effective management of costs is a hallmark of sound finan- 

cial management, and indirect costs (Commonly referred to 

as overhead) are the most challenging costs to measure and 

manage. Direct costs, including direct materials and direct 

labor, can be readily traced to a job, product,' or other unit 

of work. Indirect costs, which are typically incurred for the 

benefit of several different products or cost objectives, are 

not as easily traced to specific units or projects. Managing 

indirect costs is a major concern of managers because this 

broad category of costs has grown from what was an overall 

1 Throughout this module, the term “product” should be interpreted 

to encompass both tangible products sold by a manufacturer, 

wholesaler, or retailer, as well as services sold by those companies, 

and services sold by professional or other service providers. 

18-1 

average of about 10 percent of total sales several decades 

ago to about 35 percent today. 

Many companies that once thrived have failed, argu- 

ably, because they did not manage effectively a growing 

pool of indirect costs. You might say they failed because 

they did not fully understand their business or their busi- 

ness model. If the true cost of producing and selling prod- 

ucts is more than the revenues generated by those prod- 

ucts, the business producing and selling those products 

will not succeed in the long-term. 

It is well documented that for many years the U.S. 

Postal Service has struggled with mounting losses while 

its competitors, UPS and FedEx, have thrived in a highly 

competitive marketplace. At a meeting of the President’s 

Commission on the United States Postal Service, (cre- 

Getty Images 
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LEARNING OBJECTIVES 

LO 

LO2 

LO3 

LO4 

LOS 

LOG 

Explain the changes in the modern production environment that have affected cost structures. (p. 18-3) 

Understand the concept of activity-based costing (ABC) and how it is applied. (p. 18-4) 

Explain the difference between traditional plantwide and departmental overhead methods and ABC. (p. 18-6) 

Describe the implementation of an activity-based costing system. (p. 18-13) 

Explain customer profitability analysis based on ABC. (p. 18-14) 

Explain the difference between ABC and activity-based management. (p. 18-17) 

ated to examine the problems at USPS), the discussion 

focused on differences in the cost systems at the Postal 

Service and UPS. It was reported that the Postal Service 

cost system attributes only 58% of its operating costs to 

it various products; whereas, UPS attributes 100% of its 

costs to its products. The UPS representative on the panel 

stated that UPS does not price any product below its full 

cost. With only 58% of its costs attributed to products, the 

Postal Service cannot know whether any of its products, 

individually, is making a profit.2 

2 James A. Johnson and Harry J. Pearce, Co-chairs, “Minutes of 

Meeting of the President’s Commission on the U.S. Postal Ser- 

vice,” May 28, 2003, p.3, http://www.ustreas.gov/offices/domestic- 

finance/usps/pdf/may_28_minutes.pdf 

As competition from home and abroad puts increasing 

pressure on companies to price products more competi- 

tively, the importance of cost management is increasingly 

crucial. Organizations like UPS, Coca-Cola, IBM, the City 

of Indianapolis, and Toronto’s Hospital for Sick Children 

have benefited greatly from a type of cost system referred 

to as activity-based costing (ABC). In this module we will 

define and discuss ABC systems, compare ABC with tra- 

ditional costing systems, and demonstrate how ABC can 

be used to analyze customer profitability. Finally, we will 

introduce the notion of activity-based management, which 

uses activity-based costing information to better manage 

processes and activities within an organization. 

18-2 



18-3 Module 18 | Activity-Based Costing, Customer Profitability, and Activity-Based Management 

MODULE =e 

ORGANIZATION Activity-Based Costing, Customer Profitability, 

and Activity-Based Management 

Traditional Costing He ABC and Customer é Activity-based Changing Cost y 

Compared With ABC ie Profitability Analysis Management Environment 

@ ABC concept @ Plantwide costing m Customer profitability 

m= ABC model : = Departmental costing . profile 

= ABC costing ¢ = Customer profitability 
: analysis illustrated 

CHANGING COST ENVIRONMENT 
LO Explain the As technology has advanced and competition has intensified over the last century, there has been a fun- 

changes in the damental shift in manufacturing organizations from labor-intensive to automated assembly techniques. 

modern production These changes have influenced the activities performed to meet customer needs and, consequently, the 

environment that costs of producing goods and services. 

have affected cost At the beginning of the twentieth century, products had long life cycles, production procedures 

structures. were relatively straightforward, production was labor based, and only a limited number of related 

products were produced in a single plant. It was said of the Model T Ford that “you could have any 

color you wanted, as long as it was black.” The largest cost elements of most manufactured goods were 

the cost of raw materials and the wages paid to production employees. Manufacturing overhead was a 

relatively small portion of the overall cost of manufacturing products. 

The twentieth century saw an accelerating shift from traditional labor-based activities to production 

procedures requiring large investments in automated equipment. In the past, production employees used 

equipment to assist them in performing their jobs. Now employees spend considerable time scheduling, 

setting up, maintaining, and moving materials to and from, equipment. They spend relatively little time on 

actual production. The equipment does the work, and the employees keep it running efficiently. Increased 

complexity of production procedures and an increase in the variety of products produced in a single facil- 

ity have also caused a shift toward more support personnel and fewer production employees. The result is 

a significant increase in manufacturing overhead as a percentage of total product cost. This change in the 

typical production cost structure over the past century is illustrated in Exhibit 18.1. 

EXHIBIT 18.1 Changing Production Cost Structures 

Percent of 
Product a Manufacturing Overhead Costs 

Cost ; 

Direct Materials and Direct Labor Costs 

Mid-20th Century Early 21st Century 

In the “low-tech,” labor-intensive manufacturing environment, factors related to direct labor were 
often the primary drivers of manufacturing overhead costs; however, in today’s “high-tech” automated 
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environment there are many other factors that drive manufacturing overhead costs, and the specific set 

of cost drivers differs from organization to organization. 

The previous module on product costing illustrated a simplified traditional system for allocating 

manufacturing overhead to products using a single, volume-based cost driver, such as direct labor 

hours. The following section introduces activity-based costing, which recognizes the multiple activities 

that drive manufacturing overhead costs in today’s production environment. 

ACTIVITY-BASED COSTING 
The manufacturing overhead cost pool has been referred to as a “blob” of common costs. The constant 

growth of costs classified as overhead has forced us to search for increasingly detailed methods to ana- 

lyze these costs. If overhead costs are low in comparison with other costs and if factories produce few 

products in large production runs, the use of an overhead rate based on direct labor hours or machine 

hours may be adequate. However, as the amount of overhead costs continues to grow, as manufactur- 

ing facilities produce a wider variety of products, and as competition intensifies, the inadequacies of a 

single overhead rate based on a single cost driver such as direct labor hours become evident. 

Fortunately, advances in information technology and the declining costs of computerized informa- 

tion systems have facilitated the development and maintenance of increasingly detailed databases. The 

increased complexity of the production environment, coupled with faster and cheaper computing technol- 

ogy, gave rise to the emergence and development of activity-based costing during the 1980s and 1990s. 

Activity-based costing involves determining the cost of activities and tracing their costs to cost 

objectives on the basis of the cost objective’s utilization of units of activity. 

The concepts underlying ABC can be summarized in the following two statements and illustrations: 

1. Activities performed to fill customer needs consume resources that cost money. 

served 

by 

2. The cost of resources consumed by activities should be assigned to cost objectives on the basis of 

the units of activity consumed by the cost objective. 

assigned 

to 

*Based on units of activity utilized by the cost objective. 

The cost objective is typically a product or service provided to a customer. Depending on the informa- 

tion needs of decision makers, as we will discuss later in this module, the cost objective might be the 

customer. 

To summarize, activity-based costing is a system of analysis that identifies and measures the cost 

of key activities, and then traces these activity costs to products or other cost objectives based on the 

quantity of activity consumed by the cost objectives. ABC is based on the premise that activities drive 

costs and that costs should be assigned to products (or other cost objectives) in proportion to the vol- 

ume of activities they consume. Although activity cost analysis is most often associated with product 

costing, it offers many benefits for controlling and managing costs, as we will see later in this module. 

As the following Research Insight box explains, ABC was actually used first to improve cost manage- 

ment before it was used for product costing. 

ABC Product Costing Model 

Traditional costing considers the cost of a product to be its direct costs for materials and labor plus 

some allocated portion of factory overhead, using overhead rates typically based on direct labor or 

machine hours. Activity-based costing is based on the notion that companies incur costs because of 

the activities they conduct in pursuit of their goals and objectives. For example, various activities 

{.02 Understand 

the concept of 

aCctivity-based 

costing (ABC) and 

how it is applied. 
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RESEARCH INSIGHT fei lecs iu: 
ABC came to the forefront in the 1980s and 1990s; however, it was beginning to evolve as early 

as the 1960s when General Electric’s (GE) finance and accounting staff attempted to improve 

the usefulness of accounting information in controlling ever-increasing indirect costs. The GE 

staff noted that indirect costs were often the result of “upstream” decisions, such as engineering 

design and change orders, which were made long before the costs were actually incurred. Fre- 

quently, the engineering department was not informed of the consequences their actions had on 

the other parts of the organization. 

The second phase of the development of ABC was accomplished by business consultants, 

professors, and manufacturing companies during the 1970s and early 1980s. By generating more 

accurate cost and profitability measures for the various products offered by companies, these con- 

sultants and professors hoped to improve product cost information used in pricing and product mix 

decisions. ABC has since been extended to assess customer profitability. 

In the late 1980s and 1990s, ABC was being promoted by many of the leading consulting firms, 

and it almost became a fad, much as TQM and JIT had become before it. Consequently, many com- 

panies that jumped on the ABC bandwagon early in its life, later determined that it was not for them. 

Most of the companies that abandoned ABC, probably adopted it initially for the wrong reasons. 

Knowledge of the historical development of activity-based costing is important in order to 

clearly understand what ABC analysis was intended to accomplish, as well as what it was not in- 

tended to accomplish. 

Source: Latshaw, Craig A. Cortese-Danile, Teresa M., Activity-based costing: usage and pitfalls,” Review of Business, Winter, 

2002. 

take place to produce a particular product, such as setting up, maintaining, or monitoring the ma- 

chines to make the product, physically moving raw materials and work in process, and so forth. Each 

of these activities has a cost; therefore, the total cost of producing a product using ABC is the sum of 

the direct materials and direct labor costs of that product, plus the cost of other activities conducted 

to produce that product. 

The general two-stage ABC product cost model is illustrated in Exhibit 18.2. The first stage 

includes the assignment of manufacturing overhead resource costs, such as indirect labor, deprecia- 

tion, and utilities, to activity cost pools for the key activities identified. Typical activity cost pools in 

a manufacturing environment include pools for machine setup, material movement, and engineering. 

The second stage assigns those activity cost pools to products. 

Notice in Exhibit 18.2 that direct product costs, such as direct materials and direct labor, are 

directly assigned to products and are excluded from the activity cost pools. Only indirect product 

costs (manufacturing overhead) are assigned to products via activity cost pools. 

Probably the most critical step in ABC is identifying cost drivers. The activity cost driver for a 

particular cost (or cost pool) is the characteristic selected for measuring the quantity of the activity 

for a particular period of time. For example, if an activity cost pool is established for machine setup, 

it is necessary to select some basis for measuring the quantity of machine setup activity associated 
with the costs in the pool. The quantity of setup activity could be measured by the number of differ- 
ent times machines are set up to produce a different product, the amount of time used in completing 
machine setups, the number of staff working on setups, or some other measure. It is critical that the 
activity measure used has a logical causal relationship to the costs in the pool and that the quantity 
of the activity is highly correlated with the amount of cost in the pool. Statistical methods, such as 
regression analysis and correlation analysis, can be very useful in selecting activity cost drivers. 

Once the total cost in the activity pool and the activity cost driver have been determined, the 
cost per unit of activity is calculated as the total cost divided by the total amount of activity. For 
example, if total costs assigned to the setup activity pool in July were $100,000 and 200 setups were 
completed in July, the cost per setup for the month would be $500. If during July machines were set 
up 10 times to make product JX2, the total setup cost that would be assigned to product JX2 would 
be $5,000 ($500 x 10). 
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EXHIBIT 18.2 Two-Stage Activity-Based Costing Model 

Direct 

Resource 

Costs 

Costs of resources directly 
traceable to cost objectives 

(direct materials, direct labor) 

Indirect 

Resource 

Costs 

Stage 1: 
Indirect resource 

costs are assigned 

to activity pools. 

Stage 2: 
Activity costs are 

reassigned to cost 
objectives using 
activity drivers. 

TRADITIONAL PRODUCT COSTING AND ABC 
COMPARED 
Recall that Outdoor Rainwear in Module 17 recognized manufacturing overhead using a plantwide 

manufacturing overhead rate of $4 per direct labor hour. It was assumed that each hour of labor worked 

on product caused $4 of manufacturing overhead to be incurred. In that case, all manufacturing costs 

were assumed to be driven by one factor, direct labor hours. As discussed at the beginning of this mod- 

ule, such an assumption is often not appropriate with modern methods of producing goods (or services) 

where manufacturing overhead is related to a diverse set of activities and cost drivers. 

Applying Overhead with a Plantwide Rate 

To illustrate, assume that VitaDrink, Inc. produces two beverages fortified with vitamins and miner- 

als, VitaVeg and VitaFruit. VitaDrink has been facing intense competition from other health beverage 

producers in the vegetable drink market, and it is considering shifting its strategy entirely to the fruit 

drink market. 

Each product is worked on in two departments, Mixing and Bottling. Both Mixing and Bottling 

operations are highly automated; therefore, the most common element of both products is machine 

hours in Mixing and Bottling. The products are produced in large 1,000-gallon batches. VitaVeg 

requires 3 machine hours per batch and VitaFruit requires 2 machine hours per batch. For July, 232 

batches of VitaVeg and 400 batches of VitaFruit were produced, with total plantwide manufacturing 

overhead of $187,000 and 1,496 total machine hours. The plantwide overhead rate is calculated as 

$125 per machine hour in the following tabulation. 

LOS Explain 

the difference 

between traditional 

plantwide and 

departmental 

overhead methods 

and ABC. 



18-7 Module 18 | Activity-Based Costing, Customer Profitability, and Activity-Based Management 

Total plantwide manufacturing overhead $187,000 

Total plantwide machine hours + 1,496 

Plantwide overhead rate per machine hour $ 125 

Assigning $125 to each machine hour used is the simplest method of assigning manufacturing over- 

head to the products and, as the tabulation below shows, results in a total cost per batch of $610 for 

VitaVeg and $400 for VitaFruit after adding the direct materials and direct labor costs. 

Unit Costs - 

a= VitaVeg VitaFruit 

DireckimatcialSee tenn trait erent $125 $120 

Directilabore c.c sneer cas eee enemansns ails ore 110 30 

Manufacturing overhead 

Vegetable: 3 machine hours X $125 .......... 375 

quite D (mete mttave (nVowRS DX SHIBS nce nc eco aan 250 

TOtaltUniticoStipemaceeeetin crc eee ticle so $610 $400 

A plantwide overhead allocation method is often used in situations where companies produce only 

one product in a plant, or where multiple products are very similar in regard to the use of activities, such 

as machine or labor hours, that drive most of the overhead costs. If multiple products are produced that 

consume varying levels of activities in multiple production departments, departmental overhead alloca- 

tion rates will produce a more accurate allocation of overhead costs to the various products. 

Applying Overhead with Department Rates 

For VitaDrink to establish separate overhead allocation rates for each of the two production depart- 

ments, it is necessary first to assign the $187,000 of total overhead costs for the plant to the two 

production departments, some of which is directly assignable to the departments. For example, the 

departmental supervisors’ salaries could be directly assignable to the departments. Other manufactur- 

ing overhead costs, such as support costs for maintenance, payroll, and so forth, are allocated to the 

production departments. Assume that after these allocations, the total costs assigned to the departments 

were $59,100 for Mixing and $127,900 for Bottling. 

The next step in the product costing process is to assign the departmental costs to the products. 

Assume that the manufacturing process at VitaDrink is labor intensive in the Mixing Department and 

machine intensive in the Bottling Department, and that manufacturing overhead is applied to products 

as follows: 

Manufacturing Overhead 

Department Application Base 

Mixing Direct labor hours 

Bottling Machine hours 

During the month of July, 500 direct labor hours were worked in Mixing, and Bottling used 800 
machine hours. The department manufacturing overhead rates based on actual costs for July, and the 
total product costs using departmental overhead rates, are calculated in the following tables: 

Overhead costs per unit for July 8 VitaVeg — VitaFruit 

Total department manufacturing overhead 

(direct department costs plus allocated costs)......... $59,100 $127,900 

Quantity of overhead application base 

Directlabor hours: ay.ciese oeterere seen eerie ene + 500 

Machine’hoursht tise, cts sees een otiie ee ea cree i eon ey ee + 800 

Department manufacturing overhead rates............. $118.20 $159.875 

Per direct Per machine 

labor hour hour 
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Directimaterials pxeeustrncss serie: toe etree Lee, ATS gunn 

DIKeCt ADOPRemrernts feteny eth k deny to Mvaragms Con ei aeett entre 28 

Manufacturing overhead 

Mbinep 4) (Eisele lie 36 GINGA: 405 6s ee ooclmcans eens doo cans 118* 

OG GlabomhrsseSiil 6:20 hee to ewe ies a eee 79* 

SKouudlingee VI MMIC MINS A SC USISS oo son noe choses andenosnnne 160* 

1-42 machine hrssahilo O'S Saeeeeen eres ae eee BRIE 

WOtali COSTS Mirage ete ete aon dae teea he wort an heic ana a cen on nd erat gs $513 $456 

* Rounded 

Allocating factory overhead costs based on department rates (rather than on a plantwide rate of 

$125 per machine hour) causes a shift in costs from VitaVeg to VitaFruit because VitaVeg’s overhead 

activity is incurred evenly in both Mixing and Bottling (1.00 hour each) while VitaFruit incurs more of 

its overhead activity in Bottling (1.42 hours versus 0.67 hour). 

The per-unit costs with multiple allocations are substantially different from the per-unit costs when 

using plantwide rates and, in fact, show the cost of VitaVeg to be slightly below a competitor’s bid of 

$525 that was offered-to one of VitaDrink’s customers. Based on the plantwide rate, the cost of $610 

for VitaVeg was higher than the competitor’s price. 

By creating separate manufacturing overhead cost allocation pools, allocation bases, and overhead 

application rates for Mixing and Bottling, it is possible to recognize overhead cost differences in vari- 

ous products based on differences in Mixing Department labor hours used and Bottling Department 

machine hours used for each product. In most multiproduct manufacturing environments, this approach 

represents a cost system improvement over using a single, plantwide overhead rate, and it reduces the 

likelihood of cost cross-subsidization, which occurs when one product is assigned too much cost as a 

result of another being assigned too little cost. While department overhead rates may improve product 

costing results for many organizations, and in fact may be satisfactory, this method does not attempt to 

reflect the actual activities used in producing the different product. 

Applying Overhead with Activity-Based Costing 

An even more precise method of measuring the cost of products than plantwide or departmental rates 

is the activity-based costing method. As stated earlier, activity-based costing involves determining the 

cost of activities associated with a particular cost objective. ABC for product costing identifies and 

measures the cost of activities used to produce the various products and sums the cost of those activi- 

ties to determine the cost of the products. The following Business Insight compares three key benefits 

regarding the accuracy of cost systems for ABC users and non-ABC users. 

For VitaDrink, Mixing and Bottling have overhead costs of $59,100 and $127,900, respectively. 

The overhead rates for each department were determined in the last section as $118.20 and $159.875, 

respectively, per relevant hour of use. The easiest way to assign these costs to products is by using one 

base and one rate for all products going through a given process (e.g., mixing). However, different 

products typically use different amounts of resources from a given process and using the same base and 

overhead rate for all may distort the cost for some or all products. 

Overhead costs in the Mixing and Bottling departments consisted of two types of costs: direct de- 

partment costs and allocated costs from other support departments. Direct department overhead costs 

are costs that are incurred directly by the department such indirect labor, indirect materials, deprecia- 

tion on equipment, supervisory wages, and so forth. Allocated support costs are costs allocated from 

other departments (specifically, engineering, support services, and building and grounds) that provide 

services to both Mixing and Bottling. VitaDrink’s accountants determined that the direct department 

overhead costs in Mixing were driven primarily by labor hours, whereas direct department overhead 

costs in Bottling were driven primarily by machine hours. It was also determined that each component 

of engineering, support services, and building and grounds represents a separate activity cost pool, and 

that these costs should be assigned to the products based on specific cost drivers rather than a single 

cost driver for the entire department. 

18-8 
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A 2009 study of 348 manufacturing and service companies worldwide indicated that activity-based 

costing continues to provide strategic and operational benefits. Although the study showed that 

there has been a decline in ABC users since the 1990s, when it was first widely adopted, the follow- 

ing graphics from the study report support the conclusion that users of ABC have a higher level of 

confidence than non-ABC users that their cost system provides more accurate cost measurements. 

Comparisons of ABC to Non-ABC Users on Three Key Benefits 

Non-ABC Method Users 

RRL AOE WORN [ee ares | eS | EE | EST | 

Our system accurately Disagree 

traces activity costs to final 

cost objects 

Our system accurately 

traces overhead costs to 

final cost objects 

Our system provides 

accurate information on the 

costs of all activities in the 

organization 

0% 10% 20% 30% 40% 50% 60% 70% 80% 

ABC Method Users 

Our system accurately 

traces activity costs to final 

cost objects 

Our system accurately 

traces overhead costs to 

final cost objects 

Our system provides 

accurate information on the 

costs of all activities in the 

organization 

0% 10% 20% 30% 40% 50% 60% 70% 80% 

Source: William O. Stratton, Denis Desroches, Raef Lawson, and Toby Hatch, “Activity-Based Costing: Is It Still Relevant?” 
Management Accounting Quarterly, Spring 2009, Vol. 10, No. 3, pp. 31-40. 
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The following is a detailed analysis of overhead cost data for July’s operations: 

Direct departmental overhead costs 

MIXiNnGi Ree ererteis ee erttia forint $ 40,000 Laboqhourstac.cmcee 500 $ 80.00 

Sforsilinteka o mom qnusicuiad ca ccticnicts 90,000 Machine hours ...... 800 112.50 

Common overhead costs 

Support Services 

Receiving siiasciieecte tre fe ee 14,000 Purchase orders..... 100 140.00 

Inventonyicontroleresise tiie 13,000 Units produced...... 632 20.57* 

Engineering Resources 

ProductionisetUpseneer renin: 12,000 Production runs ..... 20 600.00 

Engineering and testing ........ 8,000 Machine hours ...... 800 10.00 

Building and Grounds 

Maintenance, machines ........ 4,000 Machine hours ...... 800 5.00 

Depreciation, machines......... 6,000 Units produced...... 632 9.49* 

Total a trereen amc oh ene aCe mt ae ty $187,000 

* Rounded 

The amounts of activity attributed to VitaVeg and VitaFruit and the factory overhead cost per unit 

based on ABC costs are as follows: 

Mixing ($80.00 per labor hour)...............-- 232 $18,560 268 $ 21,440 

Bottling ($112.50 per machine hour) ........... 174 19,575 626 70,425 

Receiving ($140.00 per order) ................ 40 5,600 60 8,400 

Inventory control ($20.57 per unit 
produced) estes socmesrerndc k ecstsinesitaietje ae 232 ONE 400 8,228 

Production setup ($600.00 perrun)............ 5 3,000 15 9,000 

Engineering and testing 

($10.00 per machine hour) ...............-- 174 1,740 626 6,260 

Maintenance, machines 

(G5 00lpetamachinesnOun) mrmeis sete eieir rae 174 870 626 3,130 

Depreciation, machines 

($9.49 per unit produced).................. 232 2,202* 400 3,796 

Total factory overhead product cost.......... $56,319 $130,679 

Winizefererelieel, cooat conse secanuo roo oaeso mo + 232 + 400 

Factory overhead cost per unit of product*...... $ 243" $327* 

Direct materials cost per unit of product........ 125 120 

Direct labor cost per unit of product ........... 110 30 

Total unit product cost using ABC ............ $ 478 $ 477 

* Rounded 

The following table summarizes the total product costs for VitaDrink’s two products using the three 

different overhead cost assignment methods: 

Plantwide overhead rate............ $610 $400 

Departmental overhead rates........ 513 456 

ABC RP i teitieycestaars teat nara ae 478 477 
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ABC product costing reveals a dramatically different cost picture. Using either a plantwide overhead 

rate or departmental rates, the VitaVeg drink is bearing more than its share of total overhead costs. 

Using either of these methods could lead the company into the very damaging strategy of abandon- 

ing the vegetable drink market. With an actual per-batch cost of $478, rather than $513 or $610, the 

company clearly has significant latitude to compete on price with other companies in this market 

and remain profitable. Obviously, the effect of adopting ABC is not always as significant as it was 

for VitaDrink in this example. However, even with less dramatic differences among the various 

cost methods, inaccurate costing can affect management’s assessment of product profitability and 

its decisions regarding which products to continue to produce and which products to discontinue. 

Flawed product costing information can cause management mistakenly to decide to keep products 

that are losing money, while deciding to discontinue products that are profitable. Using a plantwide 

or departmental overhead allocation method could have led VitaDrink Management to shift its em- 

phasis from the vegetable to the fruit drink market, a decision that could have been devastating to 

the company. 

MANAGERIAL DECISION 

You have heard about companies that have adopted ABC and experienced significant differences 

in product costs compared with previous cost calculations using traditional costing methods. Con- 

sequently, you were surprised when your newly implemented ABC system provided product costs 

that were almost identical to those from the old costing system. You are, therefore, thinking about 

abandoning the ABC system, since it is quite costly to maintain. Should you abandon your ABC 

system? [Answer, p. 18-18] 

MID-MODULE REVIEW 

Slack Corporation has the following predicted indirect costs and cost drivers for 2012 for the given activity 

cost pools: 

Fabrication —_ Finishing 
oa Department — Department _ Cost Driver 

NVaintenance sami $ 20,000 $10,000 Machine hours 

Materials handling ......... 30,000 15,000 Material moves 

Machine setups ........... 70,000 5,000 Machine setups 

[NSDOCUONS serum cet meee — 25,000 Inspection hours 

$120,000 $55,000 

The following activity predictions were also made for the year: 

Fabrication _ Finishing 
Gat a Department Department 

Machine hours........ 10,000 5,000 

Materials moves....... 3,000 1,500 

Machine setups ....... 700 50 

Inspection hours....... _ 1,000 

It is assumed that the cost per unit of activity for a given activity does not vary between departments. 
Slack’s president, Charles Slack, is trying to evaluate the company’s product mix strategy regarding two of 

its five product models, ZX300 and SL500. The company has been using a plantwide overhead rate based on 
machine hours but is considering switching to either department rates or activity-based rates. The production 
manager has provided the following data for the production of a batch of 100 units for each of these models: 
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, ‘SL500_ 
Direct materials cost......... $18,000 

Diteculalbomeos tae air $5,000 $4,000 

Machine hours (Fabrication). . . 500 700 

Machine hours (Finishing). ... . 200 100 

Materials moves............ 30 50 

Machine setups ............ 5 g 

INSPESCtONNOULSaee eles 30 60 

Required 

a. Determine the cost of one unit each of ZX300 and SL500, assuming a plantwide overhead rate is used 

based on total machine hours. 

b. Determine the cost of one unit of ZX300 and SL500, assuming department overhead rates are used. 

Overhead is assigned based on machine hours in both departments. 

c. Determine the cost of one unit of ZX300 and SL500, assuming activity-based overhead rates are used for 

maintenance, materials handling, machine setup, and inspection activities. 

d. Comment on the results of these cost calculations. 

The solution is on page 18-35. 

Limitations of ABC Illustration 

Several limitations of the VitaDrink illustration should be mentioned. For the sake of simplicity, the 

example was limited to manufacturing cost considerations. A complete analysis would also require 

considerations of nonmanufacturing costs, such as marketing, distribution, and customer service, be- 

fore a final determination of product profitability could be made. Finally, in calculating the activity cost 

per unit of activity, it is necessary to decide how to measure the total quantity of activity. For example, 

for VitaDrink, the receiving cost per purchase order was calculated as $140.00 based on the actual 

quantity of 100 purchase orders for the period. Alternatively, the receiving cost could have been calcu- 

lated based on practical capacity, which is the maximum possible volume of activity, while allowing 

for normal downtime for repairs and maintenance. If the plant has a practical capacity to prepare 140 

purchase orders per period, the cost per purchase order based on the practical capacity is $100 per pur- 

chase order, or $14,000 + 140. Using this overhead rate in costing product, only $10,000 would have 

been assigned to the two products, which required only 100 purchase orders, and the remaining $4,000 

for the 40 purchase orders of excess (or idle) capacity not used would be written off as an operating 

expense of the period as underapplied overhead. Practical capacity is generally regarded as better than 

actual capacity for calculating activity costs because it does not hide the cost of idle capacity within 

product costs, and it gives a truer cost of the activities used to produce the product. 

Comparing Traditional and Activity-Based Costing 

Procedurally, ABC is not a new method for assigning costs to cost objectives. Traditional costing systems 

have used a two-stage allocation model (similar to the ABC model) to assign costs to cost pools (such 

as departments) and subsequently assign those cost pools to products using an allocation base. In most 

traditional costing systems, overhead is assigned to one or more cost pools based on departments and 

functional characteristics (such as labor-related, machine-related, and space-related costs) and then reas- 

signed to products using a general allocation base such as direct labor hours or machine hours. ABC is 

different in that it divides the overall manufacturing processes into activities. ABC accumulates costs in 

cost pools for the major activities and then assigns the costs of these activities to products or other cost 

objectives that benefit from these activities. Conceptually, ABC is different because of the way it views 

the operations of the company; procedurally, it uses a methodology that has been around for a long time. 
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'.9« Describe the 

implementation of 

an activity-based 

costing system. 

The challenge in using ABC is specifying the model; that is, determining how many activity pools 

should be established for a given cost measurement purpose, which costs should be assigned to each 

activity pool, and the appropriate activity driver for each pool. Specifying the model also includes deter- 

mining the resource cost drivers for assigning indirect resource costs to the various activity cost pools. 

ABC IMPLEMENTATION ISSUES 

The distortion in product costs for VitaDrink from using traditional cost systems based on plantwide or 

departmental rates, while hypothetical, is not uncommon. Studies have shown that distortions of this type 

occur regularly in traditional systems in which a significant variation exists in the volume and complexity 

of products and services produced.’ Traditional systems tend to overcost high-volume, low-complexity 

products, and they tend to undercost low-volume, high-complexity products. These studies indicate that 

the typical amount of overcosting is up to 200 percent for high-volume products with low complexity and 

that the typical undercosting can be more than | 000 percent for low-volume, highly complex products. 

In companies with a large number of different products, traditional costing can show that most products 

are profitable. After changing to ABC, however, these companies might find that 10 to 15 percent of the 

products are profitable while the remainder are unprofitable. Adopting ABC often leads to increased prof- 

its merely by changing the product mix to minimize the number of unprofitable products. 

Most companies initially do not abandon their traditional cost system and move to a system that 

uses ABC for management and financial reporting purposes because financial statements must with- 

stand the scrutiny of auditors and tax authorities. This scrutiny typically implies more demands on the 

cost accounting system for consistency, objectivity, and uniformity than required when the system is 

used only for management purposes. In addition, ABC systems must be built facility by facility rather 

than being embedded in a software program that can be used by all facilities within the company.* 

Often companies maintain traditional costing for external reporting purposes and ABC for pricing and 

other internal decision-making purposes. 

Once an ABC system has been developed for a production facility, including an activities list (some- 

times called an activities dictionary), identification of activity cost drivers, and calculation of cost per unit 

of driver activity, the activity costs of a current or proposed product can be readily determined. In ABC, 

as illustrated for VitaDrink, manufacturing a product is viewed simply as the combination of activities 

selected to make it; therefore, the activity cost of a product or service is the sum of the costs of those 

activities. This approach to viewing a product enables management to evaluate the importance of each of 

the activities consumed in making a product. Possibly some activities can be eliminated or a lower cost 

activity substituted for a more costly one without reducing the quality or performance of the product. In 

the 1980s, the Coca-Cola Company used ABC to determine that it was less costly —and thus, more prof- 

itable—to deliver soft drink concentrate to some fountain drink retailers (such as fast-food restaurants) in 

nonreturnable, disposable containers rather than in returnable stainless steel containers, which had been 

standard in the industry for many years. 

Although an ABC system may be complex, it merely mirrors the complexity of an organization’s 

design, manufacturing, and distribution systems. If a firm’s products are diverse and its production and 

distribution procedures complex, the ABC system will also be complex; however, if its products are ho- 

mogeneous and its production environment relatively simple, its ABC system should also be relatively 
simple. Even in highly complex manufacturing environments, ABC systems usually have no more than 
10 to 20 cost pools. Many ABC experts in practice have observed that creating a large number of activity 
cost pools for a given costing application normally does not significantly improve cost accuracy above 
that of a smaller number of cost pools. As with any information system design, the costs of developing 
and maintaining the system must not exceed its benefits; hence, although adding more activity cost pools 
may result in some small amount of increased accuracy, it may be so small as not to be cost effective. 

In addition to using ABC for product costing purposes, other important uses for ABC have also been 
found. One of the most useful applications for ABC discussed in the next section is in evaluating customer 
costs and distribution channel costs. Other applications include costing administrative functions such as 
processing accounts receivable or accounts payable; costing the process of hiring and training employees; 

* Gary Cokins, Alan Stratton, and Jack Helbling, An ABC Manager’s Primer (Montvale, NJ: Institute of Management Accoun- 
tants, 1993). 

* Robert S. Kaplan and Robin Cooper, Cost and Effect (Boston: Harvard Business School Press, 1998), p. 105. 
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and costing such menial tasks as processing a letter or copying a document. Any process, function, or 

activity performed in an organization, whether it is related to production, marketing and sales, finance 

and accounting, human resources, or even research and development, is a candidate for ABC analysis. In 

short, almost any cost objective that has more than an insignificant amount of indirect costs can be more 

effectively measured using ABC. 

ABC AND CUSTOMER PROFITABILITY 
ANALYSIS 
One of the most beneficial applications of activity-based costing is in the analysis of the profitability 

of customers. Companies that have a large number of diverse customers also usually have widely 

varied profits from serving those customers. Many companies never attempt to calculate the profit 

earned from individual customers. They merely assume that if they are selling products above their 

costs, and that overall the company is earning a profit, then each of the customers must be profitable. 

Unfortunately, the cost incurred to sell goods and services, and to provide service, to individual cus- 

tomers is not usually proportionate with the gross profits generated by those sales. Customers with high 

sales volume are not necessarily the most profitable. Profitability of individual customers depends on 

whether the gross profits from sales to those customers exceed the customer-specific costs of serving 

those customers. Some customers are simply more costly than others, and some may even be unprofit- 

able, and the unprofitable customers are eating away at the total profits of the company. In an ideal 

world, only profitable customers would be retained, and unprofitable customers would be either con- 

verted to a profitable status or they would be dropped as customers. 

Customer Profitability Profile 

If a company knows the amount of profits (or losses) generated by each of its customers, a customer 

profitability profile can be prepared similar to the one illustrated in Exhibit 18.3. 

This hypothetical company has 350 customers and has current total profits of $5 million, but only 

200 of its customers are profitable. Cumulative profits reach $7.5 million when the 200th customer is 

added to the graph, but the 201st through the 350th customers cause cumulative profits to decline to $5 

million because they are unprofitable. Once a company has profitability data on each of its customers 

(or categories of customers), only then can it proceed to try to convert them to profitability, or seek to 

terminate the relationship with those customers. Just as we saw that ABC provided a model for producing 

more accurate product cost data, ABC 1s also a valuable tool for generating customer profitability data. 

EXHIBIT 18.3 Customer Profitability Profile Graph 

Cumulative — 

Total Profits 

$7.5 million 

Current Total 
5 million 

$ Customer Profits 

0 200 350 

Customers From Most Profitable 

to Least Profitable 

ABC Customer Profitability Analysis Illustrated 

Pure Water Company is a “green” company located in the Midwest that manufactures and sells all- 

natural compounds for purifying water distributed through large public water systems. Rod James, 

LOS Explain 

customer 

profitability analysis 

based on ABC. 
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the CEO and founder of Pure Water, personally developed the compounds using natural materials 

obtained from remote regions of the world. He knows that he has a product that is far superior to 

the traditional processes based on synthetic chemicals that have been used for generations to purify 

water. After five years in business, Pure Water has built a solid and growing customer base, but it 

has to invest significant time and expense servicing customers, especially those who have recently 

embraced its approach to water purification. Some customers require a lot of “hand-holding” with 

frequent visits and telephone calls, and they tend to purchase frequently in small amounts, often 

requiring repackaging. Other customers require little attention and support, and many of them pur- 

chase in large amounts once a year. 

Although the company is making money, there is concern that profits could be higher if sales 

and other customer-related costs could be decreased. Pure Water’s accountant, Mary West, has de- 

cided to conduct a customer profitability analysis using activity-based costing. As a first step, she 

determined that there were five primary activities related to serving customers: visits of customers 

by sales representatives, remote contacts (phone, email, fax), processing and shipping of customer 

orders, repackaging, and billing and collection. After extensive analysis, including numerous inter- 

views and statistical analyses of activity and cost data, Mary determined the following cost drivers 

and cost per unit of activity for the five customer-related activities: 

Ce Cost per Unit of 
Activity Cost Driver —_ Driver Activity 

ViSitstOVCuStOMersscas seer te ae steer ee aE rsty tet. Seton rawr Visits $800 
RemoteicontactSias a aciay iui neh Omen ate caer ceacreikeu eb rai ie Number of contacts TAS 

BroCeSsingi&y SMD PING sea enuetetd ruc ceet ee ntisinierocraisrerena speresce-te cosine Customer orders 450 

Repackaging Merson cuemesrautersme nae mae tt coat nero cute ener ere oe Number of requests 250 

Billing SA ColSCtomepe teste acne arcane cecbeen ey hctemene tense ested: auetiers Invoices 90 

After collecting activity driver data on each of these activities for its major customers, the accounting 

group prepared the customer activity cost and profitability analysis presented in Exhibit 18.4 for its five 

largest customers (in terms of sales dollars) in the order of greatest to least profit for the most recent 

year. 

Since Pure Water is selling only one product to all of its customers, and has the same pricing 

policy for all customers, there is a constant 40% gross profit ratio across all customers, and the 

combined net profitability of these customers is 11.6% of sales. However, all customers are not 

equally profitable. The high level of support required by Manhattan and Great Lakes resulted in a net 

customer loss from sales to Great Lakes and only a 6.8% customer profitability ratio for Manhattan. 

Armed with the information in the customer activity cost and profitability analysis, Pure Water 

can take proactive steps to increase its overall profitability ratio. An obvious option would be to try 

to terminate its relationship with Great Lakes since the company is clearly losing money on that cus- 

tomer. If Great Lakes were terminated as a customer, and assuming that all of the activity costs as- 
sociated with Great Lakes could be avoided by the termination, Pure Water’s total sales would drop 
to $68,750 (or $80,750 minus $12,000), but its total profit would increase to $11,785 (or $9,335 plus 
$2,450), resulting in a profitability ratio on the remaining four customers of 17.1%. 

A more proactive approach would be to work with Great Lakes and Manhattan that have high 
support requirements, such as repackaging, frequent visits, and phone contacts to try to lower the 
level of high-cost support activities without reducing sales to those customers. This could result in 
maintaining the current level of gross profit, but generating a significantly higher level of total net 
customer profitability. 

Two caveats should be considered when using activity cost data to manage customer profit- 
ability. First, there may be justifiable reasons (such as having a new customer that requires a high 
level of early-stage support, trying to penetrate a new geographic market, or existing relationships 
with other more profitable customers) for keeping customers that have lower profitability, or even 
customers that are not profitable. If so, these customers should be managed intensely to attempt to 
reduce the activities devoted to their support. Another caveat is that eliminating a customer may not 
immediately translate into an immediate reduction of activity costs. Some activity costs may not 
have a variable cost behavior pattern, and eliminating customers may merely create excess capacity 
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EXHIBIT 18.4 Pure Water Company 

Customer Activity Cost Analysis: 

Activity Cost Driver Data 

Visits to customers ......... 6} 5 4 1 1 

Remote contacts] ..-....... 5 if 8 2 3 

Processing & shipping....... 3 3 5 4 1 

Repackaging emer er ae 0 2 3 0 0 

Billing & Collection.......... 3 3 5 4 1 

Customer Activity Cost 

Visits to customers ......... $ 2,400 $ 4,000 $ 3,200 $ 800 $ 800 

Remote contacts........... 375 525 600 150 225 

Processing & shipping....... 1,350 1,350 2,250 1,800 450 

RCDACKAGINGeeemtre Serer 0 500 750 0 0 

Billing & Collection.......... 270 270 450 360 90 

oralyACtivity Cost aera eae $ 4,395 $ 6,645 $ 7,250 Shilo) $ 1,565 

Customer Profitability Analysis: 

Customer sales ............ $17,500 $20,000 $12,000 $15,000 $16,250 $80,750 

Less cost of goods sold...... 10,500 12,000 7,200 9,000 9,750 48,450 

Gross profit on sales ........ 7,000 8,000 4,800 6,000 6,500 32,300 

Less activity costs.......... 4,395 6,645 7,250 3,110 1,565 22,965 

Customer profitability........ $ 2,605 Sees $ (2,450) $2,890 $4,935 $ 9,335 

Customer profitability ratio*. . . 14.9% 6.8% (20.4%) 19.3% 30.4% 11.6% 

* Customer profitability + Sales 

in the short term. Of course, as stated previously, activity-based costing views virtually all costs as 

variable in the longer term. As the following Business Insight following illustrates, despite these 

limitations, activity analysis of customer profitability analysis provides managers with valuable in- 

sights into the differences among customers that may otherwise not be apparent, and which can be 

used to enhance the overall performance of the organization. 

Managing the Drivers of Customer Profitability 

The Chartered Institute of Management Accountants in the United Kingdom, along with the Ameri- 

can Institute of CPAs and the Society of Management Accountants of Canada jointly published a 

Management Accounting Guideline titled “Customer Profitability Analysis.” The following is a sum- 

mary of that Guideline. 

“The goal of business is not to improve customer or employee satisfaction at any cost, but 

rather to manage these relationships and the drivers of customer profitability to improve corporate 

performance. In order to do this, the company should identify the most and least profitable elements 

of its total customer base (and those in between), and manage these relationships accordingly. Cus- 

tomer profitability analysis (CPA) is the first stage in this process. Meeting the challenge of under- 

standing the concept of customer profitability and conducting CPA requires a clear understanding 

of the causes of both revenues and costs. Strategic cost management tools such as activity-based 

costing (ABC) facilitate this understanding. The two models rely on the identification, measurement 

and understanding of the drivers and causal relationships among employee satisfaction, customer 

satisfaction, customer profitability and corporate profitability. Only with the specification and mea- 

surement of these relationships can the costs and revenues related to improving corporate perfor- 

mance be managed properly.” 

Source: Liz Murby, “Customer Profitability,” Financial Management, December 2007, p. 33. 
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LOG Explain 

the difference 

between ABC and 

activity-based 

management. 

ACTIVITY-BASED MANAGEMENT 

Activity-based costing has been highly touted as a technique for improving the measurement of the cost 

and profitability of products, customers, and other cost objectives. In the early development of ABC, 

it was discovered that a by-product of accurately measuring the cost using ABC is that management 

invariably gains a much better understanding of the processes and activities that are used to create 

cost objectives, such as products. Although ABC could be justified on the basis of its value as a tool 

in helping produce more accurate cost measurements for various cost objectives, its greatest potential 

value may be in its by-products. The access to ABC data enables managers to engage in activity-based 

management (ABM), defined as the identification and selection of activities to maximize the value of 

the activities while minimizing their cost from the perspective of the final consumer. In other words, 

ABM is concerned with how to efficiently and effectively manage activities and processes to provide 

value to the final consumer. 

Defining processes and identifying key activities helps management better understand the busi- 

ness and to evaluate whether activities being performed add value to the customer. ABM focuses 

managerial attention on what is most important among the activities performed to create value for 

customers. 

A helpful analogy in understanding what ABC can do for a company is to compare a company’s 

operations with a large retail store, such as a Home Depot store. In a Home Depot store there is a 

clearly marked price on each of the tens of thousands of individual items that customers may decide 

to purchase. Similarly, every activity that takes place in any organization has a cost that can be deter- 

mined and that management can use to make a judgment about the activity’s value. In an ideal world, 

a manager could walk through the business and evaluate the cost of every activity being performed— 

maybe thousands of different activities—and then decide which ones are worth the cost and which 

ones are not adding value. Since generating ABC data has a cost, management must decide which 

ABC data are likely to be useful and cost beneficial. Our discussion here is only an introduction to 

activity-based costing and some of its applications. As the following Research Insight points out, 

over the past quarter of a century, ABC has matured well beyond merely accurately measuring cost 

of products and customers. More advanced topics such as those shown in the graphic are covered in 

advanced managerial accounting (or cost accounting) courses. 

One of the leading thinkers and authors on the 

topic of activity-based costing over the past 25 

years has been Peter B. B. Turney. He recently 

traced the evolution of ABC within the context of Generation 4 

a product life cycle showing how ABC function- 

ality has expanded since it was first introduced in 

the 1980s.’ As this graphic shows, ABC is now Generation 3 
in its fourth generation, where it has become 

“an integral part of business performance man- 

agement solutions, including profitability man- 

agement, performance measurement, financial 

management, sustainability, and human capital 

management.” In its current state of develop- 

ment, a single ABC model can support a number 

of needs, including historical cost measurement, 

resource planning, performance measurement, 

and other analyses. 

ese Lm The Maturing of Acti 

The Four Generations of Activity-Based Costing 

Value 
Generation 2 

Generation 1 

1987 1990 2000 2010 

Source: Peter B. B. Turney, “Activity-Based Costing: An Emerging Foundation for Performance Management,” Cost Manage- 
ment, July/August 2010, pp. 33-42. 
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MODULE-END REVIEW 

Customer Profitability Analysis 

Systems Technology, Inc. (STI) is a small systems design and implementation firm that serves five different types of 

customers. STI’s design and installation projects are fairly standardized and routine; hence, the pricing is also stan- 

dardized for all customers. While the company is profitable overall, the CFO thinks the net margins should be higher. 

She is concerned that customer support costs are eating up some of the margin and has decided to do a customer prof- 

itability analysis based on the five different types of customers to see if some of the customer groups may actually be 

less profitable than others. The following data for the most recent period have been collected to support the analysis. 

A. Minor systems maintenance........... Hours on jobs $160 

5, WSUSYOMUBIOINE s cooskeeceascceonae Number of visits $300 

CG; COnnimWinlcsOn. sacnccsdadesceeionce Number of calls $ 50 

PS i i nae ae 141 42 205 85,000 
CUR he hr ae eee 74 19 99 83,000 
ADEE Se 61 28 106 90,000 
Sh Cees eee 136 39 189 78,000 

Required 
a. Calculate the customer profitability for each customer group taking into account the support activity 

required for each customer group. 

b. Comment on the usefulness of this type of analysis. What reasonable actions might Roland take as a 

result of this analysis? 

The solution is on page 18-37. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 

It probably is not the right decision to abandon the ABC system because there are many benefits to using ABC 

other than just calculating product costs. Indeed, in cases where companies produce multiple products that are 

fairly homogeneous in terms of the use of resources, ABC may not produce more accurate costs than tradi- 

tional methods; however, there are many uses of ABC information beyond just calculating the cost of products. 

Having detailed information about activities and their costs can significantly improve the management of those 

activities. Identifying key activities and measuring their costs often causes companies to seek more efficient 

processes, possibly considering outsourcing activities that are currently performed internally, or even looking for 

ways to eliminate activities altogether. Activity cost information can also be used to identify best practices within 

an organization, or to benchmark internal activity costs with other organizations. 

DISCUSSION QUESTIONS 

Q18-1. Summarize the concepts underlying activity-based costing in two sentences. 

Q18-2. What steps are required to implement the two-stage activity-based costing model? 

Q18-3. Define activity cost pool, activity cost driver, and cost per unit of activity. 

Q18-4. Name two possible activity cost drivers for each of the following activities: maintenance, materials 

movement, machine setup, inspection, materials purchases, and customer service. 

Q18-5. What is the premise of activity-based costing for product costing purposes? 
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QI18-6. 
Q18-7. 
Q18-8. 
Q18-9. 

In what ways does ABC product costing differ from traditional product cost methods? 

Explain why ABC often reveals existing product cost cross-subsidization problems. 

How can ABC be used to improve customer profitability analysis? 

Explain activity-based management and how it differs from activity-based costing. 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M18-10. 

M18-11. 

M18-12. 

M18-13. 

Activities and Cost Drivers (92) 

For each of the following activities, select the most appropriate cost driver. Each cost driver may be used 

only once. 

Activity Cost Driver 

1. Pay vendors a. Number of different kinds of raw materials 

2. Evaluate vendors b. Number of classes offered 

3. Inspect raw materials c. Number of tables 

4. Plan for purchases of raw materials d. Number of employees 

5. Packaging e. Number of operating hours 

6. Supervision jf. Number of units of raw materials received 

7. Employee training g. Number of moves 

8. Clean tables h. Number of vendors 

9. Machine maintenance i. Number of checks issued 

10. Move in-process product from one work j. Number of customer orders 

station to the next 

Developing a List of Activities for Baggage Handling at an Airport (02) 

As part of a continuous improvement program, you have been asked to determine the activities involved 

in the baggage-handling process of a major airline at one of the airline’s hubs. Prior to conducting 

observations and interviews, you decide that a list of possible activities would help you to better observe 

key activities and ask meaningful questions. 

Required 

For incoming aircraft only, develop a sequential list of baggage-handling activities. Your list should 

contain between 8 and 10 activities. 

Stage 1 ABC at a College: Assigning Costs to Activities {).92) 

An economics professor at Prince Town University devotes 50 percent of her time to teaching, 35 percent 

of her time to research and writing, and 15 percent of her time to service activities such as committee 

work and student advising. The professor teaches two semesters per year. During each semester, she 

teaches one section of an introductory economics course (with a maximum enrollment of 50 students 

each) and one section of a graduate economics course (with a maximum enrollment of 30 students). 
Including course preparation, classroom instruction, and appointments with students, each course 
requires an equal amount of time. The economics professor is paid $135,000 per year. 

Required 

Determine the activity cost of instruction per student in both the introductory and the graduate economics 
courses. 

Stage 1 ABC for a Machine Shop: Assigning Costs to Activities (02) 
As the chief engineer of a small fabrication shop, Brenda Tolliver refers to herself as a “jack-of-all- 
trades.” When an order for a new product comes in, Brenda must do the following: 

1. Design the product to meet customer requirements. 

2. Prepare a bill of materials (a list of materials required to produce the product). 
3. Prepare an operations list (a sequential list of the steps involved in manufacturing the product). 
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Each time the foundry manufactures a batch of the product, Brenda must perform these activities: 

1. Schedule the job. 

2. Supervise the setup of machines that will work on the job. 

3. Inspect the first unit produced to verify that it meets specifications. 

Brenda supervises the production employees who perform the actual work on individual units of product. 

She is also responsible for employee training, ensuring that production facilities are in proper operating 

condition, and attending professional meetings. Brenda’s estimates (in percent) of time spent on each of 

these activities last year are as follows: 

DESIG) |SKOCWEY sounccocconussgneonos 12% 

Preparing bills of materials............... 5) 

Preparing operations lists................ 12 

SENSCWMME OTS go oce0nannseacr70g00 00 ie) 

SUDEIVISING SCLUDS ream ener tae er ener ee 5 

INSPECUNGMIFSHUIMILS arene nearness 2 

SUPEHVISING! DrOGUCTIONNae me ieirenianae ers 20 

raining employeeSar seme ce eee ee 18 

MENMMENM ME TACIN  cscoceusosueceoodecee a 

Attending professional meetings .......... 4 

100% 

Required 

Assuming Brenda Tolliver’s salary is $132,000 per year, determine the dollar amount of her salary 

assigned to unit-, batch-, product-, and facility-level activities. (You may need to review Module 14 

before answering this question.) 

M18-14. Stage 2 ABC for a Wholesale Company (_0®2) 

Information is presented for the activity costs of Oxford Wholesale Company: 

Customer relations........ $100.00 per customer per month 

SEIN ee tore ance ears warts 0.06 per sales dollar 

ACGOUMUNNG fetes susetter arr 5.00 per order 

WWETEINSUBINGS no acaanonanr 0.50 per unit shipped 

PackinGigaar truce ucnasber iar 0.25 per unit shipped 

Shipping ameter eta ae 0.20 per pound shipped 

The following information pertains to Oxford Wholesale Company’s activities in Massachusetts for the 

month of March 2012: 

NUMpen On OfderSaaess sec 235 

Sales revenue............ $122,200 

Cost of goods sold........ $68,940 

Number of customers...... 25 

Wiis Mejeetelnomaneedos 4,700 

Potincsishipped eermmencn: 70,500 

Required 

Determine the profitability of sales in Massachusetts for March 2012. 

M18-15. Stage 2 ABC for Manufacturing: Reassigning Costs to Cost Objectives (02) @ 

National Technology, LTD. has developed the following activity cost information for its manufacturing 

activities: 
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Sherwin-Williams 

(SHW) 
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Activity Co 
$60.00 per batch 

tivity 

Machine setup 

MOMEIMEMM i cca onan 650 oun 15.00 per batch move 

0.10 per pound 

Drilling onisciae ketene 3.00 per hole 

Welding etna tssetntriare cerca 4.00 per inch 

Shapingmes screenees 25.00 per hour 

Assembly ie gacieciae t-te diate 18.00 per hour 

InSBeGtionier prrecisiatet chee: 2.00 per unit 

Filling an order for a batch of 50 fireplace inserts that weighed 150 pounds each required the following: 

e Three batch moves 

e Two sets of inspections 

e Drilling five holes in each unit 

¢ Completing 80 inches of welds on each unit 

¢ Thirty minutes of shaping for each unit 

¢ One hour of assembly per unit 

Required 

Determine the activity cost of converting the raw materials into SO fireplace inserts. 

Two-Stage ABC for Manufacturing (>) 

Detroit Foundry, a large manufacturer of heavy equipment components, has determined the following 

activity cost pools and cost driver levels for the year: 

Activity C : PC ‘tivity Cost_——_Activity Cost Driver _ 
Machine setup i oater uel $600,000 12,000 setup hours 

Material handling ...... 120,000 2,000 tons of materials 

Machine operation..... 500,000 10,000 machine hours 

The following data are for the production of single batches of two products, C23 Cams and U2 Shafts 

during the month of August: 

- €23Cams _—_—U2 Shafts 
WISH KO CU CCC Re reraer en tete ae 500 300 

Machine nOunsieere tient eae: 4 5 

Directiiabomhourseecner sere 200 400 

DirechlabogcOStaen ernie $5,000 $10,000 

Direct materials cost.......... $30,000 $20,000 

WORSE CH MEWIHAS -acccancacnc ees 8 

SEWOMOUNS occocccoccumppone 3 if 

Required 

Determine the unit costs of C23 Cams and U2 Shafts using ABC. 

Two-Stage ABC for Manufacturing (02) 

Assume Sherwin-Williams Company, a large paint manufacturer, has determined the following activity 
cost pools and cost driver levels for the latest period: 

Activity Cost Pool Activity Cost Activity Cost Driver 

Machine setup........ $950,000 2,500 setup hours 

Material handling ...... 820,000 5,000 materials moves 

Machine operation..... 200,000 20,000 machine hours 

The following data are for the production of single batches of two products, Mirlite and Subdue: 
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Gallons preducedieemn se sein 

DirectiabomhOursmeenenartar ier 400 250 

Machine hourst easter: 800 250 

Dike IAINO? COBo cnn anne neoo $10,000 $7,500 

Direct materials cost.......... $350,000 $150,000 

Sis\ Wo NEWS gotiss diod atinibiods Ws 2 

MREWETIEN MOWES 6 on conannurenoe 60 35) 

Required 

Determine the batch and unit costs per gallon of Mirlite and Subdue using ABC. 

M18-18. Customer Profitability Analysis (05) (/) 

HyStandard Services, Inc. provides residential painting services for three home building companies, 

Alpine, Blue Ridge, and Pineola, and it uses a job costing system for determining the costs for completing 

each job. The job cost system does not capture any cost incurred by HyStandard for return touchups and 

refinishes after the homeowner occupies the home. HyStandard paints each house on a square footage 

contract price, which includes painting as well as all refinishes and touchups required after the homes 

are occupied. Each year, the company generates about one-third of its total revenues and gross profits 

from each of the three builders. The HyStandard owner has observed that the builders, however, require 

substantially different levels of support following the completion of jobs. The following data have been 

gathered: 

Support Activity _ : Driver 
MajonmretiniShes erscetar aaeicter oes see saetie Hours on jobs 

STOUCHIUDS Berean eras ct kare hi ee kines Number of visits $100 
CommeuniCationizgcu. qe stages oon ee Number of calls $ 40 

AI DIN Ohare ee scesaaye cceagecegsk's 

Blue Ridge 

PineO laren aati us 

Required 

Assuming that each of the three customers produces gross profits of $100,000, calculate the profitability 

from each builder after taking into account the support activity required for each builder. 

EXERCISES 

E18-19. Two-Stage ABC for Manufacturing (.©2) VV) 

Merlot Company has determined its activity cost pools and cost drivers to be the following: 

Cost pools 

SOU Ome Men ere eet spite: coy ctuea cea. eae eet ears sed atest heismrgeesr ae hs $ 56,000 

MaterialinancdiingWeecspisstoedes + octets tecnicos eters an 12,800 

Machine Openatlomiircctercccectatre cltacete ee state minier cette. Wiiat cl 240,000 

PACKING Mertyer ter acecpevtuei-nastarar-y-2epes suc teneacuehspeucgeme Coeen e tebah oteee 60,000 

jlotaliingirect manufacturing COStS. cee oe) ee dee ene ts $368,800 

Cost drivers 

SSYETTUT OLS wy bus, Bch ck ep ERC RSS OTS Neuter AN enn ne 350 

MaterialtimOvesmeaee tamer tenet nn te teen. Ait ce te, ee teas 640 

MACHINE OILS meerrIee ne Een metet es ey och oncrtweue si cusesnateteis eas 20,000 

RackinGlorc ers anemones nte tite irc sds = cchecre/ sce ableire as 1,200 
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One product made by Merlot, metal casements, used the following activities during the period to produce 

500 units: 

Sf-10] ose en okt. ocr ao RO nICMInG 6 4.6, 84606 oo taO oT 20 

Nivel Winewiese a conceeunnemobbGoorn ng cbotocoaed oho su 80 

Machine holirsieunawe ne sen on tie Oo ibadae ieee ei Reena tote 1,900 

PEOMINKCMCGS cmomoceraraehn dso bo ou ae po ew aie dools Olor 150 

Required 

a. Calculate the cost per unit of activity for each activity cost pool for Merlot Company. 

b. Calculate the manufacturing overhead cost per metal casement manufactured during the period. 

@ ~ E18-20. Calculating Manufacturing Overhead Rates (103) 

Glassman Company, accumulated the following data for 2012: 

Milling Department manufacturing overhead........-... 20. e eee ee eee eee eee $344,000 

Finishing Department manufacturing overhead. ............200 ee eee eee eee $120,000 

Machine hours used 

Milling De partie ta sacts apse civceus toe Gree ros we weeetoes spot esy seghe opebs “eet ueeeaend oer 10,000 hours 

Finishing Department aetekercr. eaten cokes tyne taco Popes cates operon ee uke eaters 2,000 hours 

Labor hours used 

MillinatDepartime nGagacrensccie peu Ce crs ntris tee Gn cyt ce iedalaprusbeetcueme eaten uetco netomat 1,000 hours 

Finishing. Departinienitieeeeehe nee wae tine sete ane eaieeke Pe katotae, & aseapcunesbeg tots cette cre ree 1,000 hours 

Required 

a. Calculate the plantwide manufacturing overhead rate using machine hours as the allocation base. 

b. Calculate the plantwide manufacturing overhead rate using direct labor hours as the allocation base. 

c. Calculate department overhead rates using machine hours in Milling and direct labor hours in 

Finishing as the allocation bases. 

d. Calculate department overhead rates using direct labor hours in Milling and machine hours in 

Finishing as the allocation bases. 

e. Which of these allocation systems seems to be the most appropriate? Explain. 

/) E18-21. Calculating Activity-Based Costing Overhead Rates (1.02, 3, 4) 

Assume that manufacturing overhead for Glassman Company in the previous exercise consisted of the 

following activities and costs: 

SEO) (GH) WOO Sa OMOWES) oa ce aeBeassoceeosence $144,000 

Production scheduling (400 batches)............. 60,000 

Production engineering (60 change orders)........ 120,000 

Supervision (2,000 direct labor hours)............ 56,000 

Machine maintenance (12,000 machine hours) .... . 84,000 

AEN COUN CONS ron Gwoodman neon oeeaconawk $464,000 

The following additional data were provided for Job 845: 

DRESUMMEWETEIS OCIS noc cbn noe pnaconcosnnewave $7,000 

Direct labor cost (5 Milling direct labor hours; 

35 Finishing direct labor Hours) aa. ).s1e seers $1,000 

SetupsMOurSasmnerwe: cnet ramen cee erene td a eee ee 5 hours 

Picoxe WleulolarelnetelUlline)s cance sunuucunaarusanee 1 batch 

Machine hours used (25 Milling machine hours; 

OA IMUSHING MACH Me OUTS) hentai i 30 hours 

PAROLE ENOL SIMNCMEKTING| xo bc scsaueunavonenaveaee 3 change orders 
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Required 

a. Calculate the cost per unit of activity driver for each activity cost category. 

b. Calculate the cost of Job 845 using ABC to assign the overhead costs. 

c. Calculate the cost of Job 845 using the plantwide overhead rate based on machine hours calculated 

in the previous exercise. 

d. Calculate the cost of Job 845 using a machine hour departmental overhead rate for the Milling 

Department and a direct labor hour overhead rate for the Finishing Department (see E18-20). 

E18-22. Activity-Based Costing and Conventional Costs Compared (02, %, 4) 

Hickory Grill Company manufactures two types of cooking grills: the Gas Cooker and the Charcoal 

Smoker. The Cooker is a premium product sold in upscale outdoor shops; the Smoker is sold in major 

discount stores. Following is information pertaining to the manufacturing costs for the current month. 

charcoal Smot 
5,000 

10 

20 

DirectimaterialS samen nee eee $40,000 $100,000 

Directilabolnen« sca eeirectdl tee $20,000 $25,000 

Manufacturing overhead follows: 

TE 
Materials acquisition and inspection ...... $30,800 Amount of direct materials cost 

MaterialSimovenentarmrerertsrdtele st siioieia et 16,200 Number of batch moves 

SCHEAUIING A erendi ere eee ane ie tee aA who 36,000 Number of batches 

$83,000 

Required 

a. Determine the total and per-unit costs of manufacturing the Gas Cooker and Charcoal Smoker for 

the month, assuming all manufacturing overhead is assigned on the basis of direct labor dollars. 

b. Determine the total and per-unit costs of manufacturing the Gas Cooker and Charcoal Smoker for 

the month, assuming manufacturing overhead is assigned using activity-based costing. 

E18-23. Activity-Based Costing Versus Conventional Costing (9%, «) 

Refer to the previous exercise in E18-22 for Hickory Grill. 

Required 

a. Comment on the differences between the solutions to requirements (a) and (b). Which is more 

accurate? What errors might managers make if all manufacturing overhead costs are assigned on 

the basis of direct labor dollars? 

b. Comment on the adequacy of the preceding data to meet management’s needs 

E18-24. Traditional Product Costing versus Activity-Based Costing (10%, ©, 4) 

Assume that Panasonic Company has determined its estimated total manufacturing overhead cost for | Panasonic Company 

one of its plants to be $204,000, consisting of the following activity cost pools for the current month: 

Activity i Activity Cost Activity 
Centers : Costs Drivers _ Level 

Assembly setups ........ $ 45,000 SEtUPINOUlSe emcee seein 1,500 

Materials handling ....... 15,000 Number of moves.......... 300 

ASSEMD|Vaemrenetree mest aie 120,000 ASSEMP|VaMOUNSanvenenete tener 12,000 

Maintenancementsce tae 24,000 Maintenance hours......... 1,200 

BT OL al everest amass saysntos sos. $204,000 

Total direct labor hours used during the month were 8 000. Panasonic produces many different electronic 

products, including the following two products produced during the current month: 



18-25 

E18-25. 

E18-26. 

Module 18 | Activity-Based Costing, Customer Profitability, and Activity-Based Management 

Upitsiproducec Semen rarnrr rns 1,000 

Direct materials costs......-.. $15,000 $15,000 

DirectiabomcOsismeaneeieier $12,500 $12,500 

Directlabomhoursarceee ie t: 500 500 

SM NOWIS nocotoeoncoocont 50 100 

Materials moves.........-+-- 25 50 

AssemblyinOutsmrerser itera: 800 800 

Maintenance hours........... 10 40 

Required 

a. Calculate the total per-unit cost of each model using direct labor hours to assign manufacturing 

overhead to products. 

b. Calculate the total per-unit cost of each model using activity-based costing to assign manufacturing 

overhead to products. 

c. Comment on the accuracy of the two methods for determining product costs. 

d. Discuss some of the strategic implications of your answers to the previous requirements. 

Traditional Product Costing versus Activity-Based Costing (02. ©. ©) 

High Country Outfitters, Inc., makes backpacks for large sporting goods chains that are sold under the 

customers’ store brand names. The accounting department has identified the following overhead costs 

and cost drivers for next year: 

Maximum 

Q Ouantity, 
SaMOCOMS posconsuc $ 936,000 7,200 

Ordering costs....... 240,000 60,000 

Maintenance......... 1,200,000 Number of machine hours ..... 80,000 

POW6hie eter ere 120,000 Number of kilowatt hours...... 600,000 

Total predicted direct labor hours for next year is 60,000. The following data are for two recently 

completed jobs: 

. seb 20r  lonane: 
Cost of direct materials ............ $13,500 $15,000 

Costiofidirect labommenianternintecre $19,125 $71,250 

Number of units completed......... Wes 915 

Number of direct labor hours........ 270 330 

Number Of SCtupS i aclstsa=\-1< ste e sete 18 22 

NOMS OK ChKeEWSscantcashastoecasn 24 45 

Number of machine hours .......... 540 450 

Number of kilowatt hours........... 270 360 

Required 

a. Determine the unit cost for each job using a traditional plantwide overhead rate based on direct 
labor hours. 

b. Determine the unit cost for each job using ABC. (Round answers to two decimal places.) 
c. As the manager of High Country, is there additional information that you would want to help you 

evaluate the pricing and profitability of Jobs 201 and 202? 
d. Assuming the company has been using the method required in part a, how should management 

react to the findings in part b. 

Customer Profitability Analysis (5, ©) 

Gonalong, Inc., has 10 customers that account for all of its $4,500,000 of net income. Its activity-based 
costing system is able to assign all costs, except for $650,000 of general administrative costs, to key 
activities incurred in connection with serving its customers. A customer profitability analysis based on 
activity costing produced the following customer profits and losses: 
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GUStOMers# late ee ern Tener rae A iat nce ct at tee $346,000 

EEN acs Gace to eae ietisord AaB aluck be coke Caer cL Gk Ra eae ic 624,000 

HS sane) Holic ai tiie ner n bolliss tine wry (257,000) 
FA Sse IETS ED era) 1b GOR Ve ke) eb a 48 969,000 

FD CU OSE BNC OTNE FANE WN Pee EWALD URE Tae Patt AT ae 1,040,000 

HGWs eas STs ee stirs, MISS Altes 2 OH Wales 872,000 

Fig, BAe rey ee gst Cee IE) ee SE CS A 628,000 

HO ae fh wih teh esek eo cee etter oe aire rts Gees 322,000 

HO ra ne otat.tss cnet een fcr dad spe eM a eRey Ree owe, Rese PeRonancs seas (105,000) 

HORA eb eo utur rn Bt cng hs Roi supa hates suatarre onder 711,000 

TOTAL RET eto 22a hy. e ree ctu eink ER ris oer, MeeVee. LEAS oe $5,150,000 

Required 

Prepare a customer profitability profile like the one in Exhibit 18.3. 

E18-27. Customer Profitability Analysis (05) 

Refer to the previous exercise E18-26 for Gonalong, Inc. 

Required 

a. If Gonalong were to notify customers 3 and 9 that it will no longer be able to provide them services 

in the future, will that increase company profits by $362,000? Why or why not? 

b. What is the primary benefit of preparing a customer profitability analysis? 

PROBLEMS 

P18-28. Two-Stage ABC for Manufacturing with ABC Variances ().2, 3, @) 

Montreat Manufacturing has developed the following activity cost pool information for its 2012 

manufacturing activities: 

Purchasing and materials handling .......... $675,000 900,000 kilograms 

Stu Omeetrr titan tt niece nro mpecana acece eure 700,000 1,120 setups 

MachineiopenrationS inrsccneveus rte sets ees > 954,000 12,000 hours 

FirstaUmMitvins PECtOMmaeeumne sr enrare ted arn ien 50,000 1,000 batches 

PacKkagiinG nem rsatekscesur co str tres ciara tases cecheners 250,000 312,500 units 

Actual 2012 production information is as follows: 

_ Standard = Standard —_— Specialty _ 
_ ProductA = ProductB —— Products _ 

150,000 100,000 50,000 

Bates Pretec ce rrenrnenec Ponansclaaeponele. sc musics wo hae 100 80 600 

Sosy ae 6 ceeclg Che Ser Din S onetime so or 300 160 900 

Machine operations (hours) ..............-- 6,000 3,000 2,000 

Kilograms of raw materials................. 400,000 300,000 200,000 

DirecuimeatenialsucOStS mae erent naisn een $900,000 $600,000 $820,000 

* Some products require setups on two or more machines. 

Required 

a. Determine the unit cost of each product for Montreat Manufacturing. 

b. Explain why the unit cost of the specialty products is so much higher than the unit cost of Standard 

Product A or Standard Product B. 
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P18-29. 

P18-30. 

ABC—A Service Application (2%, ©, «) 

Grand Haven is a senior living community that offers a full range of services including independent 

living, assisted living, and skilled nursing care. The assisted living division provides residential space, 

meals, and medical services (MS) to its residents. The current costing system adds the cost of all of these 

services (space, meals, and MS) and divides by total resident days to get a cost per resident day for each 

month. Recognizing that MS tends to vary significantly among the residents, Grand Haven’s accountant 

recommended that an ABC system be designed to calculate more accurately the cost of MS provided 

to residents. She decided that residents should be classified into four categories (A, B, C, D) based on 

the level of services received, with group A representing the lowest level of service and D representing 

the highest level of service. Two cost drivers being considered for measuring MS costs are number 

of assistance calls and number of assistant contacts. A contact is registered each time an assistance 

professional provides medical services or aid to a resident. The accountant has gathered the following 

data for the most recent annual period: 

‘Resident Annual ~=—~*«SAnnutal. ~—sNummber of Assistance 
Classification Resident Days Assistance Hours" Contacts 

A 8,760 15,000 60,000 

B 6,570 20,000 52,000 

C 4,380 22,500 52,000 

D 2,190 32,500 52,000 

21,900 90,000 216,000 

Other data: 

Total cost of medical services for the period................. $2,500,000 

Total cost of meals and residential space ................... $1,642,500 

Required (round answers to the nearest dollar): 

a. Determine the ABC cost of a resident day for each category of residents using assistance hours as 

the cost driver. 

b. Determine the ABC cost of a resident day for each category of residents using assistance contacts 

as the cost driver. 

c. Which cost driver do you think provides the more accurate measure of the cost per day for a Grand 

Haven resident? 

ABC Costing for a Service Organization (02, 5, 4) 

Fairfield Mortgage Company is a full-service residential mortgage company in the Atlanta area that 

operates in a very competitive market. The CEO, Richard Sissom, is concerned about operating costs 

associated with processing mortgage applications and has decided to install an ABC costing system 

to help him get a handle on costs. Although labor hours seem to be the primary driver of the cost of 

processing a new mortgage, the labor cost for the different activities involved in processing new loans 
varies widely. The Accounting Department has provided the following data for the company’s five major 
cost pools for 2012: 

Activity Cost Pools Activity Drivers 

Taking customer applications. .... $ 300,000 Time—assistant managers....... 12,000 hours 
Conducting credit investigations . . 450,000 Time—credit managers ......... 16,500 hours 
WAGE ono on coe oooe 525,000 Time—Underwriting Department .. 10,000 hours 
Preparing loan packages........ 200,000 Time—Processing Department ... 8,000 hours 
GeSiCHOANS owas aaceekosoudee 600,000 Time—Legal Department hours... 6,000 hours 

$2,075,000 52,500 hours 

During 2012, the company processed and issued 5,000 new mortgages, two of which are summarized 
here with regard to activities used to process the mortgages: 
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: e, AN 

(NOVICE WOM [SKOCESATIC MOUBa.asocco oc ouevenonoomonoocanoe 

GCreditinvestigating nO UlSame eae tener cian 

UNGerWwritinG MOUS aiaaeeaee earner yen amc cate mibes Gee ecient 

RrOCeSSINGINOULS enemas muerte arene tec ienceat ena sca cet 

egal ProCeSSiNngunOUnSsee riewucet cratic r dais cremicenooe 

A Revita ll qlolWlesy) a os Rat tattle Ui anh rdyreete ts chen Fis Es seat ieee ueC EN Rew teat Ri 08 

Required 

a. Determine the cost per unit of activity for each activity cost pool. 

b. Determine the cost of processing loans 5066 and 5429. 

c. Determine the cost of preparing loans 5066 and 5429 assuming that an average cost per hour for all 

activities is used. 

d. Compare and discuss your answers to requirements (b) and (c). 

P18-31. Activity-Based Costing in a Service Organization (1.2, 2, 4, 6) 

Red River Banking Company has ten automatic teller machines (ATMs) spread throughout the city 

maintained by the ATM Department. You have been assigned the task of determining the cost of operating 

each machine. Management will use the information you develop, along with other information pertaining 

to the volume and type of transactions at each machine, to evaluate the desirability of continuing to 

Operate each machine and/or changing security arrangements for a particular machine. 

The ATM Department consists of a total of six employees: a supervisor, a head cashier, two associate 

cashiers, and two maintenance personnel. The associate cashiers make between two and four daily trips 

to each machine to collect and replenish cash and to replenish supplies, deposit tickets, and so forth. 

Each machine contains a small computer that automatically summarizes and reports transactions to the 

head cashier. The head cashier reconciles the activities of the two associate cashiers to the computerized 

reports. The supervisor, who does not handle cash, reviews the reconciliation. When an automatic teller’s 

computer, a customer, or a cashier reports a problem, the two maintenance employees and one cashier 

are dispatched immediately. The cashier removes all cash and transaction records, and the maintenance 

employees repair the machine. 

Maintenance employees spend all of their time on maintenance-related activities. The associate 

cashiers spend approximately 50 percent of their time on maintenance-related activities and 50 percent 

on daily trips. The head cashier’s time is divided, with 75 percent directly related to daily trips to each 

machine and 25 percent related to supervising cashiers on maintenance calls. The supervisor devotes 

20 percent of the time to daily trips to each machine and 80 percent to the equal supervision of each 

employee. Cost information for a recent month follows: 

Salaries 

SUDGIVISO lm ated lo NaN te is seen ae e Pog ey este ae ee $ 4,000 

FIBAGECASITIC at tire sac metre cc bticetr suche Sh overt ts ura hierite tani eae e PRR SACO 3,000 

Other Sie COOLCAC hl parmtrteene eewe Srna etcetera eas ects 7,200 

Lease and operating costs 

CashichSuSonviCeaVOlMiClo aware hori de ttca- noe Micah aa ree eae eae 1,200 

Maintenancersenvice. vehicle fers ai cers ciclescuseselseenein cl oka caren ease Gs 1,400 

OfficerrentsanGuutilitioS te aamene kit mst giancs ora shoud orn exoomy isosn aeRCuCue 2,300 

Machine lease, space rent, and utilities ($1,500 each)................ 15,000 

1 Leal eae eee a ee Nese t rey sae) Gute spel aste, spore cies tren Haves hal en ienetes $34,100 

Related monthly activity information for this month follows: 
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P18-32. 

Additional information follows: 

* The office is centrally located with about equal travel time to each machine. 

e Maintenance hours include travel time. 

¢ The cashiers’ service vehicle is used exclusively for routine visits. 

* The office space is divided equally between the supervisor and the head cashier. 

Required 

a. Determine the monthly operating costs of machines 7 and 8 when cost assignments are based on the 

number of machines. 

b. Determine the activity cost of a routine trip and a maintenance hour for the month given. Round 

answers to the nearest cent. 

c. Determine the operating costs assigned and reassigned to machines 7 and 8 when activity-based 

costing 1s used. 

d. How can ABC cost information be used by Red River Banking Company to improve the overall 

management of monthly operating costs? 

Product Costing: Plantwide Overhead versus Activity-Based Costing (95. 4) 

LaMesa produces machine parts as a contract provider for a large manufacturing company. LaMesa 

produces two particular parts, shafts and gears. The competition is keen among contract producers, and 

LeMesa’s top management realizes how vulnerable its market is to cost-cutting competitors. Hence, 

having a very accurate understanding of costs is important to LeMesa’s survival. 

LeMesa’s president, Jose Rodriguez, has observed that the company’s current cost to produce 

shafts is $21.35, and the current cost to produce gears is $12.36. He indicated to the controller that he 

suspects some problems with the cost system because LaMesa is suddenly experiencing extraordinary 

competition on shafts, but it seems to have a virtual corner on the gears market. He is even considering 

dropping the shaft line and converting the company to a one-product manufacturer of gears. He asked the 

controller, Felix Bernhardt, to conduct a thorough cost study and to consider whether changes in the cost 

system are necessary. The controller collected the following data about the company’s costs and various 

manufacturing activities for the most recent month: 

Shafts Gears 

RrOGucti OMsUMItS ia Marataatn lcuatesedems ketene esis est aCe eee eee 50,000 10,500 

SGlIIMGVOUICO stn cence a. woe eet ciay sis Here cue MeneeT net omen aes a eee ata $31.86 $24 

Overhead per unit (based on direct labor hours)............. $12.82 $6.10 

Materials and direct labor cost per unit.................... $8.53 $6.26 

INWinnl exer? Chi (o\eovolWeH OMAN aoc nooo aneoasanuouccoauce 10 20 

Number of purchasing and receiving orders processed ....... 40 100 

NUM CH IMECMME MOUS ooo cabs kundencosaeosuncueogene VA O) 6,000 

NUmpenOKcirech abo hOUrS sewer anes isin saan 25,000 2,500 

NuimbemotengineeriingihOurstesit ei i-inr ier nenenenen nna 5,000 5,000 

INDInnlexete Co) Minn eVeIMEM MONE: ooo caoaonsnaoocpenaAnuunesnes 50 40 

The controller was able to summarize the company’s total manufacturing overhead into the following 
pools: 
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Setupicostswwaeece moan seks $ 30,000 

Machine; COSiSHamnn ancien a sisitie a: 175,000 

Purchasing and receiving costs...... 210,000 

ENgineeringicOStSmewmr set sa eee sian 200,000 

Materials handling costs ........... 90,000 

Total ae. its PEGE Bee teee cape bats Mate $705,000 

Required 

a. Calculate LaMesa’s current plantwide overhead rate based on direct labor hours. 

b. Verify LaMesa’s calculation of overhead cost per unit of $12.82 for shafts and $6.10 for gears. 

c. Calculate the manufacturing overhead cost per unit for shafts and gears using activity-based 

costing, assuming each of the five cost pools represents a separate activity pool. Use the most 

appropriate activity driver for assigning activity costs to the two products. 

d. Comment on LaMesa’s current cost system and the reason the company is facing fierce competition 

for shafts but little competition for gears. 

P18-33. Customer Profitability Analysis (_©2, 5, 5) 

Roger’s Aeronautics, LTD, is a British aeronautics subcontract company that designs and manufactures 

electronic control systems for commercial airlines. The vast majority of all commercial aircraft are 

manufactured by Boeing in the U.S. and Airbus in Europe; however, there is a relatively small group of 

companies that manufacture narrow-body commercial jets. Assume for this exercise that Roger’s does 

contract work for the two major manufacturers plus three companies in the second tier. 

Because competition is intense in the industry, Roger’s has always operated on a fairly thin 20% 

gross profit margin; hence, it is crucial that it manage non-manufacturing overhead costs effectively 

in order to achieve an acceptable net profit margin. With declining profit margins in recent years, 

Roger’s Aeronautics’ CEO, Len Rogers, has become concerned that the cost of obtaining contracts and 

maintaining relations with its five major customers may be getting out of hand. You have been hired to 

conduct a customer profitability analysis. 

Roger’s Aeronautics’ non-manufacturing overhead consists of $2.5 million of general and 

administrative (G&A) expense, (including, among other expenses, the CEO’s salary and bonus and the 

cost of operating the company’s corporate jet) and selling and customer support expenses of $3 million 

(including 5% sales commissions and $1,050,000 of additional costs). 

The accounting staff determined that the $1,050,000 of additional selling and customer support 

expenses related to the following four activity cost pools: 

ee ees Cost per Unit 
Activity 3 ee oo _ Activity Cost Driver _ _ of Activity 

IPI GAIOSIVISITS etre wher tran rat bea Oana tec Sac ata tact Number of visit days $1,200 
Pe PrOGUCT-AC|UStINeMtSean es ctumce isan csc mieusce seends r/c Number of adjustments 1,500 

Saehonevandiemall'contactStiee sees mes nes Number of calls/contacts 150 

4. Promotion and entertainment events............ Number of events 1,500 

Financial and activity data on the five customers follows (Sales and Gross Profit data in millions): 

Quantity of Sales and Support Activity 
ie eS Eetaee : Gross).s0 3) 

Customer =—_ Sales" Profit Activity1 Activity2  Activity3 Activity 4 

HELO Me evens nee $17 $3.4 106 23 220 82 

HOE verancias cae cta tos stiete ante WZ 2.4 130 36 354 66 

HORSE Cee ne eae seshets aye sind 3 0.6 52 10 180 74 

HAN ton aces saa eabaalee Mase 4 0.8 34 6 138 18 

HON esse: ahd clerasretete al at oni 3 0.6 16 5 104 10 

80 995 (250 $39 $7.8 (338 

In addition to the above, the sales staff used the corporate jet at a cost of $800 per hour for trips to 

customers as follows: 
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GUSTOITION Hilla ethno acai on ee ees nee renee 24 hours 

GuStOMORH2 cis ola ce eit anal cies nae Ocoee eR Meera tana) 36 hours 

GUSTOM@ER:S Wie eran Clticieu mac icncu ieee ee en eee 5 hours 

GUSTOMGKH4 rane oe ins eee ication etna Sone ce 0 hours 

(GANT Kel gale lets tee eG choc oo oe Go eens eo Selon s onds ood 6 hours 

The total cost of operating the airplane is included in general and administrative expense; none is 

included in selling and customer support costs. 

Required: 

da. 

b. 

Prepare a customer profitability analysis for Roger’s Aeronautics that shows the gross profits less 

all expenses that can reasonably be assigned to the five customers. 

Now assume that the remaining general and administrative costs are assigned to the five customers 

based on relative sales dollars, calculate net profit for each customer. 

Discuss the merits of the analysis in part a. versus part b. 

MANAGEMENT APPLICATIONS 

MAI8-34. Designing an ABC System for a Country Club (02. 5, ©) 

The Reserve Club is a traditional private golf and country club that has three different categories 

of memberships: golf, tennis & swimming, and social. Golf members have access to all amenities 

and programs in the Club, Tennis & Swimming members have access to all amenities and programs 

except use of the golf course, and Social members have access to only the social activities of the 

club, excluding golf, tennis, and swimming. All members have clubhouse privileges, including use of 

the bar and restaurant, which is operated by an outside contractor. During the past year, the average 

membership in each category, along with the number of club visits during the year, was 

Members Visits 

260 9,360 

POM EUSK GAS WINTIITITAG otter sat eek cate Scene pew hed AREA oe ee ee Re 50 1,500 

SOC al ere tasting, Skeet i PARR cir Oc 1a a yee ae 120 2,160 

Some members of the Club have been complaining that heavy users of the Club are not bearing their 

share of the costs through their membership fees. Dess Rosmond, General Manager of the Reserve 

Club, agrees that monthly fees paid by the various member groups should be based on the annual 

average amount of cost-related activities provided by the club for the three groups, and he intends to 

set fees on that basis for the coming year. The annual direct costs of operating the golf course, tennis 

courts, and swimming pool have been calculated by the Club’s controller as follows: 

GOlECOUPSE Mahe ane Or Stee a et $900,000 

EN TLanlagl inte ifelelol her erate. Srencwo co wueracn inetndinteloGmrcas ban ose s 50,000 

ROMMIS : COUNES Sree ceers Pye. cet gee coe. Seat te) on 25,000 

The operation of the bar and restaurant and all related costs, including depreciation on the bar and 
restaurant facilities, are excluded from this analysis. In addition to the above costs, the Club incurs 
general overhead costs in the following amounts for the most recent (and typical) year: 
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Indirect labor for the Club management staff (the general manager, 

assistant general manager, membership manager, and club controller).... $250,000 

Utilities (other than those directly related to golf, swimming and tennis)...... 24,000 

VVebSITS: MalM@tSManCGmertie eer ata tocrne ters cig vct wre uy nse fopcm elu eum oPaprecur Fo 2,000 

ROSTAG Cieprerr acter areh heoreeg sey ANREP PATER meta merc AV ieee ye MUR eine a etinofe 5,000 

Computers and information systems maintenance....................-- 7,500 

Gluphouseimaintenancecadepreciationnwes esrneatisciasis ete esti oe 30,000 

Liability iNSQranCS aac ete a eee Re ance) oe MA eet tad ante AU i ine Meroe co 4,000 

SECUNLVRCOMUnelC ters See ey ee ad Fen ceey ear nae ee? Feta fcc chico scetcn ay eee ere ee 12,000 

$334,500 

Dess believes that the best way to assign most of the overhead costs to the three membership categories 

is with an activity-based system that recognizes four key activities that occur regularly in the club: 

Recruiting and providing orientation for new members 

Maintaining the membership roster and communicating with members 

Planning, scheduling and managing Club events 

Maintaining the financial records and reporting for the Club 

Required 

a. Identify and explain which overhead costs can reasonably be assigned to one or more of the four 

key activities, and suggest a basis for making the assignment. 

b. Identify a cost driver for each activity cost pool that would seem to be suitable for assigning the 

activity cost pool to the three membership categories. 

c. Suggest a method for assigning any overhead costs to the three membership categories that cannot 

reasonably be assigned to activity pools. 

d. Comment on the suitability of ABC to this cost assignment situation. 

MA18-35. Product Costing: Department versus Activity-Based Costing for Overhead (22, 4. %) 

Advertising Technologies, Inc. (ATI) specializes in providing both published and online advertising 

services for the business marketplace. The company monitors its costs based on the cost per column 

inch of published space printed in print advertising media and based on the cost per minute of telephone 

advertising time delivered on “The AD Line,” a computer-based, online advertising service. ATI has 

one new competitor, Tel-a-Ad, in its local teleadvertising market; and with increased competition, ATI 

has seen a decline in sales of online advertising in recent years. ATI’s president, Robert Beard, believes 

that predatory pricing by Tel-a-Ad has caused the problem. The following is a recent conversation 

between Robert and Jane Minnear, director of marketing for ATT. 

Jane: | just received a call from one of our major customers concerning our advertising rates 

on “The AD Line” who said that a sales rep from another firm (it had to be Tel-a-Ad) had 

offered the same service at $1 per minute, which is $1.50 per minute less than our price. 

Robert: It’s costing about $1.27 per minute to produce that product. I don’t see how they can 

afford to sell it so cheaply. I’m not convinced that we should meet the price. Perhaps the 

better strategy is to emphasize producing and selling more published ads, which we're 

more experienced with and where our margins are high and we have virtually no com- 

petition. 

Jane: You may be right. Based on a recent survey of our customers, I think we can raise the 

price significantly for published advertising and still not lose business. 

Robert: That sounds promising; however, before we make a major recommitment to publish- 

ing, let’s explore other possible explanations. | want to know how our costs compare with 

our competitors. Maybe we could be more efficient and find a way to earn a good return 

on teleadvertising. 

After this meeting, Robert and Jane requested an investigation of production costs and comparative 

efficiency of producing published versus online advertising services. The controller, Tim Gentry, 

indicated that ATI’s efficiency was comparable to that of its competitors and prepared the following 

cost data: 
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MA18-36. 

Estimated number of production units............-.-- 10,000,000 

Selling priceteasa. ce cee: ee hte eam ee een nee re $200 $2.50 

BGC eReClWIG! CONG. ca caosncb neocons oondeuno oma ads $21,000,000 $5,000,000 

OverheadtallOcationnares ene riaa Techn tan ieeae ria $9,800,000 $7,700,000 

OWE (UM aconcvsaonnotongeaharconsecedas $49 $0.77 

DCCA (El Unllis caehomodonaniposagoooosanedys $105 $0.50 

IN innleVeyPOMCUSHCIINEIES co cdousnpoanndsoocumouesgen 180,000 25,000 

Number of salesperson dayS..........00+e++00ee0e- 32,000 5,500 

Number of artand designiOurs seri) sitet -reteneren rn 35,000 5,000 

Number of creative services subcontract hours ........ 100,000 25,000 

Number of customer service callS.............2.--5. 72,000 8,000 

* Based on direct labor costs 

Upon examining the data, Robert decided that he wanted to know more about the overhead costs 

since they were such a high proportion of total production costs. He was provided the following list 

of overhead costs and told that they were currently being assigned to products in proportion to direct 

labor costs. 

Selling:coStSaneeae arte teen eee $7,500,000 

Visual and audio design costs..... 3,000,000 

Creative services costs .......... 5,000,000 

Customer service costs.......... 2,000,000 

Required 

Using the data provided by the controller, prepare analyses to help Robert and Jane in making their 

decisions. (Hint: Prepare cost calculations for both product lines using ABC to see whether there is any 

significant difference in their unit costs). Should ATI switch from the fast-growing, online advertising 

market back into the well-established published advertising market? Does the charge of predatory 

pricing seem valid? Why are customers likely to be willing to pay a higher price to get published 

services? Do traditional costing and activity-based costing lead to the same conclusions? 

Unit-Level and Multiple-Level Cost Assignments with Decision Implications (92, 3, 4, 5) 

CarryAll Company? produces briefcases from leather, fabric, and synthetic materials in a single 

production department. The basic product is a standard briefcase made from leather and lined with 

fabric. CarryAll has a good reputation in the market because the standard briefcase is a high-quality 

item that has been produced for many years. 

Last year, the company decided to expand its product line and produce specialty briefcases for 

special orders. These briefcases differ from the standard in that they vary in size, contain both leather 

and synthetic materials, and are imprinted with the buyer’s logo (the standard briefcase is simply 

imprinted with the CarryAll name in small letters). The decision to use some synthetic materials in 

the briefcase was made to hold down the materials cost. To reduce the labor costs per unit, most of the 

cutting and stitching on the specialty briefcases is done by automated machines, which are used to a 

much lesser degree in the production of the standard briefcases. Because of these changes in the design 

and production of the specialty briefcases, CarryAll management believed that they would cost less 

to produce than the standard briefcases. However, because they are specialty items, they were priced 

slightly higher; standards are priced at $30 and specialty briefcases at $32. 

After reviewing last month’s results of operations, CarryAll’s president became concerned about 

the profitability of the two product lines because the standard briefcase showed a loss while the 

specialty briefcase showed a greater profit margin than expected. The president is wondering whether 

the company should drop the standard briefcase and focus entirely on specialty items. Units and cost 

data for last month’s operations as reported to the president are as follows: 

° The CarryAll Company case, prepared by Professors Harold Roth and Imogene Posey, was originally published in the Manage- 
ment Accounting Campus Report. 
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Units produced 10,000 2,500 

Direct materials 

Leather (1 sq. yd. X $15.00; % sq. yd. x $15.00)........... $15.00 $ 7.50 

alone (i) Sop Wel. S< GSOGR 4) Sop Wek SSEMOO)) woos s5ceonene 5.00 5.00 

SVMEN SH Cuciew auratus nc hedeone FALE: Wee hae ae, beatcicoara iit apntin wai earn 5.00 

sLOtalmatenialS pent, ae hackers he cathcriuctin att meee te Mahe 20.00 17.50 

Directilaborn(/2) hie x Si112:00m4ihtex< Sill2.00)e anise een 6.00 3.00 

Manufacturing overhead (¥2 hr. x $8.98; % hr. x $8.98)........ 4.49 DPS 

Cost PerUnit sentria wParam eshte ear mndaee aire $30.49 $22.75 

Factory overhead is applied on the basis of direct labor hours. The rate of $8.98 per direct labor hour 

was calculated by dividing the total overhead ($50,500) by the direct labor hours (5,625). As shown in 

the table, the cost of a standard briefcase is $0.49 higher than its $30 sales price; the specialty briefcase 

has a cost of only $22.75, for a gross profit per unit of $9.25. The problem with these costs is that they 

do not accurately reflect the activities involved in manufacturing each product. Determining the costs 

using ABC should provide better product costing data to help gauge the actual profitability of each 

product line. 

The manufacturing overhead costs must be analyzed to determine the activities driving the costs. 

Assume that the following costs and cost drivers have been identified: 

¢ The Purchasing Department’s cost is $6,000. The major activity driving these costs is the number 

of purchase orders processed. During the month, the Purchasing Department prepared the 

following number of purchase orders for the materials indicated: 

Later ate asc chee teee eee ec 3) ste saciresloscopentesccrravtes os adn. sal SUA Ca ne ntede fo eiieoy. PEGS ay ecm 20 

Paris neueternt atette wraiths ne a Aner rep epaean tages eeeinen: RY ant Metaes seen: 30 

SVAthetic materiale assert secrere ers itears ie leeencecr a) Se eee eke cea Sue, rerey SPR 50 

¢ The cost of receiving and inspecting materials is $7,500. These costs are driven by the number of 

deliveries. During the month, the following number of deliveries were made: 

Leath Chas crsmensastcuera os aeee aekeR Rd sea ethctotot usenet ers coieuc) Gatien anes earuene rs 30 

BaIOriCwearrsechar fon wadiin eecuers ailaaoeeree hehe aansinih aicknrdas! Sis @atdinawebann alg Aarne 40 

Syntheticimatentals.mies sce ccveelemcen watepeue a tevsts’ sare wat = 6) eles mle etnies 80 

¢ Production line setup cost is $10,000. Setup activities involve changing the machines to produce 

the different types of briefcases. Each setup for production of the standard briefcases requires one 

hour; each setup for specialty briefcases requires two hours. Standard briefcases are produced 

in batches of 200, and specialty briefcases are produced in batches of 25. During the last month, 

there were 50 setups for the standard item and 100 setups for the specialty item. 

¢ The cost of inspecting finished goods is $8,000. All briefcases are inspected to ensure that quality 

standards are met. However, the final inspection of standard briefcases takes very little time 

because the employees identify and correct quality problems as they do the hand cutting and 

stitching. A survey of the personnel responsible for inspecting the final products showed that 150 

hours were spent on standard briefcases and 250 hours on specialty briefcases during the month. 

¢ Equipment-related costs are $6,000. Equipment-related costs include repairs, depreciation, and 

utilities. Management has determined that a logical basis for assigning these costs to products is 

machine hours. A standard briefcase requires 1/2 hour of machine time, and a specialty briefcase 

requires two hours. Thus, during the last month, 5,000 hours of machine time relate to the 

standard line and 5,000 hours relate to the specialty line. 

e Plant-related costs are $13,000. These costs include property taxes, insurance, administration, 

and others. For the purpose of determining average unit costs, they are to be assigned to products 

using machine hours. 

Required 

a. Using activity-based costing concepts, what overhead costs should be assigned to the two 

products? 
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b. What is the unit cost of each product using activity-based costing concepts? 

c. Reevaluate the president’s concern about the profitability of the two product lines. 

d. Discuss the merits of activity-based management as it relates to CarryAll’s ABC cost system. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

a. Plantwide overhead rate = Total manufacturing overhead + Total machine hours 

= ($120,000 + $55,000) + (10,000 + 5,000) 

= $175,000 + 15,000 

= $11.67 per machine hour 

: ZX300 SL500 
Product costs per unit 

DYNGH BWM, oso cocaceacncuce $12,000 $18,000 

Directilab ore ee erat ere 5,000 4,000 

Manufacturing overhead 

700 machine hours X $11.67...... 8,169 

800 machine hours < $11.67...... 9,336 

WOE COS! OCF EWE nooo oo ono n one $25,169 $31,336 

Number of units per batch........ = 100 = OO 

COSTIOCIIUIM ITA tere ear ene caeaea teens $251.69 $313.36 

b. Departmental overhead rates = Total departmental overhead + Dept. allocation base 

Fabrication = $120,000 + 10,000 machine hours 

= $12 per machine hour 

Finishing = $55,000 + 5,000 machine hours 

= $11 per machine hour 

ZX300 SL500 

Product costs per unit 

Difecimatehial Sanaa inerrant $12,000 $18,000 

Direct labomersmetee ccs or ema 5,000 4,000 

Manufacturing overhead 

Fabrication Department 

500 machine hours x $12..... 6,000 

700 machine hours x $12..... 8,400 

Finishing Department 

200 machine hours x $11..... 2,200 

100 machine hours * $11..... 1,100 

OtalicOSt Pema Chimereiae cen rr ene $25,200 $31,500 

Number of units per batch........ = KONO) OO 

Cost penunit ain chee $252.00 $315.00 
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c. Activity-based overhead rates = Activity cost pool + Activity cost driver 

Maintenance = $30,000 + 15,000 machine hours 

= $2 per machine hour 

Materials handling = $45,000 + 4,500 materials moves 

= $10 per materials move 

Machine setups = $75,000 + 750 setups 

= $100 per machine setup 

Inspections = $25,000 + 1,000 inspection hours 

= $25 per inspection hour 

Product costs per unit 

DirectimatenialS\ereccaweres «cage $12,000 $18,000 

DirectiiabOnmenr.nter rane see 5,000 4,000 

Manufacturing overhead 

Maintenance activity 

700 machine hours X $2...... 1,400 

800 machine hours x $2...... 1,600 

Materials handling activity 

30 materials moves x $10..... 300 

50 materials moves x $10..... 500 

Machine setups activity 

5 machine setups x $100..... 500 

9 machine setups < $100..... 900 

Inspections activity 

30 inspection hours x $25 .... 750 

60 inspection hours x $25 .... 1,500 

NOtalICOSHDEGOATCh earn nner $19,950 $26,500 

Number of units per batch........ + 100 OO) 

COstinerUnitaeeaae mre crore ee $199.50 $265.00 

d. Following is a summary of product costs for ZX300 and SL500 assigning overhead costs based on a 

plantwide rate, department rates, and activity-based rates: 

eS 
BlaniwiGerrate semana ne $251.69 $313.36 

Department rates........... $252.00 $315.00 

INGUMINVTEME Bs + on cho a beh eaor $199.50 $265.00 

Changing from a plantwide rate to department rates had little effect on unit costs because the department 

rates per machine hour are close to the plantwide rate per machine hour. Based on machine hours, both 

departments have similar cost structures. 

When using activity rates, however, the cost of these two products drops dramatically because they use 

only a small portion (less than 2 percent) of the activities of setup (14 of 750) and materials moves (80 of 4,500). 

Neither a plantwide rate nor department rates recognize this fact, resulting in a large amount of cost cross- 

subsidization of other products by ZX300 and SL500 for these costs. Although this problem did not include 

cost analysis of the other three products, it shows that they are less profitable and that ZX300 and SL500 are 

much more profitable than management previously thought. 



18-37 

Module-End Review 

Solution 
a. Activity A—Minor systems maintenance 

Activity B— Visits to customers 

Activity C—Communications via phone 
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Sa 
ea 

ponity 2 5 
A(@ SAGO) Aescce cescce oie cos ene eR ee Ree re $11,040 $22,560 $11,840 $9,760 $21,760 

B@:S300) Weed eee rier sta lpet an ee e mee e 7,500 12,600 5,700 8,400 11,700 

EN (OGIO) | os caret Ear Acar Sole on ood Onan e dete 6,400 10,250 4,950 5,300 9,450 

WEN M SelM ab oomcoauvapoutmooderoooadedos $24,940 $45,410 $22,490 $23,460 $42,910 

Prone SOE GUO! COMIS accoccnonnanoaascescone 80,000 85,000 83,000 90,000 78,000 

GustomenorofitSemet ire area are eee ene ae re $55,060 $39,590 $60,510 $66,540 $35,090 

Ratio of support costs to profit before support costs:. . . 31% 53% 27% 26% 55% 

b. This analysis is beneficial to Systems Technology because it shows that Groups 2 and 5 are outliers 

among the five customer groups in terms of support services required. Groups 2 and 5 are significantly 

larger consumers of activities for all three of the support activities. Note also that Group 4 customers 

are relatively light users of minor systems maintenance, and Group 3 are relatively light users of phone 

communications. Calculating the ratio of total support costs to profit before support costs provides 

additional insight into the relative profitability of the customer groups. All five customer groups are 

profitable; however, this analysis provides useful information for improving profits by working with 

groups 2 and 5 to control support activities and related costs and attempt to bring their support costs in 

line with the other customer groups. 
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Determining how much it costs to make a product or pro- 

duce a service can be simple and straightforward for a 

company that has only one product or service; however, as 

the range of products and services offered expands, and as 

processes become more complex, the costing system also 

becomes more complex. The cost system is essentially a 

reflection of a company’s product and production strategies. 

Banking is an industry where the line of services has 

increased dramatically over the past two decades. This 

expansion was largely caused by the elimination of govern- 

ment regulations that once restricted banks from operating 

across state lines, as well the repeal of the Glass-Steagall 

Act in 1999 that removed the separation that previously 

existed between Wall Street investment banks and banks 

that hold customer deposits. 

19-1 

Just as a company that manufactures multiple physical 

products, banks or other service organizations that produce 

multiple service products must determine the costs and 

profit related to each product for purposes of evaluating 

performance and establishing the selling price. Banks have 

been on the forefront of service costing, and the Bank 

Administration Institute (BAI) and the American Bankers 

Association (ABA) for years have offered continuing educa- 

tion courses for bankers on how to control and measure 

costs in banks. 

The fourth largest bank in the U.S. today is Wells Fargo 

Bank, with total assets of $1.2 trillion and total revenues of 

$88 billion. Much of Wells Fargo’s recent growth was fueled 

by the banking crisis that led to its acquisition of failed 

Wachovia Bank in 2009. Like all the leading bank holding 

Getty Images 
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LEARNING OBJECTIVES 
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Differentiate between product and service department costs and direct and indirect department costs. (p. 19-3) 

Describe the allocation of service department costs under the direct, step, and linear algebra methods. (p. 19-4) 

Understand lean production and just-in-time inventory management. (p. 19-9) 

Explain how lean production and just-in-time affect performance evaluation and recordkeeping. (p. 19-12) 

companies, Wells Fargo offers a wide array of services. In 

its most recent annual report, Wells Fargo describes the 

following 11 major lines of service: community retail bank- 

ing, credit cards, mortgage banking, wealth management, 

investment brokerage, institutional retirement management, 

commercial wholesale banking, mutual funds, investment 

banking, commercial real estate lending, and insurance."' 

Within each of these 11 lines of service there are likely mul- 

tiple individual products. 

Wells Fargo also lists in its annual report 19 categories 

of non-interest expense totaling $49 billion that are incurred 

to provide the wide range of services that it offers.* For the 

1 Wells Fargo & Company Annual Report 2009, pp. 3-7. 

2 Wells Fargo & Company Annual Report 2009, p. 44. 

company to determine the cost and profitability of each of 

its products, it must be able to distribute, or assign, these 

costs to the various products. Cost and profitability mea- 

surement of products is particularly crucial in light of the 

recent financial stress in the banking industry. 

In the previous module we discussed how activity- 

based costing can assist in measuring the cost of products 

and services. In this module we will discuss how companies 

like Wells Fargo assign the cost of internal services, such as 

information technology or human resources, to their multiple 

product lines and products, and how both manufacturing 

and service organizations can benefit from adopting a lean 

operations philosophy. 

19-2 
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MODULE 

ORGANIZATION Additional Topics in Product Costing 

Lean Production and Performance Evaluation 

Production and Service Service Department : Just-in-Time Inventory and Recordkeeping with 

Department Costs Cost Allocation Management Lean Production and JIT 

‘.©* Differentiate 

between product 

and service 

department costs 

and direct and 

indirect department 

costs. 

@ Direct and Indirect 

Department Costs 

m Performance Evaluation — m Direct Method m Reducing Incoming 

m Step Method Materials Inventory Measures 

mj Linear Algebra Method = Reducing Work-in- = Simplified 

Process Inventory Recordkeeping 
f Dual Rates 

= Reducing Finished 

Goods Inventory 
yy pepsi oo sp oratan she 

PRODUCTION AND SERVICE DEPARTMENT 

COSTS 
In Module 17, we discussed two basic methods (job order costing and process costing) for accumulat- 

ing, measuring and recording the costs of producing goods. In Module 18, we discussed both traditional 

and activity-based methods for assigning indirect costs to products. We now look in more detail at 

another aspect of assigning indirect costs. 

In addition to production departments that actually perform work on a product, many companies 

have production support departments, such as payroll, human resources, information technology, secu- 

rity, and facilities, that provide support services for all of the production departments, and sometimes 

even for each other. These departments are typically called service departments. The cost of produc- 

ing products, therefore, includes the costs incurred within production departments, as well as the cost 

of services received from service departments. 

A direct department cost is a cost assigned directly to a department (production or service) when it 

is incurred. For a production department, direct department costs include both direct product costs (direct 

materials and direct labor) as well as indirect product costs (such as indirect labor and indirect materials) 

incurred directly in the department. An indirect department cost is a cost assigned to a department as a 

result of an indirect allocation, or reassignment, from another department, such as a service department. 

The product costing system must include a policy for assigning to products the cost of services 

received from service departments. For companies that use a plantwide overhead rate, the costs of 

all service departments are added to the indirect product costs incurred within all of the producing 

departments to get total plantwide manufacturing overhead, which is then assigned to products using 

a single overhead rate based on a common factor such as direct labor hours. For companies that use 

departmental overhead rates, service department costs are allocated to the production departments that 

utilize their services, and the allocated service department costs are added to the indirect costs incurred 

within the department to arrive at total departmental overhead and allocation rates. Also, as illustrated 

in Module 18, service department costs may also be assigned to products using activity-based cost- 

ing. As discussed in the following Business Insight, service department cost allocation can impact the 
amount of revenue received for some organizations. 

Cost Allocations in a Large University Setting 

A major research university, such as Emory University, encounters numerous cost allocation situations 

where the cost allocation system can substantially impact the University’s financial well-being. Two 

examples are (1) cost allocation of various overhead costs for purposes of billing governmental and 

private insurance systems for services rendered to patients in University hospitals and clinics, and (2) 
cost allocations for indirect costs when seeking research and other grants. Failing to properly allocate 
service department costs can result in large revenue losses to such organizations. During times of 
economic recession, it is even more important to accurately measure the indirect service costs that 

are being passed on to other organizations to ensure maximum cost recovery. 
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SERVICE DEPARTMENT COST ALLOCATION 

As discussed above, service departments (maintenance, administration, information technology, secu- 

rity, etc.) provide a wide range of support functions, primarily for one or more production departments. 

These departments, which are considered essential elements in the overall manufacturing process, do 

not work directly on the “product” but provide auxiliary support to the producing departments. In 

addition to providing support for the various producing departments, some service departments also 

provide services to other service departments. For example, the payroll and personnel departments 

typically provide services to all departments (producing and service), and engineering may provide ser- 

vices to only the producing departments. Services provided by one service department to other service 

departments are called interdepartment services. 

To illustrate service department cost allocations, consider the Manufacturing Division of Krown 

Drink Company, which has two producing departments, three service departments, and two prod- 

ucts. The service departments and their respective service functions and cost allocation bases are 

as follows: 

___ Departme Service ion ocation Base _ 
Support Services Receiving and inventory Total amount of department 

control capital investment 

Engineering Resources Production setup and Number of employees 

engineering and testing 

Building and Grounds Machinery maintenance and Amount of square footage 

depreciation occupied 

Difficulty in choosing an allocation base for service department costs is not uncommon. For ex- 

ample, Krown Drink may have readily determined the appropriate allocation bases for the Engineering 

Resources and the Building and Grounds Departments but may have found the choice for Support 

Services to be less clear. Perhaps after conducting correlation studies, the most equitable base for al- 

locating Support Services costs to other departments was determined to be total capital investment 

in the departments because they included expensive computer-tracking equipment, both manual and 

automated forklifts, and other material-moving equipment. 

Direct department costs and allocation base information used to illustrate Krown Drink’s July 

service department cost allocations are summarized as follows: 

a Amount... Total Amountof: 
Direct Number of Square Department 

Department | of _ Footage — oe Capital 

Costs Employees Occupied Investment 

Service departments 

Support Services .......... $ 27,000 ik) 15% 4,000 8% — — 

Engineering Resources...... 20,000 _— — 2,000 4 $ 45,000 8% 

Building and Grounds....... 10,000 5 5 — —_ 50,000 9 

Producing departments 

MIXING Rpeeseeterettt eaeeerevi ae + « 40,000* 24 24 11,000 22 180,000 33 

Bottling mans sepia cachet ces 90,000* 56 56 33,000 66 270,000 50 

$187,000 100 100% 50,000 100% $545,000 100% 

*Direct department overhead 

The preceding information omitted the amount of capital investment in the Support Services 

Department, the number of employees in the Engineering Resources Department, and the amount 

of square footage used by the Building and Grounds Department. These data were omitted because 

a department normally does not allocate costs to itself; it allocates costs only to the departments it 

serves. The three methods commonly used for service department cost allocations — direct, step, and 

linear algebra—are discussed next. 

..©®2 Describe 

the allocation of 

service department 

costs under the 

direct, step, and 

linear algebra 

methods. 
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Direct Method 

The direct method allocates all service department costs based only on the amount of services pro- 

vided to the producing departments. Exhibit 19.1 shows the flow of costs using the direct method. All 

arrows depicting the cost flows extend directly from service departments to producing departments; 

under the direct method there are no cost allocations between the service departments. 

EXHIBIT 19.1 Flow of Costs—Direct Method 

Service 

Departments 

Producing 

Departments 

Product Product Product 

Exhibit 19.2 shows the service department cost allocations for the direct method. Notice the alloca- 

tion base used to allocate Engineering Resources costs; only the employees in the producing departments 

are considered in computing the allocation percentages— 24 in Mixing and 56 in Bottling, for a total of 

80 employees in the allocation base. Thirty percent (24 + 80) of the producing department employees 

work in Mixing; therefore, 30 percent of Engineering Resources costs are allocated to Mixing. Applying 

the same reasoning, 70 percent of Engineering Resources costs are allocated to Bottling. Similar logic is 

followed in computing the cost allocations for Building and Grounds and Support Services. 

The cost allocation summary at the bottom of Exhibit 19.2 shows that all service department costs 

have been allocated, decreasing the service department costs to zero and increasing the producing 

EXHIBIT 19.2 Service Department Cost Allocations—Direct Method 

a 2 - Total == Mixing ~—_—_—Bottling 
Support Services Department 

Allocation base (capital investment)........ $450,000 $180,000 $270,000 

Rercentiof totalibaSc meen ryce is eaiee nee 100% 40% 60% 

CostiallocationSs) .;aeeimeeeier ence: $ 27,000 $ 10,800 $ 16,200 

Engineering Resources Department 

Allocation base (number of employees)... . . 80 24 56 

PSIKOSINE Ol WOWMISEINS os Go poo sn oooeanoe 100% 30% 70% 

Costallocations*.. seem acer ee ee $ 20,000 $ 6,000 $ 14,000 

Building and Grounds Department 

Allocation base (Square footage occupied) . . 44,000 11,000 33,000 

Percentiofttotallbase tmemwen eyarpemertereireer tr 100% 25% 75% 

Cost allocations 2. akan. as. opens ceed $ 10,000 $ 2,500 $ 7,500 

Cost Allocation Summary a os 

Building and Engineering» Support Se 
Services Resources Grounds Mixing Bottling Total — 

Department cost before allocations.......... $27,000 $20,000 $10,000 $40,000 $ 90,000 $187,000 
Cost allocations 

SW s|ola SSMGES: o noon cconomnvereanoe (27,000) 10,800 16,200 — 

Engineering Resourcesms annul: ane (20,000) 6,000 14,000 — 
Buildingrand (Grounds see (10,000) 2,500 7,500 — 

Department costs after allocations......... A j=) FA S FA j=) $59,300 $127,700 $187,000 
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department overhead balances by the amounts of the respective allocations. Also, total costs are not af- 

fected by the allocations; the total of $187,000 was merely redistributed so that all costs are reassigned 

to the producing departments. Total department overhead costs of the producing departments after al- 

location of service costs are $59,300 for Mixing and $127,700 for Bottling. 

The advantage of the direct method of allocating service department costs is that it is easy and 

convenient to use. Its primary disadvantage is that it does not recognize the costs for interdepartment 

services provided by one service department to another. Instead, any costs incurred to provide services 

to other service departments are passed directly to the producing departments. The step method im- 

proves on the allocation procedure by redirecting some of the costs to other service departments before 

they are finally allocated to the production departments. 

Step Method 

The step method gives partial recognition of interdepartmental services by using a methodology that 

allocates the service department costs sequentially both to the remaining service departments and the 

producing departments. Any indirect costs allocated to a service department in this process are added 

to that service department’s direct costs to determine the total costs to allocate to the remaining depart- 

ments. Through this procedure, all service department costs are assigned to the production departments 

and ultimately to the products. 

To illustrate a problem that can result from using the direct method, assume that Ramso Company 

has two service departments, S1 and S2, and two producing departments, P| and P2, that provide ser- 

vices as follows: 

Se rete ate ont) Pe 0% 0% 70% 30% 

Seats coe cicleaa eet 50% 0% 25% 25% 

If the direct method is used to allocate service department costs to the producing departments, S2 

total costs will be allocated equally to the producing departments because they use the same amount 

of S2 services (25 percent each). Is this an equitable allocation of S2 costs? S2 actually provides half 

of its services to the other service department (S1), which, in turn, provides the majority of its services 

to Pl. Assume that S2 has total direct department costs of $100,000. If the direct method is used to al- 

locate service department costs, the entire $100,000 will be divided equally among the two producing 

departments, each being allocated $50,000, with no allocation to S1. 

Direct allocation of S2toP1andP2.... $0 $(100,000) $50,000 $50,000 

Consider the following alternative allocation of the $100,000 of S2 costs that takes into account 

interdepartment services. First, 25 percent, or $25,000, is allocated to each of the producing depart- 

ments, and 50 percent, or $50,000, is allocated to S1. Next, the $50,000 allocated to S1 from S2 is 

reallocated to the producing departments in proportion to the amount of services provided to them by 

S1: 70 percent and 30 percent, respectively. In this scenario, the $100,000 of S2 costs is ultimately al- 

located $60,000 to P1 and $40,000 to P2 as follows: 

Step 1: 

Allocate S2 costs to S1,P1,andP2.... $50,000 $(100,000) $25,000 $25,000 

Step 2: 

Reallocate S1 costs to P1andP2..... (50,000) 0 35,000 15,000 

Total allocation of S2 

COstsiviaictep metnocmnie mae se ace $ ) $ 0 $60,000 $40,000 

This calculation shows only the ultimate allocation of S2 costs. Of course, any S| direct department 

costs would also have to be allocated to PI and P2 on a 70:30 basis. If interdepartmental services are 

19-6 
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EXHIBIT 19.3 Flow of Costs—Step Method 

Service 

Departments 

Producing 
Departments 

Product Product Product 

ignored, PI is allocated only $50,000 of 

S2 costs; by considering interdepartmen- 

tal services, Pl is allocated $60,000. Cer- 

tainly, a more accurate measure of both the 

direct and indirect services received by P1 

from S2 is $60,000, not $50,000. 

As long as all producing departments 

use approximately the same percentage of 

services of each service department, the di- 

rect method provides a reasonably accurate 

cost assignment. In this example, the per- 

centages of services used by the producing 

departments were quite different: 70 per- 

cent and 30 percent for S1, and 50 percent 

and 50 percent for S2. In such situations, 

the direct method can result in significantly 

different allocations. 

The step method is illustrated graphi- 

cally in Exhibit 19.3 for the Krown Drink Company. Notice the sequence of the allocations: Engineer- 

ing Resources, Support Services, and Building and Grounds. 

When using the step method, the sequence of allocation is typically based on the relative percent- 

age of services provided to other service departments, with the largest provider of interdepartmen- 

tal services allocated first and the smallest provider of interdepartmental services allocated last. For 

Krown Drink, Engineering Resources is allocated first because, of the three service departments, it 

provides the largest percentage (20 percent) of its services to other service departments: 15 percent 

to Support Services and 5 percent to Building and Grounds (see previous cost allocation data). Build- 

ing and Grounds is allocated last because it provides the least amount (12 percent) of its services to 

other service departments: 8 percent to Support Services and 4 percent to Engineering Resources. The 

service department cost allocations for Krown Drink using the step method are shown in Exhibit 19.4. 

IBIT 19.4 Service Department Cost Allocations—Step Method 

ort = Building and. 

Engineering Resources Department 

Allocation base (number of employees)... . 100 

BercentOftotalibaSe mira en nein ent 100% 

Costallocationspe mer cree ence re $20,000 

Support Services Department 

Allocation base (capital investment)....... $500,000 

Percent-of totalibasesaemeny meisasercrcier: 100% 

GostallocationSeanemnt i ea eeee er atin $30,000 

Building and Grounds Department 

Allocation base (Square footage occupied) . 44,000 

RercenkeitotalibaSememmenmiis cmmrtri rei 100% 

CostallocationStnmm mci ater eee ae $14,000 

Cost Allocation Summary - 

2 Engineering — 
Sea ee Resources 

Department costs before allocations........ $ 20,000 

Cost allocations 

Engineering Resources............... (20,000) 

SUP SEIMCNS cb nuoeoaodguanoonsc 

UlMKeliate) alate (GMOUMCS.. 0 odp oa scne anos 

Department costs after allocations........ $ 0 

‘Support 
Services 

$ 27,000 

3,000 
(30,000) 

3 = XGrounds_)=—s« Mixing ~—__—s Bottling 

5 24 56 

5% 24% 56% 

$1,000 $4,800 $11,200 

$50,000 $180,000 $270,000 

10% 386% 54% 

$3,000 $10,800 $16,200 

11,000 33,000 

25% 15% 

$3,500 $10,500 

| | Building and oR a 

Grounds Mixing Bottling Total 

$ 10,000 $40,000 $ 90,000 $187,000 

1,000 4,800 11,200 _— 

3,000 10,800 16,200 — 

(14,000) 3,500 10,500 —_— 

$ 0 $59,100 $127,900 $187,000 
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Linear Algebra (Reciprocal) Method 

The disadvantage of the step method is that it provides only partial recognition of interdepartmental 

services. For Krown Drink, the step method recognizes Engineering Resources services provided to the 

other two service departments; however, no services received by Engineering Resources from the other 

two departments are recognized. Similarly, services from Support Services to Building and Grounds 

are recognized, but not the reverse. To achieve the most mathematically accurate service department 

cost allocation, there should be full recognition of services between service departments as well as 

between service and producing departments. This requires using the linear algebra method, sometimes 

called the reciprocal method. The linear algebra (reciprocal) method uses a series of linear algebraic 

equations, which are solved simultaneously, to allocate service department costs both interdepartmen- 

tally and to the producing departments. This method is illustrated graphically in Exhibit 19.5 for a 

company that has two service departments and two producing departments. The cost allocation arrows 

run from each service department to the other service department as well as to the producing depart- 

ments. Further discussion of this method can be found in Cost Accounting texts. Whether a company 

should use the direct method, step method, or linear algebra method depends on the extensiveness of 

interdepartmental services and how evenly services are used by the producing departments. 

EXHIBIT 19.5 Flow of Costs—Linear Algebra Method 

Service 

Departments 

Producing 

Departments 

Product Product Product 

MANAGERIAL DECISION | 

As the person responsible for the product costing system, you are trying to decide which method is 

best to use in allocating service department costs to the producing departments and to the prod- 

ucts. Some of the service departments provide services only to producing departments; whereas, 

others provide services to both producing and service departments. You would like to use the 

method that provides reliable cost measurements, but without creating more costs than the benefits 

derived. Which method do you recommend? [Answer, p. 19-15] 

Dual Rates 

When allocating service department costs, it can be useful to provide separate allocations for fixed 

costs and variable costs. This will result in cost allocations that more accurately reflect the factors that 

drive costs. The capacity provided most often drives fixed costs, whereas some type of actual activity 

usually drives variable costs. Dual rates involve establishing separate bases for allocating fixed and 

variable costs. Dual rates may be used for one or all service departments, depending on the size and 

nature of the costs in each service department. They may also be used in conjunction with the direct, 

step, or linear algebra methods. 

It is important to remember the relationship between capacity and cost when selecting the al- 

location method. Total variable costs change as activity changes. Fixed costs, however, are the same 

whether the activity is at or below capacity. Fixed costs should usually be allocated based on the rela- 

tive capacity provided the benefiting department, while variable costs should be allocated on the basis 

of actual usage. The allocation methods and bases also may be different for variable and fixed costs. 

19-8 
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Fixed costs based on capacity provided eliminates the possibility that the amount of the cost allo- 

cation to one department is affected by the level of services utilized by other departments. When fixed 

service department costs are allocated based on the capacity provided to the user department, manag- 

ers of the user departments are charged for that capacity whether they use it or not, and their use of 

services has no effect on the amount of costs allocated to other departments. A benefit of this allocation 

system is that it reduces the temptation for managers to avoid or delay services to minimize fixed cost 

allocations to their departments. Dual rates are examined in more detail in most cost accounting texts. 

pee A EE IE PE CE DOSE ESE CEC SECC LICE ELE LLL LEO O CE EDEROC CEE LL  A 

MID-MODULE REVIEW 

The Apparel Store, LTD, is organized into four departments: Women’s Apparel, Men’s Apparel, Administrative 

Services, and Facilities Services. The first two departments are the primary producing departments; the last two 

departments provide services to the producing departments as well as to each other. Top management has decided 

that, for internal reporting purposes, the cost of service department operations should be allocated to the producing 

departments. Administrative Services costs are allocated on the basis of the number of employees, and Facilities 

Services costs are allocated based on the amount of square footage of floor space occupied. Data pertaining to the 

cost allocations for February 2012 are as follows: 

Oe ee Square © 
Direct Number of © Footage 

ee Department Cost == — Employees Occupied 

Wornnens Ap pare linaie tienen $ 60,000 15 15,000 

Men/s:Apparelifaer. settee rncnaree 50,000 9 7,500 

Administrative Services .......... 18,000 3 2,500 

Facilities: sacar acre remo meneicne 12,000 2 1,000 

TOtal, Avene eee, ceca emer $140,000 29 26,000 

Required 
a. Determine the amount of service department costs to be allocated to the producing departments under 

both the direct method and the step method of service department cost allocation. 

b. Discuss the linear algebra method of service department cost allocation, explaining circumstances when 

it should be considered over the direct and step methods. 

c. Should The Apparel Store consider using the linear algebra method? 

The solution is on page 19-25. 

LEAN PRODUCTION AND JUST-IN-TIME 
INVENTORY MANAGEMENT 

LOS Understand Previously, our discussions about inventories have centered around how to measure the cost of prod- 

lean production ucts. A related issue is how to manage the production process and physical inventory levels. Cost 

and just-in- accounting textbooks, as well as operations management textbooks, usually discuss models that 

time inventory have been used for decades to determine the economic order quantities for products, given the par- 

management. ticular level of inventory a company wants to maintain. Although these models are still relevant in 

many situations, managing the production process and inventory levels has changed dramatically for 
companies that have adopted a value chain approach to management. No longer do most managers 
consider only their company’s strategies, goals, and objectives in deciding the characteristics and 
quantities of inventory that should be acquired or produced and maintained. 

A value chain approach to inventory management requires that managers consider their suppliers’ 
and customers’ strategies, goals, and objectives as well if they hope to compete successfully in a global 
marketplace. Computer technology has affected the way inventories are manufactured and handled (us- 
ing robotics, fully computerized manufacturing and product handling systems, bar code identification 
systems, etc.), and it is changing the way companies relate to other parties in the value chain. It has 
spawned worldwide use of alternative inventory production and management techniques and processes 
including just-in-time (JIT) inventory management and lean production methods. 
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Just-in-time (JIT) inventory management is a comprehensive inventory management philosophy 

that emerged in the 1970s that stresses policies, procedures, and attitudes by managers and other workers 

that result in the efficient production of high-quality goods while maintaining the minimum level of in- 

ventories. JIT is often described simply as an inventory model that maintains only the level of inventories 

required to meet current production and sales requirements, but it is, in reality, much more than that. The 

key elements of the JIT philosophy, which has come to be known as the “lean production” philosophy, 

include increased coordination throughout the value chain, reduced inventory, reduced production times, 

increased product quality, and increased employee involvement and empowerment. 

In sum, JIT/lean production is a system aimed at reducing or eliminating waste, increasing cost 

efficiency, and securing a competitive advantage. Accordingly, it emphasizes a nimble production 

process with small lot sizes, short setup and changeover times, effective and efficient quality con- 

trols, a minimum number of bottlenecks and backups, and maximum efficiency of people. 

Reducing Incoming Materials Inventory 

The JIT/lean approach to reducing incoming materials includes these elements: 

1. Developing long-term relationships with a limited number of vendors. 

2. Selecting vendors on the basis of service and material quality, as well as price. 

3. Establishing procedures for key employees to order materials for current needs directly from ap- 

proved vendors. 

4. Accepting vendor deliveries directly to the shop floor, and only as needed. 

When fully implemented, these steps minimize or eliminate many materials inventories. Sufficient 

materials would be on hand to meet only immediate needs, and the materials inventories in the manu- 

facturing setting are located on the shop floor. 

To achieve this reduction, it is apparent that vendors and buyers must work as a team and that key 

employees must be involved in decision making. The goal of the JIT approach to purchasing is not to 

shift materials carrying costs to vendors. A close, long-term working relationship between purchasers 

and vendors should be beneficial to both. Purchasers’ scheduling information is provided to vendors so 

that vendors also can reduce inventories and minimize costs. Vendors are therefore able to manufacture 

small batches frequently, rather than manufacturing large batches infrequently. Further, vendors are 

more confident of future sales. The following Business Insight discusses how a Kentucky home builder 

applied lean concepts to manage inventory acquisitions. 

Partnering with Vendors 

Bill and Brad Jagoe, the co-owners of a home building business in Owensboro, Kentucky, are strong 

advocates of “lean building,” which applies lean operations concepts to the building industry. The 

following are excerpts from their interview with the Lean Building Forum on HousingZone.com/Lean: 

Brad: After working with our measurements and tracking systems, we began working specifi- 

cally with our employees and trade partners on a higher and deeper level, and then the results 

really began to flow. 

Bill: For years this industry has liked using the term “trade partner” but for most builders it’s 

just a buzzword. But when we got into lean thinking and processes and our people began to un- 

derstand that lean mattered, we really established that strong trade partnership. 

Brad: That led us to our philosophy that we want a small number of extremely capable trades 

[partners] with low turnover. In a long-term relationship they have to be extremely competitive 

and make money. Lean gives both the builder and the trade partners the tools to eliminate waste, 

reduce cost and remain competitive, by working together. 

Brad: | don’t think we have a person in our company right now — from laborers to architects 

to salespeople—that is not thinking lean. We have saved several million dollars the past few years, 

and everyone is now in the habit of asking: “Does that add value to the customer, or not?” 

Source: Scott Sedam, Professional Builder, February 2010, p. 19. 
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Reducing Work-in-Process Inventory 

Reducing the total time required to complete a process, or the cycle time, is the key to reducing work- 

in-process inventories and is central to a lean production approach. In a manufacturing organization, 

cycle time is composed of the time needed for setup, processing, movement, waiting, and inspection. 

Setup time is the time required to prepare equipment to produce a specific product, or to change from 

producing one product to another product. Processing time is the time spent working on units. Move- 

ment time is the time units spend moving between work or inspection stations. Waiting time is the 

time units spend in temporary storage waiting to be processed, moved, or inspected. Inspection time 

is the amount of time it takes units to be inspected. Of the five elements of cycle time, only processing 

time adds value to the product. Efforts to reduce cycle time are appropriate for both continuous and 

batch production. 

Devising means of reducing setup times will directly reduce the cycle time for batch production 

and thus reduce setup costs. Setup times can also be reduced by shifting from batch to continuous 

production whenever practical. Rearranging the shop floor to eliminate unnecessary movements of 

materials can help reduce movement time for both continuous and batch production. 

Many companies have created quality circles, which are groups of employees involved in produc- 

tion who have the authority, within certain parameters, to address and resolve quality problems as they 

occur, without seeking management approval. Giving employees more authority and responsibility for 

quality, including the right to stop production whenever quality problems are noted, can reduce the 

need for separate inspection time. The following Business Insight illustrates how a division of Daimler 

Trucks of North America benefits from lean manufacturing at one of its new plants. 

Daimler Trucks Emphasizes Lean Operations 

During the lowest point of the worldwide recession, Daimler Trucks opened a new $300 million plant 

using advanced lean operations processing and techniques that incorporate continuous evaluation 

and improvement. It focuses on achieving more with fewer resources, by the continuous evaluation 

of waste. The focus at the new plant is on “getting it right the first time,” and the Plant Manager, 

Mark Hernandez, stated that “Problems are solved within the assembly stations, not sent down the 

line.... If a problem can’t be solved, the line is stopped until the issue has been solved.” The Daimler 

CEO said that “the result is a culture that focuses on the problem and looks for ways to improve the 

process, while recognizing the value of employee initiative and insights.” 

Source: “New Freightliner Plant Opens in Mexico,” Refrigerated Transporter, April 1, 2009, p. 28. 

Waiting time can be reduced by moving from a materials push to a materials pull approach to 

production. Under a traditional materials push system, employees work to reduce the pile of inven- 

tory building up at their workstations. Workers at each station remove materials from an in-process 

storage area, complete their operation, and place the output in another in-process storage area. Hence, 

they push the work to the next workstation. The emphasis is on production efficiency at each station. 

In a push system, one of the functions of work-in-process inventory is to help make workstations in- 

dependent of each other. Inventories are large enough to allow for variations in processing speeds, for 

discarding defective units without interrupting production, and for machine downtime. 

Under a materials pull system (often called a Kanban system), employees at each station work 
to provide inventory for the next workstation only as needed. (Kanban, the Japanese word for card, 
is a system created in Japan that originally used cards to indicate that a department needed additional 
components.) The building of excess inventories is strictly prohibited. When the number of units in 
inventory reaches a specified limit, work at the station stops until workers at a subsequent station pull 
a unit from the in-process storage area. Hence, the pull of inventory by a subsequent station authorizes 
production to continue. 

A pull, or Kanban, system’s low inventory levels require a team effort. To avoid idle time, process- 
ing speeds must be balanced and equipment must be kept in good repair. Quality problems are identi- 
fied immediately, and the low inventory levels require immediate correction of quality problems. To 
make a pull system work, management must accept the notion that it is better to have employees idle 
than to have them building excess inventory. A pull system also requires careful planning by manage- 
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ment and active participation in decision making by employees. A lean production process involves 

minimizing cycle time, eliminating waste, producing inventory only as needed, and ensuring the high- 

est level of quality and efficiency. To achieve these results on a continuing basis, there is a strong em- 

phasis on continuous improvement programs (See Module 20). 

Reducing Finished Goods Inventory 

Finished goods inventory can be reduced by reducing cycle time and by better predicting customer 

demand for finished units. Lowering cycle times reduces the need for speculative inventories. If fin- 

ished goods can be replenished quickly, the need diminishes for large inventory levels to satisfy cus- 

tomer needs and to provide for unanticipated fluctuations in customer orders. Anticipating customers’ 

demand for goods can be improved by adopting a value chain approach to inventory management by 

which the manufacturer or supplier is working as a partner with its customers to meet their inventory 

needs. This frequently involves having online computer access to customers’ inventory levels on a real- 

time basis and being able to synchronize changes in production with changes in customers’ inventory 

levels as they occur. 

Sharing this type of information obviously requires an enormous amount of mutual trust between 

a manufacturer or supplier and its customers, but it is becoming increasingly common among world- 

class organizations. An example of this type of vendor-customer relationship is the relationship be- 

tween Procter & Gamble, one of the world’s largest consumer products companies, and its largest 

customer, Wal-Mart. By having access to Wal-Mart’s computer inventory system, Procter & Gamble 

is better able to determine and fill Wal-Mart’s specific needs for products, such as disposable diapers. 

PERFORMANCE EVALUATION AND 
RECORDKEEPING WITH LEAN PRODUCTION 
AND JIT 
Movement toward a JIT/lean production philosophy requires changes in performance evaluation pro- 

cedures and offers opportunities for significant reductions in recordkeeping costs. These changes are 

discussed in this section. 

Performance Evaluation 

JIT regards inventory as something to be eliminated. Hence, in a manufacturing organization, inventories 

are kept as small as possible. Under the JIT ideal, inventories do not exist because vendors deliver raw 

materials in small batches directly to the shop floor. JIT also strives to minimize, or eliminate, work-in- 

process inventory by minimizing the non-processing elements of cycle time and by having processing 

times as short as possible. 

Dysfunctional Effects of Traditional Performance Measures 
A potential conflict exists between the goals of JIT and lean production and those of traditional perfor- 

mance measures applied at the level of the department or cost center. Although lean production empha- 

sizes overall efficiency, many traditional performance measures emphasize local (departmental) cost 

savings and local (departmental) efficiency. Consider the following traditional performance measures 

for a purchasing agent and a departmental production supervisor: 

m™ To achieve quantity discounts and favorable prices, a purchasing agent might order excess in- 

ventory, thereby increasing subsequent storage, obsolescence, and handling costs. 

@ To obtain a low price, a purchasing agent might order from a supplier whose goods have not 

been certified as meeting quality specifications, thereby causing subsequent inspection, rework, 

and spoilage costs, and perhaps, dissatisfied customers further down the value chain. 

™ Toavoid having idle employees and equipment, a supervisor might refuse to halt production to de- 

termine the cause of a quality problem, thereby increasing inspection, rework, and spoilage costs. 

LO« Explain how 

lean production 

and just-in-time 

affect performance 

evaluation and 

recordkeeping. 
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m To obtain low fixed costs per unit under absorption costing, a supervisor might produce in ex- 

cess of current needs (preferably in long production runs), thereby causing subsequent increases 

in storage, obsolescence, and handling costs. 

Performance Measures Under Lean Production and JIT 

In accordance with the goal of eliminating inventory and reducing cycle time to processing time, JIT 

supportive performance measures emphasize inventory turnover, cycle time, and cycle efficiency (the 

ratio of value-added to non-value-added manufacturing activities). 

When applied to a specific item of raw materials or finished goods, inventory turnover is com- 

puted as the annual demand in units divided by the average inventory in units: 

Annual demand in units 
Inventory turnover = ; 5 ; 

Average inventory in units 

Progress toward the goal of reducing inventory is measured by comparing successive inventory turn- 

over ratios. Generally, the higher the inventory turnover, the better. 

When measured with inventory dollars instead of inventory units, inventory turnover can be used 

as a measure of the organization’s overall success in reducing inventory, or in increasing sales in rela- 

tion to inventories. This financial measure can be derived directly from a firm’s financial statements. 

Cost of goods sold 
Inventory turnover = t,—_,,,,. 

y * Average inventory (in dollars) 

Another ratio often used to monitor the effectiveness of inventory levels in retail organizations, 

such as The Home Depot or Macy’s, is gross margin return on inventory investment (GMRObJ), calcu- 

lated as follows: 

Gross margin (in dollars) 
M aa a Ne 

Gen} Average inventory (in dollars) 

Cycle time is a measure of the total time required to produce one unit of a product: 

Cycle _ Setup Processing Movement Waiting Inspection 

time time time time time time 

Under ideal circumstances, cycle time would consist of only processing time, and processing time 

would be as low as possible. Only processing time adds value to the product; hence, the time required 

for all other activities should be driven toward zero. The use of flexible manufacturing systems, prop- 
erly sequencing jobs, and properly placing tools will minimize setup time. If the shop floor is optimally 
arranged, workers pass products directly from one workstation to the next. If production is optimally 
scheduled, inventory will not wait in temporary storage between workstations. If raw materials are of 
high quality and products are manufactured so that they always conform to specifications, separate 
inspection activities are not needed. 

Cycle efficiency is computed as the ratio of processing time to total cycle time: 

Processing time 

Cycle time 
Cycle efficiency = 

The highest cycle efficiency possible is always sought. If all non-value-added activities are eliminated, 
this ratio equals one. 
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Simplified Recordkeeping 

Lean Production and JIT enable significant reductions in the number of accounting transactions 

required for purchasing and production activities. This results in cost savings for bookkeeping ac- 

tivities and in shifting accounting resources from detailed bookkeeping to the development of more 

useful activity cost data. 

Purchasing 
In a traditional accounting system, every purchase results in the preparation of several documents. 

Additional documents are prepared for the issuance of raw materials to the factory. JIT, on the 

other hand, attempts to minimize inventory levels and stresses long-term relationships with a limited 

number of vendors who have demonstrated their ability to provide quality raw materials on a timely 

basis, as well as at a competitive price. Under a JIT inventory system, a company often has standing 

purchase orders for specified materials from specified vendors at specified prices. Production per- 

sonnel are authorized to requisition materials directly from authorized vendors, who deliver limited 

quantities of materials as needed directly to the shop floor. Production personnel verify receipt of the 

raw materials. Periodically, each vendor sends an invoice for several shipments, which the company 

acknowledges and pays. 

Product Costing 
Another advantage of a lean production system is that it reduces the amount of detailed bookkeeping 

required for financial accounting purposes. If ending inventories are nonexistent, or so small that the 

costs assigned to them are insignificant in comparison with the costs assigned to Cost of Goods Sold, 

it makes little sense to track product costs through several inventory accounts. Instead of using a tra- 

ditional product cost accounting system (as illustrated in Module 17), firms that have implemented 

JIT often use what is sometimes referred to as a backflush approach to accounting for product costs. 

Under backflush costing, all costs of direct materials, direct labor, and manufacturing overhead 

are assigned as incurred to Cost of Goods Sold. If there are no inventories on hand at the end of the 

period, no additional steps are required. However, if there are inventories on hand at year-end, costs 

are backed out of Cost of Goods Sold and assigned to the appropriate inventory accounts. For a com- 

plete discussion of backflush costing, refer to a cost accounting text. 

Also under a JIT inventory approach, many of the distinctions and arguments regarding ab- 

sorption versus variable costing are moot (see Appendix 17A). If the quantity of inventory is insig- 

nificant, it matters little whether inventory cost includes only variable manufacturing costs or both 

variable and fixed manufacturing costs. Whether absorption or variable costing is used, the total cost 

assigned to inventory on the balance sheet will be small, and there is little difference in the amount 

of profit reported on the income statement. 

As we discussed in previous modules, traditional product costing systems go to great lengths 

to calculate the materials, labor, and manufacturing overhead cost per unit for each unit produced. 

Overhead is typically assigned to inventory using a predetermined overhead rate based on an as- 

sumed volume-based driver such as direct labor hours or machine hours. If actual production is less 

than budgeted production, there will be underapplied overhead, which is usually written off as an 

expense of the period. To avoid this expense, managers are often motivated to overproduce product 

in order to ensure that all overhead is allocated to product. Also, by budgeting a large amount of 

produced units, fixed overhead cost is spread over more units, resulting in a lower cost per unit. Such 

overproduction is equivalent to a cardinal sin in a lean production company. 

As we will see in Module 22, many companies also adopt standard cost systems where they ac- 

count for product cost components on both an actual and budgeted cost basis, with variances between 

actual cost and standard (or allowed) costs reported on the internal performance reports as increased 

expenses if they are unfavorable and as a reduction of expenses if they are favorable. In such cases, 

managers are motivated to maximize favorable variances and minimize or eliminate unfavorable 

variances. Such systems of reporting often lead managers to actions that are contrary to the lean 

production philosophy. 
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MODULE-END REVIEW 

The Champion Golf Company is trying to decide which automated production line to use to produce its new Pro 

XII golf balls. The two best systems under consideration have the following estimated performance characteristics, 

based on minutes per 1,000 balls produced: 

SystemA System B- 
Setup time 25 10 

Movement time from start to finish ....... 10 14 

Waiting tine Pin sewonine terpenes Mente er oe toe 3 16 

nfoeooMURMeter.s agence what epee o0 5 7 

Processing | title sires etree warn ea 40 30 

HOVE WAMeriN MINUS) os cc cu oasaeeoaeocs 83 ta 

Required 
. Determine the cycle time per batch for each system. 

Determine the cycle efficiency for each system. 

Which system do you recommend and why? 

Assuming Champion is a “lean” manufacturer, what improvements in the selected system is it likely to 

pursue. 

ao o8 

The solution is on page 19-26. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 

Designing any information processing system is a matter of weighing benefits with the costs of designing and 

operating the system. The same is true for a cost allocation system. Also, you have to decide how the cost 

information will be used. If it is used only for external financial reporting purposes, a high degree of precision 

may not be necessary. However, if it is used to determine the most profitable product mix, it may be crucial to 

have the most precise cost information. For the service departments that provide only services to producing 

departments and that receive no services from other service departments, a direct allocation method might be 

adequate. For departments that provide and/or receive interdepartmental services, you should consider using 

either a step or linear algebra approach to assigning costs. Whether you use a direct, step or linear algebra 

approach, you will have to decide whether to assign the costs using a single volume-based cost driver (such 

as square footage or number of employees) or using multiple cost drivers that reflect the actual activities per- 

formed. In most cases, the ABC approach (discussed in Module 18) will give a higher level of precision, but at 

considerably greater cost. 

DISCUSSION QUESTIONS 
Q19-1. Distinguish between the following sets of terms: 

a. Direct product costs and indirect product costs. 

b. Direct department costs and indirect department costs. 

Q19-2. Define the terms direct cost and indirect cost. 

Q19-3. Differentiate between cost assignment and cost allocation. 

Q19-4. Explain how a cost item can be both a direct cost and an indirect cost. 

Q19-5. What is the primary advantage of separately allocating fixed and variable indirect costs? 

Q19-6. Define interdepartmental services. 

Q19-7. To what extent are interdepartmental services recognized under the direct, step, and linear al gebra 
methods of service department cost allocation? 



Q19-8. 

Q19-9. 

Q19-10. 

Q19-11. 

Q19-12. 

Q19-13. 

Q19-14. 

Q19-15. 

Q19-16. 
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Is it feasible to assign interdepartmental services to production departments using ABC? 

Explain the concept of just-in-time inventory management. 

What are the major elements of lean production? 

What is the relationship between JIT and the lean production concept? 

What role did Toyota have in the development of the lean production concept? 

What elements of the JIT approach contribute to reducing materials inventories? 

Define and identify the elements of cycle time. Which of these elements adds value to the product? 

Explain briefly how JIT/lean production benefits organizations that take a value-chain approach to 

management. 

Explain how traditional performance evaluation systems using standard costs conflict with the lean 

production concept. 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M19-17. Allocating Service Department Costs: Allocation Basis Alternatives (92) 

M19-18. 

Boston Fabricators has two producing departments, Pl and P2, and one service department, S1. 

Estimated direct overhead costs per month are as follows: 

Picyers sets $125,000 

P2aarteec 200,000 

Sillonees 66,000 

Other data follow: 

Number of employees is Zo) 

Production capacity (units).....5..... 50,000 30,000 

Space occupied (square feet)......... 2,500 7,500 

Five-year average percent of 

S1’s service output used .......... 65% 35% 

Required 

a. For each of the following allocation bases, determine the total estimated overhead cost for P| and 

P2 after allocating S1 cost to the producing departments. 

1. Number of employees 

2. Production capacity in units 

3. Space occupied 

4. Five-year average percentage of S1 services used 

5. Estimated direct overhead costs. (Round your answer to the nearest dollar.) 

b. For each of the five allocation bases, explain the circumstances (including examples) under which 

each allocation base might be most appropriately used to allocate service department cost in a 

manufacturing plant such as Boston Fabricators. Also, discuss the advantages and disadvantages 

that might result from using each of the allocation bases. 

Indirect Cost Allocation: Direct Method (.%*%) (/) 

Sprint Manufacturing Company has two production departments, Melting and Molding. Direct general 

plant management and plant security costs benefit both production departments. Sprint allocates general 

plant management costs on the basis of the number of production employees and plant security costs on 

the basis of space occupied by the production departments. In November, the following overhead costs 

were recorded: 
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Melting Department direct overhead ..... $150,000 

Molding Department direct overhead. ... . 300,000 

General plant management ..........-- 100,000 

VOU, oncocaneaetoaocccnnssoe 35,000 

Other pertinent data follow: 

1 

Number of employees ..........---- ZS 45 

Space occupied (square feet)........ 10,000 40,000 

Machine nOursteersrrerasirst crete rere 10,000 2,000 

Directiaboghours arrestin re 4,000 20,000 

Required 

a. Prepare a schedule allocating general plant management costs and plant security costs to the 

Melting and Molding Departments. 

b. Determine the total departmental overhead costs for the Melting and Molding Departments. 

c. Assuming the Melting Department uses machine hours and the Molding Department uses direct labor 

hours to apply overhead to production, calculate the overhead rate for each production department. 

VV) M19-19. Interdepartment Services: Direct Method (02) 

Tucson Manufacturing Company has five operating departments, two of which are producing 

departments (P1 and P2) and three of which are service departments (S1, $2, and $3). All costs of 

the service departments are allocated to the producing departments. The following table shows the 

distribution of services from the service departments. 

P1 ana hex 

Si meme = 5% 25% 50% 20% 

S2ieere. 10% aa 5 45 40 

3 AAS cs ame WS) 5 = 20 60 

SUeer aes $42,000 

Saye ae 85,000 

SS ISIN 19,000 

Required 

Using the direct method, prepare a schedule allocating the service department costs to the producing 
departments. 

VV) M19-20. Inventory Ratio Calculations (03, 4) 

Delroi, Inc., provided the following data for 2011 and 2012: 

Inventory 

December Sik 201 OM rc ee te a eee eee nee See $200,200 
December: 34520 lider atsiat, orcad ARERR ar is.c ae cannes ee eee 190,400 
December.3 120,12 iat cas os pete mat tenet eee eee 182,500 

Cost of goods sold 

ZOU rer Siena ake eC ee eran nen eetad | eterna $654,000 
ZO Qietetere Statare Skate Se ake eee Sn eee ene, SR na 724,000 

Gross margin 

PAWS iis aia tei tira ERE Seems Aa Crps aoe ade res ania ala fa a Or Aint: oc $340,000 
PLOW th i eh re tna RPMI EARE isi Hers sous oe Cesena cle ey Groaw 410,000 



Module 19 | Additional Topics in Product Costing 19-18 

Required 

(round all calculations to two decimal places) 

a. Calculate the inventory turnover ratio for 2011 and 2012. 

b. Calculate the gross margin return on inventory investment for 2011 and 2012. 

M19-21. Inventory Ratio Calculations (92, 4) VV) 
McMahan, LTD., provided the following data for 2011 and 2012: 

Inventory 

Decemberns 2010 atwccte crs ccctnie pee Menten Ne yay ces ee $176,000 

Decembers 1 a20ieemre te te ete ee ne eee 185,000 

Decembers3 12 Oi: 2 Serene vars ies takes aan tyre area ronar eae 194,000 

Cost of goods sold 

7A Oa Nl sceecatsa eee eg Gehl Ee EN arch $546,000 

PAO WED sos rats a ei atin he ths Ai ee a a ae AE J ed 589,000 

Gross margin 

PAOHIR = 5. cece cece ne isan ee rit ak athe abd Na Act cette eid 2) 1 ial le $256,000 

201 Oe eee ee Meee a eM terre rer MC Re Tae eR 287,000 

Required 

(round all calculations to two decimal places) 

a. Calculate the inventory turnover ratio for 2011 and 2012. 

b. Calculate the gross margin return on inventory investment for 2011 and 2012. 

EXERCISES 

E19-22. Interdepartment Services: Step Method (02) (/) 

Refer to the data in Mini-Exercise M19-19. Using the step method, prepare a schedule for Tucson 

Manufacturing Company allocating the service department costs to the producing departments. (Round 

calculations to the nearest dollar.) 

E19-23. Interdepartment Services: Step Method (02) VV) 

O’Brian’s Department Stores allocates the costs of the Personnel and Payroll departments to three 

retail sales departments, Housewares, Clothing, and Furniture. In addition to providing services to 

the operating departments, Personnel and Payroll provide services to each other. O’Brian’s allocates 

Personnel Department costs on the basis of the number of employees and Payroll Department costs on 

the basis of gross payroll. Cost and allocation information for June is as follows: 

oe Personnel Payroll . ‘Housewares Clothing Furniture 

Direct department cost........ $6,900 $3,200 $12,200 $20,000 $15,750 

Number of employees ........ 5 3 8 15 4 

ENOSS OEIC oc dec onnisaobeas $6,000 $3,300 $11,200 $17,400 $8,100 

Required 

a. Determine the percentage of total Personnel Department services that was provided to the Payroll 

Department. 

b. Determine the percentage of total Payroll Department services that was provided to the Personnel 

Department. 

c. Prepare a schedule showing Personnel Department and Payroll Department cost allocations to 

the operating departments, assuming O’Brian’s uses the step method. (Round calculations to the 

nearest dollar.) 

E19-24. Product Costing ina JIT/Lean Environment (L0%, @ 

Doll Computer manufactures laptop computers under its own brand, but acquires all the components 

from outside vendors. No computers are assembled until the order is received online from customers, 

so there is no finished goods inventory. When an order is received, the bill of materials required to fill 

the order is prepared automatically and sent electronically to the various vendors. All components are 
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received from vendors within three days and the completed order is shipped to the customer immediately 

when completed, usually on the same day the components are received from vendors. The number of 

units in process at the end of any day is negligible. 

The following data are provided for the most recent month of operations: 

Actual components costs incurred .........-- +e eee e cree eee eee $905,000 

Actual conversion costs incurred. ....-.-..-.+s20e++re5- essere es $192,000 

Units in process, beginning of month ........----..e sees eee eeee =O 

Units started in process during the month. ..........--++-++++-0:: 5,000 

WinietinelCreessy Clitel@iiinmtelun oncnosceuncvoscnncsadononconcsss -0- 

Required 

a. Assuming Doll uses traditional cost accounting procedures: 

1. How much cost was charged to Work-in-Process during the month? 

2. How much cost was charged to cost of goods sold during the month? 

b. Assuming Doll is a lean production company and uses backflush costing method: 

1. How much cost was charged to Work-in-Process during the month? 

2. How much cost was charged to cost of goods sold during the month? 

(vy) E19-25. Inventory Management Metrics (0) 

Large retailers like The Home Depot and Wal-Mart typically use gross margin ratio (gross margin 

+ sales), inventory turnover (sometimes referred to as inventory turns), and gross margin return on 

investment (GMROI) to evaluate how well inventory has been managed. The goal is to maximize profits 

while minimizing the investment in inventory. Below are data for four scenarios, a base scenario (# 1) 

followed by three modifications (#s 2,3, & 4) to the base scenario. 

Sal6S revs. = trope egestas eee $10,000 $20,000 $12,000 $10,000 

Costoigoods:soldaa anette 6,000 12,000 6,000 6,000 

GroSsiprolitss cemeearee iter $ 4,000 $ 8,000 $ 6,000 $ 4,000 

Average inventory............. $ 6,000 $ 6,000 $ 6,000 $ 5,000 

Required 

For each scenario calculate the gross margin percent, the inventory turnover, and GMROI. 

E19-26. Evaluating Inventory Management Metrics (1.04) 

Refer to E19-25. 

Required 

a. For Scenarios 2 though 4, explain what change occurred relative to Scenario | to cause GMROI to 
change. For example, was the change in GMROI caused by a change in inventory turns, a change in 
gross margin percent, or by reducing inventory levels. 

b. What general conclusions can be made from the calculations and observations regarding the factors 
that influence GMROI. 

PROBLEMS 

P19-27. Selecting Cost Allocation Bases and Direct Method Allocations (LO2) 
Nevada Company has three producing departments (P1, P2, and P3) for which direct department costs 
are accumulated. In January, the following indirect costs of operation were incurred. 



P19-28. 

P19-29. 
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Plant manager’s salary and office expense ...... $14,400 

Plant: S@Curity meaeivert net miniseries eats, 2,400 

Plant nurse’s salary and office expense......... 3,000 

Plant:depreciationparensss spews ce nea ne cea 4,000 

Machineimaintenance mai inn iti rien 4,800 

Rlanticatetenalcost SUDSIC\ aera ieeree tee 3,600 

$32,200 

The following additional data have been collected for the three producing departments: 

Number of employees ...... ; 

Space occupied (Square feet)...... 2,000 5,000 3,000 

Directiaboghoursss eee ooo oe 1,600 4,000 750 

Machinemnoursis = ference eee 4,800 8,000 3,200 

Number of nurse office visits ...... 30 35 10 

Required 

a. Group the indirect cost items into cost pools based on the nature of the costs and their common 

basis for allocation. Identify the most appropriate allocation basis for each cost pool and determine 

the total January costs in the pool. (Hint: A cost pool may consist of one or more cost items.) 

b. Allocate the cost pools directly to the three producing departments using the allocation bases 

selected in requirement (a). 

c. How much indirect cost would be allocated to each producing department if Nevada Company 

were using a plantwide rate based on direct labor hours? Based on machine hours? 

d. Comment on the benefits of allocating costs in pools compared with using a plantwide rate. 

Evaluating Allocation Bases and Direct Method Allocations (02) 

Laramie Company has two service departments, Maintenance and Information Technology (IT), that 

serve two producing departments, Mixing and Packaging. The following data have been collected for 

these departments for the current year: 

hixir 

Direct department costs... .. $176,000 $140,000 $465,000 $295,000 

Number of employees ...... 50 30 

Number of ethernet 

CONNECTIONS = eee eee sl: 90 70 

Number of maintenance 

hoursiUsed Re eer Gee ac 800 600 

Number of maintenance 

OFdersieiiack vthettetiea rere 180 170 

Required 

a. Using the direct method, allocate the service department costs under the following independent 

assumptions: 

1. IT costs are allocated based on the number of employees, and Maintenance costs are allocated 

based on the number of maintenance hours used. 

2. IT costs are allocated based on the number of ethernet connections served, and Maintenance 

costs are allocated based on the number of maintenance orders. 

b. Comment on the reasonableness of the bases used in the calculations in requirement (a). What 

considerations should determine which bases to use for allocating IT and Maintenance costs? 

Cost Reimbursement and Step Allocation Method (1.02) 

Samaritan’s Clinic is a not-for-profit outpatient facility that provides medical services to both fee-paying 

patients and low-income government-supported patients. Reimbursement from the government is based 
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Timberland Company 

(TBL) 

P19-30. 

P19-31. 

on total actual costs of services provided, including both direct costs of patient services and indirect 

operating costs. Patient services are provided through two producing departments, Medical Services and 

Ancillary Services (includes X-ray, therapy, etc.). In addition to the direct costs of these departments, 

the clinic incurs indirect costs in two service departments, Administration and Facilities. Administration 

costs are allocated first based on the number of full-time employees, and Facilities costs are then 

allocated based on space occupied. Costs and related data for the current month are as follows: 

: 3 Medical Ancillary 
Ce ee ‘Administration Facilities | Services _ Services 

Direct CostS#nvee Wace ey ee ae eee $24,000 $9,000 $121,400 $37,200 

Number of employees ...........---..--- 5 4 13 7 

Amount of space occupied (Square feet)... .. 1,500 750 8,000 2,000 

NUMmMbEGOR patient ViSItS smi renin ne: — — 4,000 1,500 

Required 

a. Using the step method, prepare a schedule allocating the common service department costs to the 

producing departments. 

b. Determine the amount to be reimbursed from the government for each low-income patient visit. 

Budgeted Service Department Cost Allocation: Pricing a New Product (02) 

Pro-Trim Company is adding a new diet food concentrate called Body Trim to its line of bodybuilding 

and exercise products. A plant is being built for manufacturing the new product. Management has 

decided to price the new product based on a 100 percent markup on total manufacturing costs. A direct 

cost budget for the new plant projects that direct department costs of $2,450,000 will be incurred in 

producing an expected normal output of 700,000 pounds of finished product. In addition, indirect costs 

for Administration and Technical Support will be shared by Body Trim with the two exercise products 

divisions, Commercial Products and Retail Products. Budgeted annual data to be used in making the 

allocations are summarized here. 

a ‘Technical = Commercial __ Retail — Body 
Administration ——- Support Products = ‘Products’ ‘Trim 

Number of employees ...... 5 8 50 30 20 

Amount of technical 

support time (hours) ..... . 500 = 1,500 1,250 750 

Direct costs are budgeted at $202,500 for the Administration Department and $240,000 for the Technical 

Support Department. 

Required 

a. Using the step method, determine the total direct and indirect costs of Body Trim. 

b. Determine the selling price per pound of Body Trim. (Round calculations to the nearest cent.) 

Allocation and Responsibility Accounting (02) 

Assume that Timberland Company uses a responsibility accounting system for evaluating its managers, 
and that abbreviated performance reports for the company’s three divisions for the month of March are 
as follows (amounts in thousands). 

Total East Central West © 

UMeeiasenws cod ween con ote $200,000 $70,000 $80,000 $50,000 
Less allocated costs: 

Information Technology .. . (96,000) (32,000) (32,000) (82,000) 
Personnelieeeass mere (75,000) (28,125) (28,125) (18,750) 

Division income ........... $ 29,000 $9,875 $19,875 $ (750) 

The West Division manager is very disturbed over his performance report and recent rumors that his 
division may be closed because of its failure to report a profit in recent periods. He believes that the 
reported profit figures do not fairly present operating results because his division is being unfairly 
burdened with service department costs. He is particularly concerned over the amount of Information 
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Technology costs charged to his division. He believes that it is inequitable for his division to be charged 

with one-third of the total cost when it is using only 20 percent of the services. He believes that the 

Personnel Department’s use of the Information Technology Department should also be considered in the 

cost allocations. Cost allocations were based on the following distributions of service provided: 

Information Technology... 40% = 20% 20% 20% 

Personnel cremstres cedjaty ator: — 20% 30 30 20 

Required 

a. What method is the company using to allocate Personnel and Information Technology costs? 

b. Recompute the cost allocations using the step method. (Round calculations to the nearest dollar.) 

c. Revise the performance reports to reflect the cost allocations computed in requirement (b). 

d. Comment on the complaint of the West Division’s manager. 

P19-32. Allocating Service Department Costs: Direct and Step Methods; Department and Plantwide 

Overhead Rates (1.02) 

Assume that Pennington Group, a manufacturer of fine casual outdoor furniture, allocates Human Pennington Group 

Resources Department costs to the producing departments (Cutting and Welding) based on number of 

employees; Facilities Department costs are allocated based on the amount of square footage occupied. 

Direct department costs, labor hours, and square footage data for the four departments for October are 

as follows: 

Direct department 

OVErnNeadiCOStS eres $60,000 $150,000 $800,000 $370,000 

Number of employees ........... i) 5) 40 60 

Number of direct labor hours...... — — 8,000 10,000 

Amount of square footage........ 10,000 3,000 100,000 50,000 

Assume that two jobs, Al and A2, were completed during October and that each job had direct materials 

costs of $1,200. Job Al used 80 direct labor hours in the Cutting Department and 20 direct labor hours 

in the Welding Department. Job A2 used 20 direct labor hours in the Cutting Department and 80 direct 

labor hours in the Welding Department. The direct labor rate is $50 in both departments. 

Required 

a. Find the cost of each job using a plantwide rate based on direct labor hours. 

b. Find the cost of each job using department rates with direct service department cost allocation. 

c. Find the cost of each job using department rates with step service department cost allocation. 

d. Explain the differences in the costs computed in requirements (a)—(c) for each job. Which costing 

method is better for product pricing and profitability analysis? 

P19-33. JIT/Lean Production and Product Costing (04) 

Presented is information pertaining to the standard or budgeted unit cost of a product manufactured in a 

JIT/Lean Production environment at Towry Systems Inc.: 

Directrmatenialsierwe wer: toa eein ei eet ete crema area ners $15 

GONVCFSION Sree tae tech oe ce Om ha Ein betas cee 310 

OLA ee Oe ieee sc ere re EAT: SAE EST enone re cae: $25 

All materials are added at the start of the production process. All raw materials purchases and conversion 

costs are directly assigned to Cost of Goods Sold. At the end of the period, costs are backed out and 

assigned to Raw Materials in Process (only for materials still in the plant) and Finished Goods Inventory 

(for materials and conversion costs for completed units). Costs assigned to inventories are based on 

the standard or budgeted cost multiplied by the number of units in inventory. Conversion costs are 
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P19-34. 

P19-35. 

assigned to inventories only for fully converted units. Since inventory levels tend to be small in this 

JIT environment, partially completed units are assigned no conversion costs. Towry had no beginning 

inventories on August 1, 2012. During the month, it incurred the following manufacturing-related costs: 

Purchase of raw materials on account..............---.---- $300,000 

EIAOAANECES! en on pane aehoneanoEnoucuogaadandomoscots 130,000 

Factory supervision salaries... 0.6.0.5 .0- seer eee essere 30,000 

WTOC ROMMIN aoc onceccneonagconboncooonvosedonnr 17,000 

Factory supplies purchased. ...........+.eeeee seer ee eeees 15,000 

Depreciationec circ. cates pera over oleate sen ete tee Reate tera 9,500 

The end-of-month inventory included raw materials in process of 750 units and finished goods of 500 

units. One hundred units of raw materials were zero percent converted; the other 650 units averaged 60 

percent converted. 

Required 

a. Calculate the total cost charged to Cost of Goods Sold during August. 

b. Calculate the balances in Raw Materials in Process, Finished Goods Inventory, and Cost of Goods 

Sold at the end of August. 

c. Assuming that August is a typical month, is it likely that using the company’s shortcut backflush 

accounting procedures will produce misleading financial statements? Explain. 

Just-in-Time Performance Evaluation (05) 
To control operations, Waymor Company makes extensive and exclusive use of financial performance 

reports for each department. Although all departments have been reporting favorable cost variances 

in most periods, management is perplexed by the firm’s low overall return on investment. You have 

been asked to look into the matter. Believing the purchasing department is typical of the company’s 

operations, you obtained the following information concerning the purchases of parts for a product it 

started producing in 2007: 

Purchase Quantity Average 
Price Used Inventory 

Variance _—__ (units) (units) 

$1,000F 20,000 5,000 

10,000F 30,000 7,500 

12,000F 35,000 10,000 

20,000 U 25,000 6,250 

8,000F 36,000 9,000 

9,500F 29,000 7,250 

Required 

a. Compute the inventory turnover for each year. What conclusions can be drawn from a yearly 

comparison of the purchase price variance and the inventory turnover? 

b. Identify problems likely to be caused by evaluating purchasing only on the basis of the purchase 
price variance. 

c. Offer whatever recommendations you believe appropriate. 

Dual Allocation Approach and Charging for Services (02) 

The Maintenance Department of Management Smart Suites Hotel has fixed costs of $600,000 a year. It also 
incurs $30 in out-of-pocket expenses for every hour of work. During the year the Rooms Department used 
20,000 maintenance hours. The Food and Beverage (F&B) Department used 5,000 maintenance hours. 
When the Maintenance Department was established the Rooms and F&B departments estimated they 
would need 20,000 and 12,000 maintenance hours, respectively. It turns out F&B cut back on maintenance 
hours used to insure it would meet its budget. 

Required: 

a. Calculate the amount of Maintenance Department costs to allocate to Rooms and F&B based entirely 
on actual usage. 

b. Calculate the amount of Maintenance Department costs to allocate to Rooms and F&B using a dual 
allocation approach where fixed cost is allocated based on estimated capacity needed and variable cost 
is allocated based on actual usage. 
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c. Which of the two methods applied in parts a. and b. is most fair to the two departments? 

d. Assume that the maintenance department allocates costs to the producing departments using a user 

charge. What amount would you suggest for the user charge? Is it a good idea to use a user charge 

for allocating costs? 

MANAGEMENT APPLICATIONS 

MA19-36. Materials Push and Materials Pull Systems (1.92, 4) 

Data Storage Inc. produces three models of external storage devices for personal computers. Each 

model is produced on a separate assembly line. Production consists of several operations in separate 

work centers. Because of a high demand for Data’s products, management is most interested in high- 

production volume and operating efficiency. Each work center is evaluated on the basis of its operating 

efficiency. To avoid idle time caused by defective units, variations in machine times, and machine 

breakdowns, significant inventories are maintained between each workstation. 

At a recent administrative committee meeting, the director of research announced that the firm’s 

engineers have made a dramatic breakthrough in designing a low-cost, read/write optical storage 

device. Data Storage’s president is very enthusiastic, and the vice president of marketing wishes to 

add an assembly line for optical storage devices as soon as possible. The equipment necessary to 

manufacture the new product can be purchased and installed in less than 60 days. Unfortunately, 

all available plant space is currently devoted to the production of conventional storage devices, and 

expansion is not possible at the current plant location. It appears that adding the new product will 

require dropping a current product, relocating the entire operation, or manufacturing the optical storage 

devices at a separate location. 

The vice president of marketing is opposed to dropping a current product. The vice president 

of finance is opposed to relocating the entire operation because of financing requirements and the 

associated financial risks. The vice president of production is opposed to splitting up production 

activities because of the loss of control and the added costs for various types of overhead. 

Required 

Explain how switching to a materials pull (Kanban) system can help solve Data Storage’s space 

problems while improving quality and cycle time. Describe how a materials pull system works and the 

changes required in management attitude toward inventory and efficiency to make it work. 

MA19-37. Product Costing Using Activity-Based Costing and Just-in-Time: A Value Chain 

Approach (L095, 4) 

Wearwell Carpet Company is a small residential carpet manufacturer started by Don Stegall, a 

longtime engineer and manager in the carpet industry. Stegall began Wearwell in the early 1990s after 

learning about ABC, JIT, total quality management, and several other manufacturing concepts being 

used successfully in Japan and other parts of the world. Although it was a small company, he believed 

that with his many years of experience and by applying these advanced techniques, Wearwell could 

very quickly become a world-class competitor. 

Stegall buys dyed carpet yarns for Wearwell from three different major yarn manufacturers with 

which he has done business for many years. He chose these companies because of their reputation 

for producing high-quality products and their state-of-the art research and development departments. 

He has arranged for two carpet manufacturing companies to produce (tuft) all of his carpets on a 

contractual basis. Both companies have their own brands, but they also do contract work for other 

companies. For each manufacturer, Stegall had to agree to use the full output of one manufacturing 

production line at least one day per month. Each production line was dedicated to producing only one 

style of carpet, but each manufacturer had production lines capable of running each type of carpet that 

Wearwell sold. 

Stegall signed.a contract with a large transport company (CTC), which specializes in carpet-related 

shipping, to pick up and deliver yarn from the yarn plants to the tufting mills. This company will 

then deliver the finished product from the tufting mills to Wearwell’s ten customers, which are carpet 

retailers in the ten largest residential building markets in the country. These retailers pay the shipping 

charges to have the carpets delivered to them. Wearwell maintains a small sales staff (which also 

doubles as a customer service staff) to deal with the retailers and occasionally with the end customers 

on quality problems that arise. 

Wearwell started selling only one line of carpet, a medium-grade plush, but as new carpet styles 

were developed, it added two additional lines, a medium-grade berber carpet and a medium-grade 

textured carpet. Three colors are offered in each carpet style. By selling only medium grades with 
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limited color choices, Stegall felt that he would reach a very large segment of the carpet market without 

having to deal with a large number of different products. As textured (trackless) carpets have become 

more popular, sales of plush have diminished substantially. 

Required 

a. Describe the value chain for Wearwell Carpet Company, and identify the parties who compose 

this value chain. 

b. Identify and discuss the cost categories that would be included in the cost of the product for 

financial reporting purposes. 

c. Identify and discuss the cost categories that would be included in the cost of the product for 

pricing and other management purposes. 
d. Discuss some of the challenges that Stegall will have trying to apply JIT to regulate the levels of 

control at Wearwell. Suggest changes that might be necessary to make JIT work. 

e. Does Wearwell seem to be an appropriate setting for implementing ABC? If so, what are likely to 

be the most important activities and related cost drivers? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

Service Department Cost Allocation 

a. Direct Method 

o ne ie Women’s _ Men’s 

Administrative Services Department 

Allocation base (number of employees)....... 24 15 9 

Percent of total bases ere ieee oe 100% 62.5% 37.5% 

COSC) csavsunacsauehnonosouesene $18,000 $11,250 $6,750 

Facilities Services Department 

Allocation base (square footage) ............ 22,500 15,000 7,500 

Percentiottotallbasemecmrienatreimtitn rrr rner 100% 66.7% 33.3% 

Costiallocatlony ss 2gass sea, aceet & see ees $12,000 $ 8,000 $4,000 

Summary _ 
Administrative Facilities Women’s _—‘ Men's Total 

Departmental costs 

before allocation....... $18,000 $12,000 $60,000 $50,000 $140,000 
Cost allocations 

Administrative......... (18,000) — 11,250 6,750 0 
Facilities es sen ar — (12,000) 8,000 4,000 0 

Departmental costs 

after allocation ........ $ 0 $ ) $79,250 $60,750 $140,000 

Step Method 

Allocation Sequence 

Administrative oh Facilities _ a 
Allocation! DaSCn aa omna eure arin a Rvepsies pce. Picceiee Number of Amount of 

employees square footage 
Total base for other service and 

[eltorelUenne) CEO IIMEINS (4). oo connaoasecduoodne 26 25,000 
Total base for other service departments (b)......... 2 2,500 
Percent of total services provided to other 

SeNVICE Cepahtinem(Si Ola) ets 7.7% 10.0% 
Orderofrallocationtaeres setae eee eee Second First 
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Step Allocations 
se : Total Administrative Women’s Men’s 

Facilities Services Department 

Allocation base (Square footage) ........ 25,000 2,500 15,000 7,500 

ReKcennomtotaloaSe ase ieee 100% 10% 60% 30% 

Costallocatlonm wat Lier eee. $12,000 $1,200 $ 7,200 $3,600 

Administrative Services Department 

Allocation base (number of 

OMPIOV CCS) Peewee serce crear. n: an eee 24 — 15 i) 

Percent ofstotalbasete. asses else eee 100% — 62.5% 37.5% 

Cost allocation ($18,000 + $1,200) ...... $19,200 = $12,000 $7,200 

Cost Allocation Summary _ 

: . Facilities Administrative | Women’s Men’s_Total 

Departmental costs 

before allocation........ $12,000 $18,000 $60,000 $50,000 $140,000 

Cost allocations 

PAOWIESS s.05 5 50 Oemeos oc (12,000) 1,200 7,200 3,600 0 

Administrative.......... — (19,200) 12,000 7,200 0 

Departmental costs 

after allocations ........ $ 0 $ 0 $79,200 $60,800 $140,000 

b. Another service department cost allocation method is the linear algebra method. This method 

simultaneously allocates service department costs both to other service departments and to the producing 

departments. It has an advantage over the step method in that it fully recognizes interdepartmental services. 

c. If The Apparel Store wants the most precise allocation of service department costs to the producing 

departments, considering both direct services and indirect services, it must use the linear algebra method 

of service department allocation. As indicated in the Allocation sequence section of the step method in (a), 

Facilities provides 10 percent of its services to Administrative, and Administrative provides 7.7 percent of 

its services to Facilities. The step method recognized the Facilities services provided to Administrative, but 

it did not recognize the Administrative services provided to Facilities. 

In this case, the producing departments are using approximately the same proportion of services from 

each of the service departments (60.0 percent to 62.5 percent for the Women’s Department and 30.0 percent 

to 37.5 percent for the Men’s Department). Hence, using a more precise measure of cost allocation is not 

likely to produce significantly different results, especially since the interdepartmental services are so close 

(7.7 percent versus 10.0 percent). Just as the step method allocation results were quite close to the direct 

method results, the linear method results would likely be quite close to both the direct and step method 

results. Use of the linear algebra method is not recommended in this case. On the basis of simplicity and 

convenience, the direct method is probably the best method for The Apparel Store to use. 

Module-End Review 

Solution 
a. Cycle time is the total time required to produce one batch, including both value-added and non-value- 

added activities: System A = 83; System B = 77 

b. The cycle efficiency is the percent of total time used in value-added activities. In this case, only the 

processing time is adding value to the product. Cycle efficiency: System A = 40/83 = 0.48; System 

B = 30/77 = 0.39 

c. In selecting between A and B, the system with the highest efficiency would not likely be chosen 

because it has the longest total cycle time. Assuming both systems produce products of equal quality 

and characteristics, B is appealing because it requires one-fourth less processing time than A and offers 

greater opportunity for continuous improvement. 

d. In a lean environment, management and all employees involved will be seeking ways to reduce the 

cycle time while maintaining a high-quality product. For B, the most likely opportunity for significant 

reduction is to reduce the large amount of movement and waiting time. If these components of total cycle 

time can be reduced, B becomes even more attractive. 



For more than a decade, the major automobile manufactur- 

ers worldwide have been key players in the “green” move- 

ment with the introduction of about fifty hybrid automobile 

models. The first and most successful entry in this market 

by a major company was the Prius, with more than 

2 million units sold in over 70 countries since 1997; but the 

other major manufacturers (including i : : 

and ) all have established models in the hybrid cars 

market. 

The second generation of green cars was introduced 

to the U.S. market in 2011 with the rollout of the 

Volt and the Leaf. The Volt is a plug-in hybrid electric 

vehicle with an on-board gas engine that can recharge the 

batteries and provide power to the electric motor. The Leaf 

(which stands for Leading, Environmentally friendly, Afford- 

20-1 

able, Family car) is a true all-electric car that does not have 

any on-board power source other than the batteries. The 

Leaf carries the “green” commitment beyond just the drive 

train, as it uses recycled material for the interior, including 

seat covers made from recycled plastic bottles. 

Initially, the ultimate green car envisioned by many in 

the automobile industry was a car powered by hydrogen fuel 

cells that combine hydrogen and oxygen to make electricity 

and water. Fuel cell technology has had limited success with 

larger vehicles such as buses and trucks, where size is not 

such a limiting factor. However, after major investments in 

this technology, most of the major auto manufacturers have 

either cancelled their hydrogen car efforts, or reduced them 

substantially, due to their inability to adapt the technology to 

a standard-sized car, and at a price the public is willing to pay. 

Getty Images 
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LO1 

and external value chain. (p. 20-3) 

LO2 

LO3 

LO4 

LO5 

Module 

Explain the importance of the value chain in managing products and identify the key components of an organization’s internal 

Distinguish between economic and cost-based approaches to pricing. (p. 20-7) 

Explain target costing and its acceptance in highly competitive industries. (p. 20-11) 

Describe the relation between target costing and continuous improvement costing. (p. 20-16) 

Explain how benchmarking enhances quality management, continuous improvement, and process reengineering. (p. 20-17) 

Price is a major factor when introducing any new tech- 

nology to the market. As successful as the Prius and other 

hybrids have been, analysts have estimated that it takes 

seven to eight years for the higher purchase price and main- 

tenance costs of a hybrid to be recovered by reduced fuel 

costs. With a suggested retail price of more than $40,000 

for the Volt, and more than $32,000 for the Leaf, price will 

likely be a major barrier to their future success. However, 

with the current tax credits of $7,500 per car, they become 

more competitive with other mid-sized autos. 

The introduction of new technology automobiles is a 

classic setting for applying the managerial accounting con- 

cepts of cost-based pricing, target costing, and continuous 

improvement costing. These managerial accounting tools, 

which are discussed in this module, are increasingly impor- 

tant for managers involved in the development, manufactur- 

ing, and marketing of products and services. Companies 

that are successful in introducing new products, as well as 

managing existing products, invariably have a focus on the 

value chain for all of their products.* 

1 “Worldwide Prius Cumulative Sales Top 2M Mark; Toyota Reportedly Plans 

Two New Prius Variants for the US by End of 2012,” Green Car Congress, Oc- 

tober 7, 2010, http://www.greencarcongress.com/2010/10/; Chrissie Thomp- 

son, “GM Dealers: Chevy Volt Production Has Started,” Detroit Free Press, 

November 16, 2010, http://www.freep.com/article/20101116/; “Nissan Rolls 

Out Leaf Electric Car in Japan,” Associated Press, December 3, 2010, http:// 

www.npr.org/templates/story/story.php?storyld=131 771329; Anna Prior, “The 

Hidden Cost of Going Green,” Smart Money, January 2011, p. 61. 
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MOD ULE 

ORGANIZATION Pricing and Other Product Management Decisions 

Understanding the The Pricing Target Other Costing 

Value Chain Decision Costing Techniques 

= Impact of the Value . m Economic Approaches @ Target Costing and @ Continuous 

Chain on Core to Pricing Cost Management Improvement Costing 

Competencies m Cost-Based m Target Costing and @ Benchmarking 

@ Value-Added and Value — Approaches to Pricing — Design 

Chain Perspectives m Target Costing and 

© Explain the 

importance of 

the value chain in 

managing products 

and identify the 

key components of 

an organization’s 

internal and 

external value 

chain. 

Product Life Cycles 

Strategic cost management techniques, such as target costing and continuous improvement costing, 

represent important concepts for product management professionals involved in the development, 

manufacture, and marketing of products and services. Virtually all such techniques are grounded in the 

notion of managing the value chain. This module examines pricing, the interrelation between price and 

cost, and the role of benchmarking in meeting customer needs at the lowest possible price. 

We begin with a discussion of the value chain, followed by an overview of the pricing model 

economists use to explain price equilibrium. Given the limitations of this long-run equilibrium model 

for determining price of a product or service, we consider the widely used cost-plus approach to iden- 

tifying initial prices. We then examine how intense competition (such as that for the green car market) 

has inverted the cost-plus pricing model into one that starts with an acceptable market price and sub- 

tracts a desired profit to determine a target cost. We also consider /ife cycle costs from the perspectives 

of both the seller, who increasingly plans for all costs before production begins, and the buyer, who 

regards subsequent operating, maintenance, repair, and disposal costs as important as price. Finally, we 

consider how benchmarking can assist in improving competitiveness and profitability. 

UNDERSTANDING THE VALUE CHAIN 
The value chain for a product or service is the set of value-producing activities that stretches from 

basic raw materials to the final consumer. Each product or service has a distinct value chain, and all 

entities along the value chain depend on the final customer’s perception of the value and cost of a 

product or service. It is the final customer who ultimately pays all costs and provides all profits to all 

organizations along the entire value chain. Consequently, the goal of every organization is to maximize 

the value, while minimizing the cost, of a product or service to final customers. 

The value chain provides a viewpoint that encompasses all activities performed to deliver prod- 

ucts and services to final customers. Depending on the needs of management, value chains are devel- 

oped at varying levels of detail. Analyzing a value chain from the perspective of the final consumer 

requires working backward from the end product or service to the basic raw materials entering into 

the product or service. Analyzing a value chain from the viewpoint of an organization that is in the 

middle of a value chain requires working forward (downstream) to the final consumer and backward 

(upstream) to the source of raw materials. The paper industry provides a convenient context for il- 
lustrating the value chain concept. 

Exhibit 20.1 presents the value chain for the paperboard cartons used to package beverages, such as 
Coca-Cola, Pepsi, or Evian products. The value chain is presented at three levels, with each successive 
level containing additional details. The first level depicts the various business entities in the value chain: 

lm §=©Timber producers grow the pulp wood (usually pine) used as the basic input into paper products. 
Some large paper companies, such as Boise Cascade and Georgia Pacific, harvest much of their 
pulp wood from timberlands that they manage. Other companies, including Riverwood Interna- 
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EXHIBIT 20.1 Value Chain for a Beverage-Packaging Product 

First level: Business Entities 

Second level: Processes 

Third level: Activities 

tional (now Graphic Packaging Holding Company), which is a leading producer of paperboard 

for the beverage industry, do not manage their own timberlands, but purchase pulp for their mills on 

the open market through pulp intermediaries. 

@ Pulp mills produce the kraft (unbleached) paper used to produce the paperboard. Some of the smaller 

paperboard manufacturers purchase the kraft paper product from pulp mills; Graphic Packaging, 

however, owns its own paper mills that produce paper for its paperboard production facilities. 

@ Paperboard manufacturers perform a laminating process of coating paperboard material used to 

produce beverage packages. The paperboard consists of two layers of paper product plus three lay- 

ers of coating that gives the top surface a high gloss finish that is water resistent and suitable for 

multicolor printing. Graphic Packaging is a manufacturer of paperboard for the beverage industry. 

@ = The paperboard converter uses manufactured paperboard to print and produce the completed bev- 

erage packaging product, such as the cartons used to package the Diet Coca-Cola 12-pack. 

™@ Beverage distributors, such as Coca-Cola Enterprises and Anheuser-Busch, purchase the com- 

pleted paperboard packages from Graphic Packaging to package their many different brands in 

various package sizes and shapes. 

@ Grocery and convenience stores, such as Safeway and 7-Eleven, display and sell beverages pack- 

aged in the paperboard containers. 

@ The final customer purchases beverages packaged in paperboard packages and uses the packages to 

carry the beverages and to store them until consumed. The packages not only perform a transport 

and storage function but also serve as an advertising medium for the beverage company. The bever- 

age company’s advertising on the paperboard packages is intended to entice customers to purchase 

the beverage company’s product and to help create a sense of satisfaction for the customer. 

To better understand how business entities within the chain add value and incur costs, management 

might further refine the value chain into processes, collections of related activities intended to achieve a 

common purpose. The second level in Exhibit 20.1 represents major processes concerning the procure- 

ment and sale of Coca-Cola products by a grocery store. To simplify our illustration, we show only the 

processes for the grocery store related to the purchase and sale of Coca-Cola products packaged in pa- 

perboard packages. These processes include procuring Coca-Cola products from the bottling company, 

storing and displaying the product, and selling the product to the final consumer. 

An activity is a unit of work. In the third level of Exhibit 20.1, the grocery store process to procure 

Coca-Cola products is further broken up into the following activities: 
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= Placing a purchase order for Coca-Cola products packaged in paperboard packages. 

B Receiving delivery of the Coca-Cola products in paperboard packages. 

 Jnspecting the delivery to make sure it corresponds with the purchase order and to verify that the 

products are in good condition. 

H Storing Coca-Cola products in paperboard packages until needed for display. 

B Paying for Coca-Cola products acquired after the invoice arrives. 

Each of the activities involved in procuring product from a vendor is described by a word ending with 

ing. This suggests that most work activities involve action. One way to think about the internal value 

chain for a particular company is provided in Exhibit 20.2 in terms of the basic components of the value 

chain that are found in most organizations. This generic model, first developed by Michael Porter, is a 

good starting point in identifying the internal value chain links for a particular organization. 

EXHIBIT 20.2 Generic Internal Processes of the Internal Value Chain 

Usefulness of a Value Chain Perspective 

The goal of maximizing final customer value while minimizing final customer cost leads organizations 

to examine internal and external links in the value chain rather than the departments, processes, or 

activities independently. From a value chain perspective, it is total cost across the entire value chain, 

not the cost of individual businesses, departments, processes, or activities that is most important. As 

the following Business Insight points out, value chain analysis can also be a valuable tool as companies 

pursue the goals of sustainability and environmental responsibility. 

A Green Analysis of a Value Chain 

Value chain and business process analysis has become an important tool in understanding “how work 

gets done” in an organization. According to a business process expert, the current emphasis on envi- 

ronmental concerns is now turning management’s attention to “how can we change the way work gets 

done.” If your company is a heavy consumer of electric energy, you should be asking what activities 

use energy. In the past, energy was probably managed with a cost reduction objective, but a green 

strategy would focus more on minimizing energy consumption or replacing electric energy with a more 

environmentally friendly energy source, or eliminating the energy-consuming activity entirely. For ex- 
ample, a rental car company with a policy, in winter climates, to keep the car (and heater) running until 
the customer picks it up, should ask the question: is it worth it, or could we accomplish the same level 

of customer satisfaction in a way that consumes less energy? 

Source: “A Green Analysis of a Value Stream,” Business Process, Trends Email Advisor, April 10, 2010, http://www.bptrends. 
com/publicationfiles/advisor20100427.pdf. 

Value Chain Perspective Fosters Supplier-Buyer Partnerships 
In the past, relationships between suppliers and buyers were often adversarial. Contact between sup- 
pliers and buyers was solely through the selling and purchasing departments. Suppliers attempted 
merely to meet purchasing contract specifications at the lowest possible cost. Buyers encouraged 
competition among suppliers with the primary —and often single— goal of obtaining the lowest pur- 
chase price. 
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As discussed in Module 19 with JIT and lean production, exploiting cost reduction and value- 

enhancing opportunities in the value chain has led many buyers and suppliers to view each other as 

partners rather than as adversaries. Buyers have reduced the number of suppliers they deal with, often 

developing long-term partnerships with a single supplier. Once they establish mutual trust, both pro- 

ceed to share detailed information on internal operations and help each other solve problems. Partners 

work closely to examine mutual opportunities by studying their common value chain. Supplier engi- 

neers might determine that a minor relaxation in buyer specifications would significantly reduce sup- 

plier manufacturing costs with only minor increases in subsequent buyer processing costs. Working to- 

gether, they determine how best to modify processes to reduce overall costs and share increased profits. 

Companies such as Hewlett-Packard and Boeing involve suppliers in design, development, and 

manufacturing decisions. Motorola has even developed a survey asking suppliers to assess Motorola 

as a buyer. Among other questions, the survey asks sellers to evaluate Motorola’s performance in help- 

ing suppliers to identify major cost drivers and to increase their profitability. These questions represent 

the concerns of a partner rather than those of an adversary. Michael Dell, at Dell Computers, stated 

that “rather than closely guarding our information databases, which took us years to develop, we used 

Internet browsers to essentially give that information to our customers and suppliers— bringing them 

into our business.” The following Business Insight box describes how Nestle assists coffee growers to 

make them more profitable while ensuring a supply of high-quality coffee beans. 

Nestle Trains and Supplies Thousands of Farmers _ _ 

Nestle CEO, Paul Bulcke, said, “We shouldn’t just be the world’s largest coffee buyer, we should be 

involved upstream .. . . We’re doing it for better quality and securing our raw material.” Declining cof- 

fee bean production due to aging and poorly maintained trees prompted Nestle to adopt a program to 

provide a new generation of plants engineered for local climates, as well as providing advice and train- 

ing to thousands of farmers worldwide. Nestle projects that it will distribute 220 million plants to coffee 

growers over the next ten years, even though the farmers are not obligated to sell their coffee beans to 

Nestle. The head of one coffee cooperative in Veracruz, Mexico, stated that “price is important, but so is 

the attention and the commitments they [Nestle] have shown to us.” 

Source: Christina Passariello and Laurence Iliff, “Nestle Plans Ground Attack Over Coffee Beans,” The Wall Street Journal, 

August 26, 2010, p. b1. 

On a smaller scale, the grocery store in Exhibit 20.1 should examine its external links. It may be 

willing to pay more for Coca-Cola products if the distributors cooperate to help reduce costs such as 

the following: 

@ Making more frequent deliveries in small lots would reduce storage costs. 

@ Being responsible for maintaining and changing the product displays would relieve store workers 

of these tasks. 

@ Streamlining ordering and payment procedures would reduce bookkeeping costs. 

If partnership arrangements with upstream suppliers enable the grocery store to reduce its total 

costs, the store can enhance or maintain its competitive position by reducing prices charged to its 

consumers. Remember that competitors are also striving to reduce costs and enhance their competitive 

position. Hence, failing to strive for improvements will likely result in reduced sales and profits. 

Value Chain Perspective Fosters Focus on Core Competencies 
Using value chain concepts, relationships with suppliers often begin to represent an extended family, 

allowing companies to focus on core competencies; this capability provides a distinct competitive 

advantage. In addition, a new breed of contract manufacturers, such as Solectron Corporation and 

Sanmina-SCI have emerged in recent years. These organizations manufacture products for other com- 

panies, ranging from Hewlett-Packard printers to Xerox photocopy machines, with such close part- 

nership arrangements that they behave like a single company. This allows Hewlett-Packard and Xerox 

2 Direct from Dell, Michael Dell with Catherine Fredman, Harper Collins Publishers, 1999. Also, see http://money.cnn.com/ 

magazines/fortune/fortune500/2007/full_list/index htm] 

20-6 
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.©® Distinguish 

between economic 

and cost-based 

approaches to 

pricing. 

to focus on marketing and product development while Solectron and SCI Systems focus on efficient, 

low-cost manufacturing. 

Interestingly, because their facilities are available to all innovators with the necessary financing, 

the emergence of contract manufacturers may speed innovation. Michael Dell attributes much of Dell’s 

rapid growth and profitability to virtual integration with suppliers. Virtual integration is the use of 

information technology and partnership concepts to allow two or more entities along a value chain to 

act as if they were a single economic entity. 

Value-Added and Value Chain Perspectives 

The value chain perspective is often contrasted with a value-added perspective. Under a value-added 

perspective, decision makers consider only the cost of resources to their organization and the selling price 

of products or services to their immediate customers. Using a value-added perspective, the goal is to 

maximize the value added (the difference between the selling price and costs) by the organization. To do 

this, the value-added perspective focuses primarily on internal activities and costs. Under a value chain 

perspective, the goal is to maximize value and minimize cost to final customers, often by developing link- 

ages or partnerships with suppliers and customers. 

Although initial efforts to enhance competitiveness might start with a value-added perspective, it 

is important to expand to a value chain perspective. World-class competitors utilize both a value-added 

and a value chain perspective. These firms always keep the final customer in mind and recognize that 

the profitability of each entity in the value chain depends on the overall value and cost of the products 

and services delivered to final customers. 

The value-added perspective is the foundation of the make or buy (outsourcing) decision consid- 

ered in Module 16. The key differences between the partnering decisions considered here and the make 

or buy decision in Module 16 concern time frame, perspective, and attitude. The make or buy decision 

is a stand-alone decision, often in the short run, that does not view vendors and customers as partners. 

In contrast, characteristics of the value chain perspective are as follows: 

= Comprehensive. 

B Focused on the final customers. 

B Strategic. 

a Basis for partnerships between vendors and customers. 

Enhancing or maintaining a competitive position requires an understanding of the entire system 

used to develop and deliver value to final customers, including interactions among organizations along 

the value chain. All organizations in the value chain are in business together and should work together 

as partners rather than as adversaries. 

THE PRICING DECISION 
Pricing products and services is one of the most important and complex decisions facing management. 
Pricing decisions directly affect the salability of individual products or services, as well as the profitabil- 
ity, and even the survival, of the organization. Many economists have spent their entire careers examining 
the foundations of pricing. To respond to the needs of pricing hundreds or thousands of individual items, 
managers have developed pricing guidelines that are typically based on costs. More recently, global com- 
petition has turned cost-based approaches upside down. Managers of world-class organizations increas- 
ingly start with a price that customers are willing to pay and then determine allowable costs. 

Economic Approaches to Pricing 

In economic models, the firm has a profit-maximizing goal and known cost and revenue functions. 
Typically, increases in sales quantity require reductions in selling prices, causing marginal revenue 
(the varying increment in total revenue derived from the sale of an additional unit) to decline as sales 
increase. Increases in production cause an increase in marginal cost (the varying increment in total cost 
required to produce and sell an additional unit of product). In economic models, profits are maximized 
at the sales volume at which marginal revenues equal marginal costs. Firms continue to produce as 
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long as the marginal revenue derived from the sale of each additional unit exceeds the marginal cost of 

producing that unit. 

Economic models provide a useful framework for considering pricing decisions. The ideal price 

is the one that will lead customers to purchase all units a firm can provide up to the point at which the 

last unit has a marginal cost exactly equal to its marginal revenue. 

Despite their conceptual merit, economic models are seldom used for day-to-day pricing deci- 

sions. Perfect information and an indefinite time period are required to achieve equilibrium prices at 

which marginal revenues equal marginal costs. In the short run, most for-profit organizations attempt 

to achieve a target profit rather than a maximum profit. One reason for this is an inability to deter- 

mine the single set of actions that will lead to profit maximization. Furthermore, managers are more 

apt to strive to satisfy a number of goals (such as profits for investors, job security for themselves 

and their employees, and being a “good” corporate citizen) than to strive for the maximization of a 

single profit goal. In any case, to maximize profits, a company’s management would have to know 

the cost and revenue functions of every product the firm sells. For most firms, this information can- 

not be developed at a reasonable cost. 

Cost-Based Approaches to Pricing 

Although cost is not the only consideration in pricing, it has traditionally been the most important for 

several reasons. 

B Cost data are available. When hundreds or thousands of different prices must be set in a short 

time, cost could be the only feasible basis for product pricing. 

@ Cost-based prices are defensible. Managers threatened by legal action or public scrutiny feel se- 

cure using cost-based prices. They can argue that prices are set in a manner that provides a “fair” 

profit. 

M@ Revenues must exceed costs if the firm 

is to remain in business. In the long run, = Ss emma oe im 
) EXHIBIT 20.3 Cost-Based Pricing for a New Product the selling price must exceed the full 

cost of each unit. 

Cost-based pricing is illustrated in Ex- 

hibit 20.3. The process begins with market 

research to determine customer wants. If 

the product requires components to be de- 

signed and produced by vendors, the process 

of obtaining prices can be time consuming. 

When some costs, such as those fixed costs 

at the facility level, are not assigned to spe- 

cific products, a markup is added to cover 

these costs. An additional markup is added to 

achieve a desired profit. The selling price is 

then set as the sum of the assigned costs, the 

markup to cover unassigned costs, and the 

markup to achieve the desired profit. 

The proposed selling price should be 

evaluated with regard to competitive infor- 

mation and what customers are willing to 

pay. If the price is acceptable, the product or 

service is produced. If the price is too high, 

the product might be redesigned, manufac- 

turing procedures might be changed, and dif- 

ferent types of materials might be considered 

until either an acceptable price is achieved 

or it is determined that the product cannot be 

produced at an acceptable price. On the other 



20-9 Module 20 | Pricing and Other Product Management Decisions 

hand, as the Business Insight below shows, the price can sometimes be a major driver of a company’s 

growth. 

“Subway Overtakes McDonald’s) , 

What began as a promotion in an obscure Subway sandwich shop location in Miami, evolved into a 

corporate strategy for the Subway franchise organization. The small franchisee, Stuart Frankel, who 

owned two small Subway shops near one of Miami’s major hospitals, decided to start selling footlong 

sandwiches for $5 to try to boost slow weekend sales. Soon the two shops had lines out the doors. 

A Business Week writer wrote: “Nobody, least of all Frankel, knew it at the time, but he had stumbled 

on a concept that has unexpectedly morphed from a short-term gimmick into a national phenomenon 

that has turbocharged Subway’s performance.” The biggest surprise to Frankel was that his profit 

margins did not decline, because the increased food costs were offset by increased volume and the 

increased productivity of employees who had less downtime. The $5 promotion was so successful 

that Subway has now overtaken McDonald’s in worldwide locations numbering more than 32,000. 

Source: Matthew Boyle, “The Accidental Hero,” Business Week, November 2009, pp. 55-61. 

Cost-Based Pricing in Single-Product Companies 
Implementing cost-based pricing in a single-product company is straightforward if everything is 

known but the selling price. In this case, all known data are entered into the profit formula, which is 

then solved for the variable price. Assume that Bright Rug Cleaners’ annual fixed facility-level costs 

are $200,000 and the unit cost of cleaning a rug is $10. Management desires to achieve an annual profit 

of $30,000 at an annual volume of 10,000 rugs. To simplify the example, assume that management 

charges the same price regardless of the type, size, or shape of the rug. Using the profit formula, the 

cost-based price is determined to be $33: 

Profit = Total revenues — Total costs 

$30,000 = (Price X 10,000 rugs) — ($200,000 + [$10 x 10,000 rugs]) 

Solving for the price: 

(Price X 10,000) = $300,000 + $30,000 

Price = $330,000 + 10,000 

= $33 

A price of $33 to clean a rug will allow Bright to achieve its desired profit. However, before setting 

the price at $33, management should also evaluate the competitive situation and consider what custom- 

ers are willing to pay for this service. 

Cost-Based Pricing in Multiple-Product Companies 
In multiple-product companies, desired profits are determined for the entire company, and standard 
procedures are established for determining the initial selling price of each product. These procedures 
typically specify the initial selling price as the costs assigned to products or services plus a markup 
to cover unassigned costs and provide for the desired profit. Depending on the sophistication of the 
organization’s accounting system, possible cost bases in a manufacturing organization include markups 
based on a combination of cost behavior and function. The possible cost bases include: 

& Direct materials costs. 

@ Variable manufacturing costs. 

@ Total variable costs (manufacturing, selling, and administrative). 

@ Full manufacturing costs. 

Regardless of the cost base, the general approach to developing a markup is to recognize that the 
markup must be large enough to provide for costs not included in the base plus the desired profit. 

Costs not included in the base + Desired profit Markup on cost base = 
P oa Costs included in the base 
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First we illustrate a pricing decision with variable costs as the cost base; full manufacturing costs is the 

cost base in the second illustration. 

1. When the markup is based on variable costs, it must be large enough to cover all fixed costs and the 

desired profit. Assume that the predicted annual variable and fixed costs for Magnum Enterprises 
are as follows: 

Manufacturing ......... $600,000 Manufacturing......... $300,000 

Selling and Selling and 

administrative........ 200,000 administrative ....... 100,000 

MOTE Maran ancsy ens arenes te $800,000 TOTAL ee TOG. Bears RSE Oe $400,000 

Furthermore, assume that Magnum Enterprises has total assets of $1,250,000; management believes 

that an annual return of 16 percent on total assets is appropriate in Magnum’s industry. A 16 percent 

return translates into a desired annual profit of $200,000 ($1,250,000 x 0.16). Assuming all cost 

predictions are correct, obtaining a profit of $200,000 requires a 75 percent markup on variable costs: 

$400,000 + $200,000 
$800,000 

Markup on variable costs 

= 0.75 

If the predicted variable costs for Product Al are $12 per unit, the initial selling price for Product 

Al is $21: 

$12 + ($12 x 0.75) 

= $21 

Initial selling price 

2. When the markup is based on full manufacturing costs, it must be large enough to cover selling 

and administrative expenses and to provide for the desired profit. Again, it is necessary to deter- 

mine the desired profit and predict all costs for the pricing period. The initial prices of individual 

products are then determined as their unit manufacturing costs plus the markup. For Magnum, the 

markup on manufacturing costs would be 55.6 percent: 

$300,000 + $200,000 

$900,000 

0.556 

Markup on manufacturing costs 

If the predicted manufacturing costs for Product B1 are $10, the initial selling price for Product B1 

is $15.56: 

Initial selling price = $10 + ($10 x 0.556) 

$15.56 

Cost-Based Pricing for Special Orders 
Many organizations use cost-based pricing to bid on unique projects. If the project requires dedicated 

assets, the acquisition of new fixed assets, or an investment in employee training, the desired profit on 

the special order or project should allow for an adequate return on the dedicated assets or additional 

investment. 

Critique of Cost-Based Pricing 
Cost-based pricing has four major drawbacks: 

1. Cost-based pricing requires accurate cost assignments. If costs are not accurately assigned, some 

products could be priced too high, losing market share to competitors; other products could be 

priced too low, gaining market share but being less profitable than anticipated. 



20-11 Module 20 | Pricing and Other Product Management Decisions 

2. The higher the portion of unassigned costs, the greater is the likelihood of over- or under-pricing 

individual products. 

3. Cost-based pricing assumes that goods or services are relatively scarce and, generally, customers 

who want a product or service are willing to pay the price. 

4. In a competitive environment, cost-based approaches increase the time and cost of bringing new 

products to market. 

Cost-based pricing became the dominant approach to pricing during an era when products were rela- 

tively long-lived and there was relatively little competition. Also, these systems tend to focus on or- 

ganizational units such as departments, plants, or divisions and not on activities or cost drivers. While 

easy to implement, reflecting the need to recover costs and earn a return on investment, and easily 

justified, cost-based prices might not be competitive. Competition puts intense downward pressure on 

prices and removes slack from pricing formulas. There is little margin for error in pricing. In a highly 

competitive market, small variations in pricing make significant differences in success. 

SA SS TT A ST aA ST TT i MS TT BS eS SEI LILLE ALLEL 

MID-MODULE REVIEW 

Presented is the 2012 contribution income statement of Knox Company. 

«KNOX COMPANY 
Contribution Income Statement 

For Year Ended December 31, 2012 — 

Sales (100,000 units at $12 per unit)............. $1,200,000 

Less variable costs 

Manufacturing sae nents enteritis $300,000 

SellingrandiadminiStratiycierui i item tenet ienarnens 150,000 (450,000) 

(COMMUNION MENG oo 520crecccouonescanneneoe 750,000 

Less fixed costs 

ManUtac tunis wertrs rare ceercas cement ars ee eecee erat 400,000 

Selling anciachmtMiStreliVic emis r kin ens eee ane 200,000 (600,000) 

NGEINCONMIG fe wtec ce ceereas sane cee ee $ 150,000 

Knox has total assets of $2,000,000, and management desires an annual return of 10 percent on total assets. 

Required 
a. Determine the dollar amount by which Knox Company exceeded or fell short of the desired annual rate 

of return in 2012. 

b. Given the current sales volume and cost structure, determine the unit selling price required to achieve an 
annual profit of $250,000. 

c. Assume that management wants to state the selling price as a percentage of variable manufacturing costs. 
Given your answer to requirement (b) and the current sales volume and cost structure, determine the 
selling price as a percentage of variable manufacturing costs. 

d. Restate your answer to requirement (c), dividing into two separate markup percentages: 
Ihe The markup on variable manufacturing costs required to cover unassigned costs. 

2», The additional markup on variable manufacturing costs required to achieve an annual profit of 
$250,000. 

The solution is on page 20-26. 

“fist ec tiaea e So 

LOs3 Explain 

target costing and 

its acceptance in 

highly competitive 

industries. 

TARGET COSTING 
Economists argue that cost-based prices are not realistic, because in the real world prices are deter- 
mined by the confluence of supply and demand. However, when a new product is introduced into the 
market for which there is no previously existing supply or demand, there has to be a starting point. As 
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discussed above, cost has often been the baseline for determining initial selling prices. All too often, 

however, companies introduce new products into the market based on what the designers and engineers 

“think” the market wants (or based on inadequate market research), only to find out later that either 

the market does not want the product, or it is not willing to buy the new product at a price sufficient to 

cover its cost plus an acceptable profit to the producer. This often leads to costly redesign, or in many 

cases, complete abandonment of the product, typically resulting in substantial financial losses. 

Toyota, which has pioneered many of the innovations in manufacturing systems discussed in Module 

19, turned the notion of cost-based pricing around and came up with the idea of price-based costing, referred 

to as target costing. Toyota determined that before a new product is introduced into the market, it must be 

able to be produced at a cost that will make it profitable when sold at a price acceptable to customers. 

The acceptable selling price to the marketplace determines the acceptable cost of producing the product. 

Target Costing Is Proactive for Cost Management 

Target costing starts with determining what customers are willing to pay for a product or service and 

then subtracts a desired profit on sales to determine the allowable, or target, cost of the product or service. 

This target cost is then communicated to a cross-functional team of employees representing such diverse 

areas as marketing, product design, manufacturing, and management accounting. Reflecting value chain 

concepts and the notion of partnerships up and down the value chain, suppliers of raw materials and com- 

ponents are often included in the teams. The target costing team is assigned the task of designing a product 

that meets customer price, function, and quality requirements while providing a desired profit. Its job is 

not completed until the target cost is met, or a determination is made that the product or service cannot be 

profitably introduced under the current circumstances. See Exhibit 20.4 for an overview of target costing. 

EXHIBIT 20.4 Target Costing in a Competitive Environment 

Although a formula can be used to determine a markup on cost, it is not possible to develop a 

formula indicating how to achieve a target cost. Hence, target costing is not a technique. It is more a 

philosophy or an approach to pricing and cost management. It takes a proactive approach to cost man- 

agement, reflecting the belief that costs are best managed by decisions made during product develop- 

ment. This contrasts with the more passive cost-plus belief that costs result from design, procurement, 
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and manufacture. Like the value chain, target costing helps orient employees toward the final customer 

and reinforces the notion that all departments within the organization and all organizations along the 

value chain must work together. Target costing also empowers employees who will be assigned the 

responsibility for carrying out activities necessary to deliver a product or service with the authority to 

determine what activities will be selected. Like process mapping, it helps employees to better under- 

stand their role in serving the customer. The following Research Insight discusses how target costing 

can improve margins for companies engaged in global sourcing. 

RESEARCH INSIGHT Hitting a Moving Target in the Global Trade Economy 

Global sourcing raises complex new commercial and operational challenges by exposing firms to 

an entirely new set of variables, resulting in sourcing initiatives that often do not meet targeted costs 

or profits. A report by a leading trade services company attributes this to the failure to understand, 

track, and manage “the risks and costs of longer, more complex cross-border supply chains.” The 

report cites target costing as an opportunity for improving global trading, stating that “dynamically 

tracking actual costs against previously set targets quickly uncovers targets that are unrealistic or 

inaccurate. Early visibility into the delta between targets and actual allows shippers to quickly adjust 

targets and modify plans for downstream product pricing and marketing campaigns. By reducing 

the lag in discovering unrealistic targets from months to weeks or even days, companies can save 

millions in lost profits.” 

Source: Patrick Burnson, “Improving Import/Export Operations: How to Hit a Moving Target,” Logistics Management, April 1, 

2010, p. 40. 

Target Costing Encourages Design for Production 

In the absence of a target costing approach, design engineers are apt to focus on incorporating leading- 

edge technology and the maximum number of features in a product. Target costing keeps the cus- 

tomer’s function, quality, and price requirements in the forefront at all times. If customers do not want 

leading-edge technology (which could be expensive and untested) and several product features, they 

will resist paying for them. Focusing on achieving a target cost keeps design engineers tuned in to the 

final customer. 

Left on their own, design engineers might believe that their job ends when they design a product 

that meets the customer’s functional requirements. The tendency is to simply pass on the design to 

manufacturing and let manufacturing determine how best to produce the product. Further down the 

line, if the product needs servicing, it becomes the service department’s responsibility to determine 

how best to service the product. A target costing approach forces design engineers to explicitly consider 

the costs of manufacturing and servicing a product while it is being designed. This is known as design 
for manufacture. 

Minor changes in design that do not affect the product’s functioning can often produce dra- 
matic savings in manufacturing and servicing costs. Examples of design for manufacture include the 
following: 

@ Using molded plastic parts to avoid assembling several small parts. 

@ Designing two parts that must be fit together so that joining them in the correct manner is obvious 
to assembly workers. 

@ = Placing an access panel in the side of an appliance so service personnel can make repairs quickly. 

m@ Using standard-size parts to reduce inventory requirements, to reduce the possibility of assembly 
personnel inserting the incorrect part, and to simplify the job of service personnel. 

@ Ensuring that tolerance requirements for parts that must fit together can be met with available 
equipment. 

@ Using manufacturing procedures that are common to other products. 

The successful implementation of target costing requires employees from all involved disciplines 
to be familiar with costing concepts and the notions of value-added and non-value-added activities. 
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When considering the manufacturing process, team members should minimize non-value-added activi- 

ties such as movement, storage, inspection, and setup. They should also select the lowest-cost value- 

added activities that do the job properly. 

Target Costing Reduces Time to Introduce Products 

By designing a product to meet a target cost (rather than evaluating the marketability of a product at a 

cost-plus price and having to recycle the design through several departments), target costing reduces the 

time required to introduce new products. Involving vendors in target costing design teams makes the 

vendors aware of the necessity of meeting a target cost. This facilitates the concurrent engineering of 

components to be produced outside the organization and reduces the time required to obtain components. 

Target Costing Requires Cost Information 

Implementing target costing requires detailed information on the cost of alternative activities. This infor- 

mation allows decision makers to select design and manufacturing alternatives that best meet function and 

price requirements. Tables that contain detailed databases of cost information for various manufacturing 

variables are occasionally used in designing products and selecting processes to meet target costs. 

Target Costing Requires Coordination 

Limitations of target costing are employee and supplier attitudes and the many meetings required to 

coordinate product design and to select manufacturing processes. All people involved must have a 

basic understanding of the overall processes required to bring a product to market and an appreciation 

of the cost consequences of alternative actions. They must also respect, cooperate, and communicate 

with other team members and be willing to engage in a negotiation process involving trade-offs. Fi- 

nally, they must understand that although the total time required to bring a new product to market can 

be reduced, the countless coordinating meetings could be quite intrusive on the individuals’ otherwise 

orderly schedule. See Exhibit 20.5 for an evaluation of target costing. 

EXHIBIT 20.5 Pros and Cons of Target Costing 

Pros 

e Takes proactive approach to cost management. 

e Orients organization toward customer. 

e Breaks down barriers between departments. 

e Enhances employee awareness and empowerment. 

e Fosters partnerships with suppliers. 

e Minimizes non-value-added activities. 

e Encourages selection of lowest-cost value-added activities. 

e Reduces time to market. 

Cons 

e To be effective, requires the development of detailed cost data. 

e Requires willingness to cooperate. 

e Requires many meetings for coordination. 

This aspect of the process is even more difficult when suppliers must be brought in as part of the 

coordination process. This concept is frequently referred to as chained target costing because the 

supply chain’s support is critical for the product to be both competitively priced and delivered to the 

final customer in a timely manner. When multiple suppliers are required, the organization must obtain 

everyone’s support or the process will probably not be successful due to gaps in the reliability of de- 

livery, quality, and cost control. Each organization and unit must understand that if the product is not 

brought to market within the defined constraints, all will lose. They must make firm commitments for 

the project undertaken and to have faith that each participant will carry out whatever part of the supply 

chain it has promised to fulfill. Coordination across the supply chain is vital in the overall process of 

continuous improvement as discussed later in this module. 
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Target Costing is Key for Products 
with Short Life Cycles 

From a traditional marketing perspective, products with a relatively long life go through four distinct 

stages during their life cycle: 

1. Start-up. Sales are low when a product is first introduced. Traditionally, initial selling prices are 

set high, and customers tend to be relatively affluent trendsetters. 

2. Growth. Sales increase as the product gains acceptance. Traditionally, prices have remained high 

during this stage because of customer loyalty and the absence of competitive products. 

3. Maturity. Sales level off as the product matures. Because of increased competition, pressure on 

prices is increasing; some price reductions could be necessary. 

4. Decline. Sales decline as the product becomes obsolete. Significant price cuts could be required 

to sell remaining inventories. 

Target costing is more important for products with a relatively short market life cycle. Products 

with a long life cycle present many opportunities to continuously improve design and manufacturing 

procedures that are not available when a product has a short life cycle. Hence, extra care must go into 

the initial planning for short-lived products. This is especially true when short product life cycles are 

combined with increased worldwide competition. It is important to introduce a product first and at a 

price that ensures rapid market penetration. 

Target Costing Helps Manage Life Cycle Costs 

An awareness of the impact of today’s actions on tomorrow’s costs underlies the notion of life cycle 

costs, which include all costs associated with a product or service ranging from those incurred with the 

initial conception through design, pre-production, production, and after-production support. 

The lower line in Exhibit 20.6 illustrates the cumulative expenditure of funds over the life of a 

product. For low-technology products with relatively long product lives, decisions committing the 

organization to spend money are made at approximately the same time the money is spent. However, 

for high-technology products with relatively short product lives, most of the critical decisions affecting 

cost, such as product design and the selection of manufacturing procedures, are made before production 

begins. The top line in Exhibit 20.6 represents decisions committing the organization to expenditures 

for a product. It has been estimated that as much as 70% of the cost of the typical automobile, and 95% 

of the cost of high-technology products, is committed during the design stage. 

Commitment and Expenditure for High-Technology 
EXHIBIT 20.6 

Products with Relatively Short Product Lives 

Percent of 100% 

total costs Conception 

Cumulative 

commitment 

of money 

Time 

* Production extends over the entire marketing life of a product: 
start-up, growth, maturity, and decline. 
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Reflecting significant changes in vehicle production since the time of Henry Ford and the Model 

T, General Motors estimates that 70 percent of the cost of manufacturing truck transmissions is de- 

termined during design. Others estimate that up to 95 percent of the total costs associated with high- 

technology products are committed before the first unit is produced. 

Life cycle cost concepts have also been usefully applied to low-technology issues, such as repair 

versus replace decisions. The New York State Throughway Authority uses life cycle concepts to deter- 

mine the point at which it is more expensive to repair than to replace bridges. 

MANAGERIAL DECISION / 

As head of new product development for your electronics company, you are concerned that so 

many of the ideas for new products coming from your research and development group are not 

succeeding in the market. Many recent attempts to take new products to market have failed, not 

because of technological deficiencies in the products, but because the market would not support 

the high prices for new products that were necessary to produce a satisfactory profit. What should 

you do to try to reverse this trend of new product failures? [Answer, p. 20-19] 

CONTINUOUS IMPROVEMENT COSTING 
Continuous improvement (Kaizen) costing calls for establishing cost reduction targets for products 

or services that an organization is currently providing to customers. Developed in Japan, this approach 

to cost management is often referred to as Kaizen costing. Kaizen means “continuous improvement” 

in Japanese. Continuous improvement costing begins where target costing ends. Target costing takes a 

proactive approach to cost management during the conception, design, and preproduction stages of a 

product’s life; continuous improvement costing takes a proactive approach to cost management during 

the production stage of a product’s life: 

Time 
—> 

Conception Design Preproduction Production 

Target Continuous improvement 

costing } costing 

Continuous improvement costing adds a specific target to be achieved during a time period to the 

target costing concept previously discussed. Basically, the mathematics of the concept is quite simple, 

but its implementation is difficult. Assume that Home Depot wanted to reduce the cost of materials 

handling in each of its stores, and management set a target reduction of 2 percent a year. If a given 

store had current annual materials handling costs of $100,000 and expected an increase the next year 

due to 10 percent growth, the budget for the next year would be $107,800 [($100,000 x 1.10) x 0.98]. 

The budget for next year based on growth is $110,000 less the continuous improvement factor of 0.02. 

Like target costing, Kaizen costing should be viewed as a serious attempt to make processes more ef- 

ficient, while maintaining or improving quality, thereby making the company more competitive and prof- 

itable. In Kaizen costing, cost reductions can be achieved both internally and externally through continu- 

ous redesign and improved internal processes, and by working with vendors to improve their designs and 

processes. Kaizen is a team effort involving everyone who has an influence on costs. As stated in Module 

19, Kaizen is typically found in companies that have adopted a lean production philosophy. The follow- 

ing Business Insight provides insight into Toshiba Corp.’s use of Kaizen in its procurement processes. 

Successful companies use continuous improvement costing to avoid complacency. Competitors 

are constantly striving to win market share through better quality or lower prices. Hewlett-Packard 

studied Epson to determine its strengths and weaknesses. Isuzu Motors takes competitors’ products 

apart to determine a target cost it must beat. To fend off competition, prices and costs must be continu- 

ously reduced. To maintain its competitive position, Hewlett-Packard has reduced the list price of the 

basic inkjet printer from nearly $400 when first introduced to less than $50 today. This could not have 

been done without continuous reductions in costs. 

© Describe the 

relation between 

target costing 

and continuous 

improvement 

costing. 
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LOS Explain how 

benchmarking 

enhances quality 

management, 

continuous 

improvement, 

and process 

reengineering. 

Kaizen for Procurement at Toshiba . 

While Toshiba Corp.’s television business generated profits for the past three years, its primary rivals, 

Sony and Panasonic, were mired in red ink. Its success against makers of low-priced electronics is 

attributed largely to the use of Kaizen, or continuous improvement, in its procurement processes. This 

has led to several key changes in how it deals with suppliers. First, recognizing that the cost of making 

televisions is directly tied to the cost of acquiring the LCD panels, Toshiba made a first-in-the-industry 

decision to integrate the procurement of LCD panels for its television and personal computer divisions. 

Vice President of Procurement, Hisao Tanaka, said that “by combining procurement of the two prod- 

ucts, our purchasing power is one of the strongest among global electronics makers.” Toshiba also 

plans to cut costs by about 1 trillion yen (about $12 billion) over the next three years by expanding its 

business with original design manufacturers (ODMs), which are contract companies that manufacture 

products for many of the electronics firms, including Apple and HP. Other cost cutting measures at 

Toshiba include adopting design for improvement, where procurement staff is involved from the prod- 

uct planning and design stage, and assigning technology and procurement experts to factories to 

carry out kaizen to enhance product quality and reduce costs. 

Source: Masamichi Hoshi, “Kaizen Can Be Applied to Procurement, Toshiba Finds,” Nikkei Weekly, November 15, 2010. 

The Daihatsu Motor Company sets Kaizen cost reduction targets for each cost element, including 

purchased parts per car, direct materials per car, labor hours per car, and office utilities. Performance 

reports developed at the end of each month compare targeted and actual cost reductions. If actual cost 

reductions are more than the targeted cost reductions, the results are favorable; if the actual cost reduc- 

tions are less than the targeted cost reductions, the results are unfavorable. 

Because cost reduction targets are set before it is known how they will be achieved, continuous 

improvement costing can be stressful to employees. To help reduce this stress at Daihatsu, a period of 

about three months following the introduction of a new product is allowed before organizational units 

are expected to meet target costs and Kaizen costing targets. A critical element in motivating employee 

cooperation and teamwork in aggressive cost management techniques, such as target and continuous 

improvement costing, is to avoid using performance reports to place blame for failure. The proper re- 

sponse to an unfavorable performance report must be an offer of assistance to correct the failure. 

BENCHMARKING 

When Isuzu Motors takes a competitor’s product apart to determine the competitor’s manufacturing 

costs, or when Hewlett-Packard studies Epson to identify Epson’s strengths and weaknesses, each 

company is engaging in benchmarking, a practice that has been around for centuries. In recent years, 

however, as globalization and increased competitiveness have forced businesses to more aggressively 

compete on the bases of cost, quality, and service, benchmarking has become more formalized and 

open. No longer regarded as spying, benchmarking is now a systematic approach to identifying the 

best practices to help an organization take action to improve performance. 

The formalization of benchmarking is largely attributed to a book written in the 1980s by Robert 
Camp of Xerox. Since then, many managers have come to believe that benchmarking is a requirement 
for success. Although benchmarking can focus on anything of interest, it typically deals with target costs 
for a product, service, or operation, customer satisfaction, quality, inventory levels, inventory turnover, 
cycle time, and productivity. Benchmarking initially focused on studying competitors, but benchmarking 
efforts have changed dramatically in recent years to include competitors, as well as companies in very 
different industries. For example, a computer company like Dell may benchmark its order fulfillment pro- 
cesses against Amazon, or an electronics company like Sony may benchmark its inventory management 
processes against an apparel company like Gap. 

In considering how to go about benchmarking, an organization must be careful because it must 
consider nonfinancial limitations. No single numerical measurement can completely describe the per- 
formance of a complex device such as a microprocessor or a television camera, but benchmarks can be 
useful tools for comparing different products, components, and systems. The only totally accurate way to 
measure the performance of a given product is to test it against other products while performing the exact 
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same activity. The following Business Insight box describes how Intel Corporation makes benchmarks 

available with some information on how to use them. 

Benchmarking provides measurements that are useful in setting goals. It can lead to dramatic innova- 

tions, and it can help overcome resistance to change. When presented with a major cost reduction target, 

employees often believe they are being asked to do the impossible. Benchmarking can be a psychological 

tool that helps overcome resistance to change by showing how others have already met the target. 

Although each organization has its own approach to benchmarking, the following six steps are 

typical: 

1. Decide what to benchmark. 

Plan the benchmark project. 

Understand your own performance. 

Study others. 

Learn from the data. 

Take action. SARTO Bad "pd 

In recent years, professional organizations, such as the Institute of Management Accountants, have 

set up clearinghouses for benchmark information or have performed benchmarking studies of interest 

to members as have certain corporations such as Intel. 

: Intel Benchmarks Performance a a oS : : - : . Fle 

Inte! Corporation divides its benchmarks into two types, component and system. Component 

benchmarks measure the performance of specific parts of a computer system, such as a mi- 

croprocessor or hard disk drive. System benchmarks typically measure the performance of the 

entire computer system. The performance obtained will almost certainly vary from benchmark 

performance for a number of reasons. First, individual components must usually be tested in a 

complete computer system, and it is not always possible to eliminate the considerable effects that 

differences in system design and configuration have on benchmark results. For instance, vendors 

sell systems with a wide variety of disk capabilities and speeds, system memory, and video and 

graphics capabilities, all of which influence how the system components perform in actual use. 

Differences in software, including operating systems and compilers, also affect component and 

system performance. Finally, benchmark tests are typically written to be exemplary for only a cer- 

tain type of computer application, which might or might not be similar to what is being compared. 

A benchmark is, at most, only one type of information that an organization might use during 

the purchasing or manufacturing process. To get a true picture of the performance of a component 

or system being considered, the organization should consult industry sources, publicly available 

research reports, and even government publications of related information. 

Source: As described on the Intel website at http://www. intel.com/performance/resources/benchmark_limitations.htm 

MODULE-END REVIEW 

MBW, Inc. has been conducting early-stage research on hydrogen powered automobiles and is nearing the point 

where product development will soon begin. In order to determine the feasibility of the product, MBW has conducted 

marketing research that indicates that the price target for the product must be no more than $35,000 if it is to appeal 

to a large enough market segment to sell a minimum of 150,000 automobiles in the first year of production. The CFO 

has indicated that the new product must meet a 15% minimum profit margin requirement. 

Required 
a. Calculate the target cost per unit to produce the hydrogen powered automobile. 

b. How would MBW go about determining whether the target cost can be achieved. 

c. What should MBW do if the estimated cost to produce the product exceeds the target cost? 

The solution is on page 20-27. 
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GUIDANCE ANSWER 

MANAGERIAL DECISION 

You should consider adopting target costing methods for new product development. Great product research 

ideas are successful only when they translate into products that can be produced and sold for an acceptable 

profit. Creating and producing new products before determining what the customer wants and is willing to pay 

often leads to failure. Target costing methods reverse this process by applying value chain concepts to bring 

customers and suppliers along the value chain together to produce a product only if it has features and a selling 

price that are acceptable to potential customers, and if its production costs allow the seller to make an accept- 

able profit. 

DISCUSSION QUESTIONS 

Q20-1. What are the relationships among an organization’s value chain, processes, and activities? 

Q20-2. What should be the goal of every organization along the value chain? 

Q20-3. Distinguish between the value-added perspective and the value chain perspective. 

Q20-4. Why are economic models seldom used for day-to-day pricing decisions? 

Q20-5. Identify three reasons that cost-based approaches to pricing have traditionally been important. 

Q20-6. Identify four drawbacks to cost-based pricing. 

Q20-7. How does target costing differ from cost-based pricing? 

Q20-8. Why is cost-based pricing more a technique, and target costing is more a philosophy? Which 

approach takes a more proactive approach to cost management? 

Q20-9. Distinguish between the marketing life cycles of products incorporating advanced technology (such 

as household electronic equipment) and those using more traditional technology (such as household 

paper products). Why would life cycle costing be more important to a manufacturer of household 

electronic equipment than to a manufacturer of household paper products? 

Q20-10. What is the relationship between target costing and continuous improvement (Kaizen) costing? 

Q20-11. Distinguish between the seller’s and the buyer’s perspective of life cycle costs. 

Q20-12. What advantage is derived from benchmarking against firms other than competitors? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M20-13. Developing a Value Chain from the Perspective of the Final Customer (1.04) 
Prepare a value chain for bottled orange juice that was purchased for personal consumption at an on- 
campus cafeteria. 

M20-14. Developing a Value Chain: Upstream and Downstream Entities (94) 

Prepare a value chain for a firm that produces gasoline fuel. Clearly identify upstream and downstream 
entities in the value chain. 

M20-15. Classifying Activities Using the Generic Internal Value Chain: Aluminum Cable Manufacturer (LO1) 
Using the generic internal value chain shown in Exhibit 20.2, classify each of the following activities 
of an aluminum cable manufacturer as inbound logistics, operations, outbound logistics, marketing and 
sales, service, or support. 

a. Advertising in a construction magazine 

b. Inspecting incoming aluminum ingots 

c. Placing bar codes on coils of finished products 

d. Borrowing money to finance a buildup of inventory 

e. Hiring new employees 
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f. Heating aluminum ingots 

g. Drawing wire from aluminum ingots 

h. Coiling wire 

i. Visiting a customer to determine the cause of cable breakage 

j. Filing tax returns 

M20-16. Classifying Activities Using the Generic Internal Value Chain: CableTV Company (1.0%) 

Using the generic internal value chain shown in Exhibit 20.2, classify each of the following activities 

of a cable television company as inbound logistics, operations, outbound logistics, marketing and sales, 

service, or support. 

Installing coaxial cable in the apartment of a new customer 

Repairing coaxial cable after a windstorm 

Mailing brochures to prospective customers 

Discussing a rate increase with members of a regulatory agency 

Selling shares of stock in the company 

Monitoring the quality of reception at the company’s satellite downlink 

Preparing financial statements 

Visiting a customer to determine the cause of poor-quality television reception 

Traveling to a conference to learn about technological changes affecting the industry 

j. Replacing old routers with updated technology 

Se wR ROTA 
i 

M20-17. Product Pricing: Single Product (02) 

Sue Bee Honey is one of the largest processors of its product for the retail market. Assume that one Sue Bee Honey 

of its plants has annual fixed costs total $8,000,000, of which $3,000,000 is for administrative and 

selling efforts. Sales are anticipated to be 800,000 cases a year. Variable costs for processing are $40 per 

case, and variable selling expenses are 25 percent of selling price. There are no variable administrative 

expenses. 

Required 

If the company desires a profit of $5,000,000, what is the selling price per case? 

M20-18. Product Pricing: Single Product (02) 

Assume that you plan to open a soft ice cream franchise in a resort community during the summer 

months. Fixed operating costs for the three-month period are projected to be $5,650. Variable costs 

per serving include the cost of the ice cream and cone, $0.45, and a franchise fee payable to Austrian 

Ice, AG, $0.10. A market analysis prepared by Austrian Ice indicates that summer sales in the resort 

community should total 27,000 units. 

Required 

Determine the price you should charge for each ice cream cone to achieve a $20,000 profit for the three- 

month period. 

M20-19. Target Pricing (L039) 

A few years ago, Marriott International, the large hotel chain, announced that because occupancy rates 

had declined during the previous quarter, it was raising room rates to cover the cost of its increase in 

vacant rooms. Although not referring to accounting or economics, several business journalists during the 

week following the announcement questioned the basis for the rate increases. One stated that “Marriott 

increases rates of vacant rooms.” 

Required 

a. Did the journalist mean that vacant rooms would be more expensive? Explain. 

b. Do you think Marriott’s action to raise room rates was based on economics, accounting, or both? 

M20-20. Benchmarking (-05) 

Your company is developing a new product for the computer printer industry. You have talked to several 

material vendors about being able to supply quality components for the new product. The product 

designers are satisfied with the company’s ability to make the product in the current facilities. Numerous 

potential customers also have been surveyed, and most have indicated a willingness to buy the product 

if the price is competitive. 

Required 

What are some means of benchmarking the development and production of your new product? 
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EXERCISES 

/) E20-21. Product Pricing: Single Product (02) 

Presented is the 2012 contribution income statement of Colgate Products. 

Sales (12,000 units ee Ine Sits Soom Cree ome $1,440,000 

Less variable costs 

COS OMGOOES SOC) o2cnccsaasaco noon $480,000 

Selling and administrative............. 132,000 (612,000) 

CLolmiMloWieyn (AMEVCHN oocsoccetcossoqnoas 828,000 

Less fixed costs 

Manufacturing overhead.............- 520,000 

Selling and administrative............. 210,000 (730,000) 

NetinGomie sree eee eerie $ 98,000 

During the coming year, Colgate expects an increase in variable manufacturing costs of $8 per unit and 

in fixed manufacturing costs of $48,000. 

Required 

a. If sales for 2010 remain at 12,000 units, what price should Colgate charge to obtain the same profit 

as last year? 

b. Management believes that sales can be increased to 16,000 units if the selling price is lowered to 

$107. Is this action desirable? 

c. After considering the expected increases in costs, what sales volume is needed to earn a profit of 

$98,000 with a unit selling price of $107? 

/) E20-22. Cost-Based Pricing and Markups with Variable Costs (_°2) 

Compu Services provides computerized inventory consulting. The office and computer expenses are 

$600,000 annually and are not assigned to specific jobs. The consulting hours available for the year total 

20,000, and the average consulting hour has $30 of variable costs. 

Required 

a. If the company desires a profit of $80,000, what should it charge per hour? 

b. What is the markup on variable costs if the desired profit is $120,000? 

c. If the desired profit is $60,000, what is the markup on variable costs to cover (1) unassigned costs 

and (2) desired profit? 

(/) E20-23. Computing Markups (02) 

The predicted 2012 costs for Osaka Motors are as follows: 

: Manufacturing Costs © -—_Sellingand Administrative Costs __ 
Varlablotiarenete a10 aaterie tar $100,000 Variableseeas crnae eerie $300,000 

FIXOC Serer: tai deka, in eatancete aie 220,000 EIXCC Ha etcearcne ae ene renee 200,000 

Average total assets for 2012 are predicted to be $6,000,000. 

Required 

a. If management desires a 12 percent rate of return on total assets, what are the markup percentages 
based on total variable costs and based on total manufacturing costs? 

b. If the company desires a 10 percent rate of return on total assets, what is the markup percentage on 
total manufacturing costs for (1) unassigned costs and (2) desired profit? 

VV) E20-24. Product Pricing: Two Products (0%) 

Quality Data manufactures two products, CDs and DVDs, both on the same assembly lines and packaged 
10 disks per pack. The predicted sales are 400,000 packs of CDs and 500,000 packs of DVDs. The 
predicted costs for the year 2012 are as follows: 
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Materials ares ir arsine $200,000 $500,000 

Ouneleres Geena ae momen 250,000 800,000 

Each product uses 50 percent of the materials costs. Based on manufacturing time, 40 percent of the 

other costs are assigned to the CDs, and 60 percent of the other costs are assigned to the DVDs. The 

management of Quality Data desires an annual profit of $150,000. 

Required 

a. What price should Quality Data charge for each disk pack if management believes the DVDs sell 

for 20 percent more than the CDs? 

b. What is the total profit per product using the selling prices determined in part a? 

E20-25. Product Pricing: Two Products (1.02) 

Refer to the previous exercise, E20-24. Based on your calculations of the selling price and profit for CDs and 

DVDs, how should Quality Data evaluate the status of these two products? Should either CDs or DVDs be 

discontinued? What additional information does the management of Quality Data need in order to make an 

appropriate judgment on the future status of these two products? 

E20-26. Target Costing (03) V/) 

Oregon Equipment Company wants to develop a new log-splitting machine for rural homeowners. Market 

research has determined that the company could sell 5,000 log-splitting machines per year at a retail price 

of $600 each. An independent catalog company would handle sales for an annual fee of $2,000 plus $50 

per unit sold. The cost of the raw materials required to produce the log-splitting machines amounts to $80 

per unit. 

Required 

If company management desires a return equal to 10 percent of the final selling price, what is the target 

unit cost? 

PROBLEMS 

P20-27. Product Pricing: Two Products (1.92) 

Macquarium Intelligent Communications provides computer-related services to its clients. Its two | Macquarium 

primary services are are Web page design (WPD), and Internet consulting services (ICS). Assume that eee 

Macquarium’s management expects to earn a 20 percent annual return on the assets invested. Macquarium 

has invested $8 million since its opening. The annual costs for the coming year are expected to be as 

follows: 

Variable Costs Fixed Costs, 
Consulting support......... $600,000 $1,050,000 

Sales and administration... . 100,000 850,000 

The two services expend about equal costs per hour, and the predicted hours for the coming year are 

50,000 for WPD and 30,000 for ICS. 

Required 

a. If markup is based on variable costs, how much revenue must each service generate to provide 

the profit expected by corporate headquarters? What is the anticipated revenue per hour for each 

service? 

b. If the markup is based on total costs, how much revenue must each service generate to provide the 

expected profit? 

c. Explain why answers in requirements (a) and (b) are either the same or different. 

d. Comment on the advantages and disadvantages of using a cost-based pricing model. 

P20-28. Target Costing (93) 
Redback Networks, Inc.,a subsidiary of Ericsson, provides networking services and related systems for | Redback Networks, 

75% of the world’s largest telephone companies. Assume that it is developing a new networking system Inc. 

for smaller, private telephone companies. To attract small companies, Redback must keep the price low 

without giving up too many of the features of larger networking systems. A marketing research study 

conducted on the company’s behalf found that the price range must be $50,000 to $75,000. Management 
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has determined a target price to be $60,000. The company’s minimum profit percentage of sales is 

normally 20 percent, but the company is willing to reduce it to 15 percent to get the new product on the 

market. The fixed costs for the first year are anticipated to be $8,000,000. If sales reach 500 installed 

networks, the company needs to know how much it can spend on variable costs, which are primarily 

related to installation. 

Required 

a. What is the amount of total cost allowed if the 15 percent profit target is allowed and the sales 

target is met? Show the amount for fixed and for variable costs. 

b. What is the amount of total costs allowed if the 20 percent normal profit target is desired at the 500 

sales target? Show the amount for fixed and for variable costs. 

c. Discuss the advantages of using a target costing model versus using cost-based pricing. 

P20-29. Continuous Improvement (Kaizen) Costing (°°) 

Patel Company does contract manufacturing of compact video cameras. At its Pacific plant, cost control 

has become a concern of management. The actual costs per unit for the years 2011 and 2012 were as 

follows: 

2012 

Direct materials 

Plasticicase ames: arene caeaeee eee $ 4.00 $ 3.90 

Lens Sete. Se cee Sas Cems 17.00 i720 

Electrical component set ......... 6.00 5.40 

FilmstraCkenaneemree ruta tear 11.00 10.00 

Direct labore rereatt sonsase rieseu.Geame caus 32.00 (1.6 hours) 30.00 (1.5 hours) 

Indirect manufacturing costs 

Variable startin center teseiene sence 7.50 7.10 

FIX@Gl Severe pean rete cteee wean to 2.00 (100,000 1.90 (120,000 

unit base) unit base) 

The company manufactures all of the camera components except the lens sets, which it purchases from 

several vendors. The company has used target costing in the past but has not been able to meet the very 

competitive global pricing. Beginning in 2012, the company implemented a continuous improvement 

program that requires cost reduction targets. 

Required 

a. If continuous improvement (Kaizen) costing sets a first-year target of a 5 percent reduction of 

the 2011 base, how successful was the company in meeting 2012 per unit cost reduction targets? 

Support your answer with appropriate computations. 

b. Evaluate and discuss Patel’s use of Kaizen costing. 

P20-30. Continuous Improvement (Kaizen) Costing (1.04) 
General Electric Assume that GE Capital, a division of General Electric, has been displeased with the costs of servicing 

its consumer loans. Assume that it has decided to implement a Kaizen-based cost improvement program. 
For 2012, GE Capital incurred the following costs: 

CRIM KOCEEMG so. s.o.u0 coo cncnune $14,500,000 

Customer relations.............. 3,500,000 

Printing, mailing, and postage..... 800,000 

For the next two years, GE Capital expects an increase in consumer loans of 4 percent annually with 
related increases in costs. 

Required 

a. If the company has a continuous improvement goal of 2 percent each year, develop a budget for the 
next two years for the consumer loan department. 

b. Identify some possible ways that GE Capital can achieve the Kaizen costing goal. 
c. Discuss the potential benefits and limitations of GE’s Kaizen costing model. 
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P20-31. Price Setting: Multiple Products (1.02) 

Comtel Electronics Company’s predicted 2012 variable and fixed costs are as follows: 

MCIMUEIUIING) oon a acccannecpoaoud $400,000 $260,000 

Selling and administrative .......... 100,000 50,000 

GLO tall cate tna ge erence toe ete Sato $500,000 $310,000 

Comtel Electronics, Inc., is a small company produces a wide variety of computer interface devices. 

Per-unit manufacturing cost information about one of these products, a high-capacity flash drive, is as 

follows: 

DirectymaterialS sare seater $ 8 

Direct: laboteeccrs tease oa ctes iG 

Manufacturing overhead 

Variable teas circs sors tenets 

FiXOChipe str-ceeys ie iefce aber toresc eee iG 

Total manufacturing costs ...... $27 

Variable selling and administrative costs for the flash drive is $3 per unit. Management has set a 2012 

target profit of $150,000 on the sale of the flash drive. 

Required 

a. Determine the markup percentage on variable costs required to earn the desired profit. 

b. Use variable cost markup to determine a suggested selling price for the flash drive. 

c. For the flash drive, break the markup on variable costs into separate parts for fixed costs and profit. 

Explain the significance of each part. 

d. Determine the markup percentage on manufacturing costs required to earn the desired profit. 

e. Use the manufacturing costs markup to determine a suggested selling price for the flash drive. 

jf. Evaluate the variable and the manufacturing cost approaches to determine the markup percentage. 

P20-32. Price Setting: Multiple Products (02) 

Augusta Golf, Inc. produces a wide variety of golfing equipment. In the past, product managers set 

prices using their professional judgment. Jack Woods, the new controller, believes this practice has led 

to the significant underpricing of some products (with lost profits) and the significant overpricing of 

other products (with lost sales volume). You have been asked to assist Woods in developing a corporate 

approach to pricing. The output of your work should be a cost-based formula that can be used to develop 

initial selling prices for each product. Although product managers are allowed to adjust these prices to 

meet competition and to take advantage of market opportunities, they must explain such deviations in 

writing. The following 2012 cost information from the accounting records is available: 

Manufacturing Costs | Selling and Administrative Costs 

arial Gia aecsitciesewanens ct ercwees $350,000 $ 50,000 

FIXCC ets shew y ee scapes 150,000 200,000 

In 2012, Augusta Golf reported earnings of $120,000. However, the controller believes that proper pricing 

should produce earnings of at least $150,000 on the same sales mix and unit volume. Accordingly, you 

are to use the preceding cost information and a target profit of $150,000 in developing a cost-based 

pricing formula. Selling and administrative expenses are not currently associated with individual products. 

However, you have obtained the following unit production cost information for the Tiger Irons: 

Variable manufacturing costs.... $155 

Fixed manufacturing costs...... 60 
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Required 

a. Determine the standard markup percentage for each of the following cost bases. Round answers to 

two decimal places. 

1. Full costs, including fixed and variable manufacturing costs, and fixed and variable selling and 

administrative costs. 
Manufacturing costs plus variable selling and administrative costs. 

Manufacturing costs. 

Variable costs. 

. Variable manufacturing costs. 

Explain why the markup percentages become progressively larger from requirement (a), parts (1) 

through (5). 

Determine the initial price of a set of Tiger Irons using the manufacturing cost markup and the 

variable manufacturing cost markup. 

Do you believe the controller’s approach to product pricing is reasonable? Why or why not? 

wake 

MANAGEMENT APPLICATIONS 

MA20-33. 

MA20-34. 

Telephone Pole Rental Rates (1.02. >) 

Most utility poles carry electric and telephone lines. In areas served by cable television, they also carry 

television cables. However, cable television companies rarely own any utility poles. Instead, they pay 

utility companies a rental fee for the use of each pole on a yearly basis. The determination of the rental 

fee is a source of frequent disagreement between the pole owners and the cable television companies. 

In one situation, pole owners were arguing for a $10 annual rental fee per pole; this was the standard 

rate the electric and telephone companies charged each other for the use of poles. 

“We object to that,” stated the representative of the cable television company. “With two users, the 

$10 fee represents a rental fee for one-half the pole. This fee is too high because we only use about six 

inches of each 40-foot pole.” 

“You are forgetting federal safety regulations,” responded a representative of the electric company. 

“They specify certain distances between different types of lines on a utility pole. Television cables 

must be a minimum of 40 inches below power lines and 12 inches above telephone lines. If your 

cable is added to the pole, the total capacity is reduced because this space cannot be used for anything 

else. Besides, we have an investment in the poles; you don’t. We should be entitled to a fair return on 

this investment. Furthermore, speaking of fair, your company should pay the same rental fee that the 

telephone company pays us and we pay them. We do not intend to change this fee.” 

In response, the cable television company representative made two points. First, any fee represents 

incremental income to the pole owners because the cable company would pay all costs of moving 

existing lines. Second, because the electric and telephone companies both strive to own the same 

number of poles in a service area, their pole rental fees cancel themselves. Hence, the fee they charge 

each other is not relevant. 

Required 

Evaluate the arguments presented by the cable television and electric company representatives. What 

factors should be considered in determining a pole rental fee? 

Target Costing (03) 

The president of Houston Electronics was pleased with the company’s newest product, the HE Versatile 

CVD. The product is portable and can be attached to a computer to play or record computer programs 

or sound, attached to an amplifier to play or record music, or attached to a television to play or record 

TV programs. It can even be attached to a camcorder to record videos directly on compact disks 

rather than on tape. It also can be used with a headset to play or record sound. The proud president 

announced that this unique and innovative product would be an important factor in reestablishing the 
North American consumer electronics industry. 

Based on development costs and predictions of sales volume, manufacturing costs, and distribution 
costs, the cost-based price of the HE Versatile CVD was determined to be $425. Following a market- 
skimming strategy, management set the initial selling price at $525. The marketing plan was to reduce 
the selling price by $50 during each of the first two years of the product’s life to obtain the highest 
contribution possible from each market segment. 

The initial sales of the HE Versatile CVD were strong, and Houston Electronics found itself adding 
second and third production shifts. Although these shifts were expensive, at a selling price of $525, the 
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product had ample contribution margin to remain highly profitable. The president was talking with the 

company’s major investors about the desirability of obtaining financing for a major plant expansion 

when the bad news arrived. A foreign company had announced that it would shortly introduce a similar 

product that would incorporate new design features and sell for only $350. The president was shocked. 

“Why,” she remarked, “it costs us $375 to put a complete unit in the hands of customers.” 

Required 

How could the foreign competitor profitably sell a similar product for less than the manufacturing costs 

to Houston Electronics? What advice do you have for the president concerning the HE Versatile CVD? 

What advice would you have to help the company avoid similar problems in the future? 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

@- Desired annual Dorit S27000/000 40-1 0) Meene ier eens eee $200,000 

AGtual DlOfitemeriac eer tem Cire teeters creicacseete etre ene arte (150,000) 

Amount actual profit fell short of achieving the desired return......... $ 50,000 

b. Predicted costs 

WTA lel (kirk Saath pee ei ee ee $450,000 

RIXOC epee Starr aechc stead tooteca cine Sere: 600,000 $1,050,000 

Desirediprotitzecersetncromter cinta «store 250,000 

Required revenue................55 $1,300,000 

WinitiSalessirccesnert Gece crane ors baveh that esr + 100,000 

Required unit selling price .......... $ 13 

€- Variable manufacturing costs per unit ($300,000/100,000 unit) = $3 

Selling price as a percent of variable manufacturing costs = $113/3 

= 43313% 

Markup as a percent of variable manufacturing costs ($10/$3) = 3331/3% 

d. Detail of markup on variable manufacturing costs: 

1. Unassigned costs 

Variable selling and administrative ...............-..005- $150,000 

EIXSCECOSTS PE ee ote lees eter an aE ng PA Roe ate ei 600,000 $750,000 

Vania bleimanufactuninG:COStSiemra nesta cnet ters yrenorns) serene +300,000 

Markup on variable manufacturing costs to cover 

UMASSIOMEGHCOStS er ecsueyeverstetacsner surah seks iene efeccter ayezss awa pa Yosiat 250% 

OMEDESICC PlOlitwee wens ST erer treet acres ictatens: ck Me rae uel $250,000 

Vanablenmanlliractuning | COStSmarmaaerieiie seinen ner esren. +300,000 

Additional markup on variable manufacturing costs 

torachieve desired protit ($250;000)saaemmea seis tee > 833% 
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Module-End Review 

Solution 

Total revenue (150,000 x $35,000) ..... $5,250,000,000 

Required profit margin (15%).......... —787,500,000 

Total COSt eee ee ee ee $4,462,500,000 

NUMMER OMUMLS occ2rcncconosacccnan + 150,000 

TENGEN COSHOSEl UM, sco nc ancasacanene $ 29,750 

b. A new product such as an automobile is an extremely complex product with hundreds, if not thousands, 

of different components, involving many different vendors. Once MBW has determined what product 

features potential customers want, its engineers must determine how best to provide those features, 

working with vendors and potential vendors. The idea is to determine how best to provide the final 

product that the customers want at a cost that will provide a reasonable profit to MBW and its vendors. 

c. Teams of engineers, accountants, designers, etc. from MBW and its vendors should work together 

to try to achieve the target cost. If initial cost estimates are too high, they should explore every 

possibility, including redesign of the product, using components from existing products, developing 

new production systems, etc. to meet the target cost. If it is finally determined that the target cannot 

be reached, then management has to decide if it is willing to go forward with the product with a lower 

than desired initial profit margin. In some cases, managers will proceed with the idea that additional 

cost savings will be found (using Kaizen costing methods) after the product is in production. 
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APPLE 

The annual sales revenue of Apple Inc. exceeds $65 bil- 

lion. Apple’s well-known products include Mac computers, 

iPhones, iPods, iTunes, iPads, and Internet software. To 

manage its international sales activities, Apple has four 

organizational segments, including the Americas (North 

and South America), Europe (including the Middle East and 

Africa), Japan, and worldwide Retail (for Apple-owned retail 

stores). 

To plan and control the company, Apple’s management 

uses budgets that integrate the activities related to its many 

products sold through its various organizational segments. 

By linking marketing, suppliers, internal operations, distri- 

bution, and finance, Apple’s budgeting process assists top 

management in synchronizing business activities. 

Operating budgets are typically prepared for yearly 

increments, broken down into months or quarters. The 

sales forecast is a key starting point in the budget process. 

Apple’s managers must predict the volume of physical 

products, such as iPads, or services, like MobleMe, that 

customers will purchase. These volumes, in turn, drive bud- 

gets for the levels of activities and costs the firm incurs to 

provide the products and services. After incorporating other 

key information for things such as research and develop- 

ment, capital expenditures for new plant and equipment, 

and financing, management is then able to predict financial 

results for the budget period. If the predicted results are fea- 

sible and accepted by management, the budget is approved 

and implemented. If the results of the first attempt at bud- 

geting are not feasible or acceptable, the budgeting process 

continues. One indication of feasibility is having adequate 

cash available to finance budgeted operations. One indica- 

tion of acceptability is meeting profit goals. 
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Profit Planning 
LEARNING OBJECTIVES 

.©* Discuss the importance of budgets. (p. 21-3) 

.O®2 Describe basic approaches to budgeting. (p. 21-4) 

Module 

© Explain the relations among elements of a master budget and develop a basic budget. (p. 21-7) 

© Explain and develop a basic manufacturing budget. (p. 21-15) 

05 Describe the relationship between budget development and manager behavior. (p. 21-18) 

To effectively forecast sales, managers must evaluate 

leading economic indicators, potential changes in consumer 

preferences, and possible changes in competition. Macro- 

economic variables such as income levels and interest rates 

provide basic information for sales forecasters. Many of 

Apple’s segments rely on specialized economic indicators 

for specific product lines, like iPhones, as well as in-house 

analyses of competitors, such as Amazon. 

The competitive environment can change quickly. Con- 

sider the impact of e-readers, like Apple’s iPad and Ama- 

zon’s Kindle, on traditional booksellers, such as Barnes and 

Noble, Borders, and Waldenbooks. To remain competitive, 

the traditional bookstores are forced to reinvent themselves 

with new products, like Barnes and Noble’s Nook, while fac- 

ing declines in sales and cash flows from traditional prod- 

ucts. Periods of change, such as business growth and new 

competitive pressures faced by existing companies, require 

careful budgeting. 

Things seldom proceed exactly according to plan, and 

well managed organizations consider these risks in bud- 

geting. Budget models are used to obtain insight into the 

impact of changed circumstances in sales, costs, and other 

variables. Managers can then develop plans for the best 

approaches to handling such risks. 

Source: Apple 10-K Reports 

21-2 
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MODULE 

ORGANIZATION Operational Budgeting and Profit Planning 

Reasons 

for 

Budgeting 

General . | Budget Development Budget Development 

Approaches to : Master in Manufacturing and Manager 

Budgeting Budget 2 Organizations Behavior 

= Compel Planning @ Output/Input _ ® Sales budget @ Production budget = Employee 

= Promote approach _ ® Purchases budget m@ Manufacturing participation 

Communication @ Activity-based _ Selling expense cost budget ™ Budgeting periods ~ 

and Coordination approach budget m Forecasts : 

@ Provide a Guide to e = Incremental gp General and m Ethics . 

Action and Basis approach . administrative mt Open book E 

of Evaluation = Minimum level - expense budget . management é 

@ Aid in Risk approach - Cash budget : 7 5 

Management = Outcomes _ & Budgeted financial g ks 
approach : statements : 

 @ Finalizing the s 

A budget is a formal plan of action expressed in monetary terms. The purpose of this module is to 

examine the concepts, relationships, and procedures used in budgeting. Our emphasis is on operating 

budgets, which concern the development of detailed plans to guide operations throughout the budget 

period. We consider the reasons that organizations budget and alternative approaches to budget devel- 

opment. We also examine budget assembly and consider issues related to manager behavior and the 

budgeting process. 

REASONS FOR BUDGETING 

LOi Discuss Operating managers frequently regard budgeting as a time-consuming task that diverts attention from 

the importance of 

budgets. 

current problems. Indeed, the development of an effective budget is a difficult job. It is also a necessary 

one. Organizations that do not plan are likely to wander aimlessly and ultimately succumb to the swirl 

of current events. The formal development of a budget helps to ensure both success and survival. As 

discussed below, budgeting compels planning; it improves communications and coordination among 

organizational elements; it provides a guide to action; and it provides a basis of performance evalua- 

tion. Budget models are also used to analyze and prepare for various business risks. 

Compel Planning 

Formal budgeting procedures require people to think about the future. Without the discipline of formal 

planning procedures, busy operating managers would not find time to plan. Immediate needs would 

consume all available time. Formal budgeting procedures, with specified deadlines, force managers to 

plan for the future by making the completion of the budget another immediate need. Budgeting moves 

an organization from an informal “reactive” style to a formal “proactive” style of management. As a 

result, management and other employees spend less time solving unanticipated problems and more 

time on positive measures and preventative actions. 

Promote Communication and Coordination 

When operating responsibilities are divided, it is difficult to synchronize activities. Production must 
know what marketing intends to sell. Purchasing and personnel must know the factory’s material and 
labor requirements. The treasurer must plan to ensure the availability of the cash to support receiv- 
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ables, inventories, and capital expenditures. Budgeting forces the managers of these diverse functions 

to communicate their plans and coordinate their activities. It helps ensure that plans are feasible (Can 

purchasing obtain adequate inventories to support projected sales?) and that they are synchronized 

(Will inventory be available in advance of an advertising campaign?). The final version of the budget 

emerges after an extensive (often lengthy) process of communication and coordination. 

Provide a Guide to Action and Basis of Evaluation 

Once the budget has been finalized, the various operating managers know what is expected of them, 

and they can set about doing it. If employees do not have a guide to action, their efforts could be wasted 

on unproductive or even counterproductive activities. 

After employees accept the budget as a guide to action, they can be held responsible for their por- 

tion of the budget. When results do not agree with plans, managers attempt to determine the cause of 

the divergence. This information is then used to adjust operations or to modify plans. More generally, 

budgeting is an important part of management by exception, whereby management directs attention 

only to those activities not proceeding according to plan. Without the budget, management might spend 

an inordinate amount of time seeking explanation of past activities and not enough time planning future 

activities. 

Aid in Risk Management 

The models used for budgeting are also used in managing risk. Risk is the danger that things will not 

go according to plan. Although some risk results from anticipated events having a positive impact, such 

as an increase in sales volume or selling prices, risk is more typically associated with events that have 

a negative impact, like a work stoppage at a key supplier, a fire, or hackers shutting down a retail Web 

site for an extended period of time. 

Risk management (also called enterprise risk management) 1s the process of identifying, evalu- 

ating, and planning possible responses to risks that could impede an organization from achieving its 

plans. It also involves monitoring the sources of risk. An organization’s budget model can be used to 

evaluate the financial impact of a risk and to determine, from a financial perspective, the best response 

to arisk. The Research Insight on the following page summarizes a proposed approach to risk manage- 

ment. The performance evaluation procedures considered in Module 22, if completed on a timely basis, 

assist in monitoring risk. 

The lead responsibility for risk management is often part of the finance function. In the State of 

Washington, for example, the Risk Management Division is included in the Office of Financial Man- 

agement. Washington’s Risk Management Division defines risk as “anything that poses a potential bar- 

rier to an agency achieving, on time, its mandated and strategic objectives/goals.” Examples include: 

financial/budget risk, reputation risk, operational risk, safety/security risk, legal risk, regulatory/com- 

pliance risk, and document/management risk.! 

GENERAL APPROACHES TO BUDGETING 
Before an organization can develop operating budgets, management must decide which approaches \©2 Describe 

to budget planning will be used for the various revenue and expenditure activities and organizational basic approaches 

units. Widely used planning approaches to budgeting include the input/output, activity-based, incre- to budgeting. 

mental, and minimum level approaches. 

Output/Input Approach 

The output/input approach budgets physical inputs and costs as a function of planned unit-level ac- 

tivities. This approach is often used for service, merchandising, manufacturing, and distribution activi- 

ties that have defined relationships between effort and accomplishment. If each unit produced requires 

| “Guide for Section 13.1—Risk Management and Self-Insurance Premiums 2011-2013 Budget,” Risk Management Division, 

Office of Financial Management, State of Washington. 
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RESEARCH INSIGHT |/\573" atic Approach to | 

Identify possible risks and their implications. 

y 
Predict each risk’s probability and impact, including financial 

impacts. Classify risks by importance to the organization. 

y 
SS. = 
Select a response to each risk: 

e Avoid risk, e.g. do not accept project 

e Transfer risk, e.g. purchase insurance 

¢ Mitigate risk, e.g. contingency plans 

e Accept risk, e.g. risk low, risk will not have a 

significant impact, or risk unavoidable. 

Develop procedures to continuously monitor important 

risks with the goal of facilitating a timely response. 

Source: Alan J. Chilcott, “Risk Management—A Developing Field of Study and Application,” Cost Engineering, September 9, 2010, 

pp. 21-26; Neville Turbit, “Basics of Managing Risk,” The Project Perfect White Paper Collection, www.projectperfect.com.au. 

2 pounds of direct materials that cost $5 each, and the planned production volume is 25 units, the 

budgeted inputs and costs for direct materials are 50 pounds (25 units X 2 pounds per unit) and $250 

(50 pounds X $5 per pound). 

The budgeted inputs are a function of the planned outputs. The output/input approach starts with 

the planned outputs and works backward to budget the inputs. It is difficult to use this approach for 

costs that do not respond to changes in unit-level cost drivers. 

Activity-Based Approach 

The activity-based approach is a type of output/input method, but it reduces the distortions in the 

transformation through emphasis on the expected cost of the planned activities that will be consumed 

for a process, department, service, product, or other budget objective. Overhead costs are budgeted on 

the basis of the cost objective’s anticipated consumption of activities, not based only on some broad- 

based cost driver such as direct labor hours or machine hours. 

The amount of each activity cost driver used by each budget objective (for example, product or 

service) is determined and multiplied by the cost per unit of the activity cost driver. The result is an 

estimate of the costs of each product or service based on cost drivers such as assembly-line setup or 

inspections, as well as the traditional volume-based drivers such as direct labor hours or units of direct 

materials consumed. Activity-based budgeting predicts costs of budget objectives by adding all costs of 
the activity cost drivers that each product or service is budgeted to consume. In evaluating the proposed 
budget, management would focus their attention on identifying the optimal set of activities rather than 
just the output/input relationships. 

Incremental Approach 

The incremental approach budgets costs for a coming period as a dollar or percentage change from he 
amount budgeted for (or spent during) some previous period. This approach is often used when the re- 
lationships between inputs and outputs are weak or nonexistent. For example, it is difficult to establish 
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a clear relationship between sales volume and advertising expenditures. Consequently, the budgeted 

amount of advertising for a future period is often based on the budgeted or actual advertising expendi- 

tures in a previous period. If budgeted advertising expenditures for 2011 were $200,000, the budgeted 

expenditures for 2012 would be some increment, say 5 percent, above $200,000. In evaluating the 

proposed 2012 budget, management would accept the $200,000 base and focus attention on justifying 

the increment. 

The incremental approach is widely used in government and not-for-profit organizations. In seek- 

ing a budget appropriation, a manager using the incremental approach need only justify proposed ex- 

penditures in excess of the previous budget. The primary advantage of the incremental approach is that 

it simplifies the budget process by considering only the increments in the various budget items. A major 

disadvantage is that existing waste and inefficiencies could escalate year after year. 

Minimum Level Approach 

Using the minimum level approach, an organization establishes a base amount for budget items and 

requires explanation or justification for any budgeted amount above the minimum (base). This base 

is usually significantly less than the base used in the incremental approach. It likely is the minimum 

amount necessary to keep a program or organizational unit viable. For example, the corporate director 

of product development would need some basic amount to avoid canceling ongoing projects. Addi- 

tional increments might also be included, first to support the current level of product development and 

second to undertake desirable new projects. 

Some organizations, especially units of government, employ a variation of the minimum level ap- 

proach, identified as zero-based budgeting. Under zero-based budgeting every dollar of expenditure 

must be justified. The essence of zero-based budgeting is breaking an organizational unit’s total budget 

into program packages with related costs. Management then ranks all program packages on the basis of 

the perceived benefits in relationship to their costs. Program packages are then funded for the budget 

Fort Collins Budgets for Outcomes _ 

When Daren Atteberry became city manager of Fort Collins, Colorado, he was faced with declining 

tax revenues and inflation in the cost of providing city services. Using an incremental approach to 

budgeting that focused on budget allocations to city departments, department budgets had been 

cut by six percent, services reduced, and employee compensation frozen for three years. Clearly it 

was time for a change. 

Responding to the financial mess, city officials put away the budget axe and adopted “Bud- 

geting for Objectives (BFO).” Instead of starting with the previous year’s budget and justifying in- 

cremental changes, BFO starts by asking what results matter most to citizens. The Government 

Finance Officers Association outlines the steps in budgeting for objectives as follows: 

1. Determine how much money is available. 

2. Prioritize the results. 

3. Allocate resources among high priority results. 

4. Conduct analysis to determine what strategies, programs, and activities will best achieve 

the desired results. 

5. Budget available dollars to the most significant programs and activities. 

6. Set measures of annual progress, monitor, and close the feedback loop. 

7. Check what actually happened. 

This results-oriented approach considers processes and activities that cut across the city’s depart- 

mentalized organization structure, resulting in changes in what is done and in how objectives are ac- 

complished. Evaluating this new approach, Fort Collins Mayor Doug Hutchinson observed “Previous 

budget processes focused primarily on funding city departments, rather than on providing services 

to citizens. With BFO, council had an unprecedented level of involvement, setting the priorities and 

identifying the outcomes that matter most to our citizens.” 

Source: Camille Cates Barnett and Darin Atteberry, “Your Budget: From Axe to Aim,” Public Management, May 2007, pp 6-12. 
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relations among 

elements of a 

master budget and 

develop a basic 

budget. 

iO Explain the 

period using this ranking. High-ranking packages are most likely to be funded and low-ranking pack- 

ages are least likely to be funded. 

Budgeting for objectives is a variation on the minimum level approach that combines elements 

of activity-based and zero-based budgeting with a need to live within fixed financial constraints. The 

Business Insight that follows examines the implementation of budgeting for objectives by the city 

management of Fort Collins, Colorado. 

The minimum level approach improves on the incremental approach by questioning the necessity for 

costs included in the base of the incremental approach, but it is very time consuming. All three approaches 

are often used within the same organization. A pharmaceutical company might use the output/input or the 

activity-based approach to budget distribution expenditures, the incremental approach to budget ad- 

ministrative salaries, and the minimum level approach to budget research and development. 

MID-MODULE REVIEW 

To illustrate the various approaches to budgeting discussed above, assume that Alpha Company manufactures two 

products, Beta and Gamma. Last period, Alpha produced 18,000 units of Beta and 45,000 units of Gamma at a total 

unit cost of $38 for Beta and $32 for Gamma. During the current period, overall costs are expected to rise about 

3.5 percent over the last period. Total estimated overhead costs of $408,500 for the next period include the cost of 

assembly-line setups, engineering and maintenance, and inspections. Total estimated assembly hours is 50,000 hours; 

therefore, the estimated overhead cost per assembly hour is $8.17. Other predicted data for the next period follow: 

ee  . : Beta ~ Gamma 

DKECHMEIGTEIS (OEP UMM) ssc ce eceoasoes ee ebescuedece $20.00 $14.50 

Direct labor hours of assembly time (per unit)........... OS 0.8 

Aesemmlolhy IASG? COSE (DEF NOU) acccnonscoguceneeacome $18 $18 

Total estimated production (in units) .................. 20,000 50,000 

OtALSSlUBINOUIS cremevatetenet uo: oeceN cei haa ae os 1,000 1,500 

Total engineering and maintenance hours.............. 500 600 

otallinS PECHONSS weercsncese a ceeee etraenmie eae: Geen Pau tea 650 580 

SHU COSt (WSK SAMI IMOUN) ooo cc oawsccoevscesaeenae $25 $25 

Engineering and maintenance (per hour)............... $35 $35 

MNFOECHOM COSe (OEP IM eeeiOM\c ac nsccasesaachnnednae $250 $250 

Required 
a. Calculate Alpha’s budgeted cost per unit to produce Beta and Gamma during the next period, assuming it 

uses an output/input approach and budgets overhead cost based only on assembly hours. 

b. Repeat a., assuming Alpha uses an activity-based approach and budgets overhead cost based on budgeted 

activity costs. 

c. Repeat a., assuming Alpha uses an incremental approach for budgeting overhead cost. 

d. Explain how the minimum level approach differs from the above methods. 

The solution is on page 21-37. 

MASTER BUDGET 
The culmination of the budgeting process is the preparation of a master budget for the entire organiza- 
tion that considers all interrelationships among organization units. The master budget groups together 
all budgets and supporting schedules and coordinates all financial and operational activities, placing 
them into an organization-wide set of budgets for a given time period. 

Because it explicitly considers organizational interrelationships, the master budget is more com- 
plex than budgets developed for products, services, organization units, or specific processes. The ele- 
ments of the master budget depend on the nature of the business, its products or services, processes and 
organization, and management needs. 

A major goal of developing a master budget is to ensure the smooth functioning of a business 
throughout the budget period and the organization’s operating cycle. As shown in Exhibit 21.1 , the 
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Operating cycle involves the conversion of cash into other assets, which are intended to produce 
revenues in excess of their costs. The cycle generally follows a path from cash, to inventories, to 
receivables (via sales or services), and back to cash. There are, of course, intermediate processes 

such as the purchase or manufacture of inventories, payments of accounts payable, and the collection 
of receivables. The master budget is merely a detailed model of the firm’s operating cycle that in- 
cludes all internal processes. 

EXHIBIT 21.1 Operating Cycle of a Manufacturer or Merchandiser 

Most for-profit organizations begin the budgeting pro- 

cess with the development of the sales budget and con- 

clude with the development of budgeted financial state- 

ments. Exhibit 21.2 depicts the annual budget assembly 

process in a retail merchandising organization. Most of the 

budget data flow from sales toward cash and then toward 

the budgeted financial statements. 

To illustrate the procedures involved in budget assem- 

bly, a monthly budget for the second quarter of 2012 is 

developed for Blue Mountain Sports (BMS), a retail orga- 

nization specializing in outdoor clothing and equipment. 

The assembly sequence follows the overview illustrated in 

Exhibit 21.2. Each element of the budget process in Ex- 

hibit 21.2 is illustrated in a separate exhibit. Because of 

the numerous elements in the budget process illustrated for 

BMS, you will find it useful to refer to Exhibit 21.2 often. 

The activities of a business can be summarized un- 

der three broad categories: operating activities, financing 

activities, and investing activities. To simplify the illus- 

tration, assume that Blue Mountain Sports engaged in no 

investing activities during the budget period and that the 

only anticipated financing activity is short-term borrow- 

ing. Normal profit-related activities performed in conduct- 

ing the daily affairs of an organization are called operat- 

ing activities. The operating activities of Blue Mountain 

Sports include the following: 

1. Purchasing inventory intended for sale. 

2. Selling goods or services. 

| EXHIBIT 21.2 Budget Assembly for a Merchandiser 
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3. Purchasing and using goods and services classified as selling expenses. 

4. Purchasing and using goods and services classified as general and administrative expenses. 

In addition to preparing the budget for each operating activity, companies prepare a cash budget for 

cash receipts and disbursements related to their operating activities as well as for financing and invest- 

ing activities. The importance of cash planning makes this budget a vital part of the total budget process. 

Management must, for example, be aware in advance of the need to borrow and have some idea when 

borrowed funds can be repaid. 

The balance sheet for April 1, 2012, the start of the second quarter, is presented in Exhibit 21.3. It 

contains information used as a starting point in preparing the various budgets. To reduce complexity, we 

use the output/input approach to budget variable costs and assume that the budgets for other costs were 

previously developed using the incremental approach. Budgets to be prepared include those for sales, 

purchases, selling expense, general and administrative expense, and cash. 

| EXHIBIT 21.3 = Initial Balance Sheet 

_ Assets 

_ Current assets 

Cash) suche waltetuagine ovr enema heen Creme $ 15,000 

Accounts receivables net ea eine nen 59,200 

Merchandise Inventory................-.- 157,000 $231,200 

_ Fixed assets 

Builcingstanchecuito ime iiteeracrnsnneneneien teen $460,000 

Less accumulated depreciation............ (124,800) 335,200 

ME VANG hacen cue ee oer Eee deve Soto mane ee eee aE 60,000 395,200 

HOTAASSCLS seeroe eemne yey ei. 2c cee aa coed $626,400 

Liabilities and Stockholders’ Equity 

Current liabilities 

/NGCOUMES EWING oon cccacoonccteanonae $ 84,000 

HIAXES DAV al le srera tern esurmer: Sh each are etre 35,000 $119,000 

Stockholders’ equity 

CapitalistOckewerr ice. cso eae eae cen 350,000 

REVWANNEC! SEVMMNG So ossncacnandsouagoar 157,400 507,400 

Total liabilities and stockholders’ equity...... $626,400 

“Quarterly income taxes are paid within 30 days of the end of each quarter. 

Sales Budget 

The sales budget includes a forecast of sales revenue, and it can also contain a forecast of unit sales and 
sales collections. Because sales drive almost all other activities in a for-profit organization, developing 
a sales budget is the starting point in the budgeting process. Managers use the best available informa- 
tion to accurately forecast future market conditions. These forecasts, when considered along with mer- 
chandise available, promotion and advertising plans, and expected pricing policies, should lead to the 
most dependable sales budget. The sales budget of BMS is in Exhibit 21.4. 

| EXHIBIT 21.4 Sales Budget 

BLUE MOUNTAIN SPORTS 
Sales Budget 

For the Second Quarter Ending June 30, 2012 oe | 
April _ May June == QuarterTotal = July 

RBSIETISS: oisica haces Sere RRC Reer et the) ym $190,000 $228,000 $250,000 $668,000 $309,000 
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The information in the sales budget along with predictions of the expected portion of cash sales 

and the timing of collections from credit sales are used to calculate cash receipts. In the event of a 

projected cash shortfall, management could consider ways to increase cash sales or to accelerate the 

collection of receipts from credit sales. 

Purchases Budget 

The purchases budget indicates the merchandise that must be acquired to meet sales needs and end- 

ing inventory requirements. It can be referred to as a merchandise budget if it contains only purchases 

of merchandise for sale. However, for a manufacturer it would include purchase of raw materials. The 

purchases budget, shown in Exhibit 21.5, includes only purchases of merchandise. 

EXHIBIT 21.5 Purchases Budget 

Budgeted sales (Exhibit 21.4) ..... $190,000 $228,000 $250,000 $668,000 $309,000 

Current cost of goods sold*...... $114,000 $136,800 $150,000 $400,800 

Desired ending inventory*™* ....... 168,400 175,000 192,700 192,700 

lotalsmeedsiwettaeeeeeane fs eee 282,400 311,800 342,700 593,500 

Less beginning inventory*™....... (157,000) (168,400) (175,000) (157,000) 

RUKCHASCSTE.. See ett ol eee sd Ae $125,400 $143,400 $167,700 $436,500 

*Cost of goods sold is 60 percent of selling price 

“Eifty percent of inventory required for next month’s budgeted sales plus base inventory of $100,000. 

April: ($228,000 May sales x 0.60 cost x 0.50 desired ending inventory) + $100,000 

May: ($250,000 June sales x 0.60 cost x 0.50 desired ending inventory) + $100,000 

June :($309,000 July sales x 0.60 cost x 0.50 desired ending inventory) + $100,000 

“Fifty percent of current month sales plus base inventory of $100,000. Note monthly beginning inventory. 

Same as previous month’s ending inventory. 

In reviewing BMS’s purchases budget, note the following: 

@ Because BMS sells a wide variety of items, the purchases budget is expressed in terms of sales 

dollars, with the cost of merchandise averaging 60 percent of the selling price. Management also 

keeps detailed records for budgeting the number of units of items carried. An organization that 

only sold a small number of items might present the sales budget in units as well as dollars. 

@ Management desires to have 50 percent of the inventory needed to fill the following month’s sales 

in stock at the end of the previous month. 

@ To provide for a possible delay in the receipt of inventory and to meet variations in customer de- 

mand, BMS maintains an additional base inventory of $100,000. 

@ The total inventory needs equal current sales plus desired ending inventory, including the base 

inventory. 

™ Budgeted purchases are computed as total inventory needs less the beginning inventory. 

The information in the purchases budget and the information on expected timing of payments for 

purchases are used to budget cash disbursements for purchases. In the event of a projected cash short- 

fall, management can consider ways to delay the purchase of inventory or the payment for inventory 

purchases. 

Selling Expense Budget 

The selling expense budget presents the expenses the organization plans to incur in connection with 

sales and distribution. In the selling expense budget, Exhibit 21.6, the budgeted variable selling ex- 

penses are determined as a percentage of budgeted sales dollars. The budgeted fixed selling expenses 
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are based on amounts obtained from the manager of the sales department. To simplify the presentation 

of the cash budget, assume BMS pays its selling expenses in the month they are incurred. 

| EXHIBIT 21.6 ‘Selling Expense Budget 
"BLUE MOUNTAIN SPORTS - 

ing Expense Budget — 

nd Quarter F Eoding June 30, 201 2 S 

: : April = May — June_— Quarter To 

Budgeted sales (Exhibit 21.4).................05. $190,000 $228,000 $250,000 $668,000 

Variable selling expenses 

Sai oO/DISIEW (9 SEIES) oo coaccaanct.annocene GS deo G Are & Boe $ 6,680 

Colnmmlssons (2% S28) cccooncnocsacscogcens 3,800 4,560 5,000 13,360 

Miscellaneous (1% saleS)..........-..0-+0 ee 1,900 2,280 2,500 6,680 

A Re lite Uh recd terest earreas eer oy end homage eh ok oh tantehen rade a Phase 7,600 9,120 10,000 26,720 

Fixed selling expenses 

BP ACVGRtISING sane esmteree oe te center cee arc ee 2,250 2,250 2,250 6,750 

@ pilose atau mrabel cy Maret eee itcacl Mao cee UIA ER Se e250) 1,250 1,250 3,750 

Miscellaneousicatne ts vckome yeas nema ceecot henner 1,000 1,000 1,000 3,000 

SOTA take ceca mentite sees ce ee Sees econ coe ere 4,500 4,500 4,500 13,500 

- Total SelliMG:exXOEMSES wes mee rey ee pone other n ae $ 12,100 $ 13,620 $ 14,500 $ 40,220 

General and Administrative Expense Budget 

The general and administrative expense budget presents the expenses the organization plans to 

incur in connection with the general administration of the organization. Included are expenses for the 

accounting department, the computer center, and the president’s office, for example. Blue Mountain’s 

general and administrative expense budget is presented in Exhibit 21.7. 

The depreciation of $2,000 per month is a noncash item and is not carried forward to the cash bud- 

get. No variable general and administrative costs are included because most expenditures categorized 

as general and administrative are related to top-management operations that do not vary with unit-level 

cost drivers. To simplify the presentation of the cash budget, assume that general and administrative 

expenses, except depreciation, are paid in the month they are incurred. 

| EXHIBIT 21. mh General and Administrative Expense Budget 

BLUE MOUNTAIN SPORTS 

General and Administrative Expense Budget 

For ae Second Bearer Ending June 30, 2012 

— April May June Quarter Total 

General and administrative expenses 

COMPENSATION EER ere Semen es cen soteey teh eet ene $25,000 $25,000 $25,000 $75,000 

[NSURAN COR ae wie. pate eh eco eee eae eae aekomie ans 2,000 2,000 2,000 6,000 

DEDKEClatl Of acmwer dege tructantk ths nthe eek ey ae ees 2,000 2,000 2,000 6,000 

UiIOSte aru ceene erate rer aca cena emi nc ras ia eeeTSaet 0.05 3,000 3,000 3,000 9,000 
MiSCelanGOUS Meant atemiinedinn aikae mee raeieneia neers ok 1,000 1,000 1,000 3,000 

Total general and administrative expenses .......... $33,000 $33,000 $33,000 $99,000 

Cash Budget 

The cash budget summarizes all cash receipts and disbursements expected to occur during the bud- 
get period. Cash is critical to survival. Income is like food and cash is like water. Food is necessary 
to survive and prosper over time, but you can get along without food for a short period of time. You 
cannot survive very long without water. Hence, cash budgeting is very important, especially in a small 
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business where cash receipts from sales lag purchases of inventory. As pointed out in the following 

Business Insight, cash budgets are also critical in large organizations undergoing restructuring. 

For many decades Kodak’s success was built on selling film. Although Kodak scientists were 

leaders in pioneering digital imagery, not wanting to undercut current sales, the firm lagged in de- 

veloping, producing, and selling digital cameras. The result was a significant decline in sales and 

layoffs in the tens of thousands of employees, as the firm played catch-up and restructured in the 

2000s. During this period Kodak’s reported income was dismal. Although Kodak reported large 

annual losses, its annual cash flows remained positive because depreciation expense and losses 

on discontinued operations do not require the use of cash. With positive cash flows, management 

turned its attention to reinventing the company with a focus on digital cameras, printing, and 

related products. Ulysses Yannas, a Wall Street broker who has tracked Kodak for decades, ob- 

served that the company managed cash well during the 2008 recession and was well positioned 

to turn a profit when sales rebound. 

Source: Mike Dickinson, “For Wall Street Cash Is Kodak’s Key Benchmark,” Rochester Business Journal, July 24, 2009, pp. 1 and 7. 

After it makes sales predictions, an organization uses information regarding credit terms, collec- 

tions policy, and prior collection experience to develop a cash collections budget. Collections on sales 

normally include receipts from the current period’s sales and collections from sales of prior periods. An 

allowance for bad debts, which reduces each period’s collections, is also predicted. Other items often 

included are cash sales, sales discounts, allowances for volume discounts, and seasonal changes of 

sales prices and collections. BMS’s cash budget is in Exhibit 21.8. Note the following important points: 

@ Management estimates that one-half of all sales are for cash and the other half are on the com- 

pany’s credit card. (When sales are on bank credit cards, the collection is immediate, less any bank 

user fee; however, charges using Blue Mountain’s credit card are collected by the company from 

the customer.) Twenty-five percent of the credit card sales are collected in the month of sale, and 

74 percent are collected in the following month. Bad debts are budgeted at | percent of credit sales. 

This resource flow is graphically illustrated as follows: 

50 percent cash 

Sales 25 percent collected in current month 

50 percent credit =" percent collected in next month 

1 percent uncollected 

@ Payments for purchases are made 20 percent in the month purchased and 80 percent in the next 

month. 

@ Information on cash expenditures for selling expenses and for general and administrative expenses 

is based on budgets for these items. The monthly cash expenditures for general and administrative 

expenses are $31,000 rather than $33,000. The $2,000 difference relates to depreciation, which 

does not require use of cash. 

®@ Blue Mountain’s accountant provided tax information. Income taxes are determined on the basis of 

predicted taxable income following IRS rules. Estimated tax payments are made during the month 

following the end of each quarter. Hence, the taxes payable on April | are paid during April. 

@ The cash budget shows cash operating deficiencies and surpluses expected to occur at the end of 

each month; this is used to plan for borrowing and loan payment. 

@ The cash maintenance policy for Blue Mountain specifies that a minimum balance of $15,000 is 

to be maintained. 

@ BMS has a line of credit with a bank, with any interest on borrowed funds computed at the simple 

interest rate of 12.0 percent per year, or 1.0 percent per month. All necessary borrowing is assumed 

to occur at the start of each month in increments of $1,000. Repayments are assumed to occur at 

the end of the month. Interest is paid when loans are repaid. 
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| EXHIBIT 21.8 Cash Budget 

pil Me ee ee 
_ Budgeted sales (Exhibit 21.4). . $190,000 $228,000 $250,000 $668,000 

l Cash balance, beginning...-...2s:2.+0--s0-0-0: $ 15,000 $ 15,770 $ 44,850 $ 15,000 

Collections on sales 

Cashisales(50%cisales) armas eaters nee tere 95,000 114,000 125,000 

Credit sales 

Current month (25% credit sales)............. 23,750 28,500 31,250 

Prior month (74% credit sales) ..............- __ 59,200" __70,300 __ 84,360 

“OLA neutente Ate ues Mace noha, cr canteen taste ack: 177,950 212,800 240,610 631,360 

Cash available for operations..................-. _ 192,950 _ 228,570 285,460 646,360 

Disbursements 

Purchases (Exhibit 21.5) 

Current month (20% purchases).............. 25,080 28,680 33,540 

Prior month (80% purchases)................ 84,000** 100,320 114,720 

AROLWSU es seve ng 7 tb mromeae eecteeys EMORNr chy Her arch ted tern aay 109,080 129.000 148,260 386,340 

Selling expenses (Exhibit 21.6)................. 12,100 13,620 14,500 40,220 

General & Administrative Expenses 

(Exhibit 21.7, excluding depreciation).......... 31,000 31,000 31,000 93,000 

TAXESHEXHIDIT:2 GS) A akon pees eee era eis teeter 35,000 35,000 

Selita ttre aor pees at cotnrebn te he in ie Nit on ys ARRAS eal (187,180) (173,620) (193,760) (554,560) 

_ Excess (deficiency) cash available over 5,770 54,950 91,700 91,800 

GisbuUrsementSaye case eae ie mone eters chee ae 

Short-term financing” 

INGWiIOANS Bear ee ers, cooks create ea nian caver rene areas 10,000 10,000 

REDAaVIMentSisr cee as sere se mami etme cee nes (10,000) (10,000) 

INESFEST ITT Rieter ct ciate reas ort ge Et chee betes _— (100) — (100) 

NERCZEM ITO WMEIMENVG) 6 oc occoccuasemunteosonns 10,000 (10,100) —_ (100) 

CERNiselEINeS Eileline) acoccanocnnanesconnacecene $ 15,770 $ 44,850 $ 91,700 $ 91,700 

*April 1 accounts receivable. 

*“*April 1 accounts payable. 

*! oans are obtained in $1,000 increments at the start of the month to maintain a minimum balance of $15,000 at all times. 

Repayments are made at the end of the month, as soon as adequate cash is available. Interest of 12 percent per year (1 percent 

per month) is paid when the loan is repaid. 

@ The cash budget indicates Blue Mountain needs to borrow $10,000 in April. The $10,000 plus 

interest is repaid in May. 

If Blue Mountain had any cash disbursements for dividends or capital expenditures they would be 

included in the cash budget. These items, along with information on income taxes, would be shown in 
special budgets. 

Budgeted Financial Statements 

The preparation of the master budget culminates in the preparation of budgeted financial statements. 

Budgeted financial statements are pro forma statements that reflect the “‘as-if” effects of the bud- 
geted activities on the actual financial position of the organization. That is, the statements reflect the 
results of operations assuming all budget predictions are correct. Spreadsheets that permit the user to 
immediately determine the impact of any assumed changes facilitate developing budgeted financial 
statements. The budgeted income statement can follow the functional format traditionally used for fi- 
nancial accounting or the contribution format introduced in Module 15. In either case, the balance sheet 
amounts reflect the corresponding budgeted entries. 

Exhibit 21.9 presents the budgeted income statement for the quarter ending June 30, 2012. If 
all predictions made in the operating budget are correct, BMS will produce a net income of $51,540 
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for the quarter. Almost every item on the budgeted income statement comes from one of the budget 
schedules. 

EXHIBIT 21.9 Budgeted Income Statement 

Sales (Exhibit:21f4 \amemrersse ties 2470-72, cccctn. ere enanner ye raetedeg «7 |). Sv (OpUne nN Reg ora $668,000 

Cost of goods sold:* 

se linialints) inmeniony (Extent i) cos cocebhencounnoococctiotanvenpasuncens $157,000 

Purchases: (Exhibity2:125)\aeemeee tee tckedse nee seniper reer ene ney art cee ObIY St CMe geuny nas 436,500 

Gostotimerchandiseravailablemessrm scene ne ct cers ene ete tes at ees eee 593,500 

Endingiinvemtony:(EXhibitiZ 125) Maraanem eee naira ecen eet al on antedaunee | cy Pheta ree (192,700) (400,800) 

(GrOSS Dr litre: Saat eteenre La eeteront toro. cs ae ee THM er a: cera. a 267,200 

OINEMEXPeNnSeS zee re ane rns Gi 5) cn Meet Eerser tench merre efor, Yale D2 ates 

Badidebtic.ocreditisales)igaewrs son ec cee Ren Ton ONE etn etna 3,340 

Sellingu(ExhibitZdeG)'st stew ory tema ste rarers ed PRR te Ske oteny ha Mo ey ee 40,220 

Genetaliancdiadministrative;(Exnibith21).7) samen eeeraitae tte iencis ers are aeee ne: 99,000 (142,560) 

Income srompOperatlonssce eset ler eae MeL ean litre. seeks Msedrendattue nts n> Sete). Sept ere 124,640 

interestiexpense:(Exhibitg21:3) Semeamewteitcen he cc ticiorc sac rereroie mi oh enim emeroedars (100) 

Nehincome)tromioperationSameenmeiteerates asics cs cach ties cae a cinceia meen 124,540 

Allowance formincomertaxesmaumepeeg terry tae ine rtacee ss nica cars cto uncer at ote gheveecenes (73,000) 

NGiIMNCOMORNE crn es oer kos eters ete et Sg. 0 ae ne en eee $ 51,540 

*Also computed at sales x 0.6 

**$668,000 x 0.5 credit sales x 0.01 bad debts 

**Provided by accounting 

The budgeted balance sheet, presented in Exhibit 21.10 shows Blue Mountain’s financial position 

as of June 30, 2012, assuming that all budget predictions are correct. Sources of the budgeted balance 

sheet data are included as part of the exhibit. 

EXHIGIT 21. 10 Budgeted Balance Sheet 

_ June 30, 2012 

Assets: 

Current assets 

Cashi(Exhibite2deS yr sccee soko crcdet ents. Sotnaee ts toieteea caseload ob ane $ 91,700 

ACCOUNTS TECeIVablenmeti ere se tect aise tatty ae alo tie gee ete ter zeta dee ate 92,500 

Merchandise inventory (Exhibit 21.5 and 21.9)................ 192,700 $376,900 

Fixed assets 

Buildings and equipment (Exhibit 21.3) ....................... $460,000 

Less accumulated depreciation 

(ExhibrtiZiks! plus depreciation Exhibit Ai) memes ttceel helene isle! (130,800) 329,200 

HandiExhibit-2tr3 )eteentanen fon oat ch beaeete es tsten ces ne eets 60,000 389,200 

OLAS SOUS eRe eer marae eee eener ee te ee tare a eL STIG SU UREN epee nee Sroths cot $766,100 

Liabilities and Stockholders’ Equity 

Current liabilities 

ACCOUNTS PAV AD CatewtcescnsertemeNaa eter pe evel tps) yeh LUMe erect to = $134,160 

IVES PVA O(StMoeAl)) = ocaboasborsnot duos on nbn omeiaee 73,000 $207,160 

Stockholders’ equity 

Capitalistocks EXxMipit2iles) exert tment elt Mee alee bie 350,000 

Retained earnings (Exhibit 21.3 plus net income Exhibit 21.9).... 208,940 558,940 

Total liabilities and stockholders’ equity.................--.-.08- $766,100 

*June credit sales collected in July, $250,000 x 0.50 x 0.74. 

**June purchases paid in July, $167,700 x 0.80. 
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O24 Explain and 

develop a basic 

manufacturing cost 

budget. 

Finalizing the Budget 

After studying the BMS example, you might conclude that developing the master budget is a mechani- 

cal process. That is not the case. Understanding the basics of budget assembly is not the end; it is a tool 

to assist in efficient and effective budgeting. Before finalizing the budget, the following two questions 

must be addressed: 

@ Is the proposed budget feasible? 

Is the proposed budget acceptable? 

To be feasible, the organization must be able to actually implement the proposed budget. Without 

the line of credit, Blue Mountain’s budget is not feasible because the company would run out of cash 

sometime in April. Knowing this, management can take timely corrective action. Possible actions in- 

clude obtaining equity financing, issuing long-term debt, reducing the amount of inventory on hand 

at the end of each quarter, or obtaining a line of credit. Other constraints that would make the budget 

infeasible include the availability of merchandise and, in the case of a manufacturing organization, 

production capacity. 

Once management determines that the budget is feasible, they still need to determine if it is ac- 

ceptable. To evaluate acceptability, management might consider various financial ratios, such as return 

on assets. They might compare the return provided by the proposed budget with past returns, industry 

averages, or some organizational goal. 

BUDGET DEVELOPMENT IN 
MANUFACTURING ORGANIZATIONS 
The importance of inventory in various organizations was introduced in Module 17 where Exhibit 17.1 

(page 17-4) summarized inventory and related expense accounts for service, merchandising, and man- 

ufacturing organizations. Recall that service organizations usually have a low percentage of their assets 

invested in inventory, usually consisting of the supplies needed to facilitate operations. In contrast, 

merchandising organizations usually have a high percentage of their total assets invested in inventory, 

with the largest inventory investment in merchandise purchased for resale. The preceding illustration 

of the development of a master budget was for a merchandising organization. 

Production Budget 

Because manufacturing organizations convert raw materials into finished goods that are sold to cus- 

tomers, there are additional steps in developing their master budget. Contrast the assembly of a budget 

for a merchandiser in Exhibit 21.2 with the assembly of a budget for a manufacturer in Exhibit 21.11. 

The management of a manufacturing organization must determine the production volume required 
to support sales and finished goods ending inventory requirements (production budget). Then, based 
on available inventories or raw materials and the raw materials required for production, management 
develops a purchases budget. 

Manufacturing Cost Budget 

In addition to a selling expense budget and a general and administrative expense budget, management 
needs also to develop a manufacturing cost budget, which is similar in design to a statement of cost of 
goods manufactured (see Exhibit 17.6, page 17-16) except that it is prepared in advance of production 
rather than after production. Reflecting these additional steps, the cash budget includes payments for 
direct labor and manufacturing overhead, based on information in the manufacturing cost budget, and 
payments for purchases of raw materials based on the purchases budget. Note cash disbursements are 
for materials purchased rather than materials used in production. 

Continuing our Blue Mountain Sports example, assume that management is considering the op- 
tion of manufacturing a high-quality backpack, tentatively named the “Trekpack” as an alternative to 
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EXHIBIT 21.11 Budget Assembly for a Manufacturer 

purchasing a similar item from an outside vendor. Unit variable and monthly fixed cost estimates as- 

sociated with the manufacture of Trekpacks follow: 

Unit costs: 

Direct materials: 

Fabric: 2 square yards at. $10 peryardi;. 2. ......00.5......... $20 

Hardware kits (buckles, straps, etc.).. 2... 0... ee ee 5 SS) BS) 

DiKaen Aloe OF NOW GP SIAOYNET INOW: wc co oouo sco noaeasanraane tS 

Vanable:overhead? per lunit-meesracrarternom ame mttsiieie cieteiticne s-aicie cs ste 8 

OtalWaniable:cOStSyDeMn Unite ensrarcisieie ss memeiieioincaer-iet cin acc ener rwes $ 48 

Fixed costs per month (rent, utilities, supervision)................0405 $6,000 

Because management anticipates an average monthly production volume of 500 Trekpacks, the aver- 

age fixed cost per unit, a predetermined overhead rate, is $12 ($6,000/500). 

For budgeting purposes, management uses a standard cost, a budget per unit of product, for valu- 

ing inventories and forecasting the cost of goods sold. The standard cost of a Trekpack is $60: 

DiKeChinlatehalSae eee eer eee ee hn eee we ec oan apa reiey oN $25 

DiTeGte ADO Iman EIR ere yaa Tee eer ahe ch cent veces toes are ahclfone tsa auies siren soeaeginiaee se Zanes ie WS 

VahiablerOvelhcacl eee aceten cecen tent cSR A aeseae t tektrcs Wate a. ste ye esmietaaycomuarntenare mae cod hey se 8 

EIXSGIOV SHCA meen PeN ciate ean TG Maat eh race yt Perorsemerctmsire bea cectaislona ar vial oa) dvr ietlvceeets “12 

STAN CANCLCO St CAC GR aE a Pema Te rao a eimienten Fea eee comarca cnet te $60 

Management, planning to introduce this new product in May, developed the sales budget shown 

in Exhibit 21.12. In this case, because unit information is necessary to determine production require- 

ments, the sales budget is expressed in units as well as dollars. 
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EXHIBIT 21.12 Sales Budget 

$40,000 $50,000 $90,000 $60,000 

a 2 April = Mi _ June uarte a July 

Sales: ="UinitS ss acesroteey en ove ereasiectien eke terete o 400 500 900 600 

0 Sales - Dollars ($100 each)............... 

Introducing Trekpacks in May requires some April production. To meet the initial sales require- 

ment for the start of each month, management desires end-of-month inventories equal to 40 percent of 

the following month’s budgeted sales. The sales budget and ending inventory plans, along with infor- 

mation on beginning inventories, is used to develop the production budget in Exhibit 21.13. 

| EXHIBIT 21.13 Production Budget 

[o. A June = Quarter Total 

F Budgeted SaleSice.natsrstharcterrter-ce- pa ciern ee eet Tine srs Sutin 0 400 500 900 

Desired ending inventory 

| ZO iOlllommine fino SES cocoa cn ndnandoadsnuesunncegs 160 200 240 240 

F Total requirementsne tee een en gene ee 160 600 740 1,140 
LOSS Co MIANG TIMEMWO nome cmmdao oo owe o oho OMe wh ec Sa! (160) (200) ) 

Ble eucehfoloreWeWollk sc cucmecokad occu an odena ty oc ccese nn 160 440 540 1,140 

The production budget, along with information on beginning inventories of raw materials and 

planned ending inventory levels (500 square yards of fabric and 200 kits) is then used to budget the 

purchases in Exhibit 21.14 for raw materials in units and dollars. The production budget, along with 

standard variable and predicted fixed cost information is also used to develop the manufacturing cost 

budget in Exhibit 21.15. 

EXHIBIT 21. 14 Purchase Budget 

BLUE MOUNTAIN SPORTS 

Purchases Budget __ 
‘For the Second Quarter Ending June 30, 2012 

April” May : June —-_ Quarter Total 

Fabric: 

Current needs (2 yards per unit) ................ 320 880 1,080 2,280 

Desired ending inventory (500 yards) ............ 500 500 500 500 

HOtalirequireMmentSys meme cette nents cieeerticien: 820 1,380 1,580 2,/80 

LESS OES [AMINE] AMWEIMWOIN- no oa ea anno noua —0 —500 —500 0) 

Flo [WK ESES I WENCIS ooo ope oan p enone ue 820 880 1,080 2,780 

Assembly kits: 

CURE MESES (UTS MUM) ooo snonononunngansdone 160 440 540 1,140 
Desired ending inventory (200 kits).............. 200 200 200 200 

TotaltrequireimentSisesry acm cene ce ier emanate ene 360 640 740 1,340 
LCS; ISVSHIATA AG) NAWEIMOIA sn ao ce ono boom enone on =) —200 —200 —@) 

Mt: (OU MANS i) UMS, 2a6caoaacoeodoeusouon os 360 440 540 1,340 

_ Purchases (Dollars) 
Fabticrat STO'pemvarc met. crac eee $ 8,200 $ 8,800 $10,800 $27,800 
Kits"at-$5°each):, eer te te eee ek are 1,800 2,200 2,700 6,700 

f Total purchases in dollars. 1.7, 1s. cenn deep $10,000 $11,000 $13,500 $34,500 
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Because it does not require the introduction of new concepts, the cash budget and the pro-forma 

financial statements for Blue Mountain Sports with the manufacturing of Trekpacks are not presented. 

Keep in mind that the cash budget will include disbursements for purchases shown in Exhibit 21.14 and 

for direct labor, variable overhead, and fixed overhead shown in Exhibit 21.15. A pro-forma functional 

income statement using absorption costing will include the predicted cost of goods sold for Trekpacks 

at a $60 standard cost per unit. A contribution income statement using variable costing would include 

the cost of goods sold for Trekpacks at a $48 standard cost per unit with all fixed manufacturing costs 

expensed in the period incurred. Finally, the pro-forma balance sheet will include standard costs of any 

June raw materials (500 square yards at $10 per yard and 200 kits at $5 each), work in process (none), 

and finished goods. Any unpaid liabilities for purchases of raw materials, direct labor, and manufac- 

turing overhead would also be shown under current liabilities. Note that completing the cash budget 

and the pro-forma statements requires information on the timing of payments for the purchases of raw 

materials, direct labor, and manufacturing overhead. 

EXHIBIT 21.15 Manufacturing Cost Budget 

Direct materials 

Fabric used in production (production x 2 yards x $10). $3,200 $ 8,800 $10,800 $22,800 

Kits used in production (production Xx 1 kit x $5)....... 800 2,200 2,700 5,700 

MTOtal rsccic 5 Rate othe are aentiore hl: SME Cee ese Sethe oxy 4,000 11,000 13,500 28,500 

Direct labor (production x 1/2 hour X $30).............. 2,400 6,600 8,100 17,100 

Manufacturing overhead 

Variable(SS:perjumititas 1s hascinern tery se fey te prae 1,280 3,520 4,320 9,120 

EIXG Cetera: tre me fawacrpantnnd cehkinvedaik: dace Suemiceae > 6,000 6,000 6,000 18,000 

WCET w 5.5. dia, Gua S cembeesoteosmncasee permet cnr Perot itoes Clee orn ea eoen Ore 7,280 9,520 10,320 27,120 

TORMARNUIZAG UME) COSI nt sous onsede news oes doludde $13,680 $27,120 $31,920 $72,720 

BUDGET DEVELOPMENT AND 
MANAGER BEHAVIOR 

Organizations are composed of individuals who perform a wide variety of activities in pursuit of the .©5 Describe 

organization’s goals. To accomplish these goals, management must recognize the effects that budgeting __ the relationship 

and performance evaluation methods have on the behavior of the organization’s employees. between budget 

development and 

Employee Participation EWES ge UENCE 

Budgeting should be used to promote productive employee behavior directed toward meeting the or- 

ganization’s goals. While no two organizations use exactly the same budgeting procedures, two ap- 

proaches to employee involvement in budgeting represent possible end points on a continuum. These 

approaches are sometimes referred to as top-down and bottom-up methods. 

With a top-down or imposed budget, top management identifies the primary goals and objec- 

tives for the organization and communicates them to lower management levels. Because relatively few 

people are involved in top-down budgeting, an imposed budget saves time. It also minimizes the slack 

that managers at lower organizational levels are sometimes prone to build into their budgets. However, 

this nonparticipative approach to budgeting can have undesirable motivational consequences. Person- 

nel who do not participate in budget preparation might lack a commitment to achieve their part of the 

budget. 
With a bottom-up or participative budget, managers at all levels—and in some cases, even 

nonmanagers—are involved in budget preparation. Budget proposals originate at the lowest level of 

management possible and are then integrated into the proposals for the next level, and so on, until the 

proposals reach the top level of management, which completes the budget. 
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Participation helps ensure that important issues are considered and that employees understand the 

importance of their roles in meeting the organization’s goals. It also provides opportunities for problem 

solving and fosters employee commitment to agreed-upon goals. Hence, budget predictions are likely 

to be more accurate, and the people responsible for the budget are more likely to strive to accomplish its 

objectives. These self-imposed budgets reinforce the concept of participative management and should 

strengthen the overall budgeting process. 

Participative approaches to budgeting have a few disadvantages. Because they require the involve- 

ment of many people, the preparation period is longer than that for an imposed budget. Another disad- 

vantage is the tendency of some managers to intentionally understate revenues or overstate expenses to 

provide budgetary slack. A manager might do this to reduce his or her concern regarding unfavorable 

performance reviews or to make it easier to obtain favorable performance reviews. If a department 

consistently produces favorable variances (actual results versus budget) with little apparent effort, this 

might be a symptom of budgetary slack. On the other hand, as discussed in the following Business 

Insight, budgetary slack can produce favorable results under certain circumstances. 

MANAGERIAL DECISION |. 

As the CFO of a relatively new and fast-growing entrepreneurial enterprise, you and the other top man- 

agers have previously emphasized technical and marketing innovation and creativity over planning 

and budgeting. But now with growing competition and the maturing of the company’s products, you 

recognized that a culture of better financial planning must be established if the company is to succeed 

in the long run. You feel that the financial staff have the best expertise and understanding of the busi- 

ness to prepare effective budgets, but you are concerned about the motivational effects of excluding 

the lower-level managers from the process and are seeking advice. [Answer, p. 21-23.] 

Budgeting Periods 

Although most organizations use a one-year budget period, some organizations budget for shorter or 

longer periods. In addition to fixed-length budget periods, two other types of budget periods commonly 

used are life cycle budgeting and continuous budgeting. 

When a fixed time period is not particularly relevant to planning, an organization can use life cycle 

budgeting, which involves developing a budget for a project’s entire life. An ice cream vendor at the 

beach might develop a budget for the season. A general contractor might budget costs for the entire 

(multiple-year) time required to construct a building. 

Under continuous budgeting, the budget (sometimes called a rolling budget) is based on a mov- 

ing time frame. For example, an organization on a continuous four-quarter budget system adds a quar- 

ter to the budget at the end of each quarter of operations, thereby always maintaining a budget for four 

quarters into the future. Under this system, plans for a full year into the future are always available, 

whereas under a fixed annual budget, operating plans for a full year ahead are available only at the 

beginning of the budget year. Because managers are constantly involved in this type of budgeting, the 

budget process becomes an active and integral part of the management process. Managers are forced to 

be future oriented throughout the year rather than just once each year. 

Forecasts 

Budget preparation requires the development of a variety of forecasts. The sales forecast is based on 
a variety of interrelated factors such as historical trends, product innovation, general economic condi- 
tions, industry conditions, and the organization’s strategic position for competing on the basis of price, 
product differentiation, or market niche. Many organizations first determine the industry forecast for a 
given product or service and then extract from it their sales estimations. 

Although the sales forecast is primary to most organizations, there are many other forecasts of 
varying importance that must be made, including (a) the collection period for sales on account, (b) 
percent of uncollectable sales on account, (c) cost of materials, supplies, utilities, and so forth, (d) 
employee turnover, (e) time required to perform activities, (f) interest rates, and (g) development time 
for new products or services. 
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When one of the authors became responsible for budgeting and financial control of a business 

school, department budgets were developed using the incremental approach. There were two 

major problems. First, there was inadequate information on the activities and programs financed 

by college funds. Second, department heads with budget authority frequently requested addi- 

tional funds for special projects and overspent their budget, causing the college to dip into dis- 

cretionary funds contributed by alumni and friends. 

Practicing what is taught in this book, the author implemented different approaches to bud- 

geting different costs. For example average salary increases were budgeted on an incremental 

basis, instructional supplies and photocopying were budgeted using the output/input approach, 

and various student and alumni events were budgeted per event using budgeting for objectives. 

Funds were then allocated to the budget of the department responsible for the activity or event. 

This approach demystified the budgeting process and allowed personnel to understand what was 

accomplished with college’s funds. 

The availability of dollars in regular budgets almost always expires at the end of the budget 

year, leading managers to spend all of their funds, and even a bit more. To provide flexibility for 

department managers to undertake new initiatives during the year, each department was provided 

an additional budget allocation, funded by college alumni and friends for unspecified discretion- 

ary items. If the manager spent more than the regular budget, the overspending would be taken 

from the allocated discretionary funds. If the manager spent less than the regular budget plus the 

allocated discretionary funds, the unspent discretionary funds were carried forward to the follow- 

ing year. 

The availability of the discretionary funds reduced the tendency of managers to make special 

requests throughout the year. Interestingly, department managers saw the discretionary funds as 

a savings account that they were reluctant to spend without good reason. The result was a signifi- 

cant decline in overspending of the regular budget. 

Ethics 

Because most wrongful activities related to budgeting are unethical, rather than illegal, organizations 

often have difficulty dealing with them. However, when managers’ actions cross the gray area between 

ethical and fraudulent behavior, organizations are not reluctant to dismiss employees or even pursue 

legal actions against them. 

Although most managers have a natural inclination to be conservative in developing their budgets, 

at some level the blatant padding or building slack into the budget becomes unethical. In an extreme 

case, it might even be considered theft if an inordinate level of budgetary slack creates favorable per- 

formance variances that lead to significant bonuses or other financial gain for the manager. Another 

form of falsifying budgets occurs when managers include expense categories in their budgets that are 

not needed in their operations and subsequently use the funds to pad other budget categories. The delib- 

erate falsification of budgets is unethical behavior and is grounds for dismissal in most organizations. 

Ethical issues might also arise in the reporting of performance results, which usually compares 

actual data with budgeted data. Examples of unethical reporting of actual performance data include 

misclassification of expenses, overstating revenues or understating expenses, postponing or accelerat- 

ing the recording of activities at the end of the accounting period, or creating fictitious activities. 

Open Book Management 

If an organization is to obtain the full benefit of budgeting, support for the budget must be obtained 

from employees at all levels. Many organizations, especially smaller ones, have used open book man- 

agement to obtain employee support for the budget. Open book management involves sharing finan- 

cial and related information with employees, teaching employees to understand financial numbers, 

encouraging employees to use the information in their work, and sharing financial results with employ- 

ees, perhaps through a bonus program. The following Research Insight examines the success of open 

book management in small companies. 
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GeS=iea enue Open Book Management Opens the Door to Profits 
Research performed by Dr. Jody Heymann and others at the McGill University Institute for Health 

and Social Policy shows that “sharing financial information with low-skilled workers helps build ef- 

ficiency and profits.” This is especially true at smaller companies with profit sharing plans. Examples 

cited by Dr. Heymann include Great Little Box, a Canadian packaging company with 213 employ- 

ees, and Dancing Deer Baking, a gourmet bakery with 63 employees in Boston. 

At Great Little Box, fifteen percent of the profits are split equally among all employees, and the 

firm’s finances, production, and sales performance are discussed at monthly meetings attended by 

employees ranging from machine operators to senior managers. “As a result, even the lowest-level 

employees act like managers, looking for ways to reduce costs and improve productivity.” 

At Dancing Deer Baking, employees are offered “options” that are sold back to the company 

when workers leave or retire. When discussing finances and operations, production workers noted 

that fifteen percent of the brownies were scrapped because the shape of the pans required edges 

to be cut after baking. To alleviate this problem the company purchased new pans costing $35,000. 

The investment was recouped in three months. 

Source: Jody Heymann, “Bootstrapping Profits by Opening the Books,” Bloomberg Businessweek, September 27, 2010, p. 62; 

Jody Heymann with Magda Barrera, “Profit at the Bottom of the Ladder,” Harvard Business School Press, 2010. 

Properly used, an operating budget is an effective mechanism for motivating employees to higher 

levels of performance and productivity. Improperly developed and administered, budgets can foster 

feelings of animosity toward management and the budget process. Behavioral research has generally 

concluded that when employees participate in the preparation of budgets and believe that the budgets 

represent fair standards for evaluating their performance, they receive personal satisfaction from ac- 

complishing the goals set in the budgets. 

ISS LSE IN TS BL Ee BIH EE ETN SE RA I EEE NER REE SEE TA A GT A I POS LS OED DN ESET STD SWS OS EE DT I IS 

MODULE-END REVIEW 1: BUDGET FOR A 

MERCHANDISING ORGANIZATION 

Stumphouse Cheese Company is a wholesale distributor of blue cheese and ice cream. The following information 
is available for April 2012. 

Estimated sales 

Blue cheese ......... 160,000 hoops at $10 each 

KSEHCEETIM cima caace oe 240,000 gallons at $5 each 

Estimated costs 

Blue cheese ......... $8 per hoop 

lcoicream sae eeeeeiee $2 per gallon 

Beginning Ending 

Desired inventories 

Blueicheesean sectucien 10,000 12,000 

ICC\Croanlipeia ea ek 4,000 5,000 

Financial information follows: 

¢ Beginning cash balance is $400,000. 
* Purchases of merchandise are paid 60 percent in the current month and 40 percent in the following month. 

Purchases totaled $1,800,000 in March and are estimated to be $2,000,000 in May. 
* Employee wages, salaries, and commissions are paid for in the current month. Employee expenses for 

April totaled $156,000. 
* Overhead expenses are paid in the next month. The accounts payable amount for these expenses from 

March is $80,000 and for May will be $90,000. April’s overhead expenses total $80,000. 



Module 21 | Operational Budgeting and Profit Planning 21-22 

¢ Sales are on credit and are collected 70 percent in the current period and the remainder in the next period. 

March’s sales were $3,000,000, and May’s sales are estimated to be $3,200,000. Bad debts average | 
percent of sales. 

* Selling and administrative expenses are paid monthly and total $450,000, including $40,000 of 
depreciation. 

¢ All unit costs for April are the same as they were in March. 

Required 
Prepare the following for April: 

a. Sales budget in dollars. 

b. Purchases budget. 

c. Cash budget. 

d. Budgeted income statement. 

The solution is on page 21-38. 

MODULE-END REVIEW 2: BUDGET FOR A 

MANUFACTURER 

Handy Company manufactures and sells two industrial products in a single plant. The new manager wants to have 

quarterly budgets and has prepared the following information for the first quarter of 2012: 

Budgeted sales 

DililSeee-tePicree reticent cua crete a ee cena a aeeee 60,000 at $100 each 

SAW Sanne tron en ee en a ea Nee Pet ene 40,000 at $125 each 

Budgeted inventories 

Beginning Ending 

Drillsstimishediwewicce.saic cs. car- eeu e 20,000 units 25,000 units 

Sawsaifinishedy.cecacscse cha. epee see ees 8,000 units 10,000 units 

Metal, direct materials ............... 32,000 pounds 36,000 pounds 

Riasticy direct materials) =oessmane os a4 = 29,000 pounds 32,000 pounds 

Handles, direct materials ............. 6,000 each 7,000 each 

Standard variable costs per unit 

Drills Saws 

Direct materials 

Moetalmemmnerartt tocrertt-- 5 pounds x $8.00 $40.00 4pounds x $8.00 $32.00 

Plasticummerne ee 3 pounds x $5.00 15.00 3pounds x $5.00 15.00 

Handles sass. amen 1 handle x $3.00 3.00 

LOtall eS ar ao pier teas Sn feo ae ae ss opty 58.00 47.00 

BirechlabOneerimmcier wes cr 2 labor hours x $12.00 24.00 3 labor hours $16.00 48.00 

Variable manufacturing 

Overhead! s..eeemeee oe 2 hours * $1.50 3.00  3hours x $1.50 4.50 

otal ea ee eb ea ee een $85.00 $99.50 

Fixed manufacturing overhead is $214,000 per quarter (including noncash expenditures of $156,000) and is allocated 

on total units produced. Financial information follows: 

¢ Beginning cash balance is $1,800,000. 
e Sales are on credit and are collected 50 percent in the current period and the remainder in the next period. 

Last quarter’s sales were $8,400,000. There are no bad debts. 

¢ Purchases of direct materials and labor costs are paid for in the quarter acquired. 

¢ Manufacturing overhead expenses are paid in the quarter incurred. 

¢ Selling and administrative expenses are all fixed and are paid in the quarter incurred. They are budgeted at 

$340,000 per quarter, including $90,000 of depreciation. 
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Required 
For the first quarter of 2012, prepare the following: 

Se ao ss 

Sales budget in dollars. 

Production budget in units. 

Purchases budget. 

Manufacturing cost budget. 

Cash budget. 

Budgeted contribution income statement. (Hint: See Module 15.) 

The solution is on page 21-39. 

GUIDANCE ANSWER 

MANAGERIAL DECISION | 

You seem to be leaning toward using a top-down approach to budgeting. While this method may produce an 

effective set of benchmarks for planning and evaluation, it does not maximize the benefits of budgeting. A key 

element in any effective budgeting system is that it must be embraced by the managers whose performance will 

be evaluated by it. If the budget is imposed from the top down, it is far less likely to be embraced by managers 

than if they have participated from the beginning of the budget development process. The most effective bud- 

geting systems are those that are strongly embraced by managers at all levels, which is most readily achieved 

through a participative (bottom-up) approach. 

DISCUSSION QUESTIONS 

Q21-1. What are the primary phases in the planning and control cycle? 

Q21-2. Does budgeting require formal or informal planning? What are some advantages of this style of 

management? 

Q21-3. Identify the advantages and disadvantages of the incremental approach to budgeting. 

Q21-4. Explain the minimum level approach to budgeting. 

Q21-5. How does activity-based budgeting predict a cost objective’s budget? 

Q21-6. Explain the continuous improvement concept of budgeting. 

Q21-7. Which budget brings together all other budgets? How is this accomplished? 

Q21-8. What budgets are normally used to support the cash budget? What is the net result of cash budget 

preparations? 

Q21-9. Define budgeted financial statements. 

Q21-10. Identify the two budgets that are part of the master budget of a manufacturing organization but not 

part of the master budget of a merchandising organization. 

Q21-11. Contrast the top-down and bottom-up approaches to budget preparation. 

Q21-12. Is budgetary slack a desirable feature? Can it be prevented? Why or why not? 

Q21-13. Why are annual budgets not always desirable? What are some alternative budget periods? 

Q21-14. Explain how continuous budgeting works. 

Q21-15. In addition to the sales forecast, what forecasts are used in budgeting? 

Q21-16. Why should motivational considerations be a part of budget planning and utilization? List several 
ways to motivate employees with budgets. 
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Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M21-17. 

M21-18. 

M21-19. 

Output/Input Budget (1.02) 

Fifth Street Health Center has the following resource input information available for a routine physical 

examination. 

¢ Each exam normally requires 1.25 hours of examining room time, including: 

O 45 minutes of nursing services, 

O 30 minutes of physician services 

¢ Each exam also utilizes one package of examination supplies costing $15 each. 

¢ Including benefits, physicians earn $60/hour and nurses earn $25/hour. 

¢ Variable overhead is budgeted at $20 per examining room hour and fixed overhead is budgeted at 

$5,000 per month. 

Required 

Prepare an output/input budget for October when 500 routine examinations are planned. 

Incremental Budget (!.©2) 

Smith County uses an incremental approach to budgeting. The 2011 cash budget for the Smith County 

Department of Motor Vehicles is presented below: 

SUP DIIGSmeeeeterena tk teed eI, Pet TRL CDS US gd PETES EIB MSG Peet heen 5 ae Ee $12,000 

emmpPOkakyaancliseasOnall WAGES ateetererte ts eeiarte eae ceeeoane cic seie ye ears cee twee 18,000 

Wagestotifull=timeremployees yess ari scieten si trons crerssthe ec cree fetig oie ence ese) ear epeeunele 180,000 

SUDEVISOSAlaneSAAy maces alates crete eee beara ths Seep ales Engen eee § 42,000 

FReMtepwemnmees metetraet tan sancec exons Setae, oan) Guatee aiebere fie Grier see eet nw Ge tose ten auitan capes rarer 36,000 

ISTE C Sree oN arate ate pre ne ratte ate eae teeecd oe erated chat Sh Pee ae RE Dp SRG 16,000 

WEISS AER ere Ns ee phen ieee eer oh Ueto Sa UPA Cis Baten Sermon ade RARE, Sones PANS ae as 18,000 

Miscellaneous rierres aaa Reta ile Arwen eee ret oe ee ti ewe) TN eon ah eee 6,000 

Gontingencies andi equipments risers tis tates series esc 4 kcbterecsiaee athe eas oe 30,000 

G) Otel ee eee Nee rites hearers wach ohn laud a cuehve ds cata eeiisaanite Ale anevada arias Sree shopereg: $358,000 

Required 

Prepare an incremental cash budget for 2012, assuming the planned total budget increase is 2.5 percent. 

Budget details include a budget increment for salaries and wages of 3.5 percent, no change in rent, 

and 2 percent increases in the budget for supplies and miscellaneous. Utility companies have received 

approvals for rate increases amounting to 4 percent and insurance companies have announced an increase 

in premiums of 6 percent. 

Purchases Budget in Units and Dollars (09) @ 

Budgeted sales of The Music Shop for the first six months of 2012 are as follows: 

Month Unit Sales — Month = —_ Unit Sales 
JanUan yams sail 130,000 YN 8) er Ses. cone ee ee 210,000 

Febnlary anwar secon 160,000 Maina onsen recta 180,000 

Mare Inve ieesssccenevs 200,000 JURGs: ch ecient tere 240,000 

Beginning inventory for 2012 is 40,000 units. The budgeted inventory at the end of a month is 40 percent 

of units to be sold the following month. Purchase price per unit is $5. 

Required 

Prepare a purchases budget in units and dollars for each month, January through May. 
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vy) M21-20. Cash Budget (03) . 

Wilson’s Retail Company is planning a cash budget for the next three months. Estimated sales revenue 

is as follows: 

SEIMEI so bobo obec $300,000 Marc hteaenerere ames tie $200,000 

Rebnuany eraser 225,000 Aprilitimes autre eevee 175,000 

All sales are on credit; 60 percent is collected during the month of sale, and 40 percent is collected during 

the next month. Cost of goods sold is 80 percent of sales. Payments for merchandise sold are made in the 

month following the month of sale. Operating expenses total $41,000 per month and are paid during the 

month incurred. The cash balance on February | is estimated to be $30,000. 

Required 

Prepare monthly cash budgets for February, March, and April. 

(vy) M21-21. Production and Purchases Budgets in Units (.°%) 

At the end of business on June 30, 2012, the Wooly Rug Company had 100,000 square yards of rugs and 

400,000 pounds of raw materials on hand. Budgeted sales for the third quarter of 2012 are: 

os Sales eh 
July... co eaeheas : : 200,000 sq. yards 

AUIGUST Ra a Onan te rea OR wetire trained Ache tag yee eee See Aee at ane Rees 180,000 sq. yards 

SOpleMbera ssa ctra crac os CS Sees meted ot dain SE SR Os ne 150,000 sq. yards 

OCtODeres ashen nc caus ta hPa AGA Good eau ea a bd eee eters ee 160,000 sq. yards 

The Wooly Rug Company wants to have sufficient square yards of finished product on hand at the end 

of each month to meet 40 percent of the following month’s budgeted sales and sufficient pounds of raw 

materials to meet 30 percent of the following month’s production requirements. Five pounds of raw 

materials are required to produce one square yard of carpeting. 

Required 

Prepare a production budget for the months of July, August, and September and a purchases budget in 

units for the months of July and August. 

M21-22. Manufacturing Cost Budget (1.0) 

Henrietta Products produces a product with the following standard costs: 

Unit costs: 

Direct materials: 

Woods20iscUalre feetiat Cranes iden | aaah ae eee $60 

HakdWareikitsi(SCheWSaOlC neat eisei te ee 5 $ 65 

DYietett lel oxoyr (OS) NOUNS Ble SIDS) (olete NOW. sok ceo een noacnuoucea. 13 
WEVAEISEYONGIMEC OSC WIM oo coc oc egonaneaaetaanGacmoannecs i) 

HLOtAlAVAnIADLEICOStSHOS ULI aie meee encanta een $ 83 

Fixed costs per month (rent, utilities, supervision).................. $50,000 

Management plans to produce 8,000 units in April 2012. 

Required 

Prepare a manufacturing cost budget for April 2012. 
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E21-23. Activity-Based Budget (.02) 
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E21-24. 

E21-25. 

Macon Industries has the following budget information available for February: 

Units manufactured ........... 

Factory administration 

18,000 

$40,000 

ASSEMDbIy Bae AVEC eae Ye hour per unit x $8 

Directimatetialsieer sian 2 pounds per unit x $3 

Inspection an. feracrseee rat $200 per batch of 1,000 units 

Manufacturing overhead ....... $2 per unit 

Product development.......... $15,000 

Setup cost $10 per batch of 1,000 units 

Required 

Use activity based costing to prepare a manufacturing cost budget for February. Clearly distinguish 

between unit, batch, and facility-level costs. 

Product and Department Budgets Using Activity-Based Approach (02) 

The following data are from the general records of the Loading Department of Bowman Freight 

Company for November. 

* Cleaning incoming trucks, 20 minutes. 

¢ Obtaining and reviewing shipping documents for loading truck and instructing loaders, 30 minutes. 

¢ Loading truck, | hour and 30 minutes. 

e Cleaning shipping dock and storage area after each loading, 10 minutes. 

e Employees perform both cleaning and loading tasks and are currently averaging $16 per hour in 

wages and benefits. 

e The supervisor spends 10 percent of her time overseeing the cleaning activities; 60 percent 

overseeing various loading activities; and the remainder of her time making general plans and 

managing the department. Her current salary is $4,000 per month. 

¢ Other overhead of the department amounts to $10,000 per month, 20 percent for cleaning and 80 

percent for loading. 

Required 

Prepare an activities budget for cleaning and loading in the Loading Department for November, assuming 

20 working days and the loading of an average of 14 trucks per day. 

Activity-Based Budgeting (1.>2) 

St. Mary’s Hospital is preparing its budget for the coming year. It uses an activity-based approach for 

all costs except physician care. Its emergency room has three activity areas with cost drivers as follows: 

1. Reception—paperwork of incoming patients. Cost driver 1s the number of forms completed. 

2. Treatment—initial diagnosis and treatment of patients. Cost driver is the number of diagnoses treated. 

3. Cleaning — general cleaning plus preparing treatment facilities for next patient. Cost driver is the 

number of people visiting emergency room (patients plus person(s) accompanying them). 

Cost Budgeted Amount of Cost Driver 
Activity Driver — To eo renee 

sv Area Rates Outpatients § Admitted Patients 

Reception........ $30 7,400 forms 5,500 forms 

Treatment........ 90 7,000 diagnoses 4,400 diagnoses 

Cleaningiee qs rter 12 6,400 people 2,400 people 

Required 

a. Prepare the total budgeted cost for each activity. 

b. How might you adjust the budget approach if you found that outpatients were kept in the 

emergency room for one hour on average while admitted patients remained for two hours? 

c. What advantage does an activity-based approach have over the hospital’s former budgeting method 

of basing the next year’s budget on the last year’s actual amount plus a percentage increase? 
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E21-26. Sales Budget (03) 

Summer Fun T-Shirt Shop has very seasonal sales. For 2012, management is trying to decide whether to 

establish a sales budget based on average sales or on sales estimated by quarter. The unit sales for 2012 

are expected to be 10 percent higher than 2011 sales. Unit shirt sales by quarter for 2011 were as follows: 

Winter quarter 200 100 500 

Spring quarter ......... 200 250 200 650 

Summer quarter........ 400 300 200 900 

Falltcuantetauerscnicn eae 200 250 100 550 

‘lOtaleeeeeenertecanree ata: 1,000 1,000 600 2,600 

Children’s T-shirts sell for $5 each, women’s sell for $9, and men’s sell for $10. 

Required 

Assuminga 10 percent increase in sales, prepare a sales budget for each quarter of 2012 using the following: 

a. Average quarterly sales. (Hint: Winter quarter children’s shirts are 275 [1,000 x 1.10 = 4].) 

b. Actual quarterly sales. (Hint: Winter quarter children’s shirts are 220 [200 x 1.10].) 

c. Suggest advantages of each method. 

E21-27. Cash Budget & Short-Term Financing (°°) 

Presented are partial October, November, and December cash budgets for Seasonal Parties: 

Cash balance, beginning . $ 2 $ ? | $? 

CollectionsionSales cerrgecercee tiene eee aaa kets 20,000 30,000 60,000 ? 

Cashiavailable fomoperatlonS sa emraceiisieaes oie ae q 2 ? ee 

DISDUKSeMmMents TOmOMeKrallOMmS eres srey eee nererrer (40,000) (50,000) (20,000) 2? 

Ending cash before borrowings or replacements ..... ? @ @ fi 

Short=tenmifinance: Maven eae. meena oie eee ae 2 ti e fi 

NENA erelatinic ao ee oeatsperia o aeeihes nim OMrCaee es Gene 8 cee tne 2 ? 2 2 

REDAYIMOMUS erariers teraetean ara hie ace Weg cue cae ti 2 te 2 

IMEOKOS tate Met tee. Cree eemete est ce eariec che crank Yo attr auarianni eas Set 2 2? t ie 

@ashi balance sending Semmens eer Aneta $ R&S 2? $ ? $? 

Loans are obtained in increments of $1,000 at the start of each month to maintain a minimum end-of- 

month balance of $10,000. Interest is one percent simple interest (no compounding) per month, payable 

when the loan is repaid. Repayments are made as soon as possible, subject to the minimum end-of- 

month balance. 

Required 

Complete the short-term financing section of the cash budget. 

E21-28. Purchases and Cash Budgets (!.09) 

On July 1, Five Corners Wholesalers had a cash balance of $145,000 and accounts payable of $77,000. 
Actual sales for May and June, and budgeted sales for July, August, September, and October are: 

‘Month Sales... Month: Sales 
NES Becisines canestatonithe $120,000 September......... $ 80,000 
SUING a cso sere cies 140,000 OClOber ee 100,000 

July heeesoere ios 80,000 

Augustiz atin ter 60,000 

All sales are on credit with 75 percent collected during the month of sale, 20 percent collected during the 
next month, and 5 percent collected during the second month following the month of sale. Cost of goods 
sold averages 70 percent of sales revenue. Ending inventory is one-half of the next month’s predicted 
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cost of sales. The other half of the merchandise is acquired during the month of sale. All purchases are 

paid for in the month after purchase. Operating costs are estimated at $20,000 each month and are paid 

during the month incurred. 

Required 

Prepare purchases and cash budgets for July, August, and September. 

E21-29. Cash Receipts (1.02) (/) 
The sales budget for Perrier Inc. is forecasted as follows: 

JUNG Ht arnrteeeieeny 160,000 

UNV Sy reotns i eerecer erg 180,000 

PNUOWIS o a5 ng 5 heres 120,000 

To prepare a cash budget, the company must determine the budgeted cash collections from sales. 

Historically, the following trend has been established regarding cash collection of sales: 

¢ 60 percent in the month of sale. 

¢ 20 percent in the month following sale. 

¢ 15 percent in the second month following sale. 

e 5 percent uncollectible. 

The company gives a 2 percent cash discount for payments made by customers during the month 

of sale. The accounts receivable balance on April 30 is $24,000, of which $7,000 represents uncollected 

March sales and $17,000 represents uncollected April sales. 

Required 

Prepare a schedule of budgeted cash collections from sales for May, June, and July. Include a three- 

month summary of estimated cash collections. 

E21-30. Cash Disbursements (.°%) 

Montana Timber Company is in the process of preparing its budget for next year. Cost of goods sold has 

been estimated at 70 percent of sales. Lumber purchases and payments are to be made during the month 

preceding the month of sale. Wages are estimated at 15 percent of sales and are paid during the month 

of sale. Other operating costs amounting to 10 percent of sales are to be paid in the month following the 

month of sale. Additionally, a monthly lease payment of $12,000 is paid to BMI for computer services. 

Sales revenue is forecast as follows: 

Month —_s Salles Revenue 

FEMUEIS cc conacen $100,000 
Marche: sence 160,000 

AD iil eapttenyeatceaen sigtesoret 180,000 

Mayer oot arene 210,000 

VUMGRA cone tee eae 180,000 

OV chavereatac earner oreis 230,000 

Required 

Prepare a schedule of cash disbursements for April, May, and June. 

E21-31. Cash Disbursements (0%) iV) 

Assume that Waycross Manufacturing manages its cash flow from its home office. Waycross controls 

cash disbursements by category and month. In setting its budget for the next six months, beginning in 

July, it used the following managerial guidelines: 

Category oe Guidelines BO ae 

RULChaSCSanirersar Pay half in current and half in following month. 

Ray rOllame set an Pay 80 percent in current month and 20 percent in following month. 

Loan payments... Pay total amount due each month. 
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Predicted activity for selected months follow: 

Purchases er etn tee eee _.. $30,000 $ 44,000 $ 48,000 $ 50,000 

Paryr ll .sreehs Sete a tea eee eo ceererhe 100,000 110,000 120,000 100,000 

Loan DayiMentsSsemmeimter det sessment 10,000 10,000 15,000 15,000 

Required 

Prepare a schedule showing cash disbursements by account for July and August. 

E21-32. Budgeted Income Statement (1.0%) 

Pendleton Company, a merchandising company, is developing its master budget for 2013. The income 

statement for 2012 is as follows: 

GrOSSiSales seat rasta ca cee secon er neon arees $750,000 

Less estimated uncollectible accounts ....... (7,500) 

INGUSaleS# taster: rer Stebecssy tows sic begiein st) antes 742,500 

Costiofigoodsisold Sae-criamret worn peer (430,000) 

GIOSSi Protitaenprcaseee Seth ebeaaneus none lateage kp icueye 312,500 

Operating expenses 

(including $25,000 depreciation)........... (200,500) 

Neti Gomme teste ee cictan corte ean eee Nee er ora $112,000 

The following are management’s goals and forecasts for 2013: 

1. Selling prices will increase by 8 percent, and sales volume will increase by 5 percent. 

2. The cost of merchandise will increase by 4 percent. 

3. All operating expenses are fixed and are paid in the month incurred. Price increases for operating 

expenses will be 10 percent. The company uses straight-line depreciation. 

4. The estimated uncollectibles are 1 percent of budgeted sales. 

Required 

Prepare a budgeted functional income statement for 2013. 

E21-33. Budgeted Income Statement with CVP (02) 

Wisconsin Booksellers is planning a budget for 2013. The estimate of sales revenue is $1,200,000 and 

of cost of goods sold is 70 percent of sales revenue. Depreciation on the office building and fixtures 

is budgeted at $50,000. Salaries and wages are budgeted at $90,000. Advertising has been budgeted 

at $80,000, and utilities should amount to $70,000. Income tax is estimated at 40 percent of operating 

income. 

Required 

a. Prepare a budgeted income statement for 2013. 

b. Assuming management desired an after-tax income of $100,000, determine the necessary sales 

volume. (Hint: refer to Module 15.) 

E21-34. Production and Purchases Budgets (1.04) 

At the beginning of October, Company Cushion had 1,600 cushions and 7,740 pounds of raw materials 
on hand. Budgeted sales for the next three months are: 

October S32. Sub ne ai ste ae pr Oe ah cee ea a 8,000 cushions 
NOV@MBGE ieee) succes hore cece tev Ree ete a ae 10,000 cushions 
DOCOMBE| seizaisesed a 5 aise ear Ege Ee SEE ee 12,000 cushions 
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Company Cushion wants to have sufficient raw materials on hand at the end of each month to meet 25 

percent of the following month’s production requirements and sufficient cushions on hand at the end of 

each month to meet 20 percent of the following month’s budgeted sales. Three pounds of raw materials, 

at a standard cost of $0.80 per pound, are required to produce each cushion. 

Required 

a. Prepare a production budget for October and November. 

b. Prepare a purchases budget in units and dollars for October. 

E21-35. Production and Purchases Budgets (1.04) 

Rocky Mountain Culvert produces small culverts for water drainage under two-lane dirt roads. Budgeted 

unit sales for the next several months are: 

September ....... : , : : 2,500 

C)CTOD Sareea erste ea rece saaa Sear Sine they ears FAME ag he ce ca Nd ha oe dg 1,500 

INOVeMmDeRateererntert starastar itn tiemine ate p nme Ne Re Resort an casan meee onder rs es ata 1,000 

|B (Tere TALSLE ase th aeeaccicics Rete NON SATS Sit ea: ORIELACOLENS neat Placer MaeMICRERER AUG Nt PRESE GLO LS 500 

At the beginning of September, 200 units of finished goods were in inventory. During the final third 

of the year, as road construction declines, plans are to have an inventory of finished goods equal to 25 

percent of the following month’s sales. Each unit of finished goods requires 500 pounds of raw materials 

at a cost of $5 per pound. Management wishes to maintain month-end inventories of raw materials equal 

to 50 percent of the following month’s needs. Five hundred thousand pounds of raw materials were on 

hand at the start of September. 

Required: 

a. Prepare a production budget for September, October, and November. 

b. Prepare a purchases budget in units and dollars for September and October. 

PROBLEMS 

P21-36. Cash Budget (~0°3) 

Cash budgeting for Carolina Apple, a merchandising firm, is performed on a quarterly basis. The 

company is planning its cash needs for the third quarter of 2012, and the following information is 

available to assist in preparing a cash budget. Budgeted income statements for July through October 

2012 are as follows: 

Salescil seg eee aie Bit He $18,000 $24,000 $28,000 $36,000 

Cost of goods sold........ (10,000) (14,000) (16,000) (20,000) 

GhOSSIDLOl Ieee re 8,000 10,000 12,000 16,000 

Less other expenses 

Selling@eaaenw. seeess ee 2,300 3,000 3,400 4,200 

Administrative.......... 2,600 3,000 3,200 3,600 

SLOtAl i emt oxen ccecwatte (4,900) (6,000) (6,600) (7,800) 

INGHINCOM Csi ctrc. terre $ 3,100 $ 4,000 $ 5,400 $ 8,200 

Additional information follows: 

1. Other expenses, which are paid monthly, include $1,000 of depreciation per month. 

2. Sales are 30 percent for cash and 70 percent on credit. 

3. Credit sales are collected 20 percent in the month of sale, 70 percent one month after sale, and 10 

percent two months after sale. May sales were $15,000, and June sales were $16,000. 

4. Merchandise is paid for 50 percent in the month of purchase; the remaining 50 percent is paid in the 

following month. Accounts payable for merchandise at June 30 totaled $6,000. 

5. The company maintains its ending inventory levels at 25 percent of the cost of goods to be sold in 

the following month. The inventory at June 30 is $2,500. 
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@ P21-37. 

P21-38. 

6. An equipment note of $5,000 per month is being paid through August. 

7. The company must maintain a cash balance of at least $5,000 at the end of each month. The cash 

balance on June 30 is $5,100. 

8. The company can borrow from its bank as needed. Borrowings and repayments must be in 

multiples of $100. All borrowings take place at the beginning of a month, and all repayments are 

made at the end of a month. When the principal is repaid, interest on the repayment is also paid. 

The interest rate is 12 percent per year. 

Required 

a. Prepare a monthly schedule of budgeted operating cash receipts for July, August, and September. 

b. Prepare a monthly purchases budget and a schedule of budgeted cash payments for purchases for 

July, August, and September. 

c. Prepare a monthly cash budget for July, August, and September. Show borrowings from the 

company’s bank and repayments to the bank as needed to maintain the minimum cash balance. 

Cash Budget (0%) 

The Peoria Supply Company sells for $30 one product that it purchases for $20. Budgeted sales in total 

dollars for next year are $720,000. The sales information needed for preparing the July budget follows: 

Month —s Salles Revenue 

MEN See eee acer $30,000 

SUT ake lave: ass rarcenattaren ct 42,000 

SUI coeur erenceeveceu ee 48,000 

AUQUSU pete coi 50,000 

GASH eat eee pha RTT CORNET yah $20,000 

Merchandise inventory............ 16,000 

Accounts receivable (sales) ........ 23,000 

Accounts payable (purchases)...... 15,000 

The company pays for one-half of its purchases in the month of purchase and the remainder in the 

following month. End-of-month inventory must be 50 percent of the budgeted sales in units for the 

next month. A 2 percent cash discount on sales is allowed if payment is made during the month of sale. 

Experience indicates that 50 percent of the billings will be collected during the month of sale, 40 percent 

in the following month, 8 percent in the second following month, and 2 percent will be uncollectible. 

Total budgeted selling and administrative expenses (excluding bad debts) for the fiscal year are estimated 

at $186,000, of which one-half is fixed expense (inclusive of a $20,000 annual depreciation charge). 

Fixed expenses are incurred evenly during the year. The other selling and administrative expenses vary 

with sales. Expenses are paid during the month incurred. 

Required 

a. Prepare a schedule of estimated cash collections for July. 

b. Prepare a schedule of estimated July cash payments for purchases. (Round calculations to the 

nearest dollar.) 

c. Prepare schedules of July selling and administrative expenses, separately identifying those 
requiring cash disbursements. 

d. Prepare a cash budget in summary form for July. 

Budgeting Purchases, Revenues, Expenses, and Cash in a Service Organization (09) 

Round Lake Medical Center is located in a summer resort community. During the summer months 
the center operates an outpatient clinic for the treatment of minor injuries and illnesses. The clinic 
is administered as a separate department within the hospital. It has its own staff and maintains its 
own financial records. All patients requiring extensive or intensive care are referred to other hospital 
departments. 

An analysis of past operating data for the out-patient clinic reveals the following: 

* Staff: Seven full-time employees with total monthly salaries of $40,000. On a monthly basis, one 
additional staff member is hired for every 500 budgeted patient visits in excess of 3,000, at a cost of 
$4,000 per month. 
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* Facilities: Monthly facility costs, including depreciation of $2,000, total $9,000. 

¢ Supplies: The supplies expense averages $10 per patient visit. The center maintains an end-of- 

month supplies inventory equal to ten percent of the predicted needs of the following month, with a 

minimum ending inventory of $3,000, which is also the desired inventory at the end of August. 

¢ Additional variable patient costs, such as medications, are charged directly to the patient by the 

hospital pharmacy. 

¢ Payments: All staff and maintenance expenses are paid in the month the cost is incurrent. Supplies 

are purchased at cost directly from the hospital with an immediate transfer of cash from the clinic 

cash account to the hospital cash account. 

* Collections: The average bill for services rendered is $55. Of the total bills, 40 percent are paid in 

cash at the time the service is rendered, 10 percent are never paid, and the remaining SO percent are 

covered by insurance. In the past, insurance companies have disallowed 20 percent of the claims 

filed and paid the balance two months after services are rendered. 

* May 30 status: At the end of May, the clinic had $12,000 in cash and supplies costing $3,000. 

Budgeted patient visits for next summer are as follows: 

Required: 

For the Round Lake Outpatient Clinic: 

. Prepare a supplies purchases budget for June, July, and August, with a total column. 

. Prepare a revenue and expense budget for June, July, and August with a total column. 

Prepare a cash budget for June, July and August with a total column. Hint: See requirement d. 

. Explain why you were unable to develop a feasible cash budget and make any appropriate 

recommendations for management’s consideration. 

aocs 

Developing a Master Budget for a Merchandising Organization (0°) VV) 

Peyton Department Store prepares budgets quarterly. The following information is available for use in 

planning the second quarter budgets for 2012. 

PEYTON DEPARTMENT STORE 
=) >BalanceSheet 

March 31,2012 Teas es 

Assets == =—_ Liabilities and Stockholders’ Equity : 

Gasiiiee ree vee: GS SOOO) /NeCOURIS SEWAISNE coe ccccnodceos $26,000 

Accounts receivable..... 25,000 Dividends payable.............. 17,000 

INVENTONVecees aare cee ate SO}000MeRentipayable eramascme cise one 2,000 

Prepaid insurance....... 2,000 8 stockholderssequilyaneae cane: 40,000 

FixtureSaencgecteescttes succes 25,000 

WOtalLASSEIS: aceusts tee ors $85,000 Total liabilities and equity......... $85,000 

Actual and forecasted sales for selected months in 2012 are as follows: 

Month — - eae : = ae Sales Revenue 

AE INU (A afeci Sto a chowaere Chae m ORL ore DROS Geto Pel cer eee epee rece inr, Araerea atc $60,000 

FCDA amet note otter Ric persed yen ceca Mert sievigens ets laiers swelinisma rcs tives vecetenay ov 50,000 

Marches re erent iy einen Tee hthaie Ort leer eng oahe Gite hie wake Raters « 40,000 

ENG oc p00 5 6b oo mee eos OHO MOA a plo Wao to © nie aE NC Onrrore micucla coaecrcncrgic ¢ 50,000 

NENW i 4 pCR ee ee a ee cee 60,000 
ATU E8ars xcs So ciclo ka Geb o StS a Rio GUO OS 0 dks Dio OSI cae oe eee ear Paeneeeon 70,000 

CILily Seen eT ery ee Ge ecu a awa Gite Fete dence beled 90,000 
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Monthly operating expenses are as follows: 

Wages and salaries ...........-.. $25,000 

Depreciatlonvoecr caries decminrs ae 100 

WITITES Remar ruck ch ieee n cms: 1,000 

RSIS & or ROAR COME REMEMBER ERC OT 2,000 

Cash dividends of $17,000 are declared during the third month of each quarter and are paid during the 

first month of the following quarter. Operating expenses, except insurance, rent, and depreciation are 

paid as incurred. Rent is paid during the following month. The prepaid insurance is for five more months. 

Cost of goods sold is equal to 50 percent of sales. Ending inventories are sufficient for 120 percent of 

the next month’s sales. Purchases during any given month are paid in full during the following month. 

All sales are on account, with 50 percent collected during the month of sale, 40 percent during the next 

month, and 10 percent during the month thereafter. Money can be borrowed and repaid in multiples of 

$1,000 at an interest rate of 12 percent per year. The company desires a minimum cash balance of $3,000 

on the first of each month. At the time the principal is repaid, interest is paid on the portion of principal 

that is repaid. All borrowing is at the beginning of the month, and all repayment is at the end of the 

month. Money is never repaid at the end of the month it is borrowed. 

Required 

a. Prepare a purchases budget for each month of the second quarter ending June 30, 2012. 

b. Prepare a cash receipts schedule for each month of the second quarter ending June 30, 2012. Do not 

include borrowings. 

c. Prepare a cash disbursements schedule for each month of the second quarter ending June 30, 2012. 

Do not include repayments of borrowings. 

d. Prepare a cash budget for each month of the second quarter ending June 30, 2012. Include budgeted 

borrowings and repayments. 

e. Prepare an income statement for each month of the second quarter ending June 30, 2012. 

jf. Prepare a budgeted balance sheet as of June 30, 2012. 

VY) P21-40. Developing a Master Budget for a Manufacturing Organization (94) 

Jacobs Incorporated manufactures a product with a selling price of $50 per unit. Units and monthly cost 

data follow: 

Variable: 

SEline) 2INel QCMMIMSTEWNE «nosso eoocessceoosasncrees $ 5 per unit sold 

Directimaterials trates nti.cne atest mreeians civ eye ecesere 10 per unit manufactured 

Direct laborer arte acheo ne tcgeueccistty scene shee tcremaua ert ea vee 10 per unit manufactured 

Variable manufacturing overhead .................... 5 per unit manufactured 

Fixed: 

SLalliine}ttilel GrolaMIMSWWWE o oacescesononvonopsaneenas $20,000 per month 

Manufacturing (including depreciation of $10,000)....... 30,000 per month 

Jacobs pays all bills in the month incurred. All sales are on account with 50 percent collected the month 
of sale and the balance collected the following month. There are no sales discounts or bad debts. 

Jacobs desires to maintain an ending finished goods inventory equal to 20 percent of the following 
month’s sales and a raw materials inventory equal to 10 percent of the following month’s production. 
January |, 2012, inventories are in line with these policies. 

Actual unit sales for December and budgeted unit sales for January, February, and March of 2012 are 
as follows: 

_ JACOBS INCORPORATED 
To Sales Budget a 

___ For the Months of January, February, March 2012, 

Month ee December. January Febru March . 

SaleSmaU nits aan eee 6,250 5,000 10,000 8,000 | 
SEES = (DOIEMS sha cesncse $312,500 $250,000 $500,000 $400,000 
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Additional information: 

¢ The January | beginning cash is projected as $5,000. 

* For the purpose of operational budgeting, units in the January | inventory of finished goods are 

valued at variable manufacturing cost. 

¢ Each unit of finished product requires one unit of raw materials. 

* Jacobs intends to pay a cash dividend of $10,000 in January 

Required 

. A production budget for January and February. 

. Apurchases budget in units for January. 

A manufacturing cost budget for January. 

. Acash budget for January. 

A budgeted contribution income statement for January. eA OSS 

P21-41. Risk Management in a Manufacturing Organization (1.04) 

Required: 

Continuing problem P21-40, management is concerned that their supplier of raw materials will have 

a strike. Determine the budget implications if management plans to increase the January-end raw 

materials inventory to 100 percent of February’s production needs. Offer any recommendations you 

believe appropriate. 

P21-42. Developing a Master Budget for a Manufacturing Organization: Challenge Problem (04) 

Banana Computer Accessories assembles a computer networking device from kits of imported 

components. You have been asked to develop a quarterly and annual operating budget and pro-forma 

income statements for 2012. You have obtained the following information: 

Beginning-of-year balances 

CasShieiatieracta Se ccce hee Ce et eee $40,000.00 

Accounts receivable (previous quarter’s sales)............ $15,000.00 

RawamaterialS! a3 ipa cneepe isco ants ac tit, | ant aah mete emer 300 kits 

Finished: QOOCSIA mtiatale uaciae Lamar. rt plage et ene sen ahs 400 units 

ACCOUNISIDAVADIC.. seentaam otal sa lseerse tia ncaan eee ae $40,000.00 

BOrrOWeCitUinC Ssueme sre rtc tern ero Wprane aes cr reacen ci cs $10,000.00 
Desired end-of-year inventory balances 

Raw materialS..3. ret. Mok awe ce oe Reh ee. Cth coms, oes 500 kits 

EIMISHEGIQOOUS srrcr. achiral, cia ene puri cana seems aageee ate ithare ies 200 units 

Desired end-of-quarter balances 

Cashier ase ee ares ad oc aeataniee ERA eahontewile Pek at $10,000.00 

Raw materials as a portion of the following 

QUAKIGKSIDFOGUCTIONT Mehr marries: citer Selzeberi che ck tr 0.2 

Finished goods as a portion of the following 

Gulartens:Sales: mace wae chte ails seatue ss [opie ae eae ate OMS 

Manufacturing costs 

Standard cost per unit Units Unit price Total 

RaWamMatcnalSsee ean putes csn tts Seats oe sy sa yey stata ds 1 kit $40.00 $40.00 

Directiiabomhours at (ale mrscnca sams starry toro chat. aie 0.8hour $20.00 16.00 

WEldelolewowelinteretelloteyr elt, c cosa cascade ooundoouoee 0.8 hour $10.00 8.00 

‘ove Scineveiel WEIN COR oo donc aces one mooue dence $64.00 

Fixed cost per quarter 

Case ee eee vee ee ee eee nen pn $40,000.00 

DEOhECIAUONG a samara wk at. sereaet «Real ebaigevones aMen s 10,000.00 

OLA eT a MT OR See ere hey eee s $50,000.00 

Selling and administrative costs 

WEN COSMOS tilts. one dow tle SuaR Meee Shoe ADS op ames $5.00 

Fixed costs per quarter 

Gash a ear trometer ane Mea pen nies ees $20,000.00 

Depreciationkpemme arias e eat steht cdots rae tretale lana «te veil 5,000.00 

[er shoes once a en ee Oe Sees og Deere onerc $25,000.00 

continued 
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continued from prior page 

Interestivatepemalantetr ir isenri tite telat t acinar an 0.04 

Portion of sales collected 

Quartemotisalee cern teee inet te eens enna reece 0.75 

Subsequentiquante ty cement mis ernst en ieee eee nceencn: 0.24 

Bad Gebts es rete see cece antes Meteora as elses erect 0.01 

Portion of purchases paid 

CDEREPCINOUKCMECCn ocnnounnndaahoncsteccbsgponggnon4 0.75 

SUISSE UMMC MET ig npnoncme a pH oon oOte ton on wire De 0.25 

Unitselling’ pricesaeee ences omnes ao eine rane hres $110.00 

Sales forecast 

CQUBITIO SA eae te ieee ots ch ete nce ee, Suet First Second Third Fourth 

WATE SAGES TN aire. 5 enna Pann an, bores ake 2,400 1,500 2,000 3,100 

Additional information 

¢ All cash payments except purchases are made quarterly as incurred. 

e All borrowings occur at the start of the quarter. 

¢ All repayments on borrowings occur at the end of the quarter. 

¢ All interest on borrowed funds is paid at the end of each quarter. 

¢ Borrowings and repayments may be made in any amount. 

Required: 

a. A sales budget for each quarter and the year. Hint: Use of spreadsheet software strongly 

recommended for this problem. 

. A production budget for each quarter and the year. 

A purchases budget for each quarter and the year. 

A manufacturing cost budget for each quarter and the year. 

A selling and administrative expense budget for each quarter and the year. 

A cash budget for each quarter and the year. 

. A pro-forma contribution income statement for each quarter and the year. 4S AOS 

MANAGEMENT APPLICATIONS 

MA21-43. Behavioral Implications of Budgeting (.°5) 

Andrea Rawls, controller of Data Scientific, believes that effective budgeting greatly assists in meeting 

the organization’s goals and objectives. She argues that the budget serves as a blueprint for the operating 

activities during each reporting period, making it an important control device. She believes that sound 

management evaluations can be based on the comparisons of performance and budgetary schedules 

and that employees respond more favorably when they participate in the budgetary process. Jeff 

Cooke, treasurer of Data Scientific, agrees that budgeting is essential for overall organization success, 

but he argues that human resources are too valuable to spend much time planning and preparing the 

budgetary process. He thinks that the roles people play in budgetary preparation are not important in 

the final analysis of a budget’s effectiveness. 

Required 

Contrast the participative versus imposed budgeting concepts and indicate how the ideas of Rawls and 

Cooke fit the two categories. 

MA21-44. Behavioral Considerations and Budgeting (1.05) 

Scott Weidner, the controller in the Division of Social Services for the state, recognizes the importance 
of the budgetary process for planning, control, and motivation purposes. He believes that a properly 
implemented participative budgeting process for planning purposes and a management by exception 
reporting procedure based on that budget will motivate his subordinates to improve productivity within 
their particular departments. Based on this philosophy, Weidner has implemented the following budget 
procedures. 

¢ An appropriation target figure is given to each department manager. This amount is the maximum 
funding that each department can expect to receive in the next fiscal year. 

* Department managers develop their individual budgets within the following spending constraints 
as directed by the controller’s staff. 

1. Expenditure requests cannot exceed the appropriation target. 
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2. All fixed expenditures should be included in the budget; these should include items such as 

contracts and salaries at current levels. 

3. All government projects directed by higher authority should be included in the budget in their 

entirety. 

¢ The controller consolidates the departmental budget requests from the various departments into 

one budget that is to be submitted for the entire division. 

¢ Upon final budget approval by the legislature, the controller’s staff allocates the appropriation 

to the various departments on instructions from the division manager. However, a specified 

percentage of each department’s appropriation is held back in anticipation of potential budget cuts 

and special funding needs. The amount and use of this contingency fund are left to the discretion 

of the division manager. 

¢ Each department is allowed to adjust its budget when necessary to operate within the reduced 

appropriation level. However, as stated in the original directive, specific projects authorized by 

higher authority must remain intact. 

¢ The final budget is used as the basis of control for a management by exception form of 

reporting. Excessive expenditures by account for each department are highlighted on a monthly 

basis. Department managers are expected to account for all expenditures over budget. Fiscal 

responsibility is an important factor in the overall performance evaluation of department 

managers. 

Weidner believes that his policy of allowing the department managers to participate in the budget 

process and then holding them accountable for their performance is essential, especially during these 

times of limited resources. He also believes that department managers will be positively motivated to 

increase the efficiency and effectiveness of their departments because they have provided input into the 

initial budgetary process and are required to justify any unfavorable performances. 

Required 

a. Explain the operational and behavioral benefits that generally are attributed to a participative 

budgeting process. 

b. Identify deficiencies in Weidner’s participative budgetary policy for planning and performance 

evaluation purposes. For each deficiency identified, recommend how the deficiency can be corrected. 

(CMA Adapted) 

MA21-45. Budgetary Slack with Ethical Considerations (05) 

Alene Adams was promoted to department manager of a production unit in Dallas Industries three 

years ago. She enjoys her job except for the evaluation measures that are based on the department’s 

budget. After three years of consistently poor annual evaluations based on a set annual budget, she has 

decided to improve the evaluation situation. At a recent budget meeting of junior-level managers, the 

topic of budgetary slack was discussed as a means to maintain some consistency in budgeting matters. 

As aresult of this meeting, Adams decided to take the following steps in preparing the upcoming year’s 

budget: 

1. Use the top quartile for all wage and salary categories. 

2. Select the optimistic values for the estimated production ranges for the coming year. These are 

provided by the marketing department. 

3. Use the average of the three months in the current year with poorest production efficiency as 

benchmarks of success for the coming year. 

4. Base equipment charges (primarily depreciation) on replacement values furnished by the 

purchasing department. 

Base other fixed costs on current cost plus an inflation rate estimated for the coming year. 

6. Use the average of the ten newly hired employees’ performance as a basis of labor efficiency for 

the coming year. 

Nn 

Required 

a. For each item on Adams’ list, explain whether it will create budgetary slack. Use numerical 

examples as necessary to illustrate. 

b. Given the company’s use of static budgets as one of the performance evaluation measures of its 

managers, can the managers justify the use of built-in budgetary slack? 

c. What would you recommend as a means for Adams to improve the budgeting situation in the 

company? Provide some specific examples of how the budgeting process might be improved. 
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MA21-46. Budgetary Slack with Ethical Considerations (05) 

Norton Company, a manufacturer of infant furniture and carriages, is in the initial stages of preparing 

the annual budget for next year. Scott Ford recently joined Norton’s accounting staff and is interested 

to learn as much as possible about the company’s budgeting process. During a recent lunch with 

Marge Atkins, sales manager, and Pete Granger, production manager, Ford initiated the following 

conversation: 

Ford: Since I’m new around here and am going to be involved with the preparation of the annual 

budget, I’d be interested to learn how the two of you estimate sales and production numbers. 

Atkins: We start out very methodically by looking at recent history, discussing what we know about 

current accounts, potential customers, and the general state of consumer spending. Then we add 

that usual dose of intuition to come up with the best forecast we can. 

Granger: I usually take the sales projections as the basis for my projections. Of course, we have to 

make an estimate of what this year’s closing inventories will be, which is sometimes difficult. 

Ford: Why does that present a problem? There must have been an estimate of closing inventories in the 

budget for the current year. 

Granger: Those numbers aren’t always reliable since Marge makes some adjustments to the sales 

numbers before passing them on to me. 

Ford: What kind of adjustments? 

Atkins: Well, we don’t want to fall short of the sales projections, so we generally give ourselves a little 

breathing room by lowering the initial sales projection anywhere from 5 to 10 percent. 

Granger: So, you can see why this year’s budget is not a very reliable starting point. We always have 

to adjust the projected production rates as the year progresses; of course, this changes the ending 

inventory estimates. By the way, we make similar adjustments to expenses by adding at least 10 

percent to the estimates; I think everyone around here does the same thing. 

Required 

a. Marge Atkins and Pete Granger have described the use of budgetary slack. 

1. Explain why Atkins and Granger behave in this manner, and describe the benefits they expect 

to realize from the use of budgetary slack. 

2. Explain how the use of budgetary slack can adversely affect Atkins and Granger. 

b. As amanagement accountant, Scott Ford believes that the behavior described by Marge Atkins 

and Pete Granger could be unethical and that he might have an obligation not to support this 

behavior. Explain why the use of budgetary slack could be unethical. 

(CMA Adapted) 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 
a. Under the output/input approach, the output of units dictates the expected cost inputs. Here budgeted 

overhead costs are based on the number of budgeted assembly hours. 

Beta Gamma 

Directimaterialst(20;000% 6520) ears tts aetna $400,000 

(COOCOS< SAVIO), occron cot on onc mmo x $ 725,000 

Direct assembly labor (20,000 x 0.5 x $18) ........... 180,000 

(SOLO) x OES SHV) on oan own ane 720,000 

Oweneetal (COLO) >< O6 < SIMA) cooaacacaocnannos- 81,700 

(SO (OLO10) OHS. GEE) on a oacaccanasanoue 326,800 

Total budgetedicost se eeraer. teint st ee) ate ee $661,700 $1,771,800 

Unit COSTEAD Bir eset dee athe Geleh sorn aaes atc aries $33.085 $35.436 
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b. Under the activity-based approach, budgeted overhead costs are based on expected activities to produce 

the products, not only on assembly hours. 

Directumatenialse(2010008-4620) nea enero $400,000 

GO0WO K SIA) .oscoancvasgoenguc $ 725,000 

Direct assembly labor (20,000 x 0.5 x $18)........... 180,000 

COMWCO < OL < SIG). on on cce ccc 720,000 

SEW]O (CWO NOWMS X GAS), aconcbonsacnscanthavcons: 25,000 

(SOO OUrS=<$25) Reena re ce eres 37,500 

Engineering and Maintenance (500 hours <x $35) ....... 17,500 

(600 hours x $35) ....... 21,000 

Inspections (650 inspections X $250)................ 162,500 

(SOlinspectionse.<o250) seme eer ann 145,000 

Total: budgeted COST serra ier eeeees areas etnrerenene rn ee ieaee $785,000 $1,648,500 

UnitCOStmerare rn area coe een ea RRR cnt ays $39.25 $32.97 

c. Under the incremental approach to budgeting, the cost per unit would be budgeted at last period’s cost, 

plus an increment for expected additional costs in the current period. Based on last period’s actual cost 

of $38 for Beta and $32 for Gamma, and using the 3.5 percent overall expected increase in costs, the 

current period’s budgeted cost would be $39.33 for Beta and $33.12 for Gamma. 

d. Under the minimum level approach, the company begins with either a zero or very low cost estimate, and 

then requires all additional costs beyond this minimum to be justified by the production managers. This 

approach forces managers to evaluate thoroughly all elements of cost each period. 

Module-End Review 1 

Solution to Module-End Review 1 

a. 

Blue cheese ........... 160,000 $10 $1,600,000 

ICG’CTOAIN moran cere ee 240,000 5 1,200,000 

TOtaliteretnncrscce net et re $2,800,000 

b. 

STUMPHOUSE CHEESE COMPANY 
_ PurchasesBudget 

For Month of April 2012 2 a 
BlueCheese —s [ce Cream 

Units 

Sales MeedS@esse sax aac ac egies ao « 160,000 240,000 

Desired ending inventory .......... 12,000 5,000 

STO teal Mente sey escent a see 172,000 245,000 

Less beginning inventory.......... (10,000) (4,000) 

RUfCRASCS a arrnasi neta eee wk anne ioc cel: 162,000 241,000 

Dollars 

Sales mecdS arcane ce enor aie nena ies = $1,280,000 $480,000 

Desired ending inventory .......... 96,000 10,000 

Weld lisadd poo etka ee eee 1,376,000 490,000 

Less beginning inventory .......... (80,000) (8,000) 

Purchasesincededitaemmemiciers ce c $1,296,000 $482,000 $1,778,000 
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Gr 

TUMPHOUSE CHEESE COMPANY 
- CashBudget = 

ne dae ae . ~ For Month of April 2012 eee 

Cash balance: begimming assesses 09 Acree reese stew aerate est eteaetret enter $ 400,000 

Collections on sales 

Current month’s sales ($2,800,000 x 0.70) .............- $1,960,000 

Previous month’s sales ($3,000,000 x 0.29).............. 870,000 2,830,000 

CashravailablertromioperatlonSieiiienenne teen tiene eeete ner rena 3,230,000 

Less budgeted disbursements 

MEK oUenaSes (Gil SOOO) < O41). ov coca cconenannoae 720,000 

/Noyill (UitelnaSaS (G5, 7ABOOO 24 O80) oo concn noaeconnanrnne 1,066,800 

EAD ORR cen ete Ree ere ics, afenanctnnch uecern sina rdigin wens trace foamy 156,000 

@verhead (March) ee sere) ee eee Oe ee a toe ee rece tien 80,000 

Selling and administrative 

(S45 0!000F Ss 40,00 0Idepreciation) seen etn iere 410,000 (2,432,800) 

Cash balance; endingieass.ctane aes dumtakecsaccitietin avers eaten ace ee iene ees $ 797,200 

d. 

Sales: (Sales UCQet) axes cere ea tice acerca ceca ees ree ee ere Setar SR ene $2,800,000 

Allowance: tonibacdide Diss ce sere we. eet ee eee ee eee ee ee ee (28,000) 

NOESaleSscatce meet cha cten reerrae eee te tise eee one Ry malis sac al Svacocn sata) ca a ee ce 2,772,000 

Costs of merchandise sold 

Blue cheese (160,000 x $8)........ $1,280,000 

Ice cream (240,000 * $2).......... 480,000 $1,760,000 

Wagesrand salaricSmermemi ie ineiaree 156,000 

Overhead Beret e ote ee on ane 80,000 

Selling and administrative ........... 450,000 686,000 (2,446,000) 

NEUINCOMIG =. sseteece werner: is Gia conitane cs aces Seater erg! aces Saunas al eltie ee) Cee ee $ 326,000 

Module-End Review 2: 

Solution Module-End Review 2 

(Ole 

_ HANDY COMPANY 
- Sales Budget 

_ For First Quarter of 2012 
Units Price —— Sales 

Drill Sieccatan vc sseconepeenne, siete chee tercusreueiem ten encore 60,000 $100 $ 6,000,000 
SAWS sister er ree oS as nc nw 40,000 125 5,000,000 

TOtal ec cicd 5 act Seer tee Pe ne ee ec $11,000,000 
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Pee 

elUCefefSICGYIEG). crevtick cent cree ota Aes fy ch ARR NOP MeL ee eA an 60,000 40,000 

US GESIEC] CATING) MIMEMWONY ooo onoascnosg sab bevosnsoebecs 25,000 10,000 

WOVE AVEO) ECKMAN 5 oo kono ano wonocucemnsesoueonee 85,000 50,000 

LOSS Lever [ine } HME a oodas Gakuen dacoodooenedsegada seme (20,000) (8,000) 

BUCGetECIDrOCUCTIONUEEt eRe A nee Mert meer mater er ceca 65,000 42,000 

Production units (production budget) ............ 65,000 42,000 

Metali(pounds arp se ert ree eae ao x4 

ProducionmecdsDOUncsS) meer tineiecccei te 325,000 168,000 493,000 

DESKS! CINCliNG) MMNVMUORY (SOWIE) socccccncscnnsevuncroetvopuooer 36,000 

otalsmetalineeds:(OOUNCdS) Meee aera ceaeee eee neti ciara es ane 529,000 

LESS IOS (MAT AS) IMVEMON (DOWNS) aco caconc uso oonbueconepocouoonE (32,000) 

Purchases meeded (DOUnGS) ewer cin erase tains eae cusesiet the cement 497,000 

(COSC RISOW ING) ca crec troy Ge Senate od Sc.) eS abe cee ene Babee ere x $8 

Totaltimetal DURCMASCSwn teeta ete oh eee seer acic tis Ser cowie cian ewan $3,976,000 

Plastic purchases 

Production units (production budget) ............ 65,000 42,000 107,000 

Plastic(@OUmcs) repre ascetic tence ere etree fn saesenaien cee sees chee ame renee x 3 

RocleioniMmach: (ewe) oginaocthouogdocn acm oncdpeouuuGocupeoas 321,000 

Desirediencing Inventonvil(OOUNCS) ies reciente etei ater eee rare 32,000 

otal plastic meSsdsSiMOUNAS) Fanner tts Alees-ac = cael stetcueanyate ec een 353,000 

Cte oyeve}lataltave) taelnvely (SOMNGS). sa cuca acoosoradanondnudessnoonee (29,000) 

Purchases needed OOuncs)ikavenemeia serieusiciecacts <icuve y ais aieevere eects ene 324,000 

Cost pe pOUncemmermrce cutee rete errno arc cits eu ehes aes eres en x $5 

Total plastic DURChASCS seme er Netecdien eure reiieme erences Neto diy eaccen a are $1,620,000 

Handle purchases 

Production units (production budget) ............ 65,000 65,000 

aMnGles pear rane ter tiie eoTre caoee Reee ira Ste aks bon cpet os aint Mavats aenteis 2 ees) 

PrOGUCTIONINESGS mera neseateers cus tata cache eraccy eit sieucus este poe aa iste beset Ahas oeten gaa oer 65,000 

DesirediendinginventonyGncessaceoee ents es ose es cee esc este Sees 7,000 

OTA MANGIEIMCO SS ramet terre ct ctyews cumin Gears sls helm Ge w osis as Wb cimnen ce) a man as 72,000 

ESSSibeGinnitioriAVentOnVisema mein sect Se eirahna eyhun earn b esi chan -uoeus ___ (6,000) 

Rimrehases meCdedAmpeweeccnars a sen fusca siraz haere, cits itch jeeora hae Mienersee eee 66,000 

Costpemnal Clomer wenn erie ru iatese cists cect arse ole ape er aeaegei jena ate wins? 

TOtalhanGleOUlChASCS eae amirarier e kai aeie = ceanicuciseaacr saci ster Peete ahr es $198,000 

Total purchases 

IMEESEEM «wc. cxamoe eecsnnicocaltn Bleue a eiyiarita Bari Monee Scie ace gr aa ie Neer Remi ce wanes $3,976,000 

PlastiCgercysesemee eset hes ne Socectein inate Seeks eee aus Mae wale x 1,620,000 

lances aerwrstsentes sce nrtec ats crciben ate ictal te Grsiwiaro a dui iiss ws saul Bas __ 198,000 

TOtAlDUChASCSa eee inn ace nrctmin una e raltcue etre bas wee Se $5,794,000 
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d. 

Direct materials 

Metal 

Production units (production budget)... . 65,000 42,000 

Metal per unit of product (pounds)...... x5 x4 

Production needs for metal (pounds) .... 325,000 168,000 

UDIt COSLEN Marine teen eee omnia npt er. en x $8 x $8 

Cost of metal issued to production........ $2,600,000 $1,344,000 $3,944,000 

Plastic 

Production units (production budget) ...... 65,000 42,000 

PRGHO (OUNCES) os5c5cgocenscocduwne nme, aS x3 

Production needs for plastic (pounds)...... 195,000 126,000 

Uni:COSENY: Soe ee eer eens ee x $5 x $5 

Cost of plastic issued to production ......... $ 975,000 $ 630,000 1,605,000 

Handles 

Production units (production budget) ...... 65,000 

Fanless. Spex ncwcdeaceeiccttey =p aetna terete teretor ines cette xa 

Production needs for handles............ 65,000 

WnISCOST pete cree har oe cone angen nee acre, x $3 

Cost of handles issued to production ........ $ 195,000 195,000 

WOVEN sori e bag. © Sor monet Omer sancti ean 5,744,000 

Direct labor 

BUageled DrOGUCtIO Meee cen casters enensinen er 65,000 42,000 

Dikectlabon hours oem Unite eee eee x2 x3 

Teall CCH IEIOOF NOUS ooancccce nana nece 130,000 126,000 

ADO latewmen ens een tak. crocs meee. x $12 x $16 

Eabornexpendituress cr smsscnur waste cnemtettar ornare $1,560,000 $2,016,000 3,576,000 

Variable manufacturing overhead 

Directlabomhounrsiresnecmcaeen crn aeceectare 130,000 126,000 

Variable manufacturing overhead rate...... x $1.50 x $1.50 

Total variable overhead ................05. $ 195,000 $ 189,000 384,000 

Fixed manufacturing overhead.............. 214,000 

TLOta ree ee CT ed Te Eo es $9,918,000 

é. 

“HANDY COMPANY 
Cash Budget 

: Vi a For First Quarter of 2012 ee 

Cam lozlemes, OE CIMNING) anon nccaannonenovoouvenoocue $ 1,800,000 
Collections on sales 

Current quarter’s sales ($11,000,000 « 0.50).......... $5,500,000 

Previous quarter’s sales ($8,400,000 x 0.50) .......... 4,200,000 9,700,000 

Casivavailable Tromiopsratlonsier ne ermenminieien erent: 11,500,000 
Less budgeted disbursements 

Materials\ (purchases budget) - 2... .+....4.0). oases oe 5,794,000 

Labor (manufacturing cost budget).................. 3,576,000 

Manufacturing overhead (manufacturing cost budget) 

([$384,000 + 214,000] — 156,000 noncash) ......... 442,000 
Selling and administrative 

($340,000 — $90,000 depreciation) .................. 250,000 (10,062,000) 

Cashibalances enc) Ciraeiamres wrthora reir rnin $ 1,438,000 
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Sales (sales budget) 

Less variable costs of goods sold 

DNS (GOCOO < SEEWOO)) ais cose o sense enue sondage $5,100,000 

Sane COW00) 5< SENSO), occ cnononcmm aethabsdsboustos 3,980,000 (9,080,000) 

(CLCRSy[S]KOVMES a 3-5 Wwe Saeeer cee re REO RO Tpit ericeorge fe veneer 1,920,000 

Less fixed costs 

METNUTECUTTING) OMAMIEEZC) occ ccacnadtoongouescoaGanume 214,000 

Selling and administrative expenses...............-.. 340,000 (554,000) 

NGI COMIC Aerenertnn nis eee oar nce ne Ne eh ht $ 1,366,000 
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Passed over for promotion to Chief Executive Officer (CEO) 

of General Electric, Robert Nardelli left to accept the 

top job at Home Depot. Believing “facts are friendly,” he 

brought with him a desire to measure almost everything and 

to hold executives strictly accountable for performance. 

To enhance financial performance by reducing costs, he 

replaced thousands of experienced full-time employees 

with large numbers of part-time employees. Managers not 

meeting performance targets were also replaced. Indeed, 

between 2001 and 2007, 98 percent of Home Depot’s top 

170 executives were new, with more than half coming from 

outside the company. 

Driven by a strategy that included cost cutting, as well 

as a housing and home improvement boom, Home Depot 

sales rose from $46 billion in 2000 to $81.5 billion in 2005. 

Gross profit also increased from 30 percent to 33.8% of 

sales, and profits more than doubled to $5.8 billion. Unfor- 

tunately, Home Depot’s stock price did not show similar 

improvements, even though the stock prices of arch rival 

Lowes continued to build higher. Savvy investors may have 

22-1 

realized that the 2000 to 2005 financial improvements came 

with a long-term price. 

Employees were alienated by cost cutting and the 

“replacement” of full-time employees with part-time help. 

Customers were alienated by the decline in customer ser- 

vice. Do-it-yourself customers complained that the Depot 

went from “great help” to “no help.” Meanwhile, arch-rival 

Lowes was making great strides in customer service and 

building strong customer relations. 

By late 2006, Home Depot and Nardelli were under 

pressure as sales and profits declined. Employees, share- 

holders, and financial analysts were also displeased with 

his arrogant style, lack of stock performance, and excessive 

compensation. When Nardelli left in early 2007, employees’ 

cell phones lit up with text-messaged happy-faces. 

Later in 2007, new Home Depot CEO Frank Blake 

announced plans to commit $2.2 billion to efforts to improve 

stores, customer service, and sales. According to Blake, 

“We plan to continue our reinvestment plans for the long-run 

Getty Images 



Standard Costs and 

Module 

Performance Reports 
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health of the business, understanding that it will put short- 

term pressure on earnings.” 

By early 2009, the number of reports required from 

individual stores and directives handed down to individual 

stores were slashed and store managers were given just 

three goals: cleaner stores, stocked shelves, and top cus- 

tomer service. Home Depot also instituted what it called 

“power hours,” when employees were supposed to do 

nothing but serve customers. 

In a 2010 letter to shareholders, Frank Blake an- 

nounced a dividend increase, made possible by an in- 

crease in market share, that was driven by a significant 

improvement in customer satisfaction, as measured by 

customer surveys. Stressing the importance of experi- 

enced and knowledgeable employees in providing superior 

customer service, Blake also reported that for 2009 Home 

Depot issued “success sharing” checks in excess of $146 

million to hourly associates. 

Understanding and properly using financial perfor- 

mance reports is necessary for an organization to succeed. 

This module introduces the fundamentals of responsibility 

accounting and the measurement of financial performance. 

However, as underscored by events at Home Depot, while 

an understanding of financial performance is necessary for 

success, it is not sufficient. In addition to financial perfor- 

mance, managers must consider a myriad of quantifiable 

and non-quantifiable, short-term and long-term factors. 

Some of these other factors are discussed in this module 

and incorporated into the balanced scorecard, considered 

in Module 23.1 

' Frank C. Blake, “Letter to Shareholders,” 2009 Home Depot An- 

nual Report, March 25, 2010; Jena McGregor, “Putting Home De- 

pot’s House in Order,” Business Week, May 18, 2009, p. 54. “Out 

at Home Depot,” Brian Grow; Dean Foust; Emily Thornton; Roben 

Farzad; Jena McGregor; Susan Zegal; and Eamon Javers, Business 

Week, January 15, 2007, pp. 56-62. “Being Mean Is So Last Mil- 

lennium,” Diane Brady, Business Week, January 15, 2007, p. 62. 

“Nardelli’s Tear-Down Job,” John Hollon, Workforce Management, 

January 15, 2007, p. 34. “Home Depot: Blues for Big Orange,” Busi- 

ness Week Online, May 16, 2007, p. 16. 
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MODULE 

ORGANIZATION Standard Costs and Performance Reports 

Responsibility Performance Reporting ~ Variance Analysis | Performance Reports for 

Accounting for Cost Centers : for Costs - Revenue Centers 

@ Performance Reporting ‘ = Development of @ Establishing and Using @ Inclusion of 

and Organization . Flexible Budgets : Standards for Direct Controllable Costs 

Structures m Flexible Budgets : Materials m Revenue Centers as 

@ Types of Responsibility Emphasize \ @ Establishing and Using : Profit Centers 

Centers Performance . Standards for Direct 

@ Financial and & Standard Costs and | Labor 
Nonfinancial Performance Reports _~ @ Establishing and Using 

Performance Measures : Standards for Variable 
: Overhead 

m@ Fixed Overhead 

.©* Explain 

responsibility 

accounting. 

Variances 

Management accounting tools aid in the assessment of the performance of the firm as a whole and 

all of its various components. Feedback in the form of performance reports is essential if the benefits 

of budgeting and other types of planning are to be fully realized. To control current operations and to 

improve future operations managers must know how actual results compare with the current budget. 

These performance reports should be prepared in accordance with the concept of responsibility ac- 

counting, which is the structuring of performance reports addressed to individual (or group) members 

of an organization to emphasize the factors they control. 

This module focuses on responsibility accounting and performance assessment. We examine re- 

sponsibility accounting and identify various types of responsibility centers. We then take a close look at 

performance assessment for cost centers and conclude by considering performance reports for revenue 

centers. Responsibility accounting for major business segments is considered in Module 23. 

RESPONSIBILITY ACCOUNTING 

Performance reports that include comparisons of actual results with plans or budgets serve as assess- 

ment tools and attention-directors to help managers control activities. According to the concept of 

management by exception, the absence of significant differences indicates that activities are proceeding 

as planned whereas the presence of significant differences indicates a need to either take corrective ac- 

tion or revise plans. These evaluations and actions are made within the framework of an organization’s 
overall mission, goals, and strategies. 

Responsibility accounting reports are customized to emphasize the activities of specific organi- 

zational units. For example, a performance report addressed to the head of a production department 

contains manufacturing costs controllable by the department head; it should not contain costs (such as 

advertising, sales commissions, or the president’s salary) that the head of the production department 

cannot control. Including noncontrollable costs in the report distracts the manager’s attention from the 

controllable costs, thereby diluting a manager’s efforts to deal with controllable items. 

If too much pressure is placed on managers to meet performance targets, they may take actions that 
are not in the best interest of the organization. The Business Insight that follows presents examples of 
such actions involving a vice president of Bausch & Lomb and the CEO of Sunbeam who forced sales 
into one year to the detriment of the companies’ sales the following year. The designers of an organiza- 
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tion’s responsibility accounting system need to be aware of the potential pressures that such a system 

can place on managers. The decision-making model of the organization should be such that managers 

are not influenced to make undesirable decisions just to receive bonuses or promotions. 

Ethics and Responsibility Accounting : oo. 

A few years ago, the contact lens division of Bausch & Lomb, Inc., was experiencing lower-than- 

anticipated sales levels. The head of the division called a meeting of its independent distributors and 

told them that the company had changed its sales strategy. Effective immediately, each distributor 

would have to boost its inventory of contact lenses if it wanted to remain a distributor of Bausch & 

Lomb products. The strategy was for distributors to buy only in very large quantities (Some as much 

as a two-year supply) with prices increased by amounts up to 50 percent. Also, the distributors had 

to place these large orders by year-end. As one distributor stated, “When your No. 1 vendor says 

you’d better take it or else, what’re you going to do?” All but two of Bausch & Lomb’s distributors 

complied with the new sales strategy demands; and those two were subsequently dropped as 

customers. 

Initially the strategy paid off; the sales in the last few days of the year totaled about $25 mil- 

lion and amounted to one-half of the division’s profit for the entire year. The division manager 

was delighted. However, the long-term results were not favorable. By the following mid-year, the 

company announced that the high inventories of its distributors would severely reduce sales and 

profits for that year. The profit decline was approximately 37 percent. After the announcement, the 

company’s stock fell from $50 to $32. The manager was forced to step down, and stockholders 

filed a class-action lawsuit accusing the company of falsely inflating sales and earnings. 

History repeated itself when the CEO of Sunbeam followed the Bausch & Lomb plan to force 

sales to show how well his management style (firing employees and closing plants) was working. 

Sunbeam instituted a “bill and hold” plan that called for products to be produced in large quanti- 

ties and sold to customers for delivery at a later date. While this made the financial report for that 

first year very favorable, it had a detrimental effect on the next year’s report. In late March of that 

following year, Sunbeam acknowledged that first-quarter income would be below expectations, 

and in fact, a loss. Stockholders quickly filed lawsuits charging deception, and the CEO was fired. 

Source: “Numbers Game at Bausch & Lomb?” Business Week, December 19, 1994, pp. 108-10; and “How Al Dunlap Self- 

Destructed,” Business Week, July 6, 1998, pp. 58-61, 64. 

Performance Reporting and Organization Structures 

Before implementing a responsibility accounting system, all areas of authority and responsibility within 

an organization must be clearly defined. Organization charts and other documents should be examined 

to determine an organization’s authority and responsibility structure. Organization structure is the ar- 

rangement of lines of authority and responsibility within an organization. These structures vary widely. 

Some companies have functional-based structures along the lines of marketing, production, research, 

and so forth; others use products, services, customers, or geography as the basis of organization. When 

an attempt is made to implement a responsibility accounting system, management could find instances 

of overlapping duties, authority not commensurate with responsibility, and expenditures for which no 

one appears responsible. The identification and resolution of these problems can be a major benefit of 

implementing a responsibility accounting system. 

Although performance reports can be developed for areas of responsibility as narrow as a single 

worker, the basic responsibility unit in most organizations begins with the department and progresses 

to division and corporate levels. In manufacturing plants, separate performance reports may be pre- 

pared for each production and service department, and then summarized into a performance report 

for all manufacturing activities. In large universities, reports may be prepared for individual depart- 

ments such as history, philosophy, and English, and then summarized into a performance report of a 

college, such as Liberal Arts. 

22-4 



22-5 Module 22 | Standard Costs and Performance Reports 

Types of Responsibility Centers 

Based on the nature of their responsibility, responsibility centers can be classified as cost centers, rev- 

enue centers, profit centers, or investment centers. 

Cost Center 
A cost center manager is only responsible for costs; there is no revenue responsibility. A cost center 

can be as small as a segment of a department or large enough to include a major aspect of the organiza- 

tion, such as all manufacturing activities. Typical examples of cost centers include the following: 

Manufacturing plant..... Tooling department 

Assembly activities 

Retail. store <4). eisge ane oc Inventory control function 

Maintenance department 

Hospital nasties Radiology 

Emergency room 

Collegemee ren atincs = GaN History department 

Registrar’s office 

City government........ Public safety (police and fire) 

Road maintenance 

Revenue Center 
A revenue center manager is responsible for the generation of sales revenues. Even though the basic 

performance report of a revenue center emphasizes sales, revenue centers are likely to be assigned re- 

sponsibility for the controllable costs they incur in generating revenues. If revenues and costs are evalu- 

ated separately, the center has dual responsibility as a revenue center and as a cost center. If controllable 

costs are deducted from revenues to obtain some bottom-line contribution, the center is, in fact, being 

treated more like a profit center than a revenue center. 

Profit Center 
A profit center manager is responsible for revenues, costs, and the resulting profits. A profit center 

could be an entire organization, but it is more frequently a segment of an organization such as a product 

line, marketing territory, or store. In the context of performance evaluation, the word “profit” does not 

necessarily refer to the bottom line of an income statement; instead, it likely refers to the profit center’s 

contribution to common corporate costs and profit. Profit is computed as the center’s revenues less all 

costs directly associated with operating the center. Having limited authority regarding the size of total 

assets, the profit center manager is not held responsible for the relationship between profits and assets. 

In recent years many hospitals have been treating treating critical care and clinical service departments 

as profit centers to encourage physician chiefs to manage their departments as small businesses. The 

following Research Insight examines some of issues associated with this movement. 

Investment Center 
An investment center manager is responsible for the relationship between its profits and the to- 

tal assets invested in the center. Investment center managers have a high degree of organization 
autonomy. In general, the management of an investment center is expected to earn a target profit 
per dollar invested. Investment center managers are evaluated on the basis of how well they use 
the total resources entrusted to their care to earn a profit. An investment center is the broadest and 
most inclusive type of responsibility center. Managers of these centers have more authority and 
responsibility than other managers and are primarily responsible for planning, organizing, and con- 
trolling firm activities. Because of their authority regarding the size of corporate assets, they are 
held responsible for the relationship between profits and assets. Investment centers are discussed 
further in Module 23. 
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RESEARCH INSIGHT 

As hospitals attempt to improve fiscal management many have designated critical care depart- 

ments such as cardiovascular surgery, orthopedics, and pediatrics as profit centers. After examin- 

ing this movement, Professor David Young concludes that hospitals and patients would be better 

served by treating critical care departments as standard expense (cost) centers. Problems Young 

identified with designating critical care departments as profit centers include: 

m= Bad feelings between departments that are inherently more lucrative such as cardiovascular 

surgery and departments that are normally poor financial performers such as pediatrics. Ac- 

cording to Young, the intensity of feeling is illustrated by a cardiovascular surgeon at a large 

medical center who blurted out “I’m tired of subsidizing those lazy pediatricians.” 

m Problems determining the proper relationships between critical care (line) departments such 

as orthopedics and clinical service departments such as radiology. Should a critical care de- 

partment such as orthopedics be allowed to obtain radiology services outside the hospital? 

How much should orthopedics pay for radiology services obtained inside the hospital, and 

who should determine the amount they pay? (See transfer pricing discussed in Module 23.) 

m Many hospitals are now shifting their strategy toward service lines such as women’s health 

that require historically independent critical care and clinical service departments to work 

seamlessly together toward a common goal. Treating individual departments as profit centers 

may be incompatible with such a strategy. 

= Critical care departments, seeking an operating profit, may try to avoid treating low-income 

or poorly insured patients even when treating such patients is part of the hospital’s mission. 

Professor Young concludes that the physician managers of standard expense (cost) centers should 

focus their attention on striving to provide quality medical care while meeting a flexible budget, 

thereby avoiding the additional decisions and conflicts associated with efforts to obtain a depart- 

ment operating surplus. 

Source: David W. Young, “Profit Centers in Clinical Care Departments An Idea Whose Time Has Gone,” Healthcare Financial 

Management, March 2008, pp. 66-71. 

Financial and Nonfinancial Performance Measures 

This module’s emphasis is on financial performance reports. Dollar-based financial reports have 

several advantages over other financial measures. Their “bottom line” impact is readily apparent. If 

actual fixed costs exceed budgeted fixed costs by $10,000, the before-tax income of an organization 

is $10,000 less than it would be without the extra fixed costs. Additionally, because dollars are addi- 

tive and applicable to all organizational units, financial measures are easily summarized and reported 

up the organization chart. 

It is important to keep in mind that although financial measures may indicate results are not in 

accordance with the budget, they do not indicate the root cause of financial deviations. The identifica- 

tion and analysis of the root cause of financial variances requires asking questions and, frequently, the 

use of nonfinancial data. Managers and employees at lower levels of the organization are often better 

served by performance reports focusing on data directly related to their job, such as units processed 

or customers served per hour. Although financial performance is still critical to Home Depot’s top 

management and still used to evaluate individual stores, the focus for the evaluation of store managers 

and employees is now on clean stores, stocked shelves, and customer satisfaction. Other examples of 

nonfinancial performance measures include: defects per thousand units in a manufacturing plant, aver- 

age and longest waiting time in a restaurant, nursing staff hours per patient day in a hospital, response 

time for a fire department, and customer satisfaction at a retail store or bank. 

When organizations seek to improve financial performance beyond what is possible with current 

products, procedures, or services, the initial focus is most often on nonfinancial measures. Kroger 

grocery stores might benchmark the length of their cash-register waiting times against Winn Dixie’s.A 

systematic process improvement such as six sigma, discussed in the following Business Insight, might 

be used to improve service or product quality. 
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“Improving F rocessi 2s and Reducing Defec 

Six sigma is a process used to improve product or service bali ys identifvang errors Ban remov- 

ing their causes. Six sigma is also used to minimize process variability and streamline processes by 

removing unnecessary, especially non-value-added, activities. Six sigma received its name from its 

original goal of reducing the probability of a defect to the probability of having an event six standard 

deviations away from the mean of a normal distribution. As initially implemented in companies such 

as Motorola and General Electric six sigma has five basic steps: 

Define: Identify and define problems related to a process. 

Measure: Determine what is wrong with the current process. 

Analyze: Determine the root cause or reason for what is wrong. 

Improve: Develop and implement a plan to improve the process. 

Control: Develop and implement procedures to monitor operations to ensure they proceed 

as planned. 

we SS > 

In recent years six sigma has moved from manufacturing firms to service organizations and, espe- 

cially, retail firms. Target claims savings of more than $100 million over the past five years from six 

sigma and Best Buy projects significant cost savings from streamlining appliance installation using 

six sigma. 

Source: Brian Burnsed and Emily Thornton, “The Six Sigma Black Belts Are Back,” Business Week, September 21, 2009; Srid- 

har Seshadri and Gregory T. Lucier, “GE Takes Six Sigma Beyond the Bottom Line,” Strategic Finance, May 2001, pp. 40-46. 

PERFORMANCE REPORTING FOR 
COST CENTERS 

.©2 Differentiate | Financial performance reports for cost centers include a comparison of actual and budgeted (or al- 

between static and lowed) costs and identify the difference as a variance. Allowed costs in performance reports are the 

flexible budgets flexible budget amounts for the actual level of activity. The variance is favorable if actual costs are 

for performance less than budgeted (or allowed) costs and unfavorable if actual costs are more than budgeted (or al- 

reporting. lowed) costs. These comparisons are made in total and individually for each type of controllable cost 

assigned to the cost center. 

Development of Flexible Budgets 

A budget that is based on a prediction of sales and production is called a static budget. The operating 

budget explained in Module 21 is a static budget. Budgets can also be set for a series of possible pro- 

duction and sales volumes, or budgets can be adjusted to a particular level of production after the fact. 

These budgets, based on cost-volume relationships, are called flexible budgets; they are used to deter- 
mine what costs should be for a level of activity. For example, if the college cafeteria budgets $15,000 
for food during April for 5,000 meals but provides 6,000 meals, the budget needs to be adjusted by the 
original food budget rate of $3 ($15 ,000/5 000 meals). If $17,500 was spent on food during the month, 
the analysis might appear as follows: 

Budget Item Actual Budget Difference _ 
Static analysis 

FOO ewenn cn: ners $17,500 5,000 meals x $3 = $15,000 $2,500 over budget 

FOO Ae cdr scakeae ae $17,500 6,000 meals x $3 = $18,000 $500 under budget 

The cafeteria manager is better evaluated based on what actually happened with the flexible bud- 
get than with the static budget, especially if the manager had no control over how many student meals 
were requested. 

For a complete example of a flexible budget, assume that McMillan Company, which produces high- 
quality computer carrying cases, has three departments: Production, Sales, and Administration. Focusing 
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on the Production Department, the flexible budget cost-estimating equations for total monthly production 
costs of cases are based on the production standards for variable and fixed costs. The standards follow: 

Variable costs 

Direct materials—2 pounds per unit at $5 per pound, or $10 per unit 

Direct labor—0.25 hour per unit at $24 per hour, or $6 per unit 

Variable overhead - 2 pounds per unit at $4 per pound, or $8 per unit 

Fixed costs—$52,000 

If management plans to produce 10,000 cases in July, the budgeted manufacturing costs are $292,000: 

> MeMILLAN COMPANY 0 
_ Manufacturing Cost Budge 

Manufacturing costs 

Variable costs 

Direct materials (10,000 units x 2 pounds x $5)... $100,000 

Direct labor (10,000 units x 0.25 hours x $24) .... 60,000 

Variable overhead (10,000 units <x 2 pounds x $4) . 80,000 

pele NG OSE cr ter siae a ered chehc) OFS cua DARED ace OG MI on AE 52,000 

FTOUal esata Bier cee meters th nti tone ee em ei ret toe eed $292,000 

Flexible Budgets Emphasize Performance 

If actual production happened to equal budgeted production, the Production Department is evaluated by 

comparing the actual and budgeted costs. If production needs change, perhaps due to an unexpected in- 

crease or decrease in sales volume, the Production Department should attempt to make appropriate changes. 

When the actual production volume is anything other than the originally budgeted amount, the Production 

Department’s financial responsibility for costs should be based on the actual level of production. 

For the purpose of evaluating the financial performance of cost centers, a flexible budget is tailored, 

after the fact, to the actual level of activity. A flexible budget variance is computed for each cost as the 

difference between the actual cost and the flexible budget cost. Assume actual production for July totaled 

11,000 units rather than 10,000 units. Examples of a performance report for July manufacturing costs 

based on static and flexible budgets are presented in Exhibit 22.1. When the Production Department’s 

financial performance is evaluated using the static budget, the actual cost of producing 11,000 units is 

compared to the budgeted cost of producing 10,000 units. The result is a series of unfavorable static bud- 

get variances totaling $20,000. 

EXHIBIT 22.1 Flexible Budgets and Performance Evaluation 

McMILLAN COMPANY 

Production Department Performance Report 

For Month of July ce ae 

Based on Static Budget Based on Flexible Budget 

Original Static Budget Flexible — Flexible Budget | 
Actual Budget Variance Actual Budget* Variance — 

NollU tele kr aS roo cota 11,000 10,000 11,000 11,000 

Variable costs 

Direct materials...... $108,000 $100,000 $ 8,000 U $108,000 $110,000 $2,000 F 

DiteCtlaDOlgae ra wit 70,000 60,000 10,000 U 70,000 66,000 4,000 U 

Variable overhead.... 81,000 80,000 1,000 U 81,000 88,000 7,000 F 

FixedicOstSiani werent 53,000 52,000 1,000 U 53,000 52,000 1,000 U 

HOtals: Sepeeieeienciacves, ae $312,000 $292,000 $20,000 U $312,000 $316,000 $4,000 F 

*Flexible budget manufacturing costs: (Actual level x Budgeted unit cost) 

Direct materials (11,000 units x 2 pounds x $5) 

Direct labor (11,000 units x 0.25 labor hour x $24) 

Variable overhead (11,000 units x 2 pounds x $4) 
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When the Production Department’s financial performance is evaluated by comparing actual costs 

with costs allowed in a flexible budget drawn up for the actual production volume, the results are 

mixed. Direct materials have a $2,000 favorable variance. Direct labor has a $4,000 unfavorable vari- 

ance. The variable overhead variance is $7,000 favorable. The fixed overhead variance remains $1,000 

unfavorable since the static and flexible fixed budgets stay the same. The net flexible budget variance 

is $4,000 favorable, a substantial change from the static variance of $20,000 unfavorable. 

Flexible budget variances provide a much better indicator of performance than static budget vari- 

ances that do not consider the increased level of production (11,000 units rather than 10,000 units). When 

production exceeds the planned level, the static budget variances are usually unfavorable. Likewise, 

when actual production is substantially below the planned level of activity, the static variances are usu- 

ally favorable. While it is important to isolate and determine the cause of any variation between planned 

and actual production, the financial-based performance report is not the appropriate place to mix volume- 

created variances with those related to the actual production levels. 

MID-MODULE REVIEW 

Ron Gilette received the following performance report from the accounting department for his first month as plant 

manager for a new company. Ron’s supervisor, the vice president of manufacturing, has concerns that the report does 

not provide an accurate picture of Ron’s performance in the area of cost control. 

- Actual Budgeted —_ Variance 

Units 10,000 12,000 2,000 U 

Costs 

Direct materials ............ $ 299,000 $ 360,000 $ 61,000 F 

Ditectilaborare wantin: cs 345,500 432,000 86,500 F 

Variable factory overhead..... 180,000 216,000 36,000 F 

Fixed factory overhead ...... 375,000 360,000 15,000 U 

TOtalCOStS Pree naan, aes $1,199,500 $1,368,000 $168,500 F 

Required 
Prepare a revised budget that better reflects Ron Gilette’s performance. 

The solution is on page 23-36. 

Standard Costs and Performance Reports 

A standard cost indicates what it should cost to provide an activity or produce one batch or unit of 

product under planned and efficient operating conditions. In a standard costing environment, the flex- 
ible budget is based on standard unit costs. Traditionally, standard costs have been developed from an 
engineering analysis or from an analysis of historical data adjusted for expected changes in the product, 
production technology, or costs. When standards are developed using historical data, management must 
be careful to ensure that past inefficiencies are excluded from current standards. 

To obtain the full benefit of standard costs, the standards must be based on realistic expectations. 
The standard cost for direct labor for McMillan Company is $6.00 per unit, (computed as 0.25 direct 
labor hours * $24 per hour). Some organizations intentionally set “tight” standards to motivate em- 
ployees toward higher levels of production. The management of McMillan Company might set their 
standards for direct labor at 0.22 hours per unit rather than at the expected 0.25 hours per unit, hoping 
that employees will strive toward the lower time and, consequently, the lower cost of $5.28 ($24 x 
0.22). The use of tight standards often causes planning and behavioral problems. Management expects 
them to result in unfavorable variances. Accordingly, tight standards should not be used to budget input 
requirements and cash flows because management expects to incur more labor costs than the stan- 
dards allow. The use of tight standards can have undesirable behavioral effects if employees find that 
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a second set of standards is used in the “real” budget or if they are constantly subject to unfavorable 

performance reports. These employees could come to distrust the entire budgeting and performance 

evaluation system, or they may quit trying to achieve any of the organization’s standards. 

Tight standards are more likely to occur in an imposed budget than in a participation budget. In a 

participation budget, the problem may be to avoid overstating the costs required to produce a product. 

Loose standards may fail to properly motivate employees and can make the company uncompetitive 

due to costs that are higher than competitors’. 

VARIANCE ANALYSIS FOR COSTS 
To use and interpret standard cost variances properly, managers must understand the processes and 03 Determine 

activities that drive costs. Cost variances are merely signals. They do not explain why costs differ from and interpret 

expectations. Underlying causes of variances must be investigated before final judgment is passed on _ direct materials, 

the effectiveness and efficiency of an operation or activity. direct labor, and 

Standard cost variance analysis is a systematic approach to examining flexible budget variances. overhead cost 

Actual costs are determined from the organization’s financial transactions. Flexible budget costs are variances. 

determined by multiplying standard quantities allowed for the output times the standard price per unit. 

For a company using activity-based costing, each manufacturing activity could have its own standard 

costs that focus on underlying concepts and cost drivers, and companies even develop their own set of 

variances as discussed in the following Business Insight. 

Standard cost variance analysis identifies the general causes of the total flexible budget variance 

by breaking it into separate price and quantity variances for each production component. Two possible 

reasons that actual cost could differ from flexible budget cost for a given amount of output produced 

are (1) a difference between actual and standard prices paid for the production components — the price 

variance —and (2) a difference between the actual quantity and the standard quantity allowed for the 

production components—the quantity variance. Variances have different names for different cost cat- 

egories as follows: 

Cost Component Price Variance Name —Quantity Variance Name _ 

Direct materials Materials price variance Materials quantity variance 

Direct labor Labor rate variance Labor efficiency variance 

Variable overhead Variable overhead Variable overhead efficiency variance 

spending variance 

Fixed overhead is excluded from the unit standard costs because, within the relevant range of 

normal activity, it does not vary with the volume of production. To facilitate product costing, however, 

many organizations develop a standard fixed overhead cost per unit. 

In the following sections, we analyze the flexible budget cost variances for materials, labor and 

variable overhead. Our illustration is based on the following July activity and costs of McMillan 

Company’s Production Department. 

McMILLAN COMPANY—PRODUCTION DEPARTMENT 
Actual Manufacturing Costs 

For Month of July 

Actvaltunitsreompletecites aeiapeekeeetetrs rreie are 11,000 

Manufacturing costs 

Unit level costs 

Direct materials (24,000 pounds x $4.50) .. $108,000 

Direct labor (2,800 hours < $25.00) ....... 70,000 

Vanabletoverhcadnmcrr rite tame aici. © cates 81,000 

FD CChOMEAMEEVCNCONS «6 nelskeainde ss did aee 53,000 

UO tallpreeremeester sraeeste ote fencnv ss or wyePRep onerotans ule le $312,000 
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The variances in this book are not the only ones used by managers. Many companies develop their 

own variances to meet the needs of their managers when confronted with unusual activities. Such is 

the case with Parker Brass. Two concerns of the production managers at Parker Brass are the tim- 

ing of product cost information and providing an effective cost control system. As managers were 

struggling with new and different decisions, they decided that additional information was needed. 

They developed three new variances: standard run quantity variance, materials substitution vari- 

ance, and method variance. 

The standard run quantity variance measures the amount of setup cost that was not recovered 

because the batch size was smaller than the predetermined optimal batch size. Because the com- 

pany had been including setup cost with labor, the managers were having difficulty explaining all of 

the labor variances. By pulling out the amounts related to batch sizes, the remainder of the analysis 

became easier to explain. The materials substitute variance is relevant when the standard materials 

have to be substituted because of lack of inventory or because a customer wants something dif- 

ferent than normal. This often helps explain both materials price variances and usage variances so 

these two variances do not have to be used to justify all differences between standard and actual 

cost. The method variance is used when different machines or processes can be used to produce 

the same output. For example, if a process requires three labor hours and two machine hours but 

due to machine demand by other products, the process can be completed with seven labor hours 

and one machine hour, the resulting standard versus actual cost variances will be different even 

when all costs are perfectly controlled. 

When managers know that the accounting system is flexible, there is more coordination be- 

tween those who develop the system and those who use it. Parker Brass modified its standard 

costing system to better meet the needs of its managers without disrupting the traditional cost 

accounting system. 

Source: David Johnsen and Parvez Sopariwala, “Standard Costing Is Alive and Well at Parker Brass, Management Accounting 

Quarterly, Winter 2000, pp. 12-20. 

Note that detailed information on actual pounds and an actual rate is not provided for variable over- 

head. That is because variable overhead represents a pool of related costs driven by a number of factors 

rather than a single cost with a single driver. Although the basis used in budgeting variable overhead 

may, and should, have a high correlation with actual variable overhead, it is a surrogate for the multiple 

cost elements that comprise variable overhead. Issues related to variable overhead are discussed in 

greater detail later in this module. 

Establishing and Using Standards for Direct 
Materials 

The two basic elements contained in the standards for direct materials are the standard price and the 
standard quantity. Materials standards indicate how much an organization should pay for each input 
unit of direct materials and the quantity of direct materials it should use to produce one unit of out- 
put. The standard price per unit of direct materials should include all reasonable costs necessary to 
acquire the materials. These costs include the invoice price of materials, less planned discounts plus 
freight, insurance, special handling, and any other costs related to the acquisition of the materials. 
The standard quantity represents the number of units of raw materials allowed for the production of 
one unit of finished product. This amount should include the amount dictated by the physical charac- 
teristics of the process and the product, plus a reasonable allowance for normal spoilage, waste, and 
other inefficiencies. The quantity standard can be determined by engineering analysis, professional 
judgment, or by averaging the actual amount used for several periods. An average of actual past ma- 
terials usage may not be a good standard because it could include excessive wastes and inefficiencies 
in the standard quantity. 



Module 22 | Standard Costs and Performance Reports 22-12 

Direct Materials Variances 
The materials price variance is the difference between the actual materials cost and the standard cost 

of actual materials inputs. The materials quantity variance is the difference between the standard cost 

of actual materials inputs and the flexible budget cost for materials. The direct materials variances for 

McMillan Company follow. 

oS Standard Cost Variance e Analysis 
i Output: 11,000 cases 

ndard C Cost of 
al a o 2 _ Actual Inputs — 2 -—- - ee “Flexible Budget Cost 

Actual quantity (AQ).... 24,000 Actual quantity (AQ).... 24,000 Standard quantity allowed (SQ). . 22,000* 

Actual price (AP)....... x $4.50 Standard price (SP) .... x $5.00 Standardjpnce(SP) errs sere x $5.00 

$108,000 $120,000 $110,000 

Materials price Materials quantity 

variance $12,000 F variance $10,000 U 

Total flexible budget materials variance $2,000 F 

*11,000 units x 2 pounds per unit 

McMillan Company had a favorable materials price variance of $12,000 because the actual cost 

of materials used ($108,000) was less than the standard cost of actual materials used ($120,000). The 

price variance can also be computed using a formula approach as the actual quantity (AQ) used times 

the difference between the actual price (AP) and the standard price (SP). McMillan Company paid 

$0.50 per pound below the standard price for 24,000 pounds for a total savings of $12,000: 

Materials price variance = AQ(AP — SP) 

= 24,000($4.50 — $5.00) 

= 24,000 x $0.50 

= $12,000 F 

The unfavorable quantity variance of $10,000 occurred because the standard cost of actual materi- 

als used, $120,000 (24,000 < $5), was higher than the cost of materials allowed by the flexible budget, 

$110,000 (22,000 x $5). A total of 22,000 pounds of materials is allowed to produce 11,000 units of 

finished outputs. This is computed as 11,000 finished units times 2.0 pounds of direct materials per 

unit. The materials quantity variance can also be computed using a formula approach as the standard 

price (SP) per pound times the difference between the number of pounds actually used (AQ) and the 

number of pounds allowed (SQ): 

Materials quantity variance = SP(AQ — SQ) 

= $5(24,000 — 22,000) 

= $5 x 2,000 

= $10,000 U 

Interpreting Materials Variances 
As highlighted in the following Business Insight, after computing variances, managers must under- 

stand how to use them in making decisions relevant to the items being evaluated. A favorable materials 

price variance indicates that the employee responsible for materials purchases paid less per unit than 
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the price allowed by the standards. This could result from receiving discounts for purchasing more 

than the normal quantities, effective bargaining by the employee, purchasing substandard-quality ma- 

terials, purchasing from a distress seller, or other factors. Ordinarily, when a favorable price variance 

is reported, the employee’s performance is interpreted as favorable. However, if the favorable price 

variance results from the purchase of materials of lower than standard quality or from a purchase in 

more than desirable quantities, the employee’s performance would be questionable. All large variances, 

including favorable variances, should be thoroughly investigated for causes and corrections. 

It’s All in the Questions 

Writing for local governments officials, Jon Johnson and Chris Fabian, senior management advi- 

sors with the International City/County Management Association (ICMA), stress the need for such 

officials to work closely with their finance officer and ask questions to better understand “not only 

the positive signs of the organization’s fiscal health, but also the root causes of the fiscal ‘dis-ease’ 

impacting long-term fiscal sustainability.” 

One of their key questions is “Do we understand our variances — especially budget versus ac- 

tual?” According to the authors, answering this question helps: 

w Determine reasons variances have occurred and adjust the budget or eliminate the source of 

variances where appropriate. 

=  ldentify areas where resources have been over-allocated with an eye toward reassigning 

those resources to other needs. 

m= Reduce budget contingencies included in multiple department budgets by consolidation into 

a unified contingency budget. 

@ Improve the accuracy to budgets by better identifying emerging trends. 

Source: Jon Johnson and Chris Fabian, “It’s All in the Questions: The Manager’s Role in Achieving Fiscal Health,” Public Man- 

agement, September 2009, pp. 22-15, 33. 

An unfavorable materials price variance means that the purchasing employee paid more per 

unit for materials than the price allowed by the standards. This could be caused by failure to buy in 

sufficient quantities to receive normal discounts; purchase of higher-quality materials than called for 

in the product specifications; failure to place materials orders on a timely basis; failure to bargain 

for the best available prices; or other factors. An unfavorable variance does not always mean that the 

employee performed unfavorably. Many noncontrollable factors surround the purchasing function, 

including unanticipated price increases, the need to increase production to meet unanticipated sales, 

and supply chain problems such as a work stoppage at a vendor. 

A favorable materials quantity variance means that the actual quantity of raw materials used was 

less than the quantity allowed for the units produced. This could result from factors such as less materi- 

als waste than allowed by the standards, better than expected machine efficiency, direct materials of 

higher quality than required by the standards, and more efficient use of direct materials by employees. 

An unfavorable materials quantity variance occurs when the quantity of raw materials used exceeds 

the quantity allowed for the units produced. This could result from incurring more waste than provided 

for in the standards, poorly maintained machinery requiring larger amounts of raw materials, raw ma- 
terials of lower quality than required by the standards, or poorly trained employees who were unable to 
use the materials at the level of efficiency required by the standards. 

Establishing and Using Standards for Direct Labor 
To evaluate management performance in controlling labor costs, it is necessary to determine the stan- 
dard labor rate for each hour allowed and the standard time allowed to produce a unit. Setting labor 
rate standards can be quite simple or extremely complex. If all employees have the same wage rate, 
determining the standard cost is relatively easy: Simply adopt the normal wage rate as the standard 
labor rate. If there are variations in employee wage rates, the standard labor rate should be based on the 
expected mix of employee wage rates. 
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The standard labor time per unit can be determined by an engineering approach or an empirical 

observation approach. When using an engineering approach, industrial engineers ascertain the amount 

of time required to produce a unit of finished product by applying time and motion methods or other 

available techniques. Normal operating conditions are assumed in arriving at the labor standard. There- 

fore, allowances must be made for normal machine downtime, employee personal breaks, and so forth. 

Under the empirical approach, the average time required to produce a unit under normal operating 

conditions is used as a basis for the standard. 

Direct Labor Variances 
Using the general variance model that was used for materials, we can compute the labor rate and ef- 

ficiency variances. The labor rate variance is the difference between the actual cost and the standard 

cost of actual labor inputs. The labor efficiency variance is the difference between the standard cost 

of actual inputs and the flexible budget cost for labor. 

McMillan Company’s labor standards provide for 0.25 hour of labor per unit produced at $24 per 

hour. During July, 2,800 hours were used at a cost of $25 per hour. Using these data, the labor rate 

(price) variance and labor efficiency (quantity) variance can be computed as shown in the following 

illustration. 

Standard Cost Variance Analysis : ee 
Input component: Direct labor _ Output: 11,000 cases 

Standard Costof 
—  Aceicot = Acietinpts— enti cedgctcot ss” 
Actual hours (AH)...... 2,800 Actual hours (AH)...... 2,800 Standard hours allowed (SH)...... 2,750* 

Actual rate (AR) ....... x $25 Standard rate (SR)..... x $24 Standarcirate:(S 5) sera e tee x $24 

$70,000 $67,200 $66,000 

Labor rate Labor efficiency 

variance $2,800 U variance $1,200 U 

Total flexible budget labor variance $4,000 U 

*11,000 units x 0.25 hour per unit 

The labor rate variance can also be computed in formula form as the actual number of hours used 

times the difference between the actual rate and the standard rate. 

Labor rate variance = AH(AR — SR) 

= 2,800($25 — $24) 

= 2,800 x $1 

= $2,800 U 

This computation of the labor rate variance shows that the company paid $1 more than the standard rate 

for each of the 2,800 hours worked. 

Since 11,000 units of product were finished during the period and 0.25 hour of labor was allowed 

for each unit, the total number of standard hours allowed was 2,750 (11,000 units < 0.25 hours). The 

labor efficiency variance can also be computed as the standard rate times the difference between the 

actual labor hours and the standard hours allowed: 

Labor efficiency variance = SR(AH — SH) 

= $24(2,800 — 2,750) 

= $24 x 50 

= $1,200 U 
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McMillian’s labor efficiency variance indicates that the company used 50 more labor hours than al- 

lowed. By itself, this inefficiency caused an unfavorable variance of $1,200. 

Interpreting Labor Variances 
The possible explanations for labor rate variances are rather limited. An unfavorable labor rate vari- 

ance can be caused by the use of higher paid laborers than the standards provided. An increase in wage 

rates not reflected in the standards can also cause an unfavorable labor rate variance. A favorable labor 

rate variance occurs if lower paid workers were used or if actual wage rates declined. 

Unfavorable labor efficiency variances occur when the actual labor hours exceed the number of 

hours allowed for the actual output. This could be caused by using poorly trained workers or poorly 

maintained machinery or by the use of low-quality materials. Low employee morale and generally 

poor working conditions could also adversely affect the efficiency. 

Favorable labor efficiency variances occur when the actual labor hours are less than the number of 

hours allowed for the actual output. This above-normal efficiency can be caused by the company’s use 

of higher-skilled (and higher-paid) workers, better machinery, or higher-quality raw materials than the 

standards require. High employee morale, improved job satisfaction, or generally improved working 

conditions could also account for the above-normal efficiency of the workers. 

Establishing and Using Standards for Variable 
Overhead 

The traditional unit-level approach to cost estimation, budgeting, and variance analysis separates 

overhead costs into fixed and variable elements. This separation is necessary because fixed costs 

are primarily driven by factors related to capacity and variable costs are primarily driven by factors 

related to volume. 

Because it includes many heterogeneous costs, manufacturing overhead poses a unique problem 

in establishing standards for the standard quantity and the standard price of inputs. Direct materials 

have a natural physical measure of quantity such as tons, barrels, pounds, and liters. Similarly, labor 

or assembly is measurable in hours. However, no single quantity measure is common to all overhead 

items. Overhead is a cost group that can simultaneously include costs measurable in hours, pounds, 

liters and kilowatts. 

The most frequent approach to dealing with the problem of multiple quantity measures in variable 

manufacturing overhead is to use a single surrogate (or substitute) measure to represent the quantity of 

all items in a given group. Typical substitute measures include machine hours, units of finished prod- 

uct, direct labor hours, and direct labor dollars. The variable overhead standard is then stated in terms 

of this surrogate measure. 

Variable Overhead Variances 
The variable overhead spending variance is the difference between the actual variable overhead cost 

and the standard variable overhead cost for the actual inputs of the surrogate measure. The variable 

overhead efficiency variance is the difference between the standard variable overhead cost for the 

actual inputs of the surrogate measure and the flexible budget cost allowed for variable overhead based 
on outputs. 

For McMillan Company, the actual variable overhead in July was $81,000. This represents the 
actual cost of overhead items such as indirect materials and indirect labor. Pounds of materials is Mc- 
Millian’s surrogate measure for quantity for variable overhead allowed and used. This means that the 
standard costs allowed for variable overhead varies with the pounds of direct materials allowed. Hence 
the standard cost of actual inputs is calculated as actual pounds of direct materials (AP) times the stan- 
dard variable overhead rate per pound (SRP): 

Standard cost of actual inputs = (AP x SRP) 

= 24,000 x $4 

= $96,000 
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The flexible budget cost for variable overhead allowed for the actual outputs is based on the 

22,000 pounds of direct materials allowed (SP) for the units produced during the period (11,000 units 

x 2 pounds). The allowed quantities are multiplied by the standard variable overhead rate (SRP). The 

resulting variable overhead flexible budget cost is $88,000: 

Flexible budget cost = (SP x SRP) 

= 22,000 x $4 

= $88,000 

Using these data, the variable overhead spending (price) variance and the variable overhead efficiency 

(quantity) variance follow. 

ble Bud 

(SP ee 22,000* Pounds allowed 

Standard rate (SRP)....... x $4 Standard rate (SRP)........ x $4 

Well Se aiohes 4a a end ee $96,000 Aol eel Baets Mate Gere CaN: $88,000 

Variable overhead Variable overhead 

spending variance efficiency variance 

$15,000 F $8,000 U 

Total flexible budget variable overhead variance $7,000 F 

*11,000 x 2 Ibs. 

An alternative to the computation of the variable overhead effectiveness variance follows: 

Variable overhead efficiency variance = SRP(AP — SP) 

= $4(24,000 — 22,000) 

= $8,000 U 

This approach emphasizes that the 2,000 extra pounds used should have increased variable overhead 

by $8,000 at the standard rate of $4 per pound. 

Interpreting Variable Overhead Variances 
A favorable spending variance encompasses all factors that cause actual expenditures to be less than 

the amount expected for the actual inputs of the measurement base, including consumption and pay- 

ment. Conversely, an unfavorable spending variance results when the actual expenditures are more 

than expected for the inputs of the measurement base. This is caused by consuming more overhead 

items than expected, or by paying more than the expected amount for overhead items consumed, or by 

both. Thus, the term spending variance is used instead of price variance. 

The key to understanding the variable overhead spending variance is recognizing that the amount 

of variable overhead cost allowed is determined by the level of the surrogate measurement base used. 

Any deviation from this spending budget causes a spending variance to occur. 

The variable overhead efficiency variance measures the difference between the standard variable 

overhead cost for the actual quantity of the surrogate measurement base and the standard variable 

overhead cost for the allowed quantity of the surrogate measurement base. This variance measures 

the amount of variable overhead that should have been saved (or incurred) because of the efficient (or 

inefficient) use of the surrogate measurement base. It provides no information about the degree of ef- 

ficiency in using variable overhead items such as indirect materials and indirect labor. This information 

is reflected in the spending variance. 
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..©©« Calculate 

revenue variances 

and prepare a 

performance report 

for a revenue 

center. 

MANAGERIAL DECISION 

Your company has had a practice for many years of budgeting variable overhead costs based on 

direct labor hours. The managerial accountants have argued that if direct labor hours are controlled, 

variable overhead costs will take care of themselves since direct labor hours drive variable over- 

head costs. You (and your plant managers) have become very skeptical of this policy because in 

recent years variable overhead variances have been very erratic—sometimes being large favorable 

amounts and other times being large unfavorable amounts. You are beginning to plan for the coming 

budget year. How do you think you should budget variable overhead and evaluate managers who 

control these costs? [Answer, p. 22-24] 

Fixed Overhead Variances 

By definition, the quantity of goods and services purchased by fixed expenditures is not expected 

to change in proportion to short-run changes in the level of production. For example, in the short 

run, the production level does not affect the amount of depreciation on buildings, the number of 

fixed salaried employees, or the amount of real property subject to property taxes. Whether the 

organization produces 10,000 or 15,000 cases, the same quantity of fixed overhead is expected to 

be incurred, as long as the production level is within the relevant range of activity provided by the 

current fixed overhead items. Therefore, an efficiency variance is not computed for fixed overhead 

costs. 
Even though the components of fixed overhead are not expected to be affected by the production 

activity level in the short run, the actual amount spent for fixed overhead items can differ from the 

amount budgeted. For example, higher than budgeted supervisors’ salaries could be paid, there may be 

unanticipated increases in property taxes or insurance premiums, and the cost of leased facilities may 

increase. Fixed overhead costs in excess of the amount budgeted are reflected in the fixed overhead 

budget variance. The fixed overhead budget variance is, simply, the difference between budgeted and 

actual fixed overhead. Using the fixed costs of McMillan Company as an example: 

Fixed overhead budget variance = Actual fixed overhead — Budgeted fixed overhead 

= $53,000 — $52,000 

= $1,000 U 

The fixed overhead budget variance is always the same as the total fixed overhead flexible budget vari- 

ance. Because budgeted fixed overhead is the same for all outputs within the relevant range, the budget 

variance explains the total flexible budget variance between actual and allowed fixed overhead. Similar 

to variable overhead, fixed overhead variances can be caused by a combination of price and quantity 

factors. Fixed overhead variances are examined further in Appendix 22A. 

PERFORMANCE REPORTS FOR 
REVENUE CENTERS 
The financial performance reports for revenue centers include a comparison of actual and budgeted 
revenues. Controllable costs can be deducted from revenues to obtain some bottom-line contribution 
margin. If the center is then evaluated on the basis of this contribution, it is being treated as a profit 
center. 

If the organization is to meet its budgeted profit goal for a period, with its budgeted fixed and vari- 
able costs, the organization’s revenue centers must meet their original revenue budgets. Consequently, 
the original budget (a static budget) rather than a flexible budget is used to evaluate the financial per- 
formance of revenue centers. 
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Assume that McMillan Company’s July sales budget called for the sale of 10,000 units at $40.00 

each. If McMillan Company actually sold 11,000 units at $38.50 each, the total revenue variance is 

$23,500 favorable: 

Actual revenues (11,000 * $38.50) ........... $423,500 

Budgeted revenues (10,000 x $40)........... (400,000) 

REVENUE VANANCG sit suis cee act asi arte $ 23,500 F 

The revenue variance is the difference between the budgeted sales volume at the budgeted selling 

price and the actual sales volume at the actual selling price. Because McMillian’s actual revenues ex- 

ceeded budgeted revenues, the revenue variance is favorable. It can be presented as follows: 

Revenue variance = (Actual volume X Actual price) — (Budgeted volume x Budgeted price) 

The separate impact of changing prices and volume on revenue is analyzed with the sales price 

and sales volume variances. The sales price variance is computed as the change in selling price times 

the actual sales volume: 

Sales price variance = (Actual selling price — Budgeted selling price) x Actual sales volume 

For McMillan, the sales price variance for July follows: 

Sales price variance = ($38.50 — $40.00) x 11,000 units 

= $16,500 U 

The sales volume variance indicates the impact of the change in sales volume on revenues, as- 

suming there was no change in selling price. The sales volume variance is computed as the difference 

between the actual and the budgeted sales volumes times the budgeted selling price: 

Sales volume variance = (Actual sales volume — Budgeted sales volume) X Budgeted selling price 

For McMillan, the sales volume variance for July follows: 

Sales volume variance = (11,000 units — 10,000 units) x $40 

= $40,000 F 

The net of the sales price and the sales volume variances is equal to the revenue variance: 

Salesipnice VarlanCOnmmemcia: 6 macuaies.g oe ease $16,500 U 

SEES Wel WMSNENES sca 6 oomoctoodoonomote 40,000 F 

Revenue: VarianCes# Okan. | aaa Neos ies « $23,500 F 

Interpretation of these variances is subjective. In this case, we could say that if the increase in 

sales volume had not been accompanied by a decline in selling price, revenues would have increased 

$40,000 instead of $23,500. The $1.50 per unit decline in selling price cost the company $16,500 in 

revenues. Alternatively, we might note that a $1.50 reduction in the unit selling price was more than 

offset by an increase in sales volume. An economic analysis could explain the relationship as volume 

being sensitive to price (price elasticity). 

In any case, variances are merely signals that actual results are not proceeding according to plan. 

They help managers identify potential problems and opportunities. An investigation into their cause(s) 

could even indicate that a manager who received a favorable variance was doing a poor job, whereas 

a manager who received an unfavorable variance was doing an outstanding job. Consider McMillan 
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Company’s favorable revenue variance. This occurred because actual sales exceeded budgeted sales by 

1,000 units (10 percent), which on the surface indicates good performance. But what if the total market 

for the company’s products exceeded the company’s forecast by 15 percent? In this case, McMillan 

Company’s sales volume falls below its expected percentage share of the market; the favorable vari- 

ance could occur (despite a poor marketing effort) because of strong customer demand that competitors 

could not fill. 

inclusion of Controllable Costs 

Controllable costs should also be considered when evaluating the overall performance of revenue cen- 

ters. A failure to consider costs could encourage uneconomic selling practices, such as excessive adver- 

tising and entertaining, and spending too much time on small accounts. The controllable costs of revenue 

centers include variable and fixed selling costs. These costs are sometimes further classified into order- 

getting and order-filling costs. Order-getting costs are incurred to obtain customers’ orders (for ex- 

ample, advertising, salespersons’ salaries and commissions, travel, telephone, and entertainment). 

Order-filling costs are distribution costs incurred to place finished goods in the hands of purchasers 

(for example, storing, packaging, and transportation). 

The performance of a revenue center in controlling costs can be evaluated with the aid of a flexible 

budget drawn up for the actual level of activity. Assume that the McMillan Company’s July budget for 

the Sales Department calls for fixed costs of $10,000 and variable costs of $5 per unit sold. If the actual 

fixed and variable selling expenses for July are $9,500 and $65,000, respectively, the total cost vari- 

ances assigned to the Sales Department, detailed in Exhibit 22.2, are $9,500 unfavorable. In evaluating 

the Sales Department’s performance as both a cost center and a revenue center, management should 

consider these cost variances as well as the revenue variances. Although the revenue variances are 

based on the original budget, the cost variances are based on the flexible budget. 

_ Selling expenses 
Variable caus aes PIL ee ee $65,000 $55,000 $10,000 U 

Bib. e18 Redon ey ive HRORAR rot err Rn PeRR INE ren EARN Rais 9,500 10,000 500 F 

TOCA ssnsesyge rears tesa oY cy Sno hres esienees Seto mentees gente one $74,500 $65,000 $ 9,500 U 

* Flexible budget formulas: 

Variable selling expenses ($5 per unit) 

Fixed selling expenses( $10,000 per month) 

Revenue Centers as Profit Centers 

Even though we have computed revenue and cost variances for McMillan’s Sales Department, we 
are still left with an incomplete picture of this revenue center’s performance. Is the Sales Depart- 
ment’s performance best represented by the $23,500 favorable revenue variance, by the $9,500 unfa- 
vorable cost variance, or by the net favorable variance of $14,000 ($23,500 F — $9,500 U)? Actually, 
it is inappropriate to attempt to obtain an overall measure of the Sales Department’s performance 
by combining these separate revenue and selling cost variances. The combination of revenue and 
cost variances is appropriate only for a profit center; so far, we have left out one important cost that 
must be assigned to the Sales Department before it can be treated as a profit center. That cost is the 
standard variable cost of goods sold. 

As a profit center, the Sales Department acquires units from the Production Department and sells 
them outside the firm. Its total responsibilities include revenues, the standard variable cost of goods sold, 
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and actual selling expenses. The Sales Department is assigned the standard, rather than the actual, vari- 

able cost of goods sold. Because the Sales Department does not control production activities, it should not 

be assigned actual production costs. Doing so results in passing the Production Department’s variances 

on to the Sales Department. Fixed manufacturing costs are not assigned to the Sales Department because 

short-run variations in sales volume do not normally affect the total amount of these costs. 

To evaluate the Sales Department as a profit center, the net sales volume variance must be computed. 

The net sales volume variance indicates the impact of a change in sales volume on the contribution 

margin given the budgeted selling price and the standard variable costs. It is computed as the difference 

between the actual and the budgeted sales volumes times the budgeted unit contribution margin. 

Net sales volume variance = (Actual volume — Budgeted volume) < Budgeted contribution margin 

Using the $40 budgeted selling price, the standard variable manufacturing costs, and the standard 

variable selling expenses, the budgeted contribution margin is $11.00: 

SaIGS ert stds cea pee ete etc tess cated oc RITES ee crete ce seh Saban Petey gata $40.00 

Directumaterialsesy scar eutan Mechel nar aeucue at me sae iB ha $10.00 

Direct abort ahs retembateie oot a ne SEN 6.00 

Variable manufacturing overhead................+-4- 8.00 

SEM Gee a eterna a ats eer ceca te ee oe he Se ES 5.00 (29.00) 

Contribution: MaArgilvews eric er ae heer as oer hc tanec seca ee saree capeeae $11.00 

The net sales volume variance is computed as follows: 

Net sales volume variance = (11,000 — 10,000) x $11.00 

= $11,000 F 

As a profit center, the Sales Department has responsibility for the sales price variance, the net sales 

volume variance, and any cost variances associated with its operations. As shown in Exhibit 22.3, the 

Sales Department variances, as a profit center, net to $15,000 unfavorable: 

EXHIBIT 22. 3 ‘Sales Department Profit Center Performance Report 

oe _ McMILLIAN COMPANY 
aes Sales s Depart nent Profit Center Performance Report 

_For Month of July | 

SalastpricehvanianCG err miiersi en cici ech ere ee INOS Setisk cre eta gus Sette slarecaee Nereis nea On» $16,500 U 

NetisalessvOlUMe@NValnanCGr sm seeasctat bots, ssteletanseel cre icts. cle to Cladeds ebeh reas barslele, Saye bs ailshiutiere cs Rhone see 11,000 F 

Séllingiexpense: VarlanCemnapeomcrrs. bh ct aa rust pism old citceh Gartaln ipoartls tee fetiett 9,500 U 

SHES CORN MNENEMEOS INE. oot abdoon socom ogonotums BG ob ao Scobie tom melon ome $15,000 U 

In an attempt to improve their overall performance, managers often commit themselves to unfa- 

vorable variances in some areas, believing that these variances will be more than offset by favorable 

variances in other areas. When the Sales Department is evaluated as a revenue center, the favorable 

sales volume variance more than offsets the price reductions and the higher selling expenses. The more 

complete evaluation of the Sales Department as a profit center (with a $15,000 unfavorable variance) 

gives a very different impression than the evaluation of the Sales Department as a pure revenue center 

(with a $23,500 favorable variance) or as a revenue center responsible only for its own direct costs with 

net favorable variances of $14,000, computed as $23,500 F minus $9,500 U. The performance reports 

of all the organization’s responsibility centers are summarized to reconcile budgeted and actual income 

in Appendix 22B. 
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MODULE-END REVIEW 

The flexible budget performance report for Sunset Enterprises Inc. for March follows. The company manufactures 

only one product, folding chairs. 

Flexible = 
Budget sy 

Pe ne i Cost 

(@ UP (OTN] RUT ie daca cetvcesscohuecs dniriceostho o Dlomio"dss 5,000 

Direct materials aera een renee $104,125 $100,000 $ 4,125 U 

Direct: labor cies cmtersire cee enn cioes Seonta eee ee 82,400 75,000 7,400 U 

Variable manufacturing overhead 

Category cram acont oe ahceraenee are aneaery. 31,000 30,000 1,000 U 

Gategorny:2. Sewer fain seen Peete ee 18,000 20,000 2,000 F 

Fixed manufacturing overhead........... 42,000 40,000 2,000 U 

TOtal eee eS RO era res ot aeerae e $277,525 $265,000 $12,525 U 

The standard unit cost for folding chairs follows: 

Direct materials (4 pounds x $5.00 per pound)........ $20 

Direct labor (1.25 hours X $12.00 per hour)........... is 

Variable overhead, Category 1 (1.25 hours X $4.80).... 6 

Variable overhead, Category 2 ($4 per finished unit)... . 4 

Total standard variable cost per unit ................ $45 

Actual cost of materials is based on 21,250 pounds of direct materials purchased and used at $4.90 per pound; actual 

cost of assembly is based on 7,000 labor hours. Variable overhead is applied on labor hours for Category | and 

finished units for Category 2. 

Required 
a. Calculate all standard cost variances for direct materials and direct labor. 

b. Calculate all standard cost variances for variable manufacturing overhead. 

The solution is on page 22-37. 

APPENDIX 22A: Fixed Overhead Variances 

By definition, the quantity of goods and services purchased by fixed expenditures is not expected to change in 

proportion to short-run changes in the level of production. For example, in the short run, the production level does 

not affect the amount of depreciation on buildings, the number of fixed salaried employees, or the amount of real 

property subject to property taxes. 

Even though the components of fixed overhead are not expected to be affected by the production activity level 

in the short run, the actual amount spent for fixed overhead items can differ from the amount budgeted. For ex- 

ample, higher than budgeted supervisors’ salaries could be paid, insurance premiums may increase unexpectedly, 

and price increases could cause the amounts paid for equipment to be higher than expected. Fixed overhead costs 

in excess of the amount budgeted are reflected in the fixed overhead budget variance. The McMillian Company’s 

fixed overhead budget variance was previously determined as: 

Fixed overhead budget variance = Actual fixed overhead — Budgeted fixed overhead 

= $53,000 — $52,000 
= $1,000 U 

The fixed overhead budget variance is always the same as the total fixed overhead flexible budget variance. 
Because budgeted fixed overhead is the same for all outputs within the relevant range, the budget variance explains 
the total flexible budget variance between actual and allowed fixed overhead. 

Recall that predetermined overhead rates are computed by dividing the predicted overhead costs for the pe- 
riod by the predicted activity of the period. The motivation for using a standard fixed overhead rate is the same as 
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the motivation for using a predetermined overhead rate; namely, quicker product costing and assigning identical 

fixed costs to identical products, regardless of when they are produced during the year. 

When a standard fixed overhead rate is used, total fixed overhead costs assigned to production behave as 

variable costs. As production increases, the total fixed overhead assigned to production increases. Because total 

budgeted fixed overhead does not vary, differences arise between budgeted and assigned fixed overhead, and man- 

agers often inquire about the cause of the differences. 

The standard fixed overhead rate is computed as the budgeted fixed costs divided by some budgeted standard 

level of activity. Assume McMillian applies fixed manufacturing overhead on the basis of machine hours and 

that 0.40 machine hours are allowed to produce one carrying case. Further assume that the budgeted production 

is 10,000 carrying cases per month, a level that allows 4,000 (10,000 x 0.40) machine hours. The standard fixed 

overhead rate per machine hour is $13. 

Standard fixed overhead rate = Budgeted total fixed overhead + Budgeted activity level 

= $52,000 + 4,000 hours 

= $13 per machine hour 

The total fixed overhead assigned to production is computed as the standard rate of $13 multiplied by the 

standard hours allowed for the units produced. Note that assigned fixed overhead cost equals budgeted fixed over- 

head only if the allowed activity equals the budgeted activity of 4,000 hours. If less than 4,000 hours are allowed 

the fixed overhead assigned to production is less than the $52,000 budgeted; if more than 4,000 hours are allowed 

the fixed overhead assigned to production is more than the amount budgeted. 

Even though budgeted fixed overhead is not affected by production below or above 4,000 hours, the fixed 

overhead assigned to production increases at the rate of $13 per allowed machine hour. The difference between 

budgeted fixed overhead and fixed overhead assigned to production is called the fixed overhead volume vari- 

ance. This variance is sometimes referred to as the capacity variance, a term that emphasizes the maximum 

output of an operation. The fixed overhead volume variance indicates neither good nor poor performance. Instead, 

it indicates the difference between the activity allowed for the actual output and the budget level used as the de- 

nominator in computing the standard fixed overhead rate. 

To explain the difference between actual fixed overhead and fixed overhead assigned to production, two fixed 

overhead variances are computed: the fixed overhead budget variance and the fixed overhead volume variance. As 

previously explained, the fixed overhead budget variance represents the difference between actual fixed overhead 

and budgeted fixed overhead. The fixed overhead budget variance is caused by a combination of price and quantity 

factors related to the use of fixed overhead goods and services (e.g., depreciation, insurance, supervisors’ salaries). 

The $1,000 unfavorable budget variance for McMillan was caused either by using higher quantities of fixed over- 

head goods and services, or by paying higher prices than expected for those items, or both. 

The fixed overhead volume variance represents the difference between budgeted and assigned fixed overhead 

and is caused by a difference between the activity level allowed for the actual output and the budgeted activity used 

in computing the fixed overhead rate. For McMillan, actual July output of 11,000 units resulted in 4,400 allowed 

machine hours and applied fixed overhead of $57,200 (11,000 units x 0.40 hours X $13). The $5,200 favorable 

fixed overhead volume variance (budgeted costs of $52,000 minus applied costs of $57,200) indicates that the activ- 

ity level allowed for the actual output was more than the budgeted activity level. As previously stated, this variance 

ordinarily cannot be used to control costs. If the budgeted activity is based on production capacity, an unfavorable 

variance alerts management that facilities are underutilized, and a favorable variance alerts management that facili- 

ties are utilized above their expectations. A summary standard cost variance analysis for fixed costs is shown below. 

Standard Cost Variance Analysis 

Input component: Fixed manufacturing overhead : Output: 11,000 cases” 

Actual Cost Budgeted Cost Budgeted Cost Assigned : 

Standard hours allowed (SH) . . 4,400+ 

Standard rate (SR) x $13 

$53,000 $52,000 $57,200 

Fixed overhead Fixed overhead 

budget variance volume variance 

$1,000 U $5,200 Ft 

Total fixed manufacturing overhead variance $4,200 F 

+11,000 units x 0.40 

+ Also computed as: (4,400 allowed hours — 4,000 budget hours) x $13 standard rate per hour 
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APPENDIX 22B: Reconciling Budgeted and Actual 

Income 

Using a contribution format, it is possible to reconcile the difference between budgeted and actual net income for 

an entire organization. This is done by assigning all costs and revenues to responsibility centers and summarizing 

the financial performance of each responsibility center. McMillan Company’s budgeted and actual income state- 

ments, in a contribution format, for July are presented in Exhibit 22.4. 

EXHIBIT 22.4 Budgeted and Actual Income Statements: Contribution Format 

cee _ McMILLAN COMPANY 
ee one Income Statement 

oe . . For Month of July ae 

Sales (10,00Gunits < $40).....) 2). ope Sa eee oe $400,000 
Less variable costs 

Variableicost Of goods Sold eames ctam meu meattaettsm reenter tel 

Direct materials (10,000 units x $10) .................. $100,000 
DYLKeMElseyr (CICLO Win < SB) ob ascceauceuveovocecur 60,000 

Manufacturing overhead (10,000 x $8)................4- 80,000 $240,000 

Seine MOMOO WAS SSD) socccconcuvoocuecchouuuuence 50,000 (290,000) 

GConthioutionimMarginizeree ee see cera ee neat eine ete et eee ene cae 110,000 

Less fixed costs 

ManutacturingiovernCacl eyampaesemt-r srri-ier ten atieevrts, sitar agains 52,000 

Sellingwt a Hasaserke. Skt erst se eco rte tenia. eee aha 10,000 

ACUMAINIStRALIN Clute norar tres tasesace neat aie obese Chace saamnnlee ke case: 4,000 (66,000) 

Netincome see at Sale! et Din: Fenetey Poistog: ot ip Lelvae tel tye $ 44,000 

Sales (11 COCO wins X SSSO) .ncscceesesooonnenecuseaoree $423,500 

Less variable costs 

Variable cost of goods sold 

Directimatentals es ate ce reiger arene tne pete ele anes eer $108,000 

Directilalbo ree eee tee rican nae eee es Sea eng eae 70,000 

MEIN CUUTHING OWENS | on uno nanouanogcenanoncdovcec 81,000 $259,000 

Sellinet ak leer ty tener ERE Caren vate Pee te MAATS Pie Fhe 65,000 (324,000) 

ConthibutonimManrgineecnstr cee mts at ert eee tec ere nes 99,500 
Less fixed costs 

METUIEIGHUNG] OMSMERS noni boa ccomoo tegen ata odoonene 53,000 

SEM MRE e chetdeicace ect wernt nieve emmy Reich Snemtrcwedoee nee 9,500 

Aciministrative®). aa-8 Sao, oeeee eestor ated kieleiensts ret alerts 3,800 (66,300) 

NetinConme yt 7 eee bys LS RE hetcen See: COATED a NO $ 33,200 

McMillan Company contains three responsibility centers: a Production Department, a Sales Department, and 

an Administration Department. The Sales Department variances in Exhibit 22.3 net to $15,000 U. The Production 

Department’s variances in Exhibit 22.1 net to $4,000 F. The only variance for the Administration Department is the 

$200 difference between actual and budgeted fixed administrative costs ($3,800 actual — $4,000 budget). Because 

the Administration Department is a discretionary cost center, this variance is best identified as being underbudget. 

For consistency in the performance reports, however, it is labeled favorable. By assigning all variances to these 
three responsibility centers, the reconciliation of budgeted and actual income is as shown in Exhibit 22.5. 

EXHIBIT 22.5 Reconciliation of Budgeted and Actual Income 

McMILLAN COMPANY 

eee eae of Budgeted and Actual Income 

For Month of July ee 

Productioni@epartimentwatiances (Exhiplt2 2a) matin si ce 
_ Administration department variances ($3,800 actual — $4,000 budgeted) 

Actual net income 



Module 22 | Standard Costs and Performance Reports 22-24 

GUIDANCE ANSWER 

MANAGERIAL DECISION 

It appears that direct labor hours may no longer be a reliable basis for budgeting variable overhead in your com- 

pany. If actual variable overhead costs do not appear to correlate closely with direct labor hours, this could be an 

indication that the components of variable overhead have changed since direct labor hours was selected as the 

cost driver. Your cost accountants should consider other unit-level cost drivers for budgeting variable overhead 

costs. However, an activity-based costing method using multiple overhead cost pools with separate cost drivers 

might provide a more reliable basis for budgeting and controlling variable overhead costs. 

DISCUSSION QUESTIONS 

Q22-1. What is responsibility accounting? Why should noncontrollable costs be excluded from performance 

reports prepared in accordance with responsibility accounting? 

Q22-2. How can responsibility accounting lead to unethical practices? 

Q22-3. Responsibility accounting reports must be expanded to include what nonfinancial areas? Give some 

examples of nonfinancial measures. 

Q22-4. What is a cost center? Give some examples. 

Q22-5. How is a cost center different from either an investment or a profit center? 

Q22-6. What problems can result from the use of tight standards? 

Q22-7. What is a standard cost variance, and what is the objective of variance analysis? 

Q22-8. Standard cost variances can usually be broken down into two basic types of variances. Identify and 

describe these two types of variances. 

Q22-9. Identify possible causes for (1) a favorable materials price variance; (2) an unfavorable materials 

price variance; (3) a favorable materials quantity variance; and (4) an unfavorable materials quantity 

variance. 

Q22-10. How is standard labor time determined? Explain the two ways. 

Q22-11. In the standard cost system, what is the appropriate treatment of a change in wage rates (per new 

labor union contract) that dominate the cost of labor? 

Q22-12. Explain the difference between the revenue variance and the sales price variance. 

Q22-13. Explain the net sales volume variance and list its components. 

Q22-14. Explain the difference between how the actual costs and the standard cost of actual inputs are 

computed in variable overhead analysis. 

Q22-15. Explain what the net sales volume variance measures. 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M22-16. Flexible Budgets and Performance Evaluation (_°2) 

Presented is the January performance report for the Production Department of Newport Company. 

eee NEWPORT COMPANY 

es Production Department Performance Report 
a ~ For Month of January as 

Ses Actual Budget Variance 

WolIBIAne te, os tuccemtatarcre crore ene 30,000 28,000 

Manufacturing costs 

Direct materials........... $ 88,000 $ 84,000 $ 4,000 U 

BME eles nau concao mane 165,000 140,000 25,000 U 

Variable overhead......... 62,000 56,000 6,000 U 

Fixed overhead........... 27,500 28,000 500 F 

TOME! 24 ¢ deis-o Stroy oe Uo ceo $342,500 $308,000 $34,500 U 
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/) M22-17. 

M22-18. 

Pearle Vision 

M22-19. 

Nortel (NT) 

M22-20. 

(/) M22-21. 

Sony 

/) M22-22. 

Required 

a. Evaluate the performance report. 

b. Prepare a more appropriate performance report. 

Materials Variances (!.0>) 

North Wind manufactures decorative weather vanes that have a standard materials cost of two pounds of 

raw materials at $1.50 per pound. During September 10,000 pounds of raw materials costing $1.55 per 

pound were used in making 4,800 weather vanes. 

Required 

Determine the materials price and quantity variance. 

Materials Variances (1.02%) 
Assume that Pearle Vision uses standard costs to control the materials in its made-to-order sunglasses. 

The standards call for 2 ounces of material for each pair of lenses. The standard cost per ounce of 

material is $15. During July, the Santa Clara location produced 4,800 pairs of sunglasses and used 9,000 

ounces of materials. The cost of the materials during July was $15.25 per ounce, and there were no 

beginning or ending inventories. 

Required 

a. Determine the flexible budget materials cost for the completion of the 4,800 pairs of glasses. 

b. Determine the actual materials cost incurred for the completion of the 4,800 pairs of glasses and 

compute the total materials variance. 

c. How much of the total variance was related to the price paid to purchase the materials? 

d. How much of the difference between the answers to requirements (a) and (b) was related to the 

quantity of materials used? 

Direct Labor Variances (1.0%) 

Assume that Nortel manufactures specialty electronic circuitry through a unique photoelectronic process. 

One of the primary products, Model ZX40, has a standard labor time of 0.5 hour and a standard labor rate 

of $13.50 per hour. During February, the following activities pertaining to direct labor for ZX40 were 

recorded: 

Direct labor hours used ....... 2,180 

Direchlabomcosta eee $34,000 

Units of ZX40 manufactured ... 4,600 

Required 

a. Determine the labor rate variance. 

b. Determine the labor efficiency variance. 

c. Determine the total flexible budget labor cost variance. 

Significance of Direct Labor Variances (1.09) 

The Morgan Company’s April budget called for labor costs of $125,000. Because the actual labor costs 

were exactly $125,000, management concluded there were no labor variances. 

Required: 

Comment on management’s conclusion. 

Variable Overhead Variances (1.09) 

Assume that the best cost driver that Sony has for variable factory overhead in the assembly department 
is machine hours. During April, the company budgeted 480,000 machine hours and $5,000,000 for its 
Texas plant’s assembly department. The actual variable overhead incurred was $5,200,000, which was 
related to 500,000 machine hours. 

Required 

a. Determine the variable overhead spending variance. 

b. Determine the variable overhead effectiveness variance. 

Sales Variances (04) 

Presented is information pertaining to an item sold by Winding Creek General Store: 
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UME SAlCS oe ec nena weg Ae cone tala he og an) ey eucicn’ 150 125 

Unitiselling’priceseae sae meee ee ae ee $26 $25 

UnigstandardivariableicoStSaaeer eens ere (20) (20) 

UIA? COMMASULMOM MENG. conse avensoeeaenss $ 6 ono 

RROVGNUCS Miata geetty raat ees anes Sree panna $3,900 $3,125 

SIEMCENC! VENI OICONS oc oscnouosntcodosnoubes (3,000) (2,500) 

Contribution margin at standard costs.......... $ 900 $ 625 

Required 

Compute the revenue, sales price, and the sales volume variances. 

M22-23.4Fixed Overhead Variances (..02) 

Assume that Marathon Oil uses a standard cost system for each of its refineries. For the Texas City | Marathon Oil 

refinery, the monthly fixed overhead budget is $5,800,000 for a planned output of 2,000,000 barrels. For 

September, the actual fixed cost was $6,000,000 for 2,100,000 barrels. 

Required 

a. Determine the fixed overhead budget variance. 

b. If fixed overhead is applied on a per-barrel basis, determine the volume variance. 

M22-24.2Reconciling Budgeted and Actual Income 

Midstate Supply Company has three responsibility centers: sales, production, and administration. The 

following information pertains to the November activities of Midstate Supply: 

Budgetedicontr butionsinconme seuss wret eters toners eee erie terete $16,000 

ActUal(ContnbUtioMmINCOMe rsa theehs sey ech ore eo rates oie eck ceaeatel ohere Unoeeerewans 25,500 

Sales!pricewvanlance'scraci ccc ors get wide mies Gis een MERU SS Rae oe 24,000 F 

Salesivoluime:VananCe ce seaseancercu een cpr ycacreeeevos uct seek ised ac hentia nea ce cece orem 40,000 F 

Netisales#priceivanianiCe Sinsation erect cert sccuueiet <a any Spee ooalite nah gece ge 6,000 F 

Sales department variable expense variance. ............0 00. eee eee eee 18,000 U 

Sales department fixed expense variance... . 2.2... 2. eee ee eee eee ees 1,000 U 

Administration7depantment VanlanCeSseaett. ste e a eccrine ee mei ate re 500 F 

RroductionmdepartimentwanlanceSe-emerste en a xcectsieecmnrt strane ce st ace iency seater 2,000 U 

Required 

Prepare a reconciliation of budgeted and actual contribution income. 

EXERCISES 

E22-25. Elements of a Flexible Budget (2) 

Presented are partial flexible cost budgets for various levels of output. 

“= Rate per . 

unit 2 oo Unite, | 

10,000 15,000 20,000 

BGC BWEEIS: mas donedbacnosSlbeneas ae $100,000 b. Cc 

DirectlabOtmrsmec ences cesar os ceametere & buss d. e. 30,000 f 

WEISS OMEN lic cnn cononéaennoane $5 g h. i. 

Fixedioverheadset ein ces cies eines wes j. k. I. 

fel tal otal apts a5 cgh 0 ctatinie die’ Euan m n $400,000 

Required: 

Solve for items “a” though “n.” 
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E22-26. Elements of Labor and Variable Overhead Variances |.) 

Charlotte Fabricating applies variable overhead to products on the basis of standard direct labor hours. 

Presented is selected information for last month when 8,000 units were produced. 

ACtUal AS ree Gee ce gree cae attetaneer creme pelea ere a. ile 

SHEWCE UC NOUIGMIM oooncorancopuadsocanpnaendcons b. b. 

Actwalihours' (total) cnet exacts cnie eeet terres cra 2,100 2,100 

Standard rate/hoursene eee cent earners $12.00 $8.00 

Actualitate 8! eee trwe neers eee ce to $12.30 
Flexible budget asewase: Gh arain cleat cen ween averse tags ets $24,000 $16,000 

Labor rate or variable overhead spending variance. ..... @: g. 

EfficiemeyivarlanCes erreur teen seme recency ste aetal seecotere (eh. h. 

Total flexible budget variance................-...--- e. $1,000 F 

Required: 

Solve for items “a” through” h.” 

E22-27. Causes of Standard Cost Variances (Comprehensive) (°°) 

Following are ten unrelated situations that would ordinarily be expected to affect one or more standard 

cost variances: 

1. A salaried production supervisor is given a raise, but no adjustment is made in the labor cost 

standards. 

i) . The materials purchasing manager gets a special reduced price on raw materials by purchasing a 

train carload. A warehouse had to be rented to accommodate the unusually large amount of raw 

materials. The rental fee was charged to Rent Expense, a fixed overhead item. 

3. An unusually hot August caused the company to use 25,000 kilowatts more electricity than 

provided for in the variable overhead standards. 

4. The local electric utility company raised the charge per kilowatt-hour. No adjustment was made in 

the variable overhead standards. 

5. The plant manager traded in his leased company car for a new one in July, increasing the monthly 

lease payment by $150. 

6. A machine malfunction on the assembly line (caused by using cheap and inferior raw materials) 

resulted in decreased output by the machine operator and higher than normal machine repair 

costs. Repairs are treated as variable overhead costs. 

7. The production maintenance supervisor decreased routine maintenance checks, resulting in lower 

maintenance costs and lower machine production output per hour. Maintenance costs are treated 

as fixed costs. 

8. An announcement that vacation benefits had been increased resulted in improved employee 

morale. Consequently, raw materials pilferage and waste declined, and production efficiency 

increased. 

9. The plant manager reclassified her secretary to administrative assistant and gave him an increase 
in salary. 

10. A union contract agreement calling for an immediate 5 percent increase in production worker 
wages was signed. No changes were made in the standards. 

Required 

For each of these situations, indicate by letter which of the following standard cost variances would be 
affected. More than one variance will be affected in some cases. 

a. Materials price variance. 

b. Materials quantity variance. 

c. Labor rate variance. 

d. Labor efficiency variance. 

Variable overhead spending variance. 

Variable overhead efficiency variance. 

Fixed overhead budget variance. os Sa 8 
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E22-28. Sales Variances {.4) (/) 

Assume that Casio Computer Company, LTD. sells handheld communication devices for $110 during 

August as a back-to-school special. The normal selling price is $150. The standard variable cost for each 

device is $70. Sales for August had been budgeted for 400,000 units nationwide; however, due to the 

slowdown in the economy, sales were only 350,000. 

Casio Computer 

Company, LTD. 

Required 

Compute the revenue, sales price, sales volume variance, and net sales volume variance. 

E22-29.4 Fixed Overhead Variances (1.02) 
Auburn Company uses standard costs for cost control and internal reporting. Fixed costs are budgeted 

at $20,000 per month at a normal operating level of 10,000 units of production output. During October, 

actual fixed costs were $21,000, and actual production output was 12,000 units. 

Required 

a. Determine the fixed overhead budget variance. 

b. Assume that the company applied fixed overhead to production on a per-unit basis. Determine the 

fixed overhead volume variance. 

c. Was the fixed overhead budget variance from requirement (a) affected because the company 

operated above the normal activity level of 10,000 units? Explain. 

d. Explain the possible causes for the volume variance computed in requirement (b). How is reporting 

of the volume variance useful to management? 

PROBLEMS 

P22-30. Multiple Product Performance Report (.02) VV) 

Storage Products manufactures two models of DVD storage cases: regular and deluxe. Presented is 

standard cost information for each model: 

Direct materials 

Eimberaeeeter 2 board feet x $3 = $ 6.00 3 board feet x $3 = $ 9.00 

Assembly kit... . = 2.00 = 2.00 

Direct labor....... 1 hour x $4 =~ 4.00 1.25 hours x $4 = 5.00 

Variable overhead.. 1 laborhr. x $2 = 2.00 1.25 labor hrs. x $2 = 2.50 

“Ota eee ees $14.00 $18.50 

Budgeted fixed manufacturing overhead is $15,000 per month. During July, the company produced 

5,000 regular and 3,000 deluxe storage cases while incurring the following manufacturing costs: 

Direct materials ...... $ 80,000 

Direct laborer -)---i ote 36,000 

Variable overhead..... 14,000 

Fixed overhead....... 17,500 

Notas actcitc si ss $147,500 

Required 

Prepare a flexible budget performance report for the July manufacturing activities. 

P22-31. Computation of Variable Cost Variances ().0%) @ 

The following information pertains to the standard costs and actual activity for Tyler Company for 

September: 

Standard cost per unit 

Direct materials........... 4 units of material A x $2.00 per unit 

1 unit of material B x $3.00 per unit 

Direct labOte western eee 3 hours x $8.00 per hour 

continued 
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continued from prior page 

Activity for September 

Materials purchased 

IMEWOHEIA con nneocscsce 4,500 units x $2.05 per unit 

Materials ane eier 1,100 units x $3.10 per unit 

Materials used 

MaterialA ............. 4,150 units 

Materialib eyes rae reir 1,005 units 

Direct labor used ......... 2,950 hours x $8.20 per hour 

Produciomout putters in 1,000 units 

There were no beginning direct materials inventories. 

Required 

a. Determine the materials price and quantity variances. 

b. Determine the labor rate and efficiency variances. 

VV) P22-32. Variance Computations and Explanations (.°2) 

Outdoor Company manufactures camping tents from a lightweight synthetic fabric. Each tent has a 

standard materials cost of $20, consisting of 4 yards of fabric at $5 per yard. The standards call for 2 

hours of assembly at $12 per hour. The following data were recorded for October, the first month of 

operations: 

FabricioUnehase cian water cree aaa 9,000 yards < $4.90 per yard 

Fabric used in production of 1,700 tents....... 7,000 yards 

DirectiabomuSed paar mcee tater bine tierra or 3,600 hours x $12.50 per hour 

Required 

a. Compute all standard cost variances for materials and labor. 

b. Give one possible reason for each of the preceding variances. 

c. Determine the standard variable cost of the 1,700 tents produced, separated into direct materials 

and labor. 

/) P22-33. Determining Unit Costs, Variance Analysis, and Interpretation (1.02, 3) 

Big Dog Company, a manufacturer of dog food, produces its product in | 000-bag batches. The standard 

cost of each batch consists of 8,000 pounds of direct materials at $0.30 per pound, 48 direct labor hours 

at $8.50 per hour, and variable overhead cost (based on machine hours) at the rate of $10 per hour with 

16 machine hours per batch. The following variable costs were incurred for the last 1,000-bag batch 

produced: 

DirectimaterialSteeaaeeren a eet 8,300 pounds costing $2,378 were purchased and used 

DIreChlabOraaeamatere os 45 hours costing $450 

Variable overhead........... $225 

Machine hours used......... 18 hours 

Required 

a. Determine the actual and standard variable costs per bag of dog food produced, separated into 
direct materials, direct labor, and variable overhead. 

b. For the last 1,000-bag batch, determine the standard cost variances for direct materials, direct labor, 
and variable overhead. 

c. Explain the possible causes for each of the variances determined in requirement (b). 

‘/) P22-34. Computation of Variances and Other Missing Data (1.09) 

The following data for O’Keefe Company pertain to the production of 300 units of Product X during 
December. Selected data items are omitted. 
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Direct materials (all materials purchased were used during period) 

Standard cost per unit: (a) pounds at $3.20 per pound 

Total actual cost: (b) pounds costing $5,673 

Standard cost allowed for units produced: $5,760 

Materials price variance: (c) 

Materials quantity variance: $96 U 

Direct labor 

Standard cost: 2 hours at $7.00 

Actual cost per hour: $7.25 

Total actual cost: (d) 

Labor rate variance: (e) 

Labor efficiency variance: $140 U 

Variable overhead 

Standard costs: (f) hours at $4.00 per direct labor hour 

Actual cost: $2,250 

Variable overhead spending variance: (g) 

Variable overhead efficiency variance: (h) 

Required 

Complete the missing amounts lettered (a) through (h). 

Flexible Budgets and Performance Evaluation (93) 

Anna Van Degna, supervisor of housecleaning for Hotel Dell, was surprised by her summary performance 

report for March given below. 

Actual B ‘Variance Varian 
$164,423 $154,000 $10,423 U 6.768% U 

Anna was disappointed. She thought she had done a good job controlling housekeeping labor and towel 

usage, but her performance report revealed an unfavorable variance of $10,423. She had been hoping for 

a bonus for her good work, but now expected a series of questions from her manager. 

The cost budget for housekeeping is based on standard costs. At the beginning of a month, Anna receives 

a report from Hotel Dell’s Sales Department outlining the planned room activity for the month. Anna then 

schedules labor and purchases using this information. The budget for the housekeeping was based on 8,000 

room nights. Each room night is budgeted based on the following standards for various materials, labor, and 

overhead: 

SHOW CSUDDIICS aie mac area eeger ie cementite 3 bottles @ $0.25 each 

TOMES POR 4 ach aces pine Oro pero aaetls = 1 @ $2.00 
METOaClae whee ne cee beens Coo mute Oo eRe 10 Ibs. @ $0.35 a Ib. 

(Walaa lia se ee RS Rec ettone mmc ae Ye hour @ $12.00 an hour 

NV @ el iencs ars ie. acute 5, eRe ere Rca HeSene $6.00 per labor hour 

FOR ee teeter eer pat ie A ner ohh ie $4 a room night (based on 8,000 room nights) 

*Replacements for towels evaluated by housekeeping as inappropriate for cleaning and reuse. 

With 8,900 room nights sold, actual costs and usage for housekeeping during April were: 

$6,890 for 26,500 bottles of shower supplies. 

$15,563 for 7,900 towels. 

$31,329 for 88,500 Ibs. of laundry. 

$51,591 for 4,350 labor hours. 

$25,839 in total VOH. 
$33,211 in FOH. 
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P22-36. 

P22-37. 

Required ; 

a. Develop a complete budget column for the above performance report presented to Anna. Break it 

down by expense category. The following format, with additional lines for expense categories, 1s 

suggested: 

2 R 

Total herb AAT CR ER Cua eRe Serna cl toe EUS TEN ans cap once $164,423 $154,000 $10,423U 

b. Evaluate the usefulness of the cost center performance report presented to Anna. 

c. Prepare a more logical performance report where standard allowed is based on actual output. Also, 

split each variance into its price/rate/spending and quantity/efficiency components (except fixed of 

course). The following format, with additional lines for expense categories, is suggested: 

- Price/Rate/  Quantity/ 
i Spending Efficiency 

: riance Variance —- Variance” 

Shower Supplies ...... $ 6,890 2 q ? 2 

d. Explain to Anna’s boss what your report suggests about Anna’s department performance. 

e. Identify additional nonfinancial performance measures management might consider when 

evaluating the performance of the housekeeping department and Anna as a manager. 

Flexible Budget Performance Evaluation with Process Costing ( °*) 

Note: This problem requires knowledge of process costing concepts covered in Module 17. 

The Davis Company produces a single product on a continuous basis. On July 1, 400 units, 75 percent 

complete as to materials and 50 percent complete as to conversion, were in process. During January, 

1,000 units were started and 1,200 units were completed. The July 31 ending work-in-process inventory 

contained 200 units, 50 percent complete as to materials and 25 percent complete as to conversion. 

Davis uses standard costs for planning and control. The following standard costs are based on a 

monthly volume of 800 equivalent units with fixed budgeted at $6,000 per month. 

Direct materials [(2 square meters per unit x $8.50 per meter) x 800]............ $13,600 

Direct labor [G25 hours pepunit $20) pen houn) x S00]. 5 52.5540 an ase a eee 24,000 

Variable overhead [(1.5 labor hours per unit x $5.00 per hour) x 800]............ 6,000 

Deh Ane NUE MUIMMCNOMSN IS Chsais os wibswslg y olve es See RaW Ee cea slo a@BWeGESE Gas 6,000 

Actual July production costs were: 

Difect tmatenial Suamocueekararr is cay crwaere oe cterseeereeeee crcry acer caer ae ee $20,800 

DIrSCtlabOnannesca tee creat ampere day ike one mieten scone nee eet cece tein ote ern 31,400 

NM ENNUTVC MAINS OMENIMNERIC! Sn Go 50 cco docs uneweuarohonedoeadonsawuenenbeuue 11,250 

Required 

a. Determine the equivalent units of materials and conversion manufactured during July. 
b. Based on the July equivalent units of materials and conversion, prepare a July performance report 

for the Davis Company. 

c. Explain the treatment of overhead in the July performance report. 

Measuring the Effects of Decisions on Standard Cost Variances (Comprehensive) (LO3) 
The following five unrelated situations affect one or more standard cost variances for materials, labor 
(assembly), and overhead: 

1. Lois Jones, a production worker, announced her intent to resign to accept another job paying $1.20 
more per hour. To keep Lois, the production manager agreed to raise her salary from $7.00 to $8.50 
per hour. Lois works an average of 175 regular hours per month. 

2. At the beginning of the month, a supplier of a component used in our product notified us that, 
because of a minor design improvement, the price will be increased by 15 percent above the current 
standard price of $100 per unit. As a result of the improved design, we expect the number of defective 
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components to decrease by 80 units per month. On average, | ,200 units of the component are 

purchased each month. Defective units are identified prior to use and are not returnable. 

3. In an effort to meet a deadline on a rush order in Department A, the plant manager reassigned 

several higher-skilled workers from Department B, for a total of 300 labor hours. The average 

salary of the Department B workers was $1.85 more than the standard $7.00 per hour rate of the 

Department A workers. Since they were not accustomed to the work, the average Department 

B worker was able to produce only 36 units per hour instead of the standard 48 units per hour. 

(Consider only the effect on Department A labor variances.) 

4. Rob Celiba is an inspector who earns a base salary of $700 per month plus a piece rate of 20 cents 

per bundle inspected. His company accounts for inspection costs as manufacturing overhead. 

Because of a payroll department error in June, Rob was paid $500 plus a piece rate of 30 cents per 

bundle. He received gross wages totaling $1,100. 

5. The materials purchasing manager purchased 5,000 units of component K2X from a new source at 

a price $12 below the standard unit price of $200. These components turned out to be of extremely 

poor quality with defects occurring at three times the standard rate of 5 percent. The higher rate of 

defects reduced the output of workers (who earn $8 per hour) from 20 units per hour to 15 units 

per hour on the units containing the discount components. Each finished unit contains one K2X 

component. To appease the workers (who were irate at having to work with inferior components), 

the production manager agreed to pay the workers an additional $0.25 for each of the components 

good and bad) in the discount batch. Variable manufacturing overhead is applied at the rate of $4 

per direct labor hour. The defective units also caused a 20-hour increase in total machine hours. The 

actual cost of electricity to run the machines is $2 per hour. 

Required 

For each of the preceding situations, determine which standard cost variance(s) will be affected, 

and compute the amount of the effect for one month on each variance. Indicate whether the effect is 

favorable or unfavorable. Assume that the standards are not changed in response to these situations. 

(Round calculations to two decimal places.) 

P22-38.4 Fixed Overhead Budget and Volume Variance 

Lucky Seven Company assigns fixed overhead costs to inventory for external reporting purposes by 

using a predetermined standard overhead rate based on direct labor hours. The standard rate is based on 

a normal activity level of 10,000 standard allowed direct labor hours per year. There are five standard 

allowed hours for each unit of output. Budgeted fixed overhead costs are $200,000 per year. During 

2009, the company produced 2,200 units of output, and actual fixed costs were $210,000. 

Required 

a. Determine the standard fixed overhead rate used to assign fixed costs to inventory. 

b. Determine the amount of fixed overhead assigned to inventory in 2009. 

c. Determine the fixed overhead budget variance. 

P22-39.® Profit Center Performance Report 

Bach-by-Net is a classical music retailer specializing in the Internet sale of MP3 albums of the works of 

J. S. Bach. Although prices vary with album popularity and file sizes, the albums sell for an average of 

$7.75 each and Bach-by-Net pays a fixed royalty of $4.25 per MP3 album. With the exception of royalty 

fees, the operating costs of Bach-by-Net are fixed. Presented are budgeted and actual income statements 

for the month of September. 

ee er BACHIBYNET © 6 
_-- Budgeted and Actual Contribution Statements 
GR ee _ For Month of September a 

Soe access) Actual Budget 

Wi Sale site teense Merce ha brent atten aie eee 4,200 4,000 

UN ISEIINGRDNICOamminpemsttenpee en cpter tte ier ects a. $7.25 $7.75 

SAIES TEVENLIC Meee eae ae ee $30,450 $31,000 

GEORGI COSA GOlCls on stacoosoodagetowmas 4ieae (17,850) (17,000) 

SIRS SOON cane Bic aio cracks omenann ta oe crear Recipe 12,600 14,000 

OLSAMNOICONS.. og moda aogscnoacuneanh age gar (5,000) (6,000) 

Contribution to corporate costs and profits........ $ 7,600 $ 8,000 



22-33 Module 22 | Standard Costs and Performance Reports 

Required 

Compute variances to assist in evaluating the performance of Bach-by-Net as a profit center. What was 

the likely cause of the shortfall in profits? 

P22-408. Profit Center Performance Report 

Chili Town operates fast food restaurants in the food courts of shopping malls. It’s main product is a 

serving of chili that requires beans (direct material) and food preparation (direct labor). The April budget 

for Chili Town’s Riverside Mall restaurant was: 

e Sales 21,000 servings at $1.25 each 

¢ Standard food cost of $0.20 per serving (1/3 pound @ $0.60 per pound) 

¢ Standard direct labor of $0.30 per serving (1/30th hour @ $9.00 per hour) 

¢ Fixed occupancy expenses (equip and rent) of $7,000 

Actual April performance of the Riverside Mall restaurant was: 

e Sales 18,000 servings at $1.30 each 

¢ Food cost of $3,136 for 5,600 pounds 

e Direct labor cost of $6,720 for 800 hours 

¢ Fixed occupancy expenses of $7,200 

In early May, the manager received the following financial performance report: 

- - Variance z 

Revenge a a cate tenis tars $23,400 $26,250 —$2,850U 
FOOG'COSPAMEE Srtinctarre oettirn tec Merttae te ntacke er taehe (3,136) (4,200) 1,064 F 

AB ORGOSTRRI RRR as ea SRE arene er (6,720) (6,300) 420 U 

OCCUPANCY et eaantiniaen eines rer Can ee eee (7,200) (7,000) 200 U 

PROPIA so eaten ie crc hate nce ce ara chs EA eee eae $ 6,344 $ 8,750 $2,406 U 

Required 

a. Partition variance into variances for 1) selling price and net sales volume, 2) food variances for 

price and quantity, and 3) labor variances for rate and efficiency. 

b. Using the results of your analysis, prepare an alternative reconciliation of budgeted and actual 

profit. Be sure to include the occupancy variance. 

c. Explain why the total variances for sales, food, and labor in your reconciliation differ from those 

originally presented to the restaurant manager. 

P22-41®. Comprehensive Performance Report 

Laptop Computing is a contract manufacturer of laptop computers sold under brand named companies. 

Presented are Laptop’s budgeted and actual contribution income statements for October. The company 

has three responsibility centers: Production, Selling and Distribution, and Administration. Production 

and Administration are cost centers while Selling and Distribution is a profit center. 

ee ‘LAPTOP COMPUTING : 
ea "Budgeted Contribution Income Statement ; 

5 ee For Month of October : : 

Sales:(900 X:$3 00) ete ites Anthea ie Pena ote Ni ev a eae $270,000 
Less variable costs 

Variable cost of goods sold 

Direct materials (900 x $50).............. $45,000 
Directlabom C008 @G20) tana = anna 18,000 

Manufacturing overhead (900 x $30)....... 27,000 $ 90,000 

SelingranceDiStmoution GO Oka .0) aan enn a er re 63,000 (153,000) 
Contribution, margin ste sieht seen earn se cee ais ao nt ene er 117,000 
Less fixed costs 

METUIES WUTC) OUETINEEIC: occ oo cowoudonmonasongwtoueaned 40,000 
Sellingranc! DiStiiOUti Ohare etter an nee 50,000 
Administrativess <fxcnseietars ie aay tere: Rieke ahs an Renae near oad mat 10,500 (100,500) 

Net income $ 16,500 



Module 22 | Standard Costs and Performance Reports 22-34 

Sal€si(1{000 34$33 0) sees ea a enna Meare eae Mee Seamer hls LN) tes Cea $330,000 

Less variable costs 

Cost of goods sold 

DirectimatertalSan se wae heer eee $50,000 

Direct lab olism arssetereroeeserep cre ee ee 25,000 

Manufacturing overhead................. 35,000 $110,000 

SellingangaDistributionmeassaccstate ee center rere ete teen erae te ses 100,000 (210,000) 

CommMeUMtOM MVM sos occpoeoaabAcnotoannas 120,000 

Less fixed costs 

MEMUECMUIMING) OVEINEZG): s concnowwandeepoupsadvon nou mood 38,000 

SE linepalel |SMOUMO Mc oo cwgsccownsebussenouvebomsonone 65,000 
ACminiStrative sitet eis cereal o crs cea srree tee cenn cate rescn een me ne cal 22,000 (125,000) 

Netincome (OSS) irae cca een eae nae e $ (5,000) 

Required 

Boe SS SS 

Prepare a performance report for Production that compares actual and allowed costs. 

Prepare a performance report for Selling and Distribution that compares actual and allowed costs. 

Determine the sales price and the net sales volume variances. 

Prepare a report that summarizes the performance of Selling and Distribution. 

Determine the amount by which Administration was over or under budget. 

Prepare a report reconciling budgeted and actual net income. Your report should focus on the 

performance of each responsibility center. 

MANAGEMENT APPLICATIONS 

MA22-42. 

MA22-43. 

Discretionary Cost Center Performance Reports (.© +) 

TruckMax had been extremely profitable, but the company has been hurt in recent years by competition 

and a failure to introduce new consumer products. In 2008, Tom Lopez became head of Consumer 

Products Research (CPR) and began a number of product development projects. Under his leadership 

the group had good ideas that led to the introduction of several promising products. Nevertheless, 

when 2009 financial results were reviewed, CPR’s report revealed large unfavorable variances leading 

management to criticize Lopez for poor cost control. Management was quite concerned about cost 

control because profits were low, and the company’s cash budget indicated that additional borrowing 

would be required throughout 2010 to cover out-of-pocket costs. Because of his inability to exert 

proper cost control, Lopez was relieved of his responsibilities in 2010, and Gabriella Garcia became 

head of Consumer Products Research. Garcia vowed to improve the performance of CPR and scaled 

back CPR’s development activities to obtain favorable financial performance reports. 

By the end of 2011, the company had improved its market position, profitability, and cash position. 

At this time, the board of directors promoted Garcia to president, congratulating her for the contribution 

CPR made to the revitalization of the company, as well as her success in improving the financial 

performance of CPR. Garcia assured the board that the company’s financial performance would 

improve even more in the future as she applied the same cost-reducing measures that had worked so 

well in CPR to the company as a whole. 

Required 

a. For the purpose of evaluating financial performance, what responsibility center classification 

should be given to the Consumer Products Research Department? What unique problems are 

associated with evaluating the financial performance of this type of responsibility center? 

b. Compare the performances of Lopez and Garcia in the role as head of Consumer Products 

Research. Did Garcia do a much better job, thereby making her deserving of the promotion? Why 

or why not? 

Developing Cost Standards for Materials and Labor (>>) 

After several years of operating without a formal system of cost control, DeWalt Company, a tools 

manufacturer, has decided to implement a standard cost system. The system will first be established 
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MA22-44. 

for the department that makes lug wrenches for automobile mechanics. The standard production batch 

size is 100 wrenches. The actual materials and labor required for eight randomly selected batches from 

last year’s production are as follows: 

1 : x Sere oa its 504.0 10.00 

PRN eR Et or 508.0 9.00 

Rene areeth evens 506.0 9.00 

fe oe eect 521.0 5.00 

Syeda ea detest 516.0 8.00 

Giepette tara t. 518.0 7.00 

Sides Sate Sa ani 520.0 6.00 

Se earwnieetans 515.0 8.00 

Average ...... 513.5 US 

Management has obtained the following recommendations concerning what the materials and labor 

quantity standards should be: 

¢ The manufacturer of the equipment used in making the wrenches advertises in the toolmakers’ 

trade journal that the machine the company uses can produce 100 wrenches with 500 pounds of 

direct materials and 5 labor hours. Company engineers believe the standards should be based on 

these facts. 
¢ The accounting department believes more realistic standards would be 505 pounds and 5 hours. 

¢ The production supervisor believes the standards should be 512 pounds and 7.75 hours. 

¢ The production workers argue for standards of 522 pounds and 8 hours. 

Required 

a. State the arguments for and against each of the recommendations, as well as the probable effects 

of each recommendation on the quantity variance for materials and labor. 

b. Which recommendation provides the best combination of cost control and motivation to the 

production workers? Explain. 

Behavioral Effect of Standard Costs (0%, 2, 3) 

Delaware Corp. has used a standard cost system for evaluating the performance of its responsibility 

center managers for three years. Top management believes that standard costing has not produced the 

cost savings or increases in productivity and profits promised by the accounting department. Large 

unfavorable variances are consistently reported for most cost categories, and employee morale has 

fallen since the system was installed. To help pinpoint the problem with the system, top management 

asked for separate evaluations of the system by the plant department manager, the accounting 

department manager, and the personnel department manager. Their responses are summarized here. 

Plant Manager—The standards are unrealistic. They assume an ideal work environment that does 

not allow materials defects or errors by the workers or machines. Consequently, morale has gone down 

and productivity has declined. Standards should be based on expected actual prices and recent past 

averages for efficiency. Thus, if we improve over the past, we receive a favorable variance. 

Accounting Manager—The goal of accounting reports is to measure performance against an absolute 

standard and the best approximation of that standard is ideal conditions. Cost standards should be 

comparable to “par” on a golf course. Just as the game of golf uses a handicap system to allow for 

differences in individual players’ skills and scores, it could be necessary for management to interpret 

variances based on the circumstances that produced the variances. Accordingly, in one case, a given 

unfavorable variance could represent poor performance; in another case, it could represent good 

performance. The managers are just going to have to recognize these subtleties in standard cost systems 

and depend on upper management to be fair. 

Personnel Manager—The key to employee productivity is employee satisfaction and a sense of 
accomplishment. A set of standards that can never be met denies managers of this vital motivator. The 
current standards would be appropriate in a laboratory with a controlled environment but not in the 
factory with its many variables. If we are to recapture our old “team spirit,” we must give the managers 
a goal that they can achieve through hard work. 

Required 

Discuss the behavioral issues involved in Delaware Corp.’s standard cost dilemma. Evaluate each of 
the three responses (pros and cons) and recommend a course of action. 
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MA22-45.8 Evaluating a Companywide Performance Report 

Mr. Micawber, the production supervisor, bursts into your office, carrying the company’s 2012 

performance report and thundering, “There is villainy here, sir! And I shall get to the bottom of it. I 

will not stop searching until I have found the answer! Why is Mr. Heep so down on my department? 

I thought we did a good job last year. But Heep claims my production people and I cost the company 

$31,500! I plead with you, sir, explain this performance report to me.” Trying to calm Micawber, you 

take the report from him and ask to be left alone for 15 minutes. The report is as follows: 

UNI Sales me seaRe tn crcictenn coats Satie S caerer ap eeene sua ey 8 7,500 5,000 

SalOSH eel Lip oains cone eensMe ee clans ae cee $262,500 $225,000 $37,500 F 

Less manufacturing costs 

DirectimatenialSsawn sce ttt ies oe eee 55,500 47,500 8,000 U 

DireCtlabOraecr eck MER: cures ea 48,000 32,500 15,500 U 

Manufacturing overhead.................. 40,000 32,000* 8,000 U 

jhotallietes ates Cyaan teehee tds inne Spee hata or (143,500) (112,000) (31,500) U 

Grossi DronitS aeeeas sachs cae ae 8 Pee 119,000 113,000 6,000 F 

Less selling and administrative expenses 

Selling) (allatixect temps crecnc seco tencserers ees seen 57,800 40,000 17,800 U 

Administrative (all fixed) .................. 55,000 50,000 5,000 U 

HOGI ret teren ee tree rre ie ote cha tte ean ee (112,800) (90,000) (22,800) 

NetinGomenacancccin os esas ce erated eee $ 6,200 $ 23,000 $16,800 U 

Performance summary 

|B{Ufo[efei Kee Mglayelimeelanemccec Gootra Otol rere Ocoee PEC ent eerinicge ora Caste cece eRe Att AD OF: $23,000 

Sales department variances 

Sales TEVENUG Mee eine ise ciation er eat aie ee $ 37,500 F 

SelliNGIOxPEMSES aloe. es 6 see enters emus eenetss 17,800 U $19,700 F 

Administration department variances ............-...-+.-22eeeee 5,000 U 

RroductioniGepartiment VahlanC CSmerycwsmen-n rama tani: iiatcari rst maeeue tts sireieies 31,500 U 16,800 U 

FACTUAL Gt In CONTIGS epeaetet tome Pee ae rt AN Ra marae iy EN eR ccna) ce BESTEST ayes aoe ae cee $ 6,200 

*Includes fixed manufacturing overhead of $22,000. 

Required 

a. Evaluate the performance report. Is Mr. Heep correct, or is there “villainy here”? 

b. Assume that the Sales Department is a profit center and that the Production and Administration 

Departments are cost centers. Determine the responsibility of each for cost, revenue, and income 

variances, and prepare a report reconciling budgeted and actual net income. Your report should 

focus on the performance of each responsibility center. 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 
The performance report prepared by the accounting department was based on a “static” budget. A better basis 

for evaluating Ron Gilette’s performance is to compare actual performance with a flexible budget. By dividing 
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the budgeted sales and variable costs amounts by 12,000 units, the budgeted unit variable costs amounts can be 

determined as follows: 

DitectimatenalsiGOstaerraee iter $360,000 = 12,000 units = $30 per unit 

Direct |abOrari a eee ers $432,000 + 12,000 units = $36 per unit 

Variable factory overhead........ $216,000 + 12,000 units = $18 per unit 

Using these budgeted unit values, a flexible budget can be prepared as follows: 

_ Flexible ee 
Budget Variance — ; 

10,000 

Costs 

DirecuimaterialSuee eases $ 299,000 $ 300,000 $ 1,000 F 

Directilaborfrerecnie ae 345,500 360,000 14,500 F 

Variable factory overhead. .... 180,000 180,000 

Fixed factory overhead....... 375,000 360,000 15,000 U 

fotaliplanticostsmree ere $1,199,500 $1,200,000 Gy BOONE 

The plant did not produce the number of units originally budgeted. Therefore, from a cost control standpoint, a 

flexible budget is a better basis for evaluating Ron’s performance because it compares the actual cost of producing 

10,000 units with a budget also based on 10,000 units. Based on the flexible budget, his performance is still quite 

good; however, it is much less favorable than it appeared using a static budget. 

Module-End Review 

Solution 

a. 

Output: 5,000 units 

oO \ctual Cc | Actualinputs Flexible Budget Cost 
Actual quantity Actual quantity Standard quantity 

(AQ) See rene ence 21,250 (AQ) NERS eer 21,250 allowed (SQ) ..... 20,000* 

Actual price (AP)... . . x $4.90 Standard price (SP)... x $5.00 Standard price (SP) . x $5.00 

$104,125 $106,250 $100,000 

Materials price Materials quantity 

variance $2,125 F variance $6,250 U 

Total flexible budget materials variance $4,125 U 

*5,000 units x 4 pounds per unit produced 

Input component: Direct labor — Be as Output: 5,000 units. 
Actual _ Standard Cost of _ EOS as 
Costs Actual Inputs a _ FlexibleBudgetCost => 
$82,400 Actual hours (AH) ..... 7,000 Standard hours allowed (SH) ..... 6,250* 

Standard rate (SR)... .. x $12 SHEINGETOW AUD) ox 6 oe wee oo x $12 

TOL e Serer mae eo $84,000 Total Arner ee ee eee ee a $75,000 

Labor rate | Labor efficiency 
variance $1,600 F variance $9,000 U 

Total flexible budget labor variance $7,400 U 

*5,000 units x 1.25 hours per unit 
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AEN Sane ae ae t 

Actual labor hours... . 

CROOOLy Seta ne 18,000 Standard rate ....... x $4.80 allowed......... 6,250 

Total cer saat. Grit $49,000 Driver total........ 23/600 a ee x $4.80 

Finished units........ 5,000 ee ae eee 
Stancarc atc mere x $4.00 Finished units...... 5,000 

Driver totale: aan $20,000  Standardrate...... x $4.00 
Totale, See $53,600 Drivemtota la $20,000 

Otalitnn cer aoeee. $50,000 

Variable overhead Variable overhead 
spending variance efficiency variance 

$4,600 F $3,600 U 

Total flexible budget variable overhead variance $1,000 F 



The “Letter from the Chairman” in the 2009 IBM Annual 

Report included the following paragraph: 

IBM’s gross profit margin rose for the sixth consecutive 

year—to 45.7 percent, up 9.2 points since 2003. Our pre-tax 

income margin rose to 18.9 percent. Both margins are at their 

highest in more than a decade. We achieved this by driving 

productivity and continuing to shift our business mix to more 

profitable segments. 

IBM’s 2009 annual report goes on to tell the story of 

a major re-making of the world’s oldest and best-known 

major computer company over the past decade. The bar 

charts that follow show how IBM “divested commoditizing 

businesses like personal computers and hard drives, and 

strengthened its position through strategic investments and 

acquisitions in areas such as analytics, next-generation data 

centers, cloud computing and green solutions.”* 

' 2009 IBM Annual Report, p. 3. 

2 2009 IBM Annual Report, p. 10. 

23-1 

Segment Pre-tax Income* 
($ in billions)* 

2000** 

2.7 1.2 4.5 2.8 

Hardware =~ Financing == Services === Software 

*Sum of external segment pre-tax income not equal to IBM 

“Excludes Enterprise Investments and stock-based compensation 

Source: 2009 IBM Annual Report, p. 10. 

Since its beginning in the 19th century as Computing- 

Tabulating-Recording Corporation, when it manufactured 

Getty Images 
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LEARNING OBJECTIVES 

LO 

LO2 

LO3 

LOG 

Define a strategic business segment, and prepare and use segment reports. (p. 23-3) 

Explain transfer pricing and assess alternative transfer-pricing methods. (p. 23-7) 

Determine and contrast return on investment and residual income. (p. 23-12) 

Describe the balanced scorecard as a comprehensive performance measurement system. (p. 23-19) 

a wide range of products, including time-keeping systems, 

weighing scales, automatic meat slicers, coffee grinders, 

and punched card equipment that tabulated and sorted 

data, IBM has adapted its products and services to the 

needs of the marketplace. Its punch card system was the 

standard method of processing data in large organizations 

for many decades until IBM introduced the first commercial 

computer in the early 1950s, followed soon after with the 

development of the first magnetic hard drive, and then its 

revolutionary System/360 mainframe computer in the mid- 

1960s. In the early 1980s, IBM introduced the Personal 

Computer and immediately became the leader in the PC 

industry, but later lost that lead with the development of 

major competitors Dell, Compaq, and HP. In 2004 IBM sold 

its last PC group to Lenova, having lost nearly a billion dol- 

lars in its personal computers segment in the previous 3% 

years. Today, with more than half of its revenues and profits 

derived from services, IBM has evolved into a major busi- 

ness and technology consulting enterprise.® 

To survive and thrive in a changing and highly competi- 

tive environment, companies must continually assess their 

operations to determine how well they are performing in the 

various segments of the marketplace in which they are oper- 

ating. Few companies today can succeed by selling a single 

product to a narrow market segment. Even though most 

successful companies, including companies like Google 

and Amazon, began by operating in a fairly narrow niche, 

as they developed, they branched out into other strategic 

product or customer segments. This module will introduce 

some of the models that companies, such as IBM, Google, 

and Amazon, use to evaluate their business segments. 

> History of IBM, http://www-03 .ibm.com/ibm/history/history/history_in- 

tro.html 

23-2 
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Organizations that maintain multiple product lines or that operate in several industries or in multiple 

markets often adopt a decentralized organization structure in which managers of major business units or 

strategic segments enjoy a high degree of autonomy. Examples of strategic business segments include 

the Acura Division of Honda and the Asia Pacific Group of The Coca-Cola Company. Sometimes 

companies establish segments within segments such as at Coca-Cola, whose Asia Pacific Group has 

separate business units for individual countries (Japan, Korea, etc.). In organizations such as Honda and 

Coca-Cola, upper management typically sets specific performance and profitability objectives for each 

segment and allows the manager of the segment the decision-making freedom to achieve those objectives. 

This module explains the ways that an organization evaluates strategic business segments. It also 

considers transfer pricing and some of the problems that occur when one segment provides goods or 

services to another segment in the same organization. 

STRATEGIC BUSINESS SEGMENTS 
AND SEGMENT REPORTING 
A strategic business segment has its own mission and set of goals. Its mission influences the deci- 

sions that top managers make in both short-run and long-run situations. The organization structure 

dictates to a large extent the type of financial segment reporting and other measures used to evaluate 

the segment and its managers. In decentralized organizations, for example, the reporting units (typi- 

cally called divisions) normally are quasi-independent companies, often having their own computer 

system, cost accounting system, and administrative and marketing staffs. With this type structure, 

top management monitors the segments to ensure that these independent units are functioning for the 
benefit of the entire organization. 

Although segment reports are normally produced to coincide with managerial lines of responsibil- 

ity, some companies also produce segment reports for smaller slices of the business that do not represent 

separate responsibility centers. These parts of the business are not significant enough to be identified as 

“strategic” business units as defined, but management could want information about them on a continu- 
ing basis. 

For example, AT&T has several strategic business units, including wireless, wireline, and adver- 

tising solutions (see the following Business Insight). Financial reports are prepared for each of these 
units. Within the wireline segment, AT&T can also prepare segment reports on a more detailed basis to 
determine the profitability of its smaller segments, such as phone-only and data service customers. As the 
Business Insight below shows, many public companies are required to provid g i i ene ae aaee yp p q p e some segment information 

The point is that segment reporting is not constrained by lines of responsibility. A segment report 
can be prepared for any part of the business for which management believes more detailed information 
is useful in managing that portion of the business. 
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BUSINESS INSIGHT |G 

All publicly traded companies are required to include income statement information by segment in 

their annual reports if their business consists of more than one major business segment. For exam- 

ple, AT&T reports segment information for three major segments: Wireless, Wireline, and Advertising 

Solutions. The reported income statement information (in billions) for these three segments in AT&T’s 

2009 Annual Report was as follows: 

soa ireline 

$53,504 $63,331 

93 2,339 

Total segment operating revenues.............. 53,597 65,670 

Operations and support expenses.............. 34,561 44,646 

Depreciation and amortization expenses......... 5,765 13,093 

Total segment operating expenses ............. 40,326 57,739 

Segment operating income ................... 1e5271 7,931 

InterestiexpenSe nea a nue crel ac oon caer — = = 

Equity in net income of affiliates................ 9 18 = 

Other income (expense)—net.................- — — — 

Segment income before income taxes........... $13,280 $7,949 $1,238 

Segment reports are income statements for portions or segments of a business. Segment reporting 

is used primarily for internal purposes, although generally accepted accounting principles also require 

some disclosure of segment information for public corporations. Even though there are many different 

types of segment reports, at least three steps are basic to the preparation of all segment reports: 

1. Identify the segments. 

2. Assign direct costs to segments. 

3. Allocate indirect costs to segments. 

The format of segment income statements varies depending on the approach adopted by a company 

for reporting income statements internally. The income statement formats illustrated earlier in this text, in- 

cluding the functional format and the contribution format, can be used for segment reporting. Data avail- 

ability can, however, dictate the format used. Regardless of the format adopted, it is essential that costs 

be separable into those directly traceable to the segments and those not directly traceable to segments. 

Determining the segment reporting structure is often a more difficult decision than choosing the 

format for the segment income statements. Companies must decide whether to structure segment re- 

porting along the lines of responsibility reporting, and whether segment reports will be prepared only 

on one level or on several levels. 

For example, consider the hypothetical case of Digital Communications Company (DCC) that 

has two market divisions, three products, and two geographic territories. DCC’s two divisions include 

the National Division (serving large national accounts) and the Regional Division (serving smaller 

regional and local accounts). DCC’s three product lines are fiber optic cable, twisted pair cable, and 

coaxial cable. The company is organized into two geographic territories, Atlantic and Pacific. If DCC 

were using only a single-level segment reporting approach for all three groupings, one report would 

show the total company income statement broken down into the two divisions, a second report would 

show the total company income statement broken down into the three products, and a third report 

would show the total company income statement broken down into the two geographic territories. 

Multilevel Segment Income Statements 

If top management of DCC wants to know how much a particular product is contributing to the income 

of one of the two divisions or how much income a particular product in one of its two geographic ter- 

ritories contributes, it is necessary to prepare multilevel segment income statements. Since DCC sells 
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three products and operates through two divisions in two territories, many combinations of divisions, 

products, and territories could be used in structuring the company’s multilevel segment reporting. The 

goal is not to slice and dice the revenue and cost data in as many ways as possible but to provide useful 

and meaningful information to management. Therefore, deciding what type of reporting structure 1s 

most useful in managing the company is important. 

This decision will be constrained to a great extent by data availability and cost. If there were no 

data constraints, DCC could look at the company’s net income for every possible combination of divi- 

sion, product, and territory. The more data required to support a reporting system, however, the more 

costly it is to maintain the system, so management must determine the value and the cost of the addi- 

tional information and make an appropriate cost-benefit judgment. 

Panel A of Exhibit 23.1 illustrates multilevel segment reporting for DCC in which the first level 

shows the total company income statement segmented into the two market divisions, National Ac- 

counts and Regional Accounts. Panel B of Exhibit 23.1 shows a second-level report for DCC in which 

the National Division’s segment income statement is broken down into its three product lines, fiber 

optic cable, twisted pair cable, and coaxial cable. Panel C then provides a third-level income statement 

for the National Division’s fiber optic sales in each of the company’s two geographic territories, the 

Atlantic and Pacific territories. The example in Exhibit 23.1 shows only part of the segment reports for 

DCC. The complete three-level set of segment reports would also break down the Regional Accounts 

Division into its product lines and all product lines for both divisions into geographic territories. 

In the DCC example in Exhibit 23.1, the first reporting level is the company’s divisions, its second 

reporting level is product lines, and the third is geographic territories. Another approach could be to 

structure the segment reports with product lines as the first level, geographic territories as the second 

level, and divisions as the third level. Still another approach would be to make product lines the first 

level, divisions the second level, and geographic territories the third level. 

Regardless of how many different ways the company segments the income statements, at least 

one set of segment reports follows the company’s responsibility reporting system; therefore, one 

of the segment reports has the operating divisions as the first level. If each division has a product 

manager for each product, the division segment reports are broken down by products. Finally, if each 

product within each division has a territory manager, the product segment reports are broken down 

by territories. 

Interpreting Segment Reports 

Exhibit 23.1 reports costs in four categories: variable costs, direct fixed costs, allocated common costs, 

and unallocated common costs. Variable costs vary in proportion to the level of sales and are sub- 

tracted from sales in calculating contribution margin. Direct segment fixed costs are nonvariable costs 

directly traceable to the segments incurred for the specific benefit of the respective segments. Seg- 

ment margin equals the contribution margin minus the direct segment fixed costs. For DCC, segment 

margins are referred to as division margins, product margins, and territory margins. Segment margins 

represent the amount that a segment contributes directly to the company’s profitability in the short run. 
Common segment costs are incurred for the common benefit of all related segments shown on a 

segment income statement. In some cases, allocating some common costs is reasonable even though 
they cannot be directly traced to the various segments based on benefits received. For example, if 
segments share common space, allocating all space-related costs to the segments based on building 
space occupied could be appropriate. If there is no reasonable basis for allocating common costs, they 
should not be allocated to the segments. In Panel C of Exhibit 23.1, if advertising costs to promote 
the company’s fiber optic products on national television could not be reasonably allocated to the two 
geographic territories, they would be charged to the fiber optic product line as an unallocated common 
cost, not to the individual territories. 

If some portion of common costs can be reasonably allocated to the segments, those allocated 
costs are subtracted from the segment margins to determine segment income. Hence, segment income 
represents all revenues of the segment minus all costs directly or indirectly charged to it. 

To properly interpret segment income, we should ask whether segment income represents the 
amount by which net income of the company will change if that segment is discontinued. For example, 
if DCC discontinues the coaxial product line in the National Division, does this mean that DCC’s net 
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EXHIBIT 23.1 Multilevel Segment Reports 

Segment Report of Digital Comm inicati ns C om Jany- For Divisions fn thousands) 
He egments (Divisions) _ 

Regional Company 
_ Accounts —__— Total ce ae ent Accounts © 

Kadliccretsabie Rh Lik Ap eee els tee Ue el SURAT RL IE Oe ER TR $100,000 $ 200,000 $300,000 

Freee cee eraeAteh, CELE Stas Hameed SATE Freie te: (55,000) (95,000) (150,000) 

CONTHOUTION Margi nine Mamata tet rer tear. tere cnn ee eprenrenares 45,000 105,000 150,000 

Eessidirect fixed COStS mes tee cere ene eae eee (20,000) (60,000) (80,000) 

DIVISION IMAGINE. om etree eee mes noes eee eh ee as 25,000 45,000 70,000 

Eessrallocatedisegment cOStS mem ements tare ania nt ee (10,000) (25,000) (35,000) 

DIVISION INCOME sree. iene eee a ensuite ete nee te $ 15,000 $ 20,000 35,000 

Zessiunallocated COmmOniCOSlS meraewirdrie en terenennt ion einer: ny Vitti ile: cA a aati 12,000) 

INGEIMC ONG: eae eee Phe toc Seta me ERP ET ND CARTES PR Bidet re es ll lek Aes cere se LN aire eget eee $ 23,000 

_ Panel B: Second-Level Segment Re| 

National 
: Twisted Fiber a 2 _ Accounts — 

pe Optic = Ce Coaxial = Total 

SalOStiwen ren en ee treme na temmar pata A ae $30,000 $40,000 $30,000 $100,000 

EessiVaniable: cosisaaras a cee ree (15,000) (19,000) (21,000) (55,000) 

FeMil MTC MMENC cose ococieacoe dens ope 15,000 21,000 9,000 45,000 

LESS CHEGIIKGOlCOSG. AL tnaedesueceosee (9,000) (4,000) (2,000) (15,000) 

IPC WMECMENCHM+ so co oshus sobeeoeonsouee 6,000 17,000 7,000 30,000 

Less allocated segment costs............ (5,000) (4,000) (1,000) (10,000) 

BIOCUCHINCOMemerwettt c1cie co sicae $ 1,000 $13,000 $ 6,000 20,000 

EessitmallocatediCOmmmeOniCOStS aemesn-m eccrine A cerieantegsye el spend suche rade oeeo clo ceckonene cekoke ler: (5,000) 

Nationale DIViSIOMACONniG wiererceter carer ucareyaeshac st sia Lines) Seles SN te he RET a Oecd ahones: $ 15,000 

Panel C: Third-Level Segment Report of the Fiber Optic Product Line in 

the National Division—For Geographic Territories (in thousands) 

_ Sores Ueoiiones! o ook 

‘Atlantic Pacific § —_—‘Total 

Sales. Suds De SBS rane Stee oe aie aie Sen eee $20,000 $10,000 $30,000 

Bessivanlable COStSaenrmre acne te cee a cet inen a) comtra o 1omiewe at enapaters (11,000) (4,000) (15,000) 

ConinbutiontmMarcinemereiationsctacet ce etanct cect: cle sree 9,000 6,000 15,000 

ESSICIKeCtIXeC C OSISimemes meee te cieestaree cae heiicsc ccs eieou eters a (3,000) (4,000) (7,000) 

WSHAOLNAIENC IN oS c.04 Ceo Soe oC CMON aoe hn omnre mo oo eae 6,000 2,000 8,000 

EessrallocatedisegmenucOS Sian ietinde e irre ieee. = (2,000) (3,000) (5,000) 

TEITLOnViI NCO MMC gate Mie te eae sucha chet eee cta te Se, Spa bi syeynjede $ 4,000 $(1,000) 3,000 

KessrinallocarecveomImOmCOStSeter. tank seaerrysye attra ely atelels ws sbere ters ey awed chara n auetl vPecbhet Mee) Span ats (2,000) 

EIDSEODUCHMCONIGr remem Lote cee ite etn PAR ety wharatcnetate lassie Ric oo tated beteiie thane Ars wiesthglelay orsiera telat ohets $ 1,000 

income will decrease by $6 million? Also, does it mean that if the National Division stops selling fiber 

optic cable in the Pacific territory, DCC’s net income will increase by $1 million? 

The answer to these questions depends on whether the costs allocated to the segments are avoid- 

able. Avoidable common costs are allocated common costs that eventually can be avoided (that is, 

can be eliminated) if a segment is discontinued. If all allocated common costs are avoidable, the effect 

of discontinuing the segment on corporate profitability equals the amount of segment income. In most 

cases, the short-term impact of discontinuing a segment equals the segment margin because allocated 

costs are capacity costs that cannot be adjusted in the short run. Over time, the company should be able 
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to adjust capacity and eliminate some, or possibly all, of the allocated common costs or find produc- 

tive uses for that capacity in other segments of the business. The unallocated common costs cannot be 

changed readily in the short term or the long term without causing major disruptions to the company 

and its strategy. Therefore, over the long term, the impact of discontinuing a segment should be, ap- 

proximately, it’s segment income. 

If DCC discontinues selling fiber optic cable in the Pacific territory (see Exhibit 23.1, Panel C) 

the short-term effect on the company’s profits will probably be a $2 million reduction of profits, which 

equals the Pacific territory’s margin. The revenues and costs that make up the Pacific territory margin 

would all be lost if fiber optic sales were discontinued in the Pacific territory, but the $3 million of 

common costs allocated to the Pacific territory would continue, at least in the short term. Over the long 

term, however, after adjusting the capacity for selling this product in the Pacific territory and eliminat- 

ing the $3 million of allocated common costs, the effect of discontinuing fiber optics in the Pacific 

territory on profits should be an increase of about $1 million, which is the amount of the segment loss 

for fiber optics in the Pacific territory. 

To summarize, generally, segment margin is relevant for measuring the short-term effects of deci- 

sions to continue or discontinue a segment; however, segment income is relevant for measuring the 

long-term effects of decisions to continue or discontinue. 

MID-MODULE REVIEW 

Refer to the Digital Communications (DCC) example in Exhibit 23.1, Panel B. The following additional 

information is provided for the Coaxial product line in the National Division: 

Seles MEMMC TAMMON 20 cneacaseeenesoo2eece $12,000 

SaleS—PacifiCstenkiOnyaeiertte tienen ene ieaen reer 18,000 

Direct fixed cost—Atlantic territory .............. 500 

Direct fixed cost—Pacific territory............... 800 

Allocated segment costs—Atlantic territory........ 200 

Allocated segment costs—Pacific territory ........ 600 

Required: 
a. Prepare a geographic territory segment report of the Coaxial product line in the National division. 

b. Explain why the total of the Territory Margins for geographic segments of the Coaxial product line does 

not equal the product margin of the Coaxial product segment in Panel B of Exhibit 23.1. 

The solution is on page 23-38. 

TRANSFER PRICING 
To determine whether each division is achieving its organizational objectives, managers must be account- 
able for the goods and services they acquire, both externally and internally. When goods or services are 
exchanged internally between segments of a decentralized organization, the way that the transferor and 
the transferee will report the transfer must be determined, either by negotiations between the two seg- 
ments or by corporate policy. A transfer price is the internal value assigned a product or service that one 
division provides to another. The transfer price is recognized as revenue by the division providing goods 
or services and as expense (or cost) by the division receiving them. Transfer-pricing transactions normally 
occur between profit or investment centers rather than between cost centers of an organization; however, 
managers often consider cost allocations between cost centers as a type of transfer price. The focus in this 
module is on transfers between responsibility centers that are evaluated based on profits. 

Management Considerations 

The desire of the selling and buying divisions of the same company to maximize their individual 
performance measures often creates transfer-pricing conflicts within an organization. Acting as in- 
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dependent units, divisions could take actions that are not in the best interest(s) of the organization as 

a whole. The three examples that follow illustrate the need for organizations to maintain a corporate 

profit-maximizing viewpoint while attempting to allow divisional autonomy and responsibility. 

OmniTech, Inc., has five divisions, some of which transfer products and product components to 

other OmniTech divisions. The BioTech Division manufactures two products, Alpha and Beta. It sells 

Alpha externally for $50 per unit and transfers Beta to the GenTech Division for $60 per unit. The costs 

associated with the two products follow: 

Variable costs 

Directimaterials fusca. eee etwneterte $15 $14 

Directilaboaercvnc eon e reece te: 5 10 

Variable manufacturing overhead...... 5 16 

Soll eters ts ante tovaement cer ee eecce 4 0 

Fixed Costs 

Fixed manufacturing overhead........ 6 15 

TOtallpee tee tee earn eras Pac eos $35 $55 

An external company has just proposed to supply a Beta substitute product to the GenTech Di- 

vision at a price of $52. From the company’s viewpoint, this is merely a make or buy decision. The 

relevant costs are the differential outlay costs of the alternative actions. Assuming that the fixed manu- 

facturing costs of the BioTech Division are unavoidable, the relevant costs of this proposal from the 

company’s perspective are as follows: 

BUY Ree eo es Sen TNE RAI SRE aor Pe RR $52 

Make 

Directimatenialsteentactace | Sen eens aes $14 

Direct labor sraet sane mee a ae ees 10 

Variable manufacturing overhead.......... 16 (40) 

DifferenCememe nee note strc rete coda teens $12 

From the corporate viewpoint, the best decision is for the product to be transferred since the rel- 

evant cost is $40 rather than to buy it from an external source for $52. The decision for the GenTech 

Division management is basically one of cost minimization: Buy from the source that charges the 

lowest price. If BioTech is not willing to transfer Beta at a price of $52 or less, the GenTech manage- 

ment could go to the external supplier to maximize the division’s profits. (Although GenTech’s man- 

agers are concerned about the cost of Beta, they are also concerned about the quality of the goods. 

If the $52 product does not meet its quality standards, GenTech could decide to buy from BioTech 

at the higher price. For this discussion, assume that the internal and external products are identical; 

therefore, acting in its best interest, GenTech purchases Beta for $52 from the external source unless 

BioTech can match the price.) 

Prior to GenTech’s receipt of the external offer, BioTech had been transferring Beta to GenTech 

for $60. BioTech must decide whether to reduce the contribution margin on its transfers of Beta to 

GenTech and, therefore, lower divisional profits or to try to find an alternative use for its resources. Of 

course, corporate management could intervene and require the internal transfer even though it would 

hurt BioTech’s profits. 

As the second example, assume that the BioTech Division has the option to sell an equivalent 

amount of Beta externally for $60 per unit if the GenTech Division discontinues its transfers from 

BioTech. Now the decision for BioTech’s management is simple: Sell to the buyer willing to pay the 

most. From the corporate viewpoint, it is best for BioTech to sell to the external buyer for $60 and for 

GenTech to purchase from the external provider for $52. 

To examine a slightly different transfer-pricing conflict, assume that the BioTech Division can 

sell all the Alpha that it can produce (it is operating at capacity). Also assume that there is no external 
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market for Beta, but there is a one-to-one trade-off between the production of Alpha and Beta, which 

use equal amounts of the BioTech Division’s limited capacity. 

The corporation still regards this as a make or buy decision, but the costs of producing Beta have 

changed. The cost of Beta now includes an outlay cost and an opportunity cost. The outlay cost of Beta 

is its variable cost of $40 ($14 + $10 + $16), as previously computed. Beta’s opportunity cost is the net 

benefit foregone if the BioTech Division’s limited capacity is used to produce Beta rather than Alpha: 

Selling orice on Alpha me seme sine te meen eter ee $50 

Outlay costs of Alpha 

DirectimatenialStacttar cele caterer atic $15 

Direct laborer te te ee ete ee tne eae sree caer en 5 

Variable manufacturing overhead.......... 5) 

Vanlablexseliiigiammean tesserae iamiencrciaen cr aa! (29) 

Opportunity cost of making Beta... 0.2.65. eee $21 

Accordingly, the relevant costs in the make or buy decision follow. 

Make 

OUMENM COSUONBAE so ccusvescceucabccer $40 

OpporntuniivacOShol Selamat: nek $61 

STON Rare aoe omer entry CMA eat pi Neo exten Eels co $52 

From the corporate viewpoint, GenTech should purchase Beta from the outside supplier for $52 

because in this case it costs $61 to make the product. If there were no outside suppliers, the corporation’s 

relevant cost of manufacturing Beta would be $61. This is another way of saying that the GenTech Divi- 

sion should not acquire Beta internally unless its revenues cover all outlay costs (including the $40 in the 

BioTech Division) and provide a contribution of at least $21 ($61 — $40). From the corporate viewpoint, 

the relevant costs in make or buy decisions are the external price, the outlay costs to manufacture, and the 

opportunity cost to manufacture. The opportunity cost is zero if there is excess capacity. 

The transfer of goods and services between divisions of a company located in different countries 

that have unequal tax structures often attracts the attention of the taxing authorities. Companies are 

sometimes accused of trying to minimize their total tax costs by setting transfer prices that shift 

profits from the division in the higher-tax-rate country to the division in the lower-tax-rate country. 

For example, assume that IBM has a division in Denmark that produces software that it sells to its 

systems division in the U.S. Denmark’s corporate tax rate is about 50 percent; whereas, the U.S. 

rate is about 35 percent. By setting a transfer price at the lowest possible level, the profits of the 

Danish division will be less, and those of the American division will be higher, resulting in lower 

overall taxes for the company. The taxing authorities in the high-tax-rate country always insist that 

the transfer price for goods and services sold to divisions in other countries be at least as high as fair 

market value of the goods or services transferred out. The following Business Insight discusses a 

recent attempt by the IRS to collect taxes of more than $500 million from Guidant Corp. related to 
improper transfer prices. 

International Transfer Pricing at Guidant Corp. 

Boston Scientific Corp. reported that the IRS ruled that its Guidant Corp. division owes $521.1 mil- 
lion in taxes plus interest as a result of an audit of Guidant’s prior years’ tax returns. The company 
said “the IRS is assessing additional taxes related to transfer prices on technology license agree- 
ments between some of Guidant’s U.S. and foreign businesses.” Boston Scientific said it disagrees 
with the methodology the IRS used in determining the additional taxes and will fight the ruling 
through the legal process. The methodology used by the IRS was not disclosed. 

Source: “Boston Scientific owes half billion in taxes, IRS says ; Company vows to fight ruling on Guidant division,” Boston 
Globe, December 22, 2010, p. B9 
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Determining Transfer Prices 

As illustrated, the transfer price of goods or services can be subject to much controversy. The most widely 

used and discussed transfer prices are covered in this section. Although a price must be agreed upon for 

each item or service transferred between divisions, the selection of the pricing method depends on many 

factors. The conditions surrounding the transfer determine which of the alternative methods discussed 

subsequently is selected. 

Although no method is likely to be ideal, one must be selected if the profit or investment center 

concept is used. In considering each method, observe that each transfer results in a revenue entry on 

the supplier’s books and a cost entry on the receiver’s books. Transfers can be considered as sales by 

the supplier and as purchases by the receiver. 

Market Price 
When there is an existing market with established prices for an intermediate product and the transfer 

actions of the company will not affect prices, market prices are ideal transfer prices. If divisions are 

free to buy and sell outside the firm, the use of market prices preserves divisional autonomy and leads 

divisions to act in a manner that maximizes corporate goal congruence. Unfortunately, not all prod- 

uct transfers have equivalent external markets. Furthermore, the divisions should carefully evaluate 

whether the market price is competitive or controlled by one or two large companies. When substantial 

selling expenses are associated with outside sales, many firms specify the transfer price as market price 

less selling expenses. The internal sale may not require the incurrence of costs to get and fill the order. 

To illustrate using the OmniTech example, assume that product Alpha of the BioTech Division 

can be sold competitively at $50 per unit or transferred to a third division, the Quantum Division, for 

additional processing. Under most situations, the BioTech Division will never sell Alpha for less than 

$50, and the Quantum Division will likewise never pay more than $50 for it. However, if any variable 

expenses related to marketing and shipping can be eliminated by divisional transfers, these costs are 

generally subtracted from the competitive market price. In our illustration in which variable selling 

expenses are $4 for Alpha, the transfer price could be reduced to $46 ($50 — $4). A price between $46 

and $50 would probably be better than either extreme price. To the extent that these transfer prices 

represent a nearly competitive situation, the profitability of each division can then be fairly evaluated. 

Variable Costs 
If excess capacity exists in the supplying division, establishing a transfer price equal to variable costs 

leads the purchasing division to act in a manner that is optimal from the corporation’s viewpoint. The 

buying division has the corporation’s variable cost as its own variable cost as it enters the external 

market. Unfortunately, establishing the transfer price at variable cost causes the supplying division to 

report zero profits or a loss equal to any fixed costs. If excess capacity does not exist, establishing a 

transfer price at variable cost would not lead to optimal action because the supplying division would 

have to forego external sales that include a markup for fixed costs and profits. If Beta could be sold 

externally for $60, the BioTech Division would not want to transfer Beta to the GenTech Division for 

a $40 transfer price based on the following variable costs: 

DirectimaterialStciars. Herta aeee.cr res $14 

DIKECHlAD ONS Ws She nicks OEP lad ee 10 

Variable manufacturing overhead........ 16 

lotalkvaniableicostswaeia artnet nee eter $40 

The BioTech Division would much rather sell outside the company for $60, which covers variable costs 

and provides a profit contribution margin of $20: 

Selling price of Beta.......... $60 

Vatiable:COStSine smart oceoauel (40) 

Contribution margin.......... $20 
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Variable Costs Plus Opportunity Costs 

From the organization’s viewpoint, this is the optimal transfer price. Because all relevant costs are 

included in the transfer price, the purchasing division is led to act in a manner optimal for the overall 

company, whether or not excess capacity exists. 

With excess capacity in the supplying division, the transfer price is the variable cost per unit. Without 

excess capacity, the transfer price is the sum of the variable and opportunity costs. Following this rule in 

the previous example, if the BioTech Division had excess capacity, the transfer price of Beta would be 

set at Beta’s variable costs of $40 per unit. At this transfer price, the GenTech Division would buy Beta 

internally, rather than externally at $52 per unit. If the BioTech Division cannot sell Beta externally but 

can sell all the Alpha it can produce and is operating at capacity, the transfer price per unit would be set at 

$61, the sum of Beta’s variable and opportunity costs ($40 + $21). (Refer back two pages.) At this trans- 

fer price, the GenTech Division would buy Beta externally for $52. In both situations, the management of 

the GenTech Division has acted in accordance with the organization’s profit-maximizing goal. 

There are two problems with this method. First, when the supplying division has excess capacity, 

establishing the transfer price at variable cost causes the supplying division to report zero profits or a loss 

equal to any fixed costs. Second, determining opportunity costs when the supplying division produces 

several products is difficult. If the problems with the previously mentioned transfer-pricing methods are 

too great, three other methods can be used: absorption cost plus markup, negotiated prices, and dual prices. 

Absorption Cost Plus Markup 
According to absorption costing, all variable and fixed manufacturing costs are product costs. Pricing in- 

ternal transfers at absorption cost eliminates the supplying division’s reported loss on each product that can 

occur using a variable cost transfer price. Absorption cost plus markup provides the supplying division a 

contribution toward unallocated costs. In “cost-plus” transfer pricing, “cost” should be defined as standard 

cost rather than as actual cost. This prevents the supplying division from passing on the cost of inefficient 

operations to other divisions, and it allows the buying division to know its cost in advance of purchase. 

Even though cost-plus transfer prices may not maximize company profits, they are widely used. Their 

popularity stems from several factors, including ease of implementation, justifiability, and perceived fair- 

ness. Once everyone agrees on absorption cost plus markup pricing rules, internal disputes are minimized. 

Negotiated Prices 
Negotiated transfer prices are used when the supplying and buying divisions independently agree on 

a price. As with market-based transfer prices, negotiated transfer prices are believed to preserve divi- 

sional autonomy. Negotiated transfer prices can lead to some suboptimal decisions, but this is regarded 

as a small price to pay for other benefits of decentralization. When they use negotiated transfer prices, 

some corporations establish arbitration procedures to help settle disputes between divisions. However, 

the existence of an arbitrator with any real or perceived authority reduces divisional autonomy. 

Negotiated prices should have market prices as their ceiling and variable costs as their floor. Al- 

though frequently used when an external market for the product or component exists, the most common 
use of negotiated prices occurs when no identical-product external market exists. Negotiations could 
start with a floor price plus add-ons such as overhead and profit markups or with a ceiling price less 
adjustments for selling and administrative expenses and allowances for quantity discounts. When no 
identical-product external market exists, the market price for a similar completed product can be used, 
less the estimated cost of completing the product from the transfer stage to the completed stage. 

Dual Prices 
Dual prices exist when a company allows a difference in the supplier’s and receiver’s transfer prices 
for the same product. This method should minimize internal squabbles of division managers and prob- 
lems of conflicting divisional and corporate goals. The supplier’s transfer price normally approximates 
market price, which allows the selling division to show a “normal” profit on items that it transfers in- 
ternally. The receiver’s price is usually the internal cost of the product or service, calculated as variable 
cost plus opportunity cost. This ensures that the buying division will make an internal transfer when it 
is in the best interest of the company to do so. 
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In most cases, a market-based transfer price achieves the optimal outcome for both the divisions and 

the company as a whole. As discussed earlier, an exception occurs when a division is operating below full 

capacity and has no alternative use for its excess capacity. In this case, it is best for the company to have an 

internal transfer; therefore, to ensure that the receiving division makes an internal transfer, the company 

must require the internal transfer as long as its price does not exceed the established market rate. The only 

time an external price is more attractive when excess capacity exists is when the external price is below 

the variable cost of the providing internal division, and that scenario is highly unlikely. 

A potential transfer-pricing problem exists when divisions exchange goods or services for which 

no established market exists. For example, suppose that a company is operating its information technol- 

ogy (IT) service department as a profit center that transfers services to other profit center departments 

using a cost-plus transfer price. If the departments using IT services can choose to use those services or 

to replicate them inside their departments, users might not make a decision that is best for the company. 

It could be best for the company to have all IT services come from the IT department, but other profit 

centers could believe that they can provide those services for themselves at lower cost. In this case, the 

company must decide how important it is to maintain the independence of its profit center. In the inter- 

est of maintaining a strong profit center philosophy, top management can decide that it is acceptable to 

suboptimize by allowing profit centers to provide IT services for themselves. 

The ideal transfer-pricing arrangement is seldom the same for both the providing and receiving divi- 

sions for every situation. In these cases, what is good for one division is likely not to be good for the other 

division resulting in no transfer, even though a transfer could achieve corporate goals. These conflicts are 

sometimes overcome by having a higher-ranking manager impose a transfer price and insist that a transfer 

be made. Managers in organizations that have a policy of decentralization, however, often regard these 

orders as undermining their autonomy. Therefore, the imposition of a price could solve the corporate 

profit optimization problem but create other problems regarding the company’s organization strategy. 

Transfer pricing thus becomes a problem with no ideal solutions. 

The previous discussion has focused on the challenges of establishing transfer prices that motivate 

managers to make decisions that are beneficial to their divisions as well as the overall company. How- 

ever, recent research, discussed in the following Research Insight box, concluded that there are often 

price benefits when dealing with outside vendors, if the company has the option of acquiring the goods 

or services internally. 

Bae ick Transfer Pricing and External Competition 

Researchers found that a firm can glean benefits from discussing transfer-pricing problems with 

external suppliers. Though transfer prices above marginal cost introduce interdivision coordination 

problems, they also reduce a firm’s willingness to pay outside suppliers. Knowing that costly inter- 

nal transfers will eat into demand, the supplier is more willing to set lower prices. Such supplier dis- 

counts can make decentralization worthwhile for the firm. The benefit of decentralization is shown 

to be robust in both downstream and upstream competition. 
Source: “Anil Arya and Brian Mittendorf, “Interacting Supply Chain Distortions: The Pricing of Internal Transfers and External 

Procurement,” The Accounting Review, May 2007. 

INVESTMENT CENTER EVALUATION 
MEASURES 
Two of the most common measures of investment center performance, return on investment and resid- 

ual income, are discussed in the following sections. Several supporting components of these measures 

that help clarify the applications are also presented. (Earlier in the book, we explained the advantages 

of separating operating and nonoperating items to compute sales, assets, income, and so forth. We can 

similarly separate operating and nonoperating items for performance measurement. In this case, all 

measures would be adjusted to yield operating sales, operating assets, operating income, and so forth. 

Then, the following analysis would apply to those operating metrics and would reflect the operating 

performance of each center.) 

99 Determine 

and contrast return 

on investment and 

residual income. 
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Return on Investment 

Return on investment (ROD is a measure of the earnings per dollar of investment. This assumes that 

financing decisions are made at the corporate level rather than the division level. Hence, the corpora- 

tion’s investment in the division equals the division’s asset base. The return on investment of an invest- 

ment center is computed by dividing the income of the center by its asset base (usually total assets): 

ROI = —nyvestment center income 
Investment center asset base 

ROI can be disaggregated into investment turnover times the return-on-sales ratio: 

ROI = Investment turnover X Return-on-sales 

where 

Sales 
Investment turnover = 

Investment center asset base 

and 

Investment center income 

Sales 
Return-on-sales = 

When investment turnover is multiplied by return-on-sales, the product is the same as investment 

center income divided by investment center asset base: 

ROI= Sales x Investment center income _ _Investment center income 
Investment center base Sales Investment center asset base 

Once ROI has been computed, it is compared to some previously identified performance criteria. 

These include the investment center’s previous ROI, overall company ROI, the ROI of similar divisions, 

or the ROI of nonaffiliated companies that operate in similar markets. The breakdown of ROI into invest- 

ment turnover and return-on-sales is useful in determining the source of variance in overall performance. 

To illustrate the computation and use of ROI, the following information is available concerning the 

2012 operations of North American Steel: 

Division Asset Base Sales Divisional Income 

MainGieceiscc chee oe $8,000,000 $12,000,000 $1,440,000 

Albertartrenis were 4,000,000 8,000,000 960,000 

MIBSOUM 6 onc ono 7,500,000 5,000,000 1,650,000 

iWanaweret eee 3,800,000 5,700,000 1,026,000 

Using this information and the preceding equations, a set of performance measures are shown 

in Exhibit 23.2. To illustrate, Maine Division earned a return on its investment base of 18 percent 
($1,440,000 + $8,000,000), consisting of an investment turnover of 1.50 ($12,000,000 + $8,000,000) 
and a return-on-sales of 0.12 ($1,440,000 + $12,000,000). Using such an analysis, the company has 
three measurement criteria with which to evaluate the performance of Maine Division: (1) ROI, (2) 
investment turnover, and (3) return-on-sales. 

For 2012, North American chose to evaluate its divisions based on company ROI and its inter- 
related components of investment turnover and return-on-sales. Because each division is different in 
size, the company evaluation standard is not a simple average of the divisions but is based on desired 
relationships between assets, sales, and income. 
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Based on ROI, the Tijuana Division had the best performance, the Alberta Division excelled in 

investment turnover, and the Missouri Division had the highest return-on-sales. From Exhibit 23.2, the 

Tijuana Division had the best year because it was the only division that exceeded each of the company’s 

performance criteria. For 2012, each division equaled or exceeded the minimum ROI established by the 

company even though the component criteria of ROI were not always achieved. 

_ Operating unit 

Mainestiiey. Get haeeretek et.ta- 1.50 0.12 0.18 

AlDertaleirrreie: siete a achicha 2.00 0.12 0.24 

MISSOUNIHee seemaere Slee tite ckES 0.67 OFS 0.22 

TOUTE eon i bss cine Benin a, tok a ten c 1.50 0.18 0.27 

Company performance criteria 

Projected minimums........... 1.20 0.15 0.18 

To properly evaluate each division, the company should study the underlying components of ROI. 

For the Maine Division, management would want to know why the minimum investment turnover was 

exceeded while the return-on-sales minimum was not. The Maine Division could have incurred unfa- 

vorable cost variances by producing inefficiently. As a result of inefficient production, the return-on- 

sales declined to a point below the minimum desired level. Evaluating a large operating division based 

on one financial indicator is difficult. Management should select several key indicators of performance 

when conducting periodic reviews of its operating segments. 

A similar analysis of ROI and its components is useful for planning. In developing plans for 2013, 

management wants to know the possible effect of changes in the major elements of ROI for the Maine 

Division. Sensitivity analysis can be used to predict the impact of changes in sales, the investment 

center asset base, or the investment center income. 

Assuming the investment asset base is unchanged, a projected ROI can be determined for the 

Maine Division for a sales goal of $16,000,000 and an income goal of $1,600,000: 

Sales x Investment center income 

Investment center asset base Sales 

_ $16,000,000 - $1,600,000 

~ $8,000,000 $16,000,000 

2.0 x 0.10 

(0.20, or 20 percent. 

ROI = 

ROI increased from 18 to 20 percent, even though the return-on-sales decreased from 12 to 10 percent. 

The change in turnover from |.5 to 2.0 more than offset the reduced return-on-sales. 

Sensitivity analysis can involve changing only one factor or a combination of factors in the ROI 

model. When more than one factor is changed, it is important to analyze exactly how much change is 

caused by each factor. 

Statistics such as ROI, investment turnover, and return-on-sales mean little by themselves. They 

take on meaning only when compared with an objective, a trend, another division, a competitor, or 

an industry average. Many businesses establish minimum ROIs for each of their divisions, expect- 

ing them to attain or exceed this minimum return. The salaries, bonuses, and promotions of division 

managers can be tied directly to their division’s ROI. Without other evaluation techniques, managers 

often strive for ROI maximization, sometimes to the long-run detriment of the entire organization. 
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Investment Center income 

Despite the relevance and conceptual simplicity of ROI, a division’s ROI cannot be determined until 

management decides how to measure divisional income and investment. Divisional income equals 

divisional revenues less divisional operating expenses. Determining divisional revenues is usually a 

relatively easy task since revenues are typically generated and recorded at the division level, but de- 

termining total operating expenses for divisions is more complicated. Because many expenses are 

incurred at the corporate level for the common benefit of the various operating divisions and to support 

corporate headquarters operations, the cost assignment issues discussed early in this module affect 

investment center income. 

Direct division expenses are always included in division operating expenses, but there are conflict- 

ing viewpoints about how to deal with common corporate expenses. As stated earlier in this module, 

in corporate annual reports, many companies are required to provide segment revenues and expenses 

segmented by product lines, geographic territories, customer markets, and so on. Companies also show 

operating income for their various segments in their annual reports, but they include a category called 

corporate or unallocated for company expenses that cannot be reasonably allocated to the various seg- 

ments. (“Unallocated” typically includes costs for corporate staffs, certain goodwill writeoffs, and non- 

operational gains and losses.) For example, the Ericsson, Inc., annual report for a recent year includes 

the following breakdown of its operating income by segments (stated in millions of Swedish kronas): 

INNGEWOIKS sree ree atcce ere accra PA cult ear Ie a Oa rere ny dia a Re oo eae eee ee 6,879 SEK 

ProfessSionaleSGrvieSi. cafe aye fc uccsuiccecerern: os teuee ere: eben to socs wesc ueactish len awed tsi yekenc tion ateaae rae 6,990 

Multizmegian (5s iic co tus ig sas thoueeuserg sacar tasuhccags hoa etee MUR Mee, cece ers Ree sie ne bien 655 

SONViENCSSOMs ctitec ce cer sit) cesneceicreca oe Ee mums catarrn ie Ghee at centr events fos are eee eee (10,820) 

SIEBER CSSOM Pape eee ere ese Se eee ee cette nee ee ee Pere ee ersten oot ren cee) eee eearte oe eeTae eM (2,615) 

WiriallOCatec ie See, Leste ee, TAT ruck SIRE LO tee ©. Nee HS ek Pe at enaiit ake stances on aed eee oe ie (855) 

lntersegmentieliminationSen-Nesiie chi. cs etapa: Semele aert ebaass lage adds ke ek CEES caeraeees 5,684 

Totakoperating INCOMES ARs se se Ae arses Sek ert ate ere tet aes Se ct een ert ois Ce 5,918 SEK 

For internal segment reporting, some companies do not allocate corporate costs that cannot be as- 

sociated closely with individual segments. Other companies insist on allocating all common corporate 

costs to the operating divisions to emphasize that the company does not earn a profit until revenues 

have covered all costs. Some top managers believe that since only operating divisions produce rev- 

enues, they should also bear all costs, including corporate costs. These managers want to ensure that the 

sum of the division income for the various segments equals the total income for the company. 

Division managers do not control corporate costs; therefore, these costs are seldom relevant in 

evaluating a division manager’s performance. To deal with this conflict, some companies allocate 

some, or possibly all, common corporate costs in reporting segment operating income, but for ROI cal- 

culation purposes exclude allocated corporate costs that are not closely associated with the divisions. 

These companies include in the ROI calculation costs that represent an identifiable benefit to the divi- 

sions but not general corporate costs that provide no identifiable benefits to the divisions. In practice, 

the treatment of corporate costs for division performance evaluation varies widely. 

Investment Center Asset Base 

Because the primary purpose for computing ROI is to evaluate the effectiveness of a division’s operating 
management in using the assets entrusted to them, most organizations define investment as the average 
total assets of a division during the evaluation period. For most companies, the investment base is defined 
as each division’s operating assets. These normally include those assets held for productive use, such as 
accounts receivable, inventory, and plant and equipment. Nonproductive assets, such as land for a future 
plant site, are not included in the investment base of a division but in the investment base for the company. 

General corporate assets allocated to divisions should not be included in their bases. Although the 
divisions might need additional administrative facilities if they were truly independent, they have no 
control over the headquarters’ facilities. The joint nature and use of corporate facility-level expenses 
make any allocation arbitrary. 



Module 23 | Segment Reporting, Transfer Pricing, and Balanced Scorecard 23-16 

Other Valuation Issues 

Once divisional investment and income have been operationally defined and ROI computations have 

been made, the significance of the resulting ratios can still be questioned. Return on investment can be 

overstated in terms of constant dollars because inflation as well as arbitrary inventory and depreciation 

procedures cause an undervaluation of the inventory and fixed assets included in the investment center 

asset base. Asset measurement is particularly troublesome if inventories are valued at last-in, first-out 

(LIFO) cost and fixed assets were acquired many years ago. A division manager could hesitate to re- 

place an old, inefficient asset with a new, efficient one because the replacement could lower income 

and ROI through an increased investment base and increased depreciation. 

To improve the comparability between divisions with old and new assets when computing ROI, 

some firms value assets at original cost rather than at net book value (cost less accumulated deprecia- 

tion). This procedure does not reflect inflation, however. An old asset that cost $120,000 ten years ago 

is still being compared with an asset that costs $200,000 today. A better solution could be to value old 

assets at their replacement cost, although replacement costs are often difficult to determine. 

MANAGERIAL DECISION |, 

and you recently received financial reports for your division for the most recent period and discov- 

ered that the ROI for your division was 14.5%; whereas, the target ROI for your division set by the 

CFO and the CEO was 15%. What action can you take to try to avoid missing your performance 

target for the next period? [Answer, p. 23-23] 

Residual Income 

Residual income is an often-mentioned alternative to ROI for measuring investment center performance. 

Residual income is the excess of investment center income over the minimum rate or dollar of return. 

The minimum rate of return represents the rate that can be earned on alternative investments of similar 

risks, which is the opportunity cost of the investment. The minimum dollar return is computed as a per- 

centage of the investment center’s asset base. When residual income is the primary basis of evaluation, 

the management of each investment center is encouraged to maximize residual income rather than ROI. 

(We can again measure assets, sales, income, and so forth, as excluding all nonoperating components; 

similarly, the investment base can be measured as operating assets less operating liabilities.) 

To illustrate the computation, assume that a company requires a minimum return of 12 percent on 

each division’s investment base. The residual income of a division with an annual net operating income 

of $2,000,000 and an investment base of $15,000,000 is $200,000 as computed here: 

DIVISION INC ONO ettenenetce 7 ite tits nc taa tees cas $2,000,000 

Minimum return ($15,000,000 x 0.12)........ (1,800,000) 

Residialiifeonncmatemam pac aceat sued ask: cis deer b: $ 200,000 

Economic Value Added 

A variation of residual income, referred to as economic value added or EVA®, is also often used as 

a basis for evaluating investment center performance. (The term EVA is a registered trademark of the 

financial consulting firm of Stern Stewart and Company.) EVA is equal to income after taxes less the 

cost of capital employed. The three significant changes from the residual income computation in ap- 

plying EVA are the use of an organization’s weighted average cost of capital as the minimum return, 

net assets as the evaluation base, and after-tax income. Weighted average cost of capital is an average 

of the after-tax cost of all long-term borrowing and the cost of equity*; net assets are total assets less 

current liabilities. Economic value is added only if a division’s taxable income exceeds its net cost of 

4 Weighted average cost of capital computations are covered in introductory corporate finance textbooks. 
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investing. (We can again measure assets, sales, income, and so forth, as excluding all nonoperating 

components; similarly, the net asset base can be measured as operating assets less operating liabilities.) 

Using the preceding situation, assume that the company has a cost of capital of 10 percent, 

$1,800,000 in current liabilities, and a 30 percent tax rate. The economic value-added is $80,000, com- 

puted as follows: 

Division income after taxes ($2,000,000 X 0.70)............+.-+---- $1,400,000 

Cost of capital employed [($15,000,000 — $1,800,000) x 0.10]........ (1,320,000) 

Eoxeinromumle Wale eleiel, soc oo cp onnoversnsocasse adonn vovbobeGace $ 80,000 

Another differentiating characteristic of the EVA model is that it usually corrects for potential 

distortions in economic net income caused by generally accepted accounting principles (GAAP). In 

calculating EVA, the user can abandon any accounting principles that are viewed as distorting the 

measurement of wealth creation. In practice, EVA consultants have identified up to 150 different ad- 

justments to GAAP income and equity that must be made to restore equity and income to their true 

economic values. Most companies use no more than about five adjustments (such as the capitalization 

of research and development cost and the elimination of goodwill write-offs). 

Proponents of EVA argue that it is the best measure of managerial performance from the standpoint 

of maximizing the market value added to a firm through managerial decisions. They maintain that 

market value added (MVA), which is the increase in market value of the firm for the period, is the 

definitive measure of wealth creation and that MVA is maximized by maximizing EVA. By maximiz- 

ing the excess of economic net income over the cost of all outside capital invested in the firm, the firm 

should maximize its MVA in the long run. 

One might ask why we should use EVA to estimate managerial contribution to the maximiza- 

tion of MVA, when we could simply measure how much market value has been added to the firm by 

considering changes in stock prices. In practice this does not work well because of short-run changes 

in market prices caused by overall market factors, not just firm-specific factors, and the inability of 

market prices to reflect divisional wealth creation that is not transparent. Also, many firms are not 

publicly traded, which makes determining market value changes problematic. Finally, companies 

want to measure managerial performance over specific segments of a firm, as well as the firm as a 

whole, but market values for individual segments are seldom available. 

EVA provides a good operational metric for assessing managers’ performance in terms of maximiz- 

ing MVA over time. It is a model that can be used to guide managerial action. Companies that use EVA for 

evaluating performance use it in making a broad range of decisions such as evaluating capital expenditure 

proposals, adding or dropping a product line, or acquiring another company. Only alternatives that pro- 

vide economic value are accepted. The following Businesss Insight box discusses the impact of adopting 

an EVA financial management system at Ryder Systems. 

Ryder System Touts Its EVA Performance 

At a recent investment conference sponsored by the financial services firm of Robert W. Baird & 

Co., the CEO of Ryder Systems, Greg Swienton, stated that “we have not only maintained, but we 
have increased our economic value added per unit sold even during the downturn.” When asked 
why the EVA is up, Swienton attributed it to managerial discipline of only investing in assets with a 
high EVA, but also to the sales force. He stated that “they earn more money when they sell higher 
EVA.... So | think the fact [is] that they will look to try to get every additional dollar they can, sell ad- 
ditional add-on services, [and] get more EVA per unit, because that’s how they earn a better living, 
not just moving units or selling revenue.” These statements reflect a deep commitment to the EVA 
model at Ryder and to having the model deeply imbedded in the managerial performance evaluation 
and compensation system throughout the company. 

Source: Ryder System, Inc. at Baird Industrial Conference,” CQ Transcriptions, November 9, 2010. 



Module 23 | Segment Reporting, Transfer Pricing, and Balanced Scorecard 23-18 

Which Measure Is Best? 

Many executives view residual income or EVA as a better measure of managers’ performance than 

ROI. They believe that residual income and EVA encourages managers to make profitable investments 

that managers might reject if being measured exclusively by ROI. 

To illustrate, assume that three divisions of Color Company have an opportunity to make an invest- 

ment of $100,000 that requires $10,000 of additional current liabilities and that will generate a return of 

20 percent. The manager of the Paint Division is evaluated using ROI, the manager of the Ink Division 

is evaluated using residual income, and the manager of the Dye Division is evaluated using economic 

value added. The current ROI of each division is 24 percent. Each division has a current income of 

$120,000, a minimum return of 18 percent on invested capital, and a cost of capital of 14 percent. If 

each division has a current investment base of $500,000, current liabilities of $40,000, and a tax rate of 

30 percent, the effect of the proposed investment on each division’s performance is as follows: 

a Current = + = Proposed «= — Total ~~ 
Paint Division 

Investment center income $120,000 $ 20,000 $140,000 
IASSGL:DASC we se aisicger cs So War ae eiiah sey nea te $500,000 $100,000 $600,000 

LA) lea ass, Sohne Sree GRE ae se cr ery pene 24% 20% 23.3% 

Ink Division 

Asset base........ BE ch AAS BAR ASTON meer) tl ere aan cy $500,000 $100,000 $600,000 

Investment’center income... ...-+-..2ssee-e ees $120,000 $ 20,000 $140,000 

Minimum return (0.18 x base).............0000- (90,000) (18,000) (108,000) 

ResictiallincOmes = samme ee ea te ree $ 30,000 $ 2,000 $ 32,000 

Dye Division 

ASSESSES oP OTE RAE rea cae $500,000 $100,000 $600,000 

Gunentiabiites so. 0), Lane RG Pah (40,000) (10,000) (50,000) 

EValuationiOaSe meet mca ren tom iticbasen th acres tac $460,000 $ 90,000 $550,000 

Investmentcente inCOneCmenremericeakerien inte $120,000 $ 20,000 $140,000 

InGomestaxes:(S0.90) tar fe erty Cunps ade en ate rans (36,000) (6,000) (42,000) 

INGOMIGIAR ER TAXES Mar es. Hite aie nee hee Fr, 8 84,000 14,000 98,000 

Cost of capital (0.14°% base)... «2.5.5. ve0.esenn (64,400) (12,600) (77,000) 

Economic valueiadded ja. war. «1st eee ee tne oo $ 19,600 $ 1,400 $ 21,000 

The Paint Division manager will not want to make the new investment because it reduces the cur- 

rent ROI from 24 percent to 23.3 percent. This is true, even though the company’s minimum return 

is only 18 percent. Not wanting to explain a decline in the division’s ROI, the manager will probably 

reject the opportunity even though it could have benefited the company as a whole. 

The Ink Division manager will probably be happy to accept the new project because it increases re- 

sidual income by $2,000. Any investment that provides a return more than the required minimum of 18 per- 

cent will be acceptable to the Ink Division manager. Given a profit maximization goal for the organization, 

the residual income method is preferred over ROI evaluations because it encourages division managers to 

accept all projects with returns above the 18 percent cutoff. The same is true for the Dye Division manager, 

although the EVA increase is not as high as that of the residual income because it has a different base. 

The primary disadvantage of the residual income and EVA methods as comparative evaluation 

tools is that they measure performance in absolute dollars rather than percentages. Although they can 

be used to compare period-to-period results of the same division or with similar-size divisions, they 

cannot be used effectively to compare the performance of divisions of substantially different sizes. For 

example, the residual income of a multimillion dollar sales division should be higher than that of a half- 

million-dollar sales division. Because most performance evaluations and comparisons are made be- 

tween units or alternative investments of different sizes, ROI continues to be extensively used. The fol- 

lowing Business Insight box discusses the use of multiple evaluation models for assessing IT projects. 
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—©- Describe 

the balanced 

scorecard as a 

comprehensive 

performance 

measurement 

system. 

A recent article in Computer World discusses the methods used to evaluate IT project proposals by 

IT managers and corporate executives. The article outlines the differences between “operational proj- 

ects” aimed at saving money, and “strategic projects” aimed at making money. Harrah’s Entertain- 

ment was one of several companies cited in the article. Harrah’s Entertainment uses three metrics to 

prioritize IT projects: net present value, internal rate of return, and economic value added. “Increased 

sales is usually the key benefit to be measured, but the business sponsor of a project works with IT 

to measure softer benefits such as increased guest visits at Harrah’s hotels and casinos, customer 

satisfaction, and even employee satisfaction.” Using more than one metric has pros and cons, says 

Harrah’s ClO Tim Stanley. “Using multiple criteria to assess a project provides a robust framework 

for decisions,” he says. “Each tool takes into consideration the investment and the expected busi- 

ness value or return, and we are not limited to a single point of view.” But, he adds, “the prospect of 

sophisticated financial analyses can inhibit some people from submitting ideas for consideration.” 

Source: Gary Anthes, “What’s Your Project Worth? Figuring it out isn’t easy. But you can’t manage what you don’t measure,” 

Computer World, March 10, 2008. 

BALANCED SCORECARD 
Although financial measures have been emphasized throughout this text, several sections stress that 

other measures, specifically qualitative measures, are important in evaluating managerial performance. 

This section examines one popular method of performance evaluation using both financial and nonfi- 

nancial information. 

We might ask: why not use just financial measures? First, no single financial measure captures 

all performance aspects of an organization. More than one measure must be used. Second, financial 

measures have reporting time lags that could hinder timely decision making. Third, financial measures 

might not accurately capture the information needed for current decision making because of the delay 

that sometimes occurs between making financial investments and receiving their results. For example, 

building a new nuclear power plant can take several years with the investment in total assets increasing 

the entire time without generating any revenues. 

Balanced Scorecard Framework 

Comprehensive performance measurement systems are one suggested solution. The basic premise is to 

establish a set of diverse key performance indicators to monitor performance. The balanced scorecard 

is a performance measurement system that includes financial and operational measures related to a 

firm’s goals and strategies. The balanced scorecard comprises several categories of measurements, the 
most common of which include the following: 

HB Financial 

& Customer satisfaction 

@ Internal processes 

| Innovation and learning 

A balanced scorecard is usually a set of reports required of all common operating units in an 
organization. To facilitate the periodic evaluation of performance, a cover sheet (or sheets for a large 
operation) can be used to summarize the performance of each area using the established criteria for 
each category. 

For example, a chain of bagel shops might have a balanced scorecard that looks something like 
the one in Exhibit 23.3. This balanced scorecard uses four categories for evaluation and includes finan- 
cial and nonfinancial information. Each category being monitored has information from the previous 
period and the standard related to the category. The report should always include the current period, at 
least one previous period, and some standard. Each store manager should attach documentation and an 
appropriate explanation as to the change in the measurements during the reporting period. 
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EXHIBIT 23.3 Balanced Scorecard Illustration 

ae Current Period : 

Key financial indicators 

CAShtlOW saree eee ete en. hele nena Spe $ 25,000 $ 28,000 $ 21,000 

RetUnMoninvestment (@|)\seu tn maakt en aeleeeree 0.18 0.22 0.19 

Sales al: ie pwrene AtaL pod ae ane, de RUE nt berg | Ltd tata LI oe $4,400,000 $4,494,000 $4,342,000 

Key customer indicators 

IWEragexcUStOmens DelsiOUl me qlee tiene 75 80 71 

Number of customer complaints per period......... 22 21 we 

Number of sales returns per period ............... 10 8 5 

Key operating indicators 

Bagels sold/produced per day ratio............... 0.96 0.93 0.91 

Daily units lost (burned, dropped, etc.)............. 25 32 34 

Employee turnover per period ................... 0.10 0.07 0.00 

Key growth and innovation indicators 

New products introduced during period............ 

Products discontinued during period.............. 

NumbenosalesipromotvionSaniaem tec saen ee te 

Bw - = oa wo — — ao mM — © SSC Oni CIS OUMS, GIS ah co caodconcnancesda 

In making assessments with the evaluation categories, it is important to consider both trailing 

and leading performance measures. Trailing measures look backward at historical data while leading 

measures provide some idea of what to expect currently or in the near future. For example, in the fi- 

nancial category, ROI is a trailing indicator while a budget of production units and costs for the next 

period is a leading indicator. In the customer category, the number of sales invoices per store might 

tell us whether each store is maintaining its customer base (a trailing indicator) while the number of 

product complaints per 1000 invoices might be a leading indicator of customer satisfaction, quality 

control problems, and future sales. 

The use of balanced scorecard systems to monitor and assess managerial and organizational 

performance is increasing worldwide. The following Research Insight discusses characteristics of 

successful balanced scorecard implementations. 

RESEARCH INSIGHT Implementing a Successful Balanced Scorecard 

A group of professors researched balanced scorecard systems and identified five crucial character- 

istics of a successful scorecard implementation: 

1. Fairness, or equality, in the assessment process—the system must be perceived by 

managers to be fair, regarding both the fairness of outcomes and the fairness of the 

process that generates those outcomes. 

2. Communication—there must be communication of corporate goals to ensure an 

understanding of the linkages between daily actions and those goals. 

3. Involvement—evaluations are more effective if users develop their own scorecards, rather 

than using one developed by someone else higher up in the organization. 

4. Stretch goals—there is a de-motivating effect when goals are seen as either too easy or two 

aggressive. 

5. Meaningful rewards systems—scorecard performance of individuals or business units 

should be linked to specific rewards such as bonuses, raises, and promotions. 

Source: Thomas L. Albright, Christopher M. Burgess, Aleecia R. Hibbets, and Michael L. Roberts, “How to Transition from As- 

sessing Performance to Enhancing Performance With Balanced Scorecard Goal Action Plans,” The Journal of Corporate Ac- 

counting & Finance, September/October 2010, pp 69-74. 
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A balanced scorecard gives management a perspective of the organization’s performance on a 

recurring set of criteria. Since each reporting unit knows what reports are expected, no one Is surprised 

by changing monthly requests for data. Because the multiple perspectives provide management a broad 

analysis of the organization’s performance, it allows them to determine how and where the goals and 

objectives are either being achieved or not achieved. 

For most management teams, the balanced scorecard highlights trade-offs between measures. For 

example, a substantial increase in customer satisfaction can result in a short-run decrease in ROI be- 

cause the extra effort to please customers is expensive, thereby reducing ROI. A balanced scorecard 

can be filtered down the organization with successively lower-level operating units having their own 

scorecards that mimic those of the higher-level units. This provides all levels of management an op- 

portunity to evaluate operations from more than just a financial perspective. 

As with all management tools and techniques, the use of the balanced scorecard must be incorpo- 

rated with the other information sources within the organization. Just as the accounting information 

system cannot stand alone in managing a business, neither can the balanced scorecard. Some areas 

could need extensive accounting information in great detail to make the best possible decision while 

other areas need great detail in production or service integration to be at the right place at the right time. 

By using a multi-faceted approach to managing, the organization should be able to better establish an 

operating strategy that coincides with its overall goals and objectives. 

Balanced Scorecard and Strategy 

When a balanced scorecard system is fully utilized to monitor and evaluate an organization’s prog- 

ress, it becomes a system for operationalizing the organization’s strategy. Having a goal to maximize 

shareholder value or generate a certain income does not constitute a strategy. Maximizing shareholder 

value can be an overarching corporate goal, but it will not likely be realized without a well-developed 

strategy that identifies and establishes a balanced set of goals on various dimensions of performance. 

A balanced scorecard can be the primary vehicle for translating strategy into action and establish- 

ing accountability for performance. The balanced scorecard identifies the areas of managerial action 

that are believed to be the drivers of corporate achievement. If the corporate goal is to increase ROI 

or residual income, the balanced scorecard should include key performance indicators that drive these 

measures. 

An interesting parallel to the successful management of a company can be drawn by considering 

the key performance indicators the manager of a professional baseball team uses in setting goals and 

evaluating progress. The manager of the New York Yankees does not just tell his players and manag- 

ers at the beginning of the baseball season that the team’s goal is to win the World Series or even a 

certain number of ball games. The win-loss record is only one metric used to set goals and evaluate 

performance for a baseball team. The manager looks at many different drivers of success related to hit- 

ting, pitching, and fielding, including the earned-run averages of the pitchers, the batting and on-base 

averages of hitters, the number of errors per game by fielders, and the number of bases stolen by base 

runners. At the end of the season, the manager measures success not just by whether the Yankees won 

the World Series, but also by the batting average, number of home runs, and number of bases stolen 
by individual players, and whether or not a team member won a Golden Glove award or the Cy Young 
award. These are all measures by which to evaluate achievement and strategic accomplishment. By 
achieving the goals for each of these areas of the game, the win-loss ratio will take care of itself. If the 
win-loss results are not acceptable, then the manager adjusts his strategic goals with respect to the key 
performance indicators (or the manager is dismissed). 

Like a baseball team, a company can use a balanced scorecard to develop performance metrics 
for managers from the top of the company to the lowest-level department. The scorecard becomes 
a vehicle for communicating the factors that are key to the success of managers, factors that upper 
management will monitor in evaluating the success of lower managers in carrying out the corporate 
strategy. To make balanced scorecards more user friendly, several companies use performance monitor- 
ing dashboards, which are computer generated graphics that present scorecard results using graphics, 
some of which mimic the instrument displays on an automobile dashboard. 

The following Business Insight provides an illustration of dashboard graphics. 



Module 23 | Segment Reporting, Transfer Pricing, and Balanced Scorecard 23-22 

Balanced scorecard dashboards provide information about an organization in an “at-a-glance” format. 

Many software companies now provide utilities for generating dashboards from SAP, Excel, Quick- 

Books, and other databases. The following is an example of a dashboard for Sonatica, a fictional 

company, designed by Dundas Dashboard for executive assessment of financial performance. The 

shaded tabs present financial information graphics for Sales and Support (students may visit the web 

page referenced below to view these tabs). Additional screens would provide performance data on 

other scorecard dimensions such as internal processes, customers, and innovation and growth. 

Renner RES OTLEY REE EE EE IN OSA TE 

Executive Dashboard 

EXECUTIVE SALES SUPPORT 

|March, 2009 Specify a date range: 

1 1 }4 if. if Lh Jf] 

faced pas =s s feral buss 

09 Julo9 Sep jovoS Janio | 

aoa" > 
= = re = 

ia Revenue ey Revenue (previous year) a @ 

et [BE g0to$is,000 “uf ee 

| ; | | : (@ $19,000 to $38,000 
BB $36,000 to $57,000 
BB $57,000 to $76,000 
BA $76,000 to $95,000 

“Mar09 May 09 Jul 0 

Source: http://media1.dundas.com/DashboardDemo/Viewer.aspx ?view=Sonatica Performance Dashboards 

MODULE-END REVIEW 

Pareto International, a decentralized organization that manufactures specialty construction products, has three divi- 

sions, Commercial, Industrial, and Residential. Corporate management desires a minimum return of 15 percent on 

its investments and has a 20 percent tax rate. The divisions’ 2012 results follow (in thousands): 

‘Division = =—s Income _Investm 
Commercial eee $30,000 $200,000 

InGUSttlal teen 50,000 250,000 

Residential ........ 22,000 100,000 

The company is planning an expansion project in 2013 that will cost $50,000,000 and return $9,000,000 per year. 
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Required 
. Compute the ROI for each division for 2012. 

Compute the residual income for each division for 2012. 

Rank the divisions according to their ROI and residual income. 

Assume that other income and investments will remain unchanged. Determine the effect of the project by 

itself. What is the effect on ROI and residual income, if the new project is added to each division? 
ao o8 

The solution is on page 23-38. 

GUIDANCE ANSWER 

MANAGERIAL DECISION 
ROI is primarily a measure of the profitability of a division’s assets, which is in turn a measure of how effectively 

the investment in assets was used to generate sales, and how profitable those sales were. ROI is driven by 

investment (or asset) turnover (which is division sales divided by assets) and return on sales (which is division 

net income divided division sales). Therefore, increasing ROI is similar to a simultaneous balancing act involving 

controlling sales, expenses, and asset investment. You can increase ROI by increasing sales more than expens- 

es, while holding asset investment constant, or by other combinations of these three variables that ultimately 

increase ROI. If you adjust one of these variables, at the same time you must keep your eye on the other two 

variables or you may not achieve your goal of increasing ROI. 

DISCUSSION QUESTIONS 
Q23-1. What is the relationship between segment reports and product reports? 

Q23-2. What is a reporting objective? How is it determined? 

Q23-3. Can a company have more than one type of first-level statement in segment reporting? 

Q23-4. Explain the relationships between any two levels of statements in segment reporting. 

Q23-5. Distinguish between direct and indirect segment costs. 

Q23-6. What types of information are needed before management should decide to drop a segment? 

Q23-7. In what types of organizations and for what purpose are transfer prices used? 

Q23-8. What problems arise when transfer pricing is used? 

Q23-9. When do transfer prices lead to suboptimization? How can suboptimization be minimized? Can it be 

eliminated? Why or why not? 

Q23-10. For what purpose do organizations use return on investment? Why is this measure preferred to net 

income? 

Q23-11. What advantages do residual income and EVA have over ROI for segment evaluations? 

Q23-12. Contrast the difference between residual income and EVA. 

Q23-13. Explain how a balanced scorecard helps with the evaluation process of internal operations. 

Q23-14. How can a balanced scorecard be used as a strategy implementation tool? 

Assignments with the @ in the margin are available in an online homework system. 
See the Preface of the book for details. 

MINI EXERCISES 

M23-15. Multiple Levels of Segment Reporting (1.9%) 

Sisco, Inc., manufactures four different lines of computer devices: modems, routers, servers, and drives. 
Each of the product lines is produced in all of the company’s three plants: Abbeyville, Bakersville, and 
Charlottesville. Marketing efforts of the company are divided into five regions: East, West, South, North, 
and Central. 

Required 

a. Develop a reporting schematic that illustrates how the company might prepare single-level reports 
segmented on three different bases. 
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b. Develop a segment reporting schematic that has three different levels. Be sure to identify each 

segment’s level. Briefly explain why you chose the primary-level segment. 

Income Statements Segmented by Territory (1.0%) (/) 

Script, Inc., has two product lines. The September income statements of each product line and the 

company are as follows: 

SEIS er cuatolons col eeeet eee GromeseBrangiae $25,000 $30,000 $55,000 

Less variable expenses ............ (10,000) (12,000) (22,000) 

Contributionimatgi ners eee 15,000 18,000 33,000 

Less direct fixed expenses.......... (9,000) (7,000) (16,000) 

[PROC WMCRMAMENC ile occu oo onussodens $ 6,000 $11,000 17,000 

Less common fixed expenses......... Ries Orie Ae Rn Bata > (6,000) 

NGtIMNCOMIG ar. enee ret aa RIES fics hin Fe ae $11,000 

Renisalesaa aaa $15,000 $10,000 

Pencil sales ...... 9,000 21,000 

Tolalisalcseaeeeneens $24,000 $31,000 

The preceding common fixed expenses are traceable to each territory as follows: 

Florida ixed'expenSeSsrscmnac eine een $2,000 

Alabamiatixed’6xpenSeS tascam cided n ey senha & 3,000 

Home office administration fixed expenses........ 1,000 

Total common fixed expenseS.................. $6,000 

The direct fixed expenses of pens, $9,000, and of pencils, $7,000, cannot be identified with either territory. 

The company’s accountants were unable to allocate any of the common fixed expenses to the various 

segments. 

Required 

Prepare income statements segmented by territory for September, including a column for the entire firm. 

Income Statements Segmented by Products (7%) @ 

Clay Consulting Firm provides three types of client services in three health-care-related industries. The 

income statement for July is as follows: 

_ Clay Consulting Firm 
- Income Statement 

For Month of July — ee 

Sassen eee a ee ane $900,000 

FesswarlablecostSae as a-cide. wot cn (605,000) 

ConthibUtOMMmMaAng ie ieremeieiebee tart 295,000 

Less fixed expenses 

SGMniCS Pespceih ope ei nraati actin $70,000 

Selling and administrative........ 65,000 (135,000) 

NetINCOME AE oe cme cnt ae $160,000 
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@ M23-18. 

M23-19. 

M23-20. 

VV) M23-21. 

The sales, contribution margin ratios, and direct fixed expenses for the three types of services are as follows: 

"Physicians Nursing Care_ 
: $250,000 $300,000 

@Leypilm Witton tanelC lM WEWO) «2625 a0c0 cc cnsannsace 30% 40% 30% 

Direct fixed expenses of services...........-+5- $ 20,000 $ 18,000 $ 16,000 

Allocated common fixed services expense....... $ 1,000 $ 1,000 $ 1,500 

Required 

Prepare income statements segmented by client categories. Include a column for the entire firm in the 

statement. 

Internal or External Acquisitions: No Opportunity Costs (Lo>) 

The Van Division of MotoCar Corporation has offered to purchase 180,000 wheels from the Wheel 

Division for $42 per wheel. At a normal volume of 500,000 wheels per year, production costs per wheel 

for the Wheel Division are as follows: 

Direct materials ....... $15 

Dikectlaboteeesannieaaet: 10 

Variable overhead...... 6 

Fixed overhead........ ake 

‘Total rete cerie $49 

The Wheel Division has been selling 500,000 wheels per year to outside buyers at $58 each. Capacity 

is 700,000 wheels per year. The Van Division has been buying wheels from outside suppliers at $55 per 

wheel. 

Required 

a. Should the Wheel Division manager accept the offer? Show computations. 

b. From the standpoint of the company, will the internal sale be beneficial? 

Transfer Prices at Full Cost with Excess Capacity: Divisional Viewpoint (0%) 

Koji Cameras, Inc., has a Disposables Division that produces a camera that sells for $10 per unit in the 

open market. The cost of the product is $6 (variable manufacturing of $4, plus fixed manufacturing of 

$2). Total fixed manufacturing costs are $140,000 at the normal annual production volume of 70,000 

units. The Overseas Division has offered to buy 15,000 units at the full cost of $6. The Disposables 

Division has excess capacity, and the 15,000 units can be produced without interfering with the current 

outside sales of 70,000 units. The total fixed cost of the Disposables Division will not change. 

Required 

Explain whether the Disposables Division should accept or reject the offer. Show calculations. 

Transfer Pricing with Excess Capacity: Divisional and Corporate Viewpoints (02) 

Eclectic Art Company has a Print Division that is currently producing 100,000 prints per year but has 

a capacity of 150,000 prints. The variable costs of each print are $30, and the annual fixed costs are 

$1,350,000. The prints sell for $45 in the open market. The company’s Retail Division wants to buy 50,000 

prints at $27 each. The Print Division manager refuses the order because the price is below variable cost. 

The Retail Division manager argues that the order should be accepted because it will lower the fixed cost 

per print from $9 to $6. 

Required 

a. Should the Retail Division order be accepted? Why or why not? 

b. From the viewpoints of the Print Division and the company, should the order be accepted if 

the manager of the Retail Division intends to sell each print in the outside market for $42 after 
incurring additional costs of $10 per print? 

c. What action should the company take, assuming it believes in divisional autonomy? 

ROI and Residual Income: Impact of a New Investment (03) 

The Mustang Division of Detroit Motors had an operating income of $900,000 and net assets of 

$4,000,000. Detroit Motors has a target rate of return of 16 percent. 
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Required 

a. Compute the return on investment. 

b. Compute the residual income. 

c. The Mustang Division has an opportunity to increase operating income by $200,000 with an 

$850,000 investment in assets. 

/, Compute the Mustang Division’s return on investment if the project is undertaken. (Round 

your answer to three decimal places.) 

2. Compute the Mustang Division’s residual income if the project is undertaken. 

ROI: Fill in the Unknowns (02) (/) 

Provide the missing data in the following situations: 

SaleShe eater ny ee ee ee ? $5,000,000 ? 

Net operating income........... $100,000 $ 200,000 $144,000 

Operatingrassctsian a eee ? ? $800,000 

Return on investment........... 16% 10% 2 

ReturmOncSales Serva sie ecw. ereratae 0.04 f 0.12 

Investment turnover............ % tt is) 

Selection of Balanced Scorecard Items (0) 

The International Accountants’ Association is a professional association. Its current membership totals 

97,600 worldwide. The association operates from a central headquarters in New Zealand but has local 

membership units throughout the world. The local units hold monthly meetings to discuss recent 

developments in accounting and to hear professional speakers on topics of interest. The association’s 

journal, /nternational Accountant, is published monthly with feature articles and topical interest areas. 

The association publishes books and reports and sponsors continuing education courses. A statement of 

revenues and expenses follows: 

Revenues 

Expenses 

SalareStenrsige tr sated Ps vk erect $14,000,000 

Other personnel costs ............. 3,400,000 

Occwloancy COStSameia rts eee re 2,000,000 

Reimbursement to local units........ 800,000 

Other membership services ......... 500,000 

Rnintingran ciate Geer aeescreeeste ete ta 320,000 

Postageiandishiopingaem aac asst 114,000 

General and administrative.......... 538,000 (21,672,000) 

Excess of revenues over expenseS ............22005- $ 5,028,000 

Additional information follows: 

¢ Membership dues are $200 per year, of which $50 is considered to cover a one-year subscription to 

the association’s journal. Other benefits include membership in the association and unit affiliation. 

¢ One-year subscriptions to International Accountant are sold to nonmembers for $80 each. A total of 

2,500 of these subscriptions were sold. In addition to subscriptions, the journal generated $200,000 

in advertising revenue. The cost per magazine was $20. 

¢ A total of 30,000 technical reports were sold by the Books and Reports Department at an average 

unit selling price of $45. Average costs per publication were $12. 

¢ The association offers a variety of continuing education courses to both members and nonmembers. 

During 2012, the one-day course, which cost participants an average of $250 each, was attended by 

31,300 people. A total of 1,985 people took two-day courses at a cost of $400 per person. 

¢ General and administrative expenses include all other costs incurred by the corporate staff to 

operate the association. 
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¢ The organization has net capital assets of $44,000,000 and had an actual cost of capital of 

1] percent. 

Required 

a. Give some examples of key financial performance indicators (no computations needed) that could 

be part of a balanced scorecard for the IAA. 

b. Give some examples of key customer and operating performance indicators (no computations 

needed) that could be part of a balanced scorecard for IAA. 

EXERCISES 

(/) E23-24. 

E23-25. 

Appropriate Transfer Prices: Opportunity Costs (9%) 

Plains Peanut Butter Company recently acquired a peanut-processing company that has a normal annual 

capacity of 4,000,000 pounds and that sold 2,800,000 pounds last year at a price of $2.00 per pound. 

The purpose of the acquisition is to furnish peanuts for the peanut butter plant, which needs 1,600,000 

pounds of peanuts per year. It has been purchasing peanuts from suppliers at the market price. Production 

costs per pound of the peanut-processing company are as follows: 

DIRSCEMRIGHEIS oocccocensaccesnooupun $0.50 

Direct laborteteyn ah ticker tet an cos beatles 0.25 

Variableioverheadeeaecrinte seme sae ec 0.12 

Fixed overhead at normal capacity ....... 0.20 

ARON Et aes oheehay, cea gk ith ot ST ee co One cE $1.07 

Management is trying to decide what transfer price to use for sales from the newly acquired Peanut 

Division to the Peanut Butter Division. The manager of the Peanut Division argues that $2.00, the 

market price, is appropriate. The manager of the Peanut Butter Division argues that the cost price of 

$1.07 (or perhaps even less) should be used since fixed overhead costs should be recomputed. Any 

output of the Peanut Division up to 2,800,000 pounds that is not sold to the Peanut Butter Division could 

be sold to regular customers at $2.00 per pound. 

Required 

a. Compute the annual gross profit for the Peanut Division using a transfer price of $2.00. 

b. Compute the annual gross profit for the Peanut Division using a transfer price of $1.07. 

c. What transfer price(s) will lead the manager of the Peanut Butter Division to act in a manner that 

will maximize company profits? 

Negotiating a Transfer Price with Excess Capacity (_°2) 

The Foundry Division of Augusta Pumps, Inc., produces metal parts that are sold to the company’s 

Assembly Division and to outside customers. Operating data for the Foundry Division for 2012 are as 

follows: 

_ Tothe Assembly _To Outside 
es Division Customers > : Total Soe 

Sales 

AO}O{OGO) (ANS 6 GAO. oo owe noc anes $2,200,000 

SOOOOO Pants Go6!0CMMemnenia ar $1,800,000 $4,000,000 
Variable expenses at $2.00 ........... (800,000) (600,000) (1,400,000) 

COMA ow MEK Mcicacuduacgoanoonne 1,400,000 1,200,000 2,600,000 
RIXOGKOXpehSesmhesta tact ce cee ss ells (700,000) (525,000) 1,225,000 

NeHINCOMmeCreremt terete ce vce «ce $ 700,000 $ 675,000 $1,375,000 

*Allocated on the basis of unit sales. 

The Assembly Division has just received an offer from an outside supplier to supply parts at $3.50 each. 
The Foundry Division manager is not willing to meet the $3.50 price. She argues that it costs her $3.75 
per part to produce and sell to the Assembly Division, so she would show no profit on the Assembly 
Division sales. Sales to outside customers are at a maximum, 300,000 parts. 



E23-26. 

E23-27. 

E23-28. 

23-29. 

Module 23 | Segment Reporting, Transfer Pricing, and Balanced Scorecard 23-28 

Required 

a. Verify the Foundry Division’s $3.75 unit cost figure. 

b. Should the Foundry Division meet the outside price of $3.50 for Assembly Division sales? Explain. 

c. Could the Foundry Division meet the $3.50 price and still show a net profit for sales to the 

Assembly Division? Show computations. 

Dual Transfer Pricing (92) 

The Greek Company has two divisions, Beta and Gamma. Gamma Division produces a product at a 

variable cost of $6 per unit, and sells 150,000 units to outside customers at $10 per unit and 40,000 units 

to Beta Division at variable cost plus 40 percent. Under the dual transfer price system, Beta Division 

pays only the variable cost per unit. Gamma Division’s fixed costs are $250,000 per year. Beta Division 

sells its finished product to outside customers at $23 per unit. Beta has variable costs of $5 per unit, in 

addition to the costs from Gamma Division. Beta Division’s annual fixed costs are $170,000. There are 

no beginning or ending inventories. 

Required 

a. Prepare the income statements for the two divisions and the company as a whole. 

b. Why is the income for the company less than the sum of the profit figures shown on the income 

statements for the two divisions? Explain. 

ROI and Residual Income: Basic Computations —{).0.3) 

Watkins Associated Industries is a highly diversified company with three divisions: Trucking, Seafood, 

and Construction. Assume that the company uses return on investment and residual income as two 

of the evaluation tools for division managers. The company has a minimum desired rate of return on 

investment of 10 percent with a 30 percent tax rate. Selected operating data for three divisions of the 

company follow. 

Salesas eens rca ener at $900,000 

Operating assetSias seine 600,000 250,000 350,000 

Net operating income.......... 102,000 56,000 59,000 

Required 

a. Compute the return on investment for each division. (Round answers to three decimal places.) 

b. Compute the residual income for each division. 

ROI and Residual Income: Assessing Performance (1.03) 

Refer to the computations in the previous exercise E23-27. Assess the performance of the division 

managers, basing your conclusions on ROI. Assess the performance of the division managers, basing 

your conclusions on Residual Income. Which manager is doing the best job? 

ROI, Residual Income, and EVA with Different Bases (03) 

Paradyme Company has a target return on capital of 12 percent. The following financial information is 

available for October ($ thousands): 

Software Consulting e Venture Capital : 
Division Division — =< Division, 

(Value Base) (Value Base) — (Value Base) 

se Book Current Book Current Book Current 

SaleSivasa ete tree: $100,000 $100,000 $200,000 $200,000 $800,000 $800,000 

ICOM sete essere 12,000 10,000 16,000 17,000 50,000 52,000 

AsSetSxaj eat hist 60,000 80,000 90,000 100,000 600,000 580,000 

abilities eeeveatre cnae 10,000 10,000 14,000 14,000 40,000 40,000 

Required 

a. Compute the return on investment using both book and current values for each division. (Round 

answers to three decimal places.) 

b. Compute the residual income for both book and current values for each division. 

@ 

@ 
Watkins Associated 

Industries 
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E23-30. 

E23-31. 

c. Compute the economic value added income for both book and current values for each division if 

the tax rate is 35 percent and the weighted average cost of capital is 11 percent. 

d. Does book value or current value provide a better basis for performance evaluation? Which division 

do you consider the most successful? 

Balanced Scorecard Preparation (/.4) 

The following information is in addition to that presented in Mini Exercise 23-23 for the International 

Accountants’ Association. For the year ended November 30, 2012, the organization had set a membership 

goal of 100,000 members with the following anticipated results: 

REVENUCS oe mtr nee Steric Micntercie es aera en ore $28,000,000 

Expenses 

Salaries ee ee a ore oe een $13,950,000 

Other personnel costs ............. 3,450,000 

OQVCUPEMAVGONS cucoonscas weedaos 1,900,000 

Reimbursement to local units........ 780,000 

Other membership services......... 525,000 

Printingrand) paper wees sen seei ee 300,000 

Postage and shipping..............- 110,000 

General and administrative.......... 550,000 (21,565,000) 

Excess of revenues over expenses ..... $ 6,435,000 

Additional information follows: 

¢ Membership dues were increased from $180 to $200 at the beginning of the year. 

e One-year subscriptions to International Accountant were anticipated to be 2,400 units. 

¢ Advertising revenue was budgeted at $225,000. Each magazine was budgeted at $18. 

¢ A total of 28,000 technical reports were anticipated at an average price of $40 with average costs 

of $11. 
¢ The budgeted one-day courses had an anticipated attendance of 32,000 with an average fee of 

$225. The two-day courses had an anticipated attendance of 3,000 with an average fee of $385 per 

person. 

¢ The organization began the year with net capital assets of $40,000,000 with a planned cost of 

capital of 11 percent. 

Required 

a. Prepare a balanced scorecard for IAA for November 2012 with calculated key performance 

indicators presented in two columns for planned performance and actual performance — include key 

financial, customer, and operating performance indicators. 

b. Which of the evaluation areas you selected indicated success and which indicated failure? 

c. Give some explanations of the successes and failures. 

Balanced Scorecard = ().04) 

The following alphabetically ordered list of financial and nonfinancial performance metrics is provided 
for Midwest, Inc. 

Average call wait New product acceptance rate 

Average customer survey rating New product revenue 

Employee turnover ratio New product ROI 

Expense as a % of revenue Net profit 

Expense variance % Net profit margin 

Fulfillment % Number of complaints 

Headcount growth Number of defects reported 

Industry quality rating Service error rate 
Job offer acceptance rate Time to market on new products 
Market share Unique repeat customer count 
New customer count Year over year revenue growth 
New customer sales value 
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Required: 

a. Assign the above metrics to the four balanced scorecard categories of (1) Financial Success, (2) 

Customer Satisfaction and Brand Improvement, (3) Business Process Improvement, (4) Learning 

and Growth of Motivated Workforce. 

b. Comment on the use of balanced scorecard versus a single financial measure such as ROI or EVA. 

PROBLEMS 

P23-32. Multiple Segment Reports (0%) 

International Enterprises, Incorporated, sells telecommunication products throughout the world in three 

sales territories: Europe, Asia, and the Americas. For July, all $500,000 of administrative expense is 

traceable to the territories, except $100,000, which is common to all units and cannot be traced or allocated 

to the sales territories. The percentage of product line sales made in each of the sales territories and the 

assignment of traceable fixed expenses follow: 

Handset isaleSte aycurricse neces 40% 50% 10% 100% 

SWitchbOakdiSaleStae eters etter eee. 40 40 20 100 

Automated switches sales........ 20 20 60 100 

Fixed administrative expense. ..... $150,000 $150,000 $100,000 $ 400,000 

Fixed selling expense............ $300,000 $600,000 $600,000 $1,500,000 

The manufacturing takes place in one large facility with three distinct manufacturing operations. Selected 

product-line cost data follow. 

Variable: COStS rete etek ol cocaat  eeaa $ 18 $ 790 $ 1,975 

Depreciation and supervision............... 150,000 150,000 120,000 $450,000* 

Othenmigxoverhead: (Common) Rarity ek eoecuttien Ceciekaaln iso Sepik aie oes eam siete 100,000 

Fixedradministrativerexpense;(COmmm@om)rccm eo cemeecess @ nicietors cise ene eeieteee Social ia terete) Seen 500,000 

Fixed! Sellingvexpense (Common) its eet apre os eee, ee ce torsi steele isn ke oe eb ew Ses ee 1,500,000 

*Includes common costs of $30,000 

The unit sales and selling prices for each product follow. 

HandsSetemiernre 

Switchboard..... 2,000 

Automated ...... 1,500 

Required 

a. Prepare an income statement for July segmented by product line. Include a column for the entire 

firm. 

b. Prepare an income statement for July segmented by sales territory. Include a column for the entire 

firm. 

c. Prepare an income statement for July by product line for The Americas sales territory. Include a 

column for the territory as a whole. 

d. Discuss the value of multilevel segment reporting as a managerial tool. Compare and contrast the 

benefits of the reports generated in parts a, b, and c. 

P23-33. Segment Reporting and Analysis ('.') 

Minnesota Bread Company bakes three products: donuts, bread, and pasteries. It sells them in the cities 

of Minneapolis and St. Paul. For March, its first month of operation, the following income statement 

was prepared: 
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COSE Oi COOES SOME. oso co cgnnsrpeavnvoar (1,500) (300) (1,800) 

GOSS OrOlitaees See ete nese ereeae 600 200 800 

Selling and administrative expenses ....... (400) (225) (625) 

Net incomesra freer meee. cna an $ 200 (25) $ 175 

: Products — 

. Donuts —- Bread_—S—Pastries 

Deel [Sel Mine pENQOEMISES, wc wccmbanaanscaceodpocngouesoue $200 $140 $100 

Variable baking expenses as a percentage of sales .......... 50% 50% 60% 

Variable selling expenses as a percentage of sales........... 4% 4% 5% 

Gin Oi MANNEEIONS, SEIES 2c. noc ovanonssvapassuovveano: $800 $900 $400 

Cibyok:Sts Paul (sales irae a) een scien on neces pn Mee casieny were $200 $100 $200 

The fixed selling expenses were $385 for March, of which $160 was a direct expense of the Minneapolis 

market and $225 was a direct expense of the St. Paul market. Fixed administrative expenses were $130, 

which management has decided not to allocate when using the contribution approach. 

Required 

a. Prepare a segment income statement showing the territory margin for each sales territory for 

March. Include a column for the entire firm. 

b. Prepare segment income statements showing the product margin for each product. Include a column 

for the entire firm. 

c. If the pastries line is dropped and fixed baking expenses do not change, what is the product margin 

for donuts and bread? 

d. What other type of segmentation might be useful to Minnesota Bread. Explain. 

P23-34. Segment Reporting and Analysis (0%) 

University Publishers, Inc., has prepared income statements segmented by divisions, but management is 

still uncertain about actual performance. Financial information for May is given as follows: 

a Textbook Professional 
8 CD Nision.. Division 

ede et aa Wat Cece cate Mae ao aS eee cea $200,000 $410,000 

Less variable expenses 

MEMUIEXORUTAING soon one annveencocnour 32,000 205,000 

Selling and administrative........... 4,000 20,500 

TO talG ea aera Hans. Sat Sue ray ered Peta (36,000) (225,500) 

(CoMiAalownnorn WENA o-oo noe 164,000 184,500 

Less direct fixed expenses............ (15,000) (205,000) 

NE tINCONdG% tera testa etek as MEE ate $149,000 $(20,500) 

Company 
Total 

$610,000 

237,000 

24,500 

(261,500) 

348,500 
(220,000) 

$ 128,500 

Management is concerned about the Professional Division and requests additional analysis. Additional 
information regarding May operations of the Professional Division is as follows: 
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$140,000 $130,000 

Variable manufacturing expenses 

asia PeKCeMtagelol SaleSay ues cern ena 60% 40% 50% 

Other variable expenses 

as aipercentage of sales ann sakes anise tiers 5% 5% 5% 

Directsfixediexpensesenma. cies teat ere ote $50,000 $75,000 $50,000 

Allocated common fixed expenses ............ $5,000 $2,000 $7,000 

The professional accounting books are sold to auditors and controllers. The current information on these 

markets is as follows: 

$30,000 $110,000 

Variable manufacturing expenses 

as,a Percentage: OSaleSa waaepier se ie ee ceicuenes 60% 60% 

Other variable expenses 

asia DercentagelonSaleSe mem nrieets: srseisa cis oe cane 16% 2% 

DirecttixediexpenSesmenner ears cme. cen tered $10,000 $ 25,000 

Allocated common fixed expenses .............-. $ 4,000 $ 8,000 

Required 

a. Prepare an income statement segmented by product for the Professional Division. Include a column 

for the division as a whole. 

b. Prepare an income statement segmented by market for the accounting books of the Professional 

Division. 

c. Evaluate which accounting books the Professional Division should keep or discontinue in the short 

run. 

d. What is the correct long-run decision? Explain fully, including any possible risks associated with 

your recommendation. 

Segment Reports and Cost Allocations (07) 

Great Lakes, Inc., has three sales divisions. One of the key evaluation inputs for each division manager 

is the performance of his or her division based on division income. The division statements for August 

are as follows: 

Superior -—- Ontario. «=—s Michigan. —s—S—sTootal’ =~ 
SaleSrepuny ix . SO se $400,000 $500,000 $450,000 $1,350,000 

CostofSales yee ems acter casaclcbey 200,000 240,000 230,000 670,000 

Division overhead............. 100,000 110,000 110,000 320,000 

Division expenses............- (300,000) (350,000) (340,000) (990,000) 

Division ConthibutiOn awe... «.n)- 100,000 150,000 110,000 360,000 

Corporate overhead........... (70,000) (90,000) (80,000) (240,000) 

DIMETOM INGOT ooccoocooaceae $ 30,000 $ 60,000 $ 30,000 $ 120,000 

The Michigan manager is unhappy that his profitability is the same as that of the Superior Division 

and one-half that of the Ontario Division when his sales are halfway between these two divisions. The 

manager knows that his division must carry more product lines because of customer demands, and many 

of these additional product lines are not very profitable. He has not dropped these marginal product lines 

because of idle capacity; all of the products cover their own variable costs. After analyzing the product 

lines with the lowest profit margins, the divisional controller for Michigan provided the following to the 

manager: 
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P23-36. 

SEES C7 MENGIMEN OOCWOIS, can cccocesrvonnencsecs $90,000 

Gostiot salesepmcme wane or oan $50,000 

PMOCEIOOIMACICOSIS . a vosccaenaaceons 22,000 (72,000) 

PRM AMMENC Mao occa houneoganeromamonvamotinod 18,000 

Proportion of corporate overhead ..........-.-+.-+: (16,000) 

ietelletineelttcnsoccmenen bean moose momo amonet< $ 2,000 

Although these products were 20 percent of Michigan’s total sales, they contributed only about 7 percent 

of the division’s profits. The controller also noted that the corporate overhead allocation was based on a 

formula of sales and divisional contribution margin. 

Required 

Gs Prepare a set of segment statements for August assuming that all facts remain the same except 

that Michigan’s weak product lines are dropped and corporate overhead is allocated as follows: 

Superior, $80,000; Ontario, $95,000; and Michigan, $65,000. Does the Michigan Division appear 

better after this action? What will be the responses of the other two division managers? 

. Suggest improvements for Great Lakes’ reporting process that will better reflect the actual 

operations of the divisions. Keep in mind the utilization of the reporting process to assist in the 

evaluation of the managers. What other changes could be made to improve the manager evaluation 

process? 

ROI, Residual Income, and EVA: Impact of a New Investment (o>) 

RCI Inc. is a decentralized organization with four autonomous divisions. The divisions are evaluated on 

the basis of the change in their return on invested assets. Operating results in the Commercial Division 

for 2012 follow: 

COMMOUMOM MAIC . o2oa0cesoeassoranneoes 1,525,000 

Eess' fixed OxPenS@S. 2. ace css came sess eas (1,000,000) 

Netoperating/inconerne ane cetiiernrior $ 525,000 

Operating assets for the Commercial Division currently average $2,500,000. The Commercial Division 

can add a new product line for an investment of $300,000. Relevant data for the new product line are 
as follows: 

Sales tas aes sere het ie EER Ee eR $800,000 

Variable expenses (% of sales)............... 0.60 

FIXSC:OXDENSESieas ute v6 Shee een Son een: $275,000 

Increase in current liabilities eses esseeenes es $ 20,000 

Required 

a. Determine the effect on ROI of accepting the new product line. (Round calculations to three 

b. 

decimal places.) 

If a return of 6 percent is the minimum that any division should earn and residual income is used to 
evaluate managers, would this encourage the division to accept the new product line? Explain and 
show computations. 

. If EVA is used to evaluate managers, should the new product line be accepted if the weighted 
average cost of capital is 8 percent and the income tax rate is 40 percent? 
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P23-37. Valuing Investment Center Assets (1.0) 

Six Flags Theme Parks, Inc., operates theme parks in the United States, Mexico, and Europe. One of Six Flags Theme 

its first theme parks, Six Flags over Georgia, was built in the 1960s in Atlanta on a large tract of land that —P@rks, Ine. (SD0) 

has appreciated enormously over the years. Although most of the rides and other attractions have a fairly 

short life, some of the major buildings that are still in use on the property have been fully depreciated 

since they were built. Assume that Six Flags over Georgia operates as an investment center with total 

assets that have a book value of $150 million and current liabilities of $20 million. Assume also that in 

2012, this particular theme park had sales of $120 million and pretax division income of $40 million. 

The replacement cost of all the assets in this park is estimated to be $250 million. The company has a 35 

percent tax rate and a target return of 10% and a cost of capital of 8%. 

Required 

a. Calculate the ROI, residual income, and EVA for Six Flags over Georgia using book value as the 

valuation basis for the investment center asset base. 

b. Repeat requirement (a) using replacement cost as the investment center asset value. 

c. Which valuation, accounting book value or replacement cost do you think the company uses to 

evaluate the managers of its various theme parks? Discuss. 

P23-38. Transfer Pricing with and without Capacity Constraints (2) 

Elite Carpets, Inc., has just acquired a new backing division that produces a rubber backing, which 

it sells for $2.10 per square yard. Sales are about !,200,000 square yards per year. Since the Backing 

Division has a capacity of 2,000,000 square yards per year, top management is thinking that it might be 

wise for the company’s Tufting Division to start purchasing from the newly acquired Backing Division. 

The Tufting Division now purchases 600,000 square yards per year from an outside supplier at a price of 

$1.90 per square yard. The current price is lower than the competitive $2.10 price as a result of the large 

quantity discounts. The Backing Division’s cost per square yard follows. 

Directimaterialsder aes iace eee $1.00 

Direct. lADOheeversusersnsscrcker seer ee 0.20 

Variableovenneadiemes.acstsetnt atc 0.25 

Fixed overhead (1,200,000 level)...... 0.10 

jlotal| CoStea arte week he ori eta $1.55 

Required 

a. If both divisions are to be treated as investment centers and their performance evaluated by the 

ROI formula, what transfer price would you recommend? Why? 

Determine the effect on corporate profits of making the backing. 

c. Based on your transfer price, would you expect the ROI in the Backing Division to increase, 

decrease, or remain unchanged? Explain. 

d. What would be the effect on the ROI of the Tufting Division using your transfer price? Explain. 

e. Assume that the Backing Division is now selling 2,000,000 square yards per year to retail outlets. 

What transfer price would you recommend? What will be the effect on corporate profits? 

f. If the Backing Division is at capacity and decides to sell to the Tufting Division for $1.90 per 

square yard, what will be the effect on the company’s profits? 

P23-39. Transfer Pricing and Special Orders (02) 

Silicone Valley Products has several manufacturing divisions. The Palo Alto Division produces a 

component part that is used in the manufacture of electronic equipment. The cost per part for July is as 

follows: 

Vara DIGiCOStar tetera e teen ten atten beta epee nnn ae acho: $ 90 

Fixed cost (at 2,000 units per month capacity) ....... 60 

Totalicostpei,paliwumen aerate Pests ots seks cio ices: $150 

Some of Palo Alto Division’s output is sold to outside manufacturers, and some is sold internally to the 

Berkeley Division. The price per part is $200. The Berkeley Division’s cost and revenue structure follow. 
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IBM Corporation (IBM) 

P23-40. 

SMI MOMOOOEN UMlis aa noscantmooaneocuscoaensnoe $1,000 

Less variable costs per unit 

Cost of parts from the Palo Alto Division..........- $200 

@themvariablercosisieee ec Inn ian _ 400 (600) 

(CfoymitloWistomnnlankermelin (oVerr Wnt oo soa cece aba p oe ease ar 400 

Less fixed costs per unit (at 200 units per month)...... (100) 

NEHINCCMEISE URI cos coeaccccomonn ae onous om nue $ 300 

The Berkeley Division received a one-time order for 10 units. The buyer wants to pay only $500 per unit. 

Required 

a. From the perspective of the Berkeley Division, should the $500 price be accepted? Explain. 

b. If both divisions have excess capacity, would the Berkeley Division’s action benefit the company 

as a whole? Explain. 

c. _ If the Berkeley Division has excess capacity but the Palo Alto Division does not and can sell all of 

its parts to outside manufacturers, what would be the advantage or disadvantage of accepting the 

ten-unit order at the $500 price to the Berkeley Division? 

d. To make a decision that is in the best interest of the company, what transfer-pricing information 

does the Berkeley Division need? 

Balanced Scorecard (0) 

The Summersworth Community Bank recently decided to adopt a balanced scorecard system of 

performance evaluation. Below is a list of primary performance goals for four major performance 

categories that have been identified by corporate management and the board of directors. 

1. Financial Perspective—Maintain and grow the bank financially 

a. Increase customer deposits 

b. Manage financial risk 

c. Provide profits for the stockholders 

2. Customer Perspective — Maintain and grow the customer base 

a. Increase customer satisfaction 

b. Increase number of depositors & customer retention 

c. Increase quality of deposits 

3. Internal Perspective — Improve internal processes 

a. Achieve best practices for processing transactions 

b. Improve employee satisfaction 

c. Improve employee promotion opportunities 

4. Learning and Innovation — Improve market differentiation 

a. Beat competitors in introducing new products 

b. Become first mover in establishing customer benefit for customers 

c. Become recognized as an innovator in the industry 

Required: 

a. For each of the 12 goals above suggest at least one measure of performance to measure the 

achievement of the goal. 

b. At what level of the organization should the balanced scorecard be implemented as a means of 

evaluating performance? Explain. 

MANAGEMENT APPLICATIONS 

MA23-41. Transfer Price Decisions ().02) 

The Consulting Division of [BM Corporation is often involved in assignments for which IBM 
computer equipment is sold as part of a systems installation. The Computer Equipment Division is 
frequently a vendor of the Consulting Division in cases for which the Consulting Division purchases 
the equipment from the Computer Equipment Division. The Consulting Division does not view itself 
as a sales arm of the Computer Equipment Division but as a strong competitor to the major consulting 
firms of information systems. The Consulting Division’s goal is to maximize its profit contribution to 
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the company, not necessarily to see how much IBM equipment it can sell. If the Consulting Division 

is truly an autonomous investment center, it has the freedom to purchase equipment from competing 

vendors if the consultants believe that a competitor’s products serve the needs of a client better than 

the comparable IBM product in a particular situation. 

Required 

a. In this situation, should corporate management be concerned about whether the Consulting 

Division sells IBM products or those of other computer companies? Should the Consulting 

Division be required to sell only IBM products? 

b. Discuss the transfer-pricing issues that both the Computer Equipment Division manager and 

the Consulting Division manager should consider. If top management does not have a policy on 

pricing transfers between these two divisions, what alternative transfer prices should the division 

managers consider? 

c. What is your recommendation regarding how the managers of the Consulting and Computer 

Equipment Divisions can work together in a way that will benefit each of them individually and 

the company as a whole? 

MA23-42. Transfer Pricing at Absorption Cost ('.02) 

The Injection Molding Division of Universal Sign Company produces molded parts that are sold to the 

Sign Division. This division uses the parts in constructing signs that are sold to various businesses. The 

Molding Division contains two operations, injection and finishing. The unit variable cost of materials 

and labor used in the injection operation is $100. The fixed injection overhead is $800,000 per year. 

Current production (20,000 units) is at full capacity. The variable cost of labor used in the finishing 

operation is $14 per part. The fixed overhead in this operation is $340,000 per year. The company uses 

an absorption-cost transfer price. The price data for each operation presented to the Sign Division by 

the Molding Division follow. 

Injection 

Variable cost petit iti eu venercertaet meester ice once cere ta eeeinney wear $100 

Fixed overhead cost per unit ($800,000 + 20,000 units)....... 40 $140 

Finishing 

Labor costpernUmitian some artee mares die uate ire rrrondte susyanesctsiess 14 

Fixed overhead cost per unit ($340,000 + 20,000 units)....... uleve 31 

Total COStIDSEUINitany-wrten ttc tee oe a eee ae eae $171 

An outside company has offered to lease machinery to the Sign Division that would perform the 

finishing portion of the parts manufacturing for $200,000 per year. With the new machinery, the labor 

cost per part would remain at $14. If the Molding Division transfers the units for $140, the following 

analysis can be made: 

Current process 

Finishing process costs (20,000 x $31).......... $620,000 

New process 

Machine rental cost per year ..............0055 $200,000 

Labor cost ($14 < 20,000 units)................ 280,000 (480,000) 

SAVINGS Saco vate anes LEP Lerche gant im potet tenis $140,000 

The manager of the Sign Division wants approval to acquire the new machinery. 

Required 

a. How would you advise the company concerning the proposed lease? 

b. How could the transfer-pricing system be modified or the transfer-pricing problem eliminated? 

MA23-43. Transfer Pricing Dispute (1.02) 

MBR Inc. consists of three divisions that were formerly three independent manufacturing companies. 

Bader Corporation and Roper Company merged in 2011, and the merged corporation acquired Mitchell 
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Company in 2012. The name of the corporation was subsequently changed to MBR Inc., and each 

company became a separate division retaining the name of its former company. 

The three divisions have operated as if they were still independent companies. Each division has 

its own sales force and production facilities. Each division management is responsible for sales, cost 

of operations, acquisition and financing of divisional assets, and working capital management. The 

corporate management of MBR evaluates the performance of the divisions and division management 

on the basis of return on investment. 

Mitchell Division has just been awarded a contract for a product that uses a component manufactured 

by the Roper Division and also by outside suppliers. Mitchell used a cost figure of $3.80 for the 

component manufactured by Roper in preparing its bid for the new product. Roper supplied this cost 

figure in response to Mitchell’s request for the average variable cost of the component; it represents the 

standard variable manufacturing cost and variable selling and distribution expenses. 

Roper has an active sales force that is continually soliciting new prospects. Roper’s regular selling 

price for the component Mitchell needs for the new product is $6.50. Sales of this component are 

expected to increase. The Roper management has indicated, however, that it could supply Mitchell the 

required quantities of the component at the regular selling price less variable selling and distribution 

expenses. Mitchell’s management has responded by offering to pay standard variable manufacturing 

cost plus 20 percent. 

The two divisions have been unable to agree on a transfer price. Corporate management has never 

established a transfer-pricing policy because interdivisional transactions have never occurred. As 

a compromise, the corporate vice president of finance suggested a price equal to the standard full 

manufacturing cost (i.e., no selling and distribution expenses) plus a 15 percent markup. The two 

division managers have also rejected this price because each considered it grossly unfair. 

The unit cost structure for the Roper component and the three suggested prices follow. 

Standard variable manufacturing cost....................-0005 $3.20 

Standatdifixed manuiacturingi(COStia. meee srieisns ais enei nee 1.20 

Variable selling and distribution expenses...................--- 0.60 

$5.00 

Regular selling price less variable selling and 

distribution expenses ($6.50 — $0.60)....................... $5.90 

Standard full manufacturing cost plus 15% ($4.40 x 1.15)......... $5.06 

Variable manufacturing plus 20% ($3.20 x 1.20)................. $3.84 

Required 

a. What should be the attitude of the Roper Division’s management toward the three proposed 
prices? 

b. Is the negotiation of a price between the Mitchell and Roper Divisions a satisfactory method of 
solving the transfer-pricing problem? Explain your answer. 

c. Should the corporate management of MBR Inc. become involved in this transfer-price 
controversy? Explain your answer. 

(CMA Adapted) 
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SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 

Segments Territories) = 
_Allantic ———sPacttic §=—— ——S:s*Total 

$12,000 $18,000 $30,000 

(8,400) (12,600) (21,000) 

COMMMOVMOMMMENCHN 5 ono cceonoosnooenacsouac 3,600 5,400 9,000 

LESS CHG TECGORS 5 asccncccccousadecebec (500) (800) (1,300) 

FLenitonyannargill separ era ee yee ce ee aes 3,100 4,600 7,700 

Less allocated segment costs................ (200) (600) (800) 

TSTARMOIA CCHS) 3.6 Soin gc c.ceommee oa eabedobe $ 2,900 $ 4,000 6,900 

LESS URNS] COMMA CONS oo opcauussocbhorcans oe opnndedesooceouadananeme we (900) 

FIDCO DLC ICONIC sanrer esr Meer Sire area ne Rea cot eet cee Brg, See, APY a aa eee $ 6,000 

b. The Product Margin for the Coaxial product line in Panel B was $7,000 and reflected $2,000 of direct 

fixed costs that were attributable to that product line in the National Division. However, when the 

Coaxial product segment income statement is further segmented into geographic segments, only $1,300 

of the $2,000 could be directly traced to the two geographic territories. Therefore, $700 of costs that 

were direct costs at the product segment level became common costs (either allocated or unallocated) 

at the territory segment level. This reflects the general notion that as segmentation is extended down to 

lower and lower levels, the total amount of common costs increase and direct costs decrease. Hence, 

segmentation rarely is extended to more than three levels. 

Module-End Review 

Solution 
d. Investment center income 

Return on investment = {nyestment center asset base 

Commercial Division = $30,000 + $200,000 

= 0.15, or 15 percent 

Industrial Division = $50,000 + $250,000 

= 0.20, or 20 percent 

Residential Division = $22,000 + $100,000 

= 0.22, or 22 percent 

b. Residual income = Investment center income — (Investment center asset base X Minimum return) 

Commercial Division = $30,000 — (0.15 x $200,000) 

= $0.00 

Industrial Division = $50,000 — (0.15 x $250,000) 

= $12,500 

Residential Division = $22,000 — (0.15 x $100,000) 

= $7,000 

c. ROI ranks the Residential Division first, the Industrial Division second, and the Commercial Division 

third. Residual income ranks the Industrial Division first, the Residential Division second, and the 

Commercial Division third. Because the investments for each division are different, it is somewhat 

misleading to rank the divisions according to residual income. The Industrial Division had the highest 

residual income, but it also had the largest investment. The Residential Division’s residual income was 

56 percent of the Industrial Division’s income but only 40 percent of the investment of the Industrial 
Division. This fact, along with the best ROI ranking, probably justifies the Residential Division being 

evaluated as the best division of Pareto Company. 
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d. Return on investment: 

Investment = $9,000 + $50,000 

= 0.18, or 18 percent 

Commercial Division = ($30,000 + $9,000) + ($200,000 + $50,000) 

= 0.156, or 15.6 percent 

Industrial Division = ($50,000 + $9,000) + ($250,009 + $50,000) 

= 0.1967, or 19.67 percent 

Residential Division = ($22,000 + $9,000) + ($100,000 + $50,000) 

= 0.2067, or 20.67 percent 

ROI will increase for the Commercial Division but decrease for the Industrial and Residential Divisions, 

even though the project’s ROI of 18 percent exceeds the company’s minimum return of 15 percent. 

Residual income: 

Commercial Division = ($30,000 + $9,000) — [0.15 x ($200,000 +$50,000)] 

= $1,500 

Industrial Division = ($50,000 + $9,000) — [0.15 x ($250,000 + $50,000)] 

= $14,000 

Residential Division = ($22,000 + $9,000) — [0.15 x ($100,000 + $50,000)] 

= $8,500 

Because the project’s ROI exceeds the company’s minimum return, the residual income of all divisions 

will increase. 
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VIKING AIR 

Although the last Twin Otter turboprop was built in 1988 

more than 600 of these 19-seat aircraft remain in service, 

primarily in remote regions without scheduled commercial 

air travel. Twin Otters are used in deserts, jungles, moun- 

tains, and the arctic, where rugged reliability, versatility, and 

short takeoffs and landings are required. The planes can be 

outfitted with wheels, skis, and pontoons. Owners include 

NASA, British Antarctic Survey, parachute clubs, sightsee- 

ing firms, charter airlines, and companies engaged in oil and 

gas exploration. In 2001, when a scientist had to be evacu- 

ated from the South Pole because of a medical emergency, 

the Twin Otter was chosen as the only aircraft capable of 

landing and taking off in -60 F temperatures. 

24-1 

In 2010 Canadian parts supplier Vik it , one 

of the firms keeping the Twin Otter aloft with replacement 

parts, announced it was expanding its mission to include 

the production of an updated Twin Otter 400. Brian Man- 

drusiak, head mechanic at Viking, stated that he had been 

dreaming of this day. “When they stopped building them 

we thought it was a big mistake. I’ve been working on Twin 

Otters for 22 years. You can do things with this airplane that 

people can only imagine.” 

Key to reviving the Twin Otter was purchasing the rights 

to, and copies of, the aircraft’s design from 

(now part of ). According 

to Viking’s executive officer, David Curtis, designing a plane 

from scratch would cost $200 million. Starting from the old 

Getty Images 
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design reduced design costs to a third of that. Although 

the new version, with a list price of $4.5 million, is similar in 

overall design to the old, it uses composite materials, more- 

powerful engines, and modern cockpit electronics. 

Before committing to the new venture, David Curtis 

also commissioned an independent marketing study that 

estimated worldwide demand over the next ten years at 440 

new Twin Otters. With a planned production of 24 planes a 

year, 50 planes on order, and other owners of the old ver- 

sion waiting in the wings to see how the new Twin Otter 400 

performs, early signs point to success for Viking’s expanded 

mission and related capital expenditure of many millions for 

design and manufacture. 

Viking Air’s decisions to expand its mission and make a 

strategic investment in the design, production, and market- 

ing of the Twin Otter 400 are high stakes. In reviewing Viking 

Air’s decision process, note their experience and industry 

knowledge, their attention to cost management, and their 

use of independent marketing surveys. Although no analyti- 

cal tools can relieve Viking’s management of responsibility 

for decisions or eliminate the inherent uncertainty of those 

decisions, management accounting tools such as those 

discussed in this text, and for capital expenditures, this 

module, are key to successfully identifying, organizing and 

analyzing relevant information. | 

1 Susan Carey, “Viking Air Breathes New Life Into Old Plane,” The 

Wall Street Journal, July 8, 2010, pp. B1-B2; Laura Cameron, “Re- 

launch of a Legend,” Canadian Business, December 7, 2009, p. 18; 

www.Vikingair.com. 

24-2 
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MODULE 

ORGANIZATION Capital Budgeting Decisions 

Capital Budgeting Models & 

Long-Range Planning and | that Do Not Consider Time | Additional Aspects of 

Capital Budgeting Value of Money Capital Budgeting 

m Using multiple investment 

criteria 

m Evaluation risk 

@ Differential analysis of 

project cash flows 

@ Predicting differential costs 

and revenues for high-tech 

investments 

® Captial budgeting 

procedures 

m Payback periods 

m Accounting rate of return 

Capital Budgeting Models 
That Consider the Time Value Evaluation of Capital Taxes in Capital 

_ of Money Budgeting Models js Budgeting Decisions 

@ Criteria for evaluation Expected cash flows 

@ Manager behavior and 

expected cash flows 

= Net present value 

Internal rate of return 

B Depreciation tax shield 

m Investment tax credit 

RUE 

Capital expenditures are investments of financial resources in projects to develop or introduce new 

products or services, to expand current production or service capacity, or to change current production 

or service facilities. Capital expenditures are made with the expectation that the new product, process, or 

service will generate future financial inflows that exceed the initial costs. Capital expenditure decisions 

affect structural cost drivers. They are made infrequently but once made are difficult to change. They 

commit the organization to the use of certain facilities and activities to satisfy customer needs. In making 

large capital expenditure decisions, such as for the Airbus A380 or the Boeing 787, management is risking 

the future existence of the company. 

Although capital expenditure decisions are fraught with risk, management accounting provides 

the concepts and tools needed to organize information and evaluate the alternatives. This systematic 

organization and analysis is the essence of capital budgeting. This Module introduces important capital 

budgeting concepts and models, and it explains the proper use of accounting data in these models. 

Capital budgeting is a process that involves identifying potentially desirable projects for capital 

expenditures, evaluating capital expenditure proposals, and selecting proposals that meet minimum 

criteria. A number of quantitative models are available to assist managers in evaluating capital expen- 
diture proposals. 

The best capital budgeting models are conceptually similar to the short-range planning models 

used in Modules 15 and 16. They all emphasize cash flows and focus on future costs (and revenues) 

that differ among decision alternatives. The major difference is that capital budgeting models in- 

volve cash flows over several years, whereas short-range planning models involve cash flows for a 

year or less. When the cash flows associated with a proposed activity extend over several years, an 

adjustment is necessary to make the cash flows comparable when they are expected to occur at dif- 

ferent points in time. 
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The time value of money concept explains why monies received or paid at different points in 

time must be adjusted to comparable values. The time value of money is introduced in Appendix 24A 

at the end of this Module. 

LONG-RANGE PLANNING AND CAPITAL 
BUDGETING 
Most organizations plan not only for operations in the current period but also for the longer term, {©7% Explain 

perhaps 5, 10, or even 20 years in the future. Most planning beyond the next budget year is called Jong- the role of capital 

range planning. budgeting in long- 

Increased uncertainty and business alternatives add to the difficulty of planning as the horizon length- range planning. 

ens. Even though long-range planning is difficult and involves uncertainties, management must make 

long-range planning and capital expenditure decisions. Capital expenditure decisions will be made. The 

question is: How will they be made? Will they be made on the basis of the best information available? Will 

care be taken to ensure that capital expenditure decisions are in line with the organization’s long-range 

goals? Will the potential consequences, both positive and negative, of capital expenditures be considered? 

Will important alternative uses of the or- 

ganization’s limited financial resources 

be considered in a systematic manner? 

Will managers be held accountable for the 

capital expenditure programs they initiate? 

The alternative to a systematic approach to 

capital budgeting is the haphazard expen- 

diture of resources on the basis of a hunch, 

immediate need, or persuasion— without 

accountability by the person(s) making the 

decisions. 

The steps of an effective capital bud- 

geting process are outlined in Exhibit 

24.1. A basic requirement for a systematic 

approach to capital budgeting is a defined 

mission, a set of long-range goals, and a 

business strategy. These elements provide 

focus and boundaries that reduce the types 

of capital expenditure decisions manage- 

ment considers. If, for example, KF'C’s 

goal is to become the largest fast-food res- 

taurant chain in North America, its man- 

agement should not consider a proposal to 

purchase and operate a bus line. 

A well-defined business strategy 

will likewise guide capital expenditure 

decisions. If Cisco Systems is follow- 

ing a strategy to obtain technological 

leadership, it might seriously consider a 

proposal to meet customer needs by in- 

vesting in innovative production facilities 

but would not consider a proposal to pur- 

chase and refurbish used (but seemingly 

cost-efficient) equipment. In the follow- 

ing Business Insight Heineken identified 

reducing energy consumption as a strate- 

gic goal, thereby drawing attention to an 

aspect of business that might otherwise 

go unnoticed. 

EXHIBIT 24.1 Capital Budgeting Procedures 
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Energy Reduction as a at t 
With the manufacturing sector accounting for more than one-third of global energy use and en- 

ergy prices soaring, there are countless opportunities for green investments that reduce energy 

consumption and costs. Yet, according to energy-expert Paul Waide of the International Energy 

Agency, corporate structure can be an obstacle. No one person is in charge of minimizing energy 

use. “The purchasing department might be looking for the cheapest motor to install in terms of 

upfront costs ... The energy bill gets paid out of some other budget, so unless the company as a 

whole focuses on the issue, nothing gets done.” 

Netherlands-based Heineken, Europe’s largest beer maker, overcame this obstacle by estab- 

lishing corporate goals for reducing energy consumption. The company plans to use 15 percent 

less energy in 2010 than it used in 2002. This direction from the top has been important in focusing 

attention on projects that reduce energy consumption, according to Jasko Bakker, who leads envi- 

ronmental initiatives for Heineken. 

HSBC Holdings, an international bank, has committed $90 million to become more energy effi- 

cient, with a seven percent targeted reduction in power consumption. HSBC investments to support 

this goal include software that automatically turns off desktop computers if employees leave them 

on at night and replacing computer monitors with more efficient models. 

Source: Leila Abboud and John Biers, “Business Goes on an Energy Diet,” The Wall Street Journal, August 27, 2007, pp. R1, R4. 

Management should also develop procedures for the review, evaluation, approval, and post-audit 

of capital expenditure proposals. In a large organization, a capital budgeting committee that provides 

guidance to managers in the formulation of capital expenditure proposals is key to these procedures. 

This committee also reviews, analyzes, and approves or rejects major capital expenditure proposals. 

Major projects often require the approval of top management and even the board of directors. The capi- 

tal budgeting committee should include persons knowledgeable in capital budgeting models; financing 

alternatives and costs; operating procedures; cost estimation and prediction methods; research and 

development efforts; the organization’s goals and basic strategy; and the expectations of the organiza- 

tion’s stockholders or owners. A management accountant who is generally expert in data collection, 

retrieval, and analysis is normally part of the capital budgeting committee. 

Not all capital expenditure proposals require committee approval or are subject to formal evalua- 

tion. With the approval of top management, the committee might provide guidelines indicating the type 

and dollar amount of capital expenditures that managers at each level of the organization can make 

without formal evaluation or committee approval, or both. The guidelines might state that expendi- 

tures of less than $20,000 do not require committee approval and that only expenditures of more than 

$100,000 must be evaluated using capital budgeting models. 

Typically, managers at higher levels have greater discretion in making capital expenditures. In a 

college or university, a department chairperson could have authority to purchase office and instruc- 

tional equipment with a maximum limit of $10,000 per year. A dean may have authority to renovate 
offices or classrooms with a maximum limit of $50,000 per year, but the conversion of the power plant 
from one fuel source to another at a cost of $400,000 could require the formal review of a capital bud- 
geting committee and final approval of the board of trustees. 

The post-audit of approved capital expenditure proposals is an important part of a well-formulated 
approach to capital budgeting. A post-audit involves the development of project performance reports 
comparing planned and actual results. Project performance reports should be provided to the manager 
who initiated the capital expenditure proposal, the manager assigned responsibility for the project (if a 
different person), the project manager’s supervisor, and the capital budgeting committee. These reports 
help keep the project on target (especially during the initial investment phase), identify the need to re- 
evaluate the project if the initial analysis was in error or significant environmental changes occur, and 
improve the quality of investment proposals. When managers know they will be held accountable for 
the results of projects they initiate, they are likely to put more care into the development of capital ex- 
penditure proposals and take a greater interest in approved projects. Problems can occur when decision 
makers are rewarded for undertaking major projects but are not held responsible for the consequences 
that occur several years later. 
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A post-audit review of approved projects also helps the capital budgeting committee do a better 

job in evaluating new proposals. The committee might learn how to adjust proposals for the biases of 

individual managers, learn of new factors that should be considered in evaluating proposals, and avoid 

the routine approval of projects that appear desirable by themselves but are related to larger projects 

that are not meeting management’s expectations. As summarized in the following Research Insight, an 

analysis of the findings of post-audit reviews reveals that sales forecasting is the most error-prone ele- 

ment in the financial analysis of capital budgeting. 

MisGckacukel WheretheErrorsAre  —— __ 
After conducting a study of post-audits of capital expenditures, Professors Sores, Coutinho, and 

Martins reached the following conclusions: 

= Forecasts of operating costs were remarkably accurate. 

m= There was a high degree of variability in the actual investments when compared to budgeted 

investments, which may be related to delays in the execution of projects. 

m Forecasts of sales were overstated seventy percent of the time, with actual sales, on average, 

being nine percent below forecasted sales. 

Source: Joao Oliveira Sores, Maria Cristina Coutinho, and Carlos V. Martina, “Forecasting Errors in Capital Budgeting: A multi- 

firm Post-audit Study, The Engineering Economist, Vol 52, 2007, pp. 21-39. 

MANAGERIAL DECISION | 

You have recently accepted the position of VP of finance for a rapidly growing biotech company. Last 

year the company made capital expenditures of $10 million and you anticipate that annual capital ex- 

penditures will exceed $30 million in a couple of years. You believe it is time to develop a more formal 

approach to making capital expenditure decisions. Where do you begin? [Answer p. 24-29] 

CAPITAL BUDGETING MODELS THAT 
CONSIDER TIME VALUE OF MONEY 

The capital budgeting models in this Module have gained wide acceptance by for-profit and not-for- © 2 Apply 

profit organizations. Our primary focus is on the net present value and the internal rate of return mod- capital budgeting 

els, which are superior because they consider the time value of money. Later discussions will consider | models, such as 

more traditional capital budgeting models, such as the payback period and the accounting rate of return _ net present value 

that, while useful under certain circumstances, do not consider the time value of money. Although — and internal rate 

we briefly consider the cost of financing capital expenditures, we leave a detailed treatment of this _ of return, that 

topic, as well as a detailed examination of the sources of funds for financing investments, to books _ consider the time 

on financial management. value of money. 

Expected Cash Flows 

The focus of capital budgeting models that consider the time value of money is on future cash receipts 

and future cash disbursements that differ under decision alternatives. It is often convenient to distin- 

guish between the following three phases of a project’s cash flows: 

B Initial investment 

m@ Operation 

B® Disinvestment 

All cash expenditures necessary to begin operations are classified as part of the project’s initial in- 

vestment phase. Expenditures to acquire property, plant, and equipment are part of the initial investment. 
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Less obvious, but equally important, are expenditures to acquire working capital to purchase inventories 

and recruit and train employees. Although the initial investment phase often extends over many years, in 

our examples, we assume that the initial investment takes place at a single point in time. 

Cash receipts from sales of goods or services, as well as normal cash expenditures for materials, 

labor, and other operating expenses, occur during the operation phase. The operation phase is typically 

broken down into one-year periods; for each period, operating cash expenditures are subtracted from 

operating cash receipts to determine the net operating cash inflow or outflow for the period. 

The disinvestment phase occurs at the end of the project’s life when assets are disposed of for their 

salvage value and any initial investment of working capital is recovered. Also included are any expendi- 

tures to dismantle facilities and dispose of waste. Although this phase might extend over many years, in our 

examples, we assume disinvestment takes place at a single point in time. 

To illustrate the analysis of a project’s cash flows, assume the management of Mobile Yogurt 

Shoppe is considering a capital expenditure proposal to operate a new shop in a resort community in the 

Ozark Mountains. Each Mobile Yogurt Shoppe is located in a specially constructed motor vehicle that 

moves on a regular schedule throughout the community it serves. The predicted cash flows associated 

with the project, which has an expected life of five years, are presented in Exhibit 24.2. 

| EXHIBIT 24.2 Analysis of a Project’s Predicted Cash Flows 

Initial investment (at time 0) 

Vehicletand equipment enue eae mete a meee rene eee $ 90,554 

Inventoniesrandother working cabitallemererssear ae ieee neta ars 4,000 

ANOLE ie roeta carn thstan ch ohciie kr epra cea stot esas Ste err eeSeprate, tir ter eR es J orem at $ 94,554 

Operation (per year for 5 years) 

RS LR ie eee crane eum ew pepe CUTE LCP Rie rere rs ee OO $175,000 

Cash expenditures 

FOO: eh eigen aR Iarer i Ria rE R Ean ly eee Be areata cee $47,000 

Wie] ees eee, ro taco eet ree ONG ee DAR Oa ee oh etouaiege ee Ree 65,000 

SUP PICS Heer scnaenaweascgciks «Wie ence wayte Ra et UR a Voaet ewan cueyannes Sepa Reais 9,000 

EBUCT AN GUUTHITES Ss heme nent een sce one a we iecat ya Bane cy Re Ae ire ee en 8,000 

ANG GNESI G packages heptane arorcs aba arta on woh he sac peti cucro te anc eee 4,000 

Miscellaneous: tag ye rs nis ci’, te tend ater tt re aire i aan 12,000 (145,000) 

Netranntialveas inflow seer a: canteen cate eon grees, Coe Sic se ties, Pauley Cee $ 30,000 

Disinvestment (at the end of 5 years) 

SaleOhvehicle.and equipments namie a eee ac re sete ame $ 8,000 

Recovery of investment in inventories and other 

WOKING Capital arth Sass . Fete ae teatabe es ined kee Pene dane oe 4,000 

TO ale ryigsteretcts curee hy sta ior ap iefaystor jute inl wivcke Cea emeeon cays Akg Be Ra $ 12,000 

Manager Behavior and Expected Cash Flows 
Accurately predicting the cash flows associated with a capital expenditure proposal is critical to prop- 
erly evaluating the proposal. Managers might be overly optimistic with their predictions, and they are 
sometimes tempted to modify predictions to justify capital expenditures. Perhaps they are interested in 
personal rewards. They might also want to avoid a loss of prestige or employment for themselves or 
to keep a local facility operating for the benefit of current employees and the local economy. Unfortu- 
nately, if a major expenditure does not work out, not only the local plant but also the entire company 
could be forced out of business. For example, under pressure to increase current sales, automobile leas- 
ing companies could be tempted to overstate cash receipts during the disinvestment phase of a lease. The 
following Business Insight considers the financial consequences of overstating residual values for au- 
tomobile leases. 
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agers Overstate Residual 

To increase current sales and profits, automobile company managers are incented to lower monthly 

lease rates. Important factors in setting vehicle lease rates include vehicle cost, interest rate, lease 

period, and the residual value of the vehicle at lease-end. The most difficult item to predict is residual 

value. That value, the future market price of the vehicle, is a function of its condition, economic cli- 

mate, actions of competitors, and its popularity when the lease expires. If residual values are predicted 

to be high, monthly leases can be set low enough to attract customers and earn a profit. 

In the 1990s, favorable lease terms based on high residual values helped bring down monthly 

payments of then-popular Ford Explorers and Jeep Grand Cherokees. When market prices of used 

vehicles fell in the late 1990s, automobile companies suffered significant losses as leases expired. 

Again, in the mid-2000s, automakers overestimated residual values when leasing millions of gas 

guzzling SUVs, pickup trucks and luxury cars. As leases expired in 2008, while the economy went in 

the tank, consumers opted for more fuel efficient and less expensive vehicles. Manufacturers were 

again forced to unload used vehicles at a loss as leases expired. BMW reported a loss of almost 

$400 million in lease-related losses, while Ford’s loss on expiring leases was estimated at more than 

$1 billion. To make up for the losses, and perhaps repeat the cycle, manufacturers began to aggres- 

sively market leases for small cars. 

Source; Kathleen Lansing, “Painful Math for Leasing Companies,” Business Week, May 19, 1997, p. 38; David Welch, “Nobody 

Loves a Three-Year-Old SUV,” Business Week, August 4, 2008, p. 64; “Crash,” Economist, December 13, 2008, pp. 76-78. 

Net Present Value 

A project’s net present value, usually computed as of the time of the initial investment, is the present 

value of the project’s net cash inflows from operations and disinvestment less the amount of the initial 

investment. Module Appendix 24A contains an introduction to the time value of money, including net 

present value fundamentals. In computing a project’s net present value, the cash flows occurring at dif- 

ferent points in time are adjusted for the time value of money using a discount rate that is the minimum 

rate of return required for the project to be acceptable. Projects with positive net present values (or 

values at least equal to zero) are acceptable, and projects with negative net present values are unaccept- 

able. Two methods to compute net present value follow. 

Table Approach 
Assuming that management uses a 12 percent discount rate, the net present value of the proposed in- 

vestment in a Mobile Yogurt Shoppe is shown in Exhibit 24.3 (a) to be $20,400. Since the net present 

value is more than zero, the investment in the Mobile Yogurt Shoppe is expected to be profitable, even 

when adjusted for the time value of money. 

We can verify the amounts and computations in Exhibit 24.3. Start by tracing the cash flows back 

to Exhibit 24.2. Next, verify the 12 percent present value factors in Tables 24A.1 and 24A.2 in module 

Appendix 24A. The initial investment is assumed to occur at a single point in time (identified as time 

0), the start of the project. In net present value computations, all cash flows are restated in terms of their 

value at time 0. Hence, time 0 cash flows have a present value factor of 1. To simplify computations, all 

other cash flows are assumed to occur at the end of years | through 5, even if they occurred during the 

year. Although further refinements could be made to adjust for cash flows occuring throughout each year, 

such adjustments are seldom necessary. Observe that net operating cash inflows are treated as an annuity, 

whereas cash flows for the initial investment and disinvestment are treated as /ump-sum amounts. If net 

operating cash flows varied from year to year, we would treat each year’s cash flow as a separate amount. 

Spreadsheet Approach 
Spreadsheet software contains functions that compute the present value of a series of cash flows. With 

this software, simply enter a column or row containing the net cash flows for each period and the 

appropriate formula. The discount rate of 0.12 is entered as part of the formula. Sample spreadsheet in- 

24-8 
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put to determine the net present value of the proposed investment in a Mobile Yogurt Shoppe is shown 

on the left in Exhibit 24.3 (b). The spreadsheet output is shown on the right, in Exhibit 24.3 (b). 

Two cautionary notes follow: 

1. The spreadsheet formula for the net present value assumes that the first cash flow occurs at time 

“1” rather than at time “0.” Hence, we cannot include the initial investment in the data set ana- 

lyzed by the spreadsheet formula when computing the net present value. Instead, the initial invest- 

ment is subtracted from the present value of future cash flows. 

2. Arrange the cash flows subsequent to the initial investment from fop to bottom in a column, or /eft 

to right in a row. 

(a) Table approach: 

12% e Present 

Present Value 
Value of Cash 
Factor Flows _ 

(A) as (A) x (C) 
NOW) MWESUMMEME acc acccamecouecve $(94,554) 0 1.000 $ (94,554) 

Operatloneeee ene ee ee ee ee 30,000 1-5 3.605 108,150 

Disinvestment 12,000 5 0.567 6,804 

Neinforreseine Welle Gi) cllezSn HONS co ncosoncucnognenodanvodecdsesaaados $ 20,400 

(b) Spreadsheet approach: 

Input: Output: 

Cash flow 

30,000 

30,000 

Cash flow 

$30,000 

Year of cash flow 

30,000 

42,000 

30,000 

Present value 

Initial investment 

at time 0 

Net present value 

=NPV(0.12,B2:B6) 

(94,554) 

Present value 

Initial investment 

at time 0 

$114,952.41 

(94,554.00) 

9 | Net present value $ 20,398.41 

Internal Rate of Return 

The internal rate of return (IRR), often called the time-adjusted rate of return, is the discount rate 
that equates the present value of a project’s cash inflows with the present value of the project’s cash 
outflows. Other ways to describe IRR include: (1) The minimum rate that could be paid for the money 
invested in a project without losing money, and (2) The discount rate that results in a project’s net pres- 
ent value equaling zero. 

All practical applications of the IRR model use a calculator or spreadsheet. Thus, we illustrate de- 
termining an IRR with a spreadsheet. A table approach to determining a project’s internal rate of return 
is illustrated in Appendix 24B of this Module. 

With spreadsheet software, simply enter a column or row containing the net cash flows for each 
period and the appropriate formula. Spreadsheet input for Mobile Yogurt Shoppe’s investment proposal 
is shown in Exhibit 24.4. The spreadsheet formula for the IRR assumes that the first cash flow occurs 
at time O\” 
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The spreadsheet approach requires an initial prediction or guess of the project’s internal rate of 

return. Although the closeness of the prediction to the final solution affects computational speed, for 

textbook examples almost any number can be used. We use an initial estimate of 0.08 in all illustra- 

tions. Because the IRR formula assumes that the first cash flow occurs at time 0, the initial investment 

is included in the data analyzed by the IRR formula. Again, we must order the cash flows from top to 

bottom in a column or left to right in a row. As shown on the right column in Exhibit 24.4, the spread- 

sheet software computes the IRR as 20 percent. 

Although a project’s IRR should be compared to the discount rate established by management, 

such a discount rate is often unknown. In these situations, computing the IRR still provides insights 

into a project’s profitability. 

EXHIBIT 24.4 Spreadsheet Approach to Determining Internal Rate of Return 

Cash flow 

$(94,554) 

42,000 

=IRR(B2:B7,0.08)* 

*The formula is “=/RR(Input data range, guess).” The guess, which is any likely rate of return, is used as an initial starting point 

in determining the solution. We use 0.08 in all illustrations. 

The calculated internal rate of return is compared to the discount rate established by management 

to evaluate investment proposals. If the proposal’s IRR is greater than or equal to the discount rate, the 

project is acceptable; if it is less than the discount rate, the project is unacceptable. Because Mobile 

Yogurt Shoppes has a 12 percent discount rate, the project is acceptable using the IRR model. 

Although a computer and appropriate software quickly and accurately perform tedious computa- 

tions, computational ease increases the opportunity for inappropriate use. The ability to plug numbers 

into a computer or calculator and obtain an output labeled NPV or IRR could mislead the unwary into 

believing that capital budgeting models are easy to use. This is not true. Training and professional 

judgment are required to identify relevant costs, to implement procedures to obtain relevant cost infor- 

mation, and to make a good decision once results are available. Capital budgeting models are merely 

decision aids. Managers, not models, make the decisions. To better illustrate underlying concepts, all 

subsequent textbook illustrations use a table approach. 

Cost of Capital 

When discounting models are used to evaluate capital expenditure proposals, management must deter- 

mine the discount rate (1) used to compute a proposal’s net present value or (2) used as the standard 

for evaluating a proposal’s IRR. An organization’s cost of capital is often used as this discount rate. 

The cost of capital is the average cost an organization pays to obtain the resources necessary to 

make investments. This average rate considers items such as the: 

B Effective interest rate on debt (notes or bonds). 

™@ Effective dividend rate on preferred stock. 

@ Discount rate that equates the present value of all dividends expected on common stock over the 

life of the organization to the current market value of the organization’s common stock. 
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Los Apply 

capital budgeting 

models, such as 

payback period 

and accounting 

rate of return, that 

do not consider 

the time value of 

money. 

The cost of capital for a company that has no debt or preferred stock equals the cost of equity capital, 

computed as follows: 

Current annual dividend per common share | Expected dividend 

Cost of equity capital = ~ rent market price per common share growth rate 

Procedures for determining the cost of capital for more complex capital structures are covered 

in finance books. Investing in a project that has an internal rate of return equal to the cost of capital 

should not affect the market value of the firm’s securities. Investing in a project that has a return 

higher than the cost of capital should increase the market value of a firm’s securities. If, however, a 

firm invests in a project that has a return less than the cost of capital, the market value of the firm’s 

securities should fall. 
The cost of capital is the minimum return acceptable for investment purposes. Any investment 

proposal not expected to yield this minimum rate should normally be rejected. Because of difficulties 

encountered in determining the cost of capital, many organizations adopt a discount rate or a target rate 

of return without complicated mathematical analysis. 

MID-MODULE REVIEW 

Consider the following investment proposal: 

Initial investment 

Depreciableassetsirc a5 tye fae acon tees: PEERS arcs Grice SII $27,740 

Workingtcapitaleerrerrcre ter meters. csrsnccustente ie etre = teat ee cet men etre 3,000 

Operations (per year for 4 years) 

GASH ECCI DES ccasesaien cee Ree rte scot atte ci ho Penne ee Rant ATs ence 25,000 

GashrexXDenGituires termmmarerterren rt. cr cy sn ee ett Secretar ee 15,000 

Disinvestment 

Salvagewalucionplankanc ee Ulpnne iit ererersreiite le aenereieietete erent tte n es 2,000 

RISIOMCAMCV MOI MINSKEE ONE. 6 oGomagurronoaconchcokuonoAodamcodec 3,000 

Required 
Determine each of the following: 

a. Net present value at a 10 percent discount rate. 

b. Internal rate of return. (Refer to Appendix 24B if using the table approach.) 

The solution is on page 24-41. 

CAPITAL BUDGETING MODELS THAT 
DO NOT CONSIDER TIME VALUE OF MONEY 
Years ago, capital budgeting models that do not consider the time value of money were more widely 
used than discounting models. Although most large organizations use net present value or internal rate 
of return as their primary evaluation tool, they often use nondiscounting models as an initial screen- 
ing device. Further, as discussed in the following Research Insight, nondiscounting models remain 
entrenched in small businesses. We consider two nondiscounting models, the payback period and the 
accounting rate of return. 

Payback Period 

The payback period is the time required to recover the initial investment in a project from operations. The 
payback decision rule states that acceptable projects must have less than some maximum payback period 
designated by management. Payback emphasizes management’s concern with liquidity and the need to 
minimize risk through a rapid recovery of the initial investment. It is frequently used for small expenditures 
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having such obvious benefits that the use of more sophisticated capital budgeting models is not required 

or justified. 

When a project is expected to have equal annual operating cash inflows, its payback period is 

computed as follows: 

. Initial investment P = 
gyback- period Annual operating cash inflows 

For Mobile Yogurt Shoppe’s investment proposal, outlined in Exhibit 24.2, the payback period is 

3.15 years: 

Payback period = ena 

= 3.15 

RESEARCH INSIGHT |=72— 

Danielson and Scott, after surveying the owners of small business, concluded that small businesses 

(an average of ten employees) use much less sophisticated methods in making capital expenditure 

decisions than recommended by theory. In their survey the most frequently used approach to mak- 

ing capital expenditure decisions was “gut feel” followed by payback period and the accounting 

rate of return, with few firms using discounted cash flow methods. Commenting on their results, 

Danielson and Scott observed that: 

= Many small business owners have limited formal education and limited staff support. What’s 

more, the investments made by small business are often not discretionary. The firm either 

makes the investment, say in a new delivery truck, or goes out of business. 

m= Theuse of payback appears to increase with the formal education of the business owner as 

well as the use of basic budgeting techniques such as forecasting cash flows. 

m= Theuse ofthe accounting rate of return increases with the growth or expansion plans of small 

firms, especially if the firm is required to provide banks with periodic financial information. 

= Small businesses with owners having advanced degrees are most likely to use discounted 

cash flow approaches. They are also most likely to have written business plans and most 

likely to consider the tax implications of decisions. 

Graham and Harvey surveyed chief financial officers (CFOs) of Fortune 500 firms as well as CFOs 

of smaller firms belonging to the Financial Executives Institute (FEI). CFO’s and members of the FEI 

are likely to have formal education in capital budgeting and they are likely to network with finance 

professionals through organizations such as the FEI. 

Of the CFOs responding to the survey, 46 percent were at firms with sales of more than $1 

billion. The majority of respondents to the Graham-Harvey survey used multiple capital budgeting 

models: 

75.7 percent used internal rate of return. 

74.9 percent used net present value. 

More than 50 percent used payback. 

Approximately 20 percent used the accounting rate of return. 

Even though the firms included in the Graham-Harvey study were much larger than those in the 

Danielson-Scott study, Graham and Harvey also noted that “small firms” (firms with sales of less 

than $100 million) are less likely to use net present value than large firms. 

Source: Morris G. Danielson and Jonathan A. Scott, “The Capital Budgeting Decisions of Small Businesses.” Journal of Applied 

Finance, Fall/Winter 2006, pp. 45-56. John R. Graham and Campbell R. Harvey, “The Theory and Practice of Corporate Finance: 

Evidence from the Field,” Journal of Financial Economics, May-June, 2001, pp: 187-243. 
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Determining the payback period for a project having unequal cash flows is slightly more compli- 

cated. Assume that Alderman Company is evaluating a capital expenditure proposal that requires an 

initial investment of $50,000 and has the following expected net cash inflows: 

Net Cash 

2 intow 
pee rer oe Pe $15,000 

oe rer ima erie 25,000 

Que achaahsen eee 40,000 

Ae ane 20,000 

SM ae ee, 10,000 

To compute the payback period, we must determine the net unrecovered amount at the end of each 

year. In the year of full recovery, the net cash inflows are assumed to occur evenly and are prorated 

based on the unrecovered investment at the start of the year. Full recovery of Alderman Company’s 

investment proposal is expected to occur in Year 3: 

- Unrecovered © 
_ Investment — 

$50,000 

35,000 

10,000 

0 

Therefore, $10,000 of $40,000 is needed in Year 3 to complete the recovery of the initial investment. 

This provides a proportion of 0.25 ($10,000 + $40,000) and a payback period of 2.25 years (2 years plus 

0.25 of Year 3). This project is acceptable if management specified a maximum payback period of three 

years. Because they occur after the payback period, the net cash inflows of Years 4 and 5 are ignored. 

Accounting Rate of Return 

The accounting rate of return is the average annual increase in net income that results from the acceptance 

of a capital expenditure proposal divided by either the initial investment or the average investment in the 

project. This method differs from other capital budgeting models in that it focuses on accounting income 

rather than on cash flow. In most capital budgeting applications, accounting net income is approximated as 

net cash inflow from operations minus expenses not requiring the use of cash, such as depreciation. 

Consider Mobile Yogurt Shoppe’s capital expenditure proposal whose cash flows were outlined in 

Exhibit 24.2. The vehicle and equipment cost $90,554 and have a disposal value of $8,000 at the end 

of five years, resulting in an average annual increase in net income of $13,489: 

AnnUalinetcasti IMlOw momo DSkatlOnSemmeeisrieraaien rn shennan ne tt ee eae $30,000 

Less average annual depreciation [($90,554 — $8,000) + 5]...................-. (16,511) 

/ WEES EMNUANMEEESS IMMSHINGONNS : oo ncnonecnovooadekobaspehaueesosdenace $13,489 

Considering the investment in inventories and other working capital, the initial investment is 
$94,554 ($90,554 + $4,000), and the accounting rate of return on initial investment is 14.27 percent: 

Accounting rate of return _ Average annual increase in net income _ $13,489 
on initial investment ~ = =——sInitialinvestment. = =————S«&S 94S 0.1427 

The average investment, computed as the initial investment plus the expected value of any disin- 
vestment, all divided by 2, is $53,277 [($94,554 + $12,000) + 2]. The accounting rate of return on 
average investment is 25.32 percent: 

Accounting rate of return _ Average annual increase in net income _ $13,489 
on average investment Average investment ~ $53,277 

= 0.2532 
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When using the accounting rate of return, management specifies either the initial investment or 

average investment plus some minimum acceptable rate. Management rejects capital expenditure pro- 

posals with a lower accounting rate of return but accepts proposals with an accounting rate of return 

higher than or equal to the minimum. 

EVALUATION OF CAPITAL BUDGETING MODELS 
As a single criterion for evaluating capital expenditure proposals, capital budgeting models that con- ©4 Evaluate 

sider the time value of money are superior to models that do not consider it. The payback model con- __ the strengths and 

cerns merely how long it takes to recover the initial investment from a project, yet investments are not weaknesses of 

made with the objective of merely getting the money back. Indeed, not investing has a payback period alternative capital 

of 0. Investments are made to earn a profit. Hence, what happens after the payback period is more im- budgeting models. 

portant than is the payback period itself. The payback period model, when used as the sole investment 

criterion, has a fatal flaw in that it fails to consider cash flows after the payback period. Despite this 

flaw, payback is a rough-and-ready approach to getting a handle on investment proposals. Sometimes a 

project is so attractive using payback that, when its life is considered, no further analysis is necessary. 

This appears to be the situation with the investments in energy-saving renovations detailed in the fol- 

lowing Business Insight. But note how financial reward systems interfere. 

As reported in Business Week, a MicKinsey and Company study suggests that energy-saving reno- 

vations in large/high buildings have long lives and very rapid payback periods: 

& Investing in sensors that turn off lights in empty rooms and hallways has a payback period of 

less than one year. 

= Changing to more efficient light bulbs has a payback period of one year. 

B Switching to variable speed water pumps and air circulating motors has a payback period of 

one year. 

m Replacing single-pane for multiple-pane windows has a payback period of less than three 

years. 

Although these energy-saving investments appear to be “no brainers”, a New York City proposal 

calling for energy audits and energy-saving renovations in large buildings has met with resistance 

from owners of buildings occupied by tenants with long-term leases. It seems while the building 

owner pays for energy renovations, the financial benefits of lower electric, water, and gas bills ac- 

crue to tenants who often pay separately for the actual cost of energy consumption. “Without a 

better reward on the table, the landlords will drag their feet,” predicts Jennifer Henry of the Natural 

Resources Defense Council. 

Source: Adam Aston, “Should Landlords Save the Earth?,” Business Week, May 18, 2009, pp. 46-49. 

For total life evaluations, the accounting rate of return is superior to the payback period because 

it does consider a capital expenditure proposal’s profitability. Using the accounting rate of return, a 

project that merely returns the initial investment will have an average annual increase in net income of 

0 and an accounting rate of return of 0. The problem with the accounting rate of return is that it fails 

to consider the timing of cash flows. It treats all cash flows within the life of an investment proposal 

equally despite the fact that cash flows occurring early in a project’s life are more valuable than cash 

flows occurring late in a project’s life. Early period cash flows can earn additional profits by being 

invested elsewhere. Consider the two investment proposals summarized in Exhibit 24.5. Both have 

an accounting rate of return of 5 percent, but Proposal A is superior to Proposal B because most of its 

cash flows occur in the first two years. Because of the timing of the cash flows when discounted at an 

annual rate of 10 percent, Proposal A has a net present value of $1,140 while Proposal B has a negative 

net present value of $(10,940). 
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Accounting rate of return analysis of Projects A and B 

EXHIBIT 24.5 Evaluating Capital Budgeting Models with Differences in Cash Flow Timing 

— ProjectA ——Prroject B- 

Predicted net cash inflow from operations 

b (=\- gm een ea RE le tae ruck ies Farad Hick ito uc, linea aA sce cne $ 50,000 $ 10,000 

(ai= EE A eA cot g e O a, en RRS 38 LeMay 8 civ. ORS 50,000 10,000 

VGA oareccsc eae eer Eaters Pas Cel aT esas Romerie RTE ev ncn ls ee eemememem ee Mag 10,000 50,000 

Baie UEety PORTA RE SPOTS ca ein ree ics Tae Go ROWERS NO CRO arcu Gan /d too 10,000 ___50,000 

TRey fe ss eres has Gi en ee er hr a ae raat Ra en Sako a 120,000 120,000 

Totalidepreciationneenn atin matics ceeecine iat ene n aaat terete __(100,000) __ (100,000) 

TOtalhmet in Ome oe aes oe etal Aiea eeme hh cee tere ein teers $ 20,000 $ 20,000 

Project life aeeuaus ceeaese roe See cece eae ttt. Phare aeernstedeaek she deyednne - 4 years + 4 years 

Average annual increase in net income...........---+2++eee reese 5,000 $ 5,000 

Initialkinvestimentee We kkes ate. canines det ate oat: oo eeteretet aun cat. waae + 100,000 + 100,000 

Accounting rate of return on initial investment ...............--.. 0.05 0.05 

Net present value analysis of Project A 

- : | 3 10% Present 
, Year(s) _ Present Value 

Inflows — of Cash Value _ ofCash 
oe (outflows) ——- Flows Factor — Flows | 

[Mel MWESNEMM 5 occ cco aren aneaye $(100,000) 0 1.000 $(100,000) 

Operationterre nt cree es sree maencs rer: 50,000 1-2 1.736 86,800 

Operation! See ee ere en ere 10,000 3-4 SoZO > e736 14,340 

Net present value of-allicashi flowS*rsntee cee titties cre tcie cae a sree ate et esr) anemone ae Se 140 

Net present value analysis of Project B 

oe edicted oe 10% ———~Present 
A Year(s) =—— Present Value 

ofCash —___—‘Value of Cash 
. oe a : ws __ Flows Factor Flows 

InitiallinveStimenteeam remem ener tera $(100,000) 0 1.000 $(100,000) 

Operationinaets ees See Ee 10,000 1-2 1.736 17,360 

OperatiOnyacteswsn Gree erie wee acrar 50,000 3-4 SE TAO a Tete 71,700 

Netvpresentivalue:ofrallicashiflow Sm rr tienes caeiane Gaebotonetes ute cba) aie et cl see eee $ (10,940) 

The net present value and the internal rate of return models both consider the time value of 

money and project profitability. They almost always provide the same evaluation of individual proj- 

ects whose acceptance or rejection will not affect other projects. (An exception can occur when 

periods of net cash outflows are mixed with periods of net cash inflows. Under these circumstances, 

an investment proposal could have multiple internal rates of return.) The net present value and the 

internal rate of return models, however, have two basic differences that often lead to differences in 
the evaluation of competing investment proposals: 

1. The net present value model gives explicit consideration to investment size. The internal rate of 
return model does not. 

2. The net present value model assumes that all net cash inflows are reinvested at the discount rate; 
the internal rate of return model assumes that all net cash inflows are reinvested at the project’s 
internal rate of return. 

When there is a difference in the size of competing investment proposals and funds not invested in the 
accepted proposal can only be invested at the cost of capital, the net present value method is superior. 
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ADDITIONAL ASPECTS OF CAPITAL 
BUDGETING 

The capital budgeting models discussed do not make investment decisions. Rather, they help managers 

separate capital expenditure proposals that meet certain criteria from those that do not. Managers then 

focus on those proposals that pass the initial screening. 

Using Multiple Investment Criteria 

In performing this initial screening, management can use a single capital budgeting model or multiple 

models, including some we have not discussed. Management might specify that proposals must be in 

line with the organization’s long-range goals and business strategy, have a maximum payback period of 

three years, have a positive net present value when discounted at 14 percent, and have an initial invest- 

ment of less than $500,000. The maximum payback period might be intended to reduce risk, the present 

value criterion might be to ensure an adequate return to investors, and the maximum investment size 

might reflect the resources available for investment. 

Nonquantitative factors such as market position, operational performance improvement, and strat- 

egy implementation often play a decisive role in management’s final decision to accept or reject a 

capital expenditure proposal that has passed the initial screening. Also important at this point are top 

management’s attitudes toward risk and financing alternatives, their confidence in the professional 

judgment of other managers making investment proposals, their beliefs about the future direction of 

the economy, and their evaluation of alternative investments. In the following sections, we will focus 

on evaluating risk, differential analysis of project cash flows, predicting differential costs and revenues 

for high-tech investments, and evaluating mutually exclusive investments. 

Evaluating Risk 

All capital expenditure proposals involve risk, including risk related to 

Cost of the initial investment. 

Time required to complete the initial investment and begin operations. 

Whether the new facilities will operate as planned. 

Life of the facilities. 

Customers’ demand for the product or service. 

Final selling price. 

Operating costs. 

Disposal values. 

Projected cash flows (such as those summarized for the Mobile Yogurt Shoppe proposal in Exhibit 

24.2) are based on management’s best predictions. Although these predictions are likely to reflect the profes- 

sional judgment of economists, marketing personnel, engineers, and accountants, they are far from certain. 

Many techniques have been developed to assist in the analysis of the risks inherent in capital bud- 

geting. Suggested approaches include the following: 

@ To adjust the discount rate for individual projects based on management's perception of the risks 

associated with a project. A project perceived as being almost risk free might be evaluated using a 

discount rate of 12 percent; a project perceived as having moderate risk may be evaluated using a 

discount rate of 16 percent; and a project perceived as having high risk might be evaluated using 

a discount rate of 20 percent. 

@ To compute several internal rates of return and/or net present values for a project. For example, 

a project’s net present value might be computed three times: first assuming the most optimistic 

projections of cash flows; second assuming the most likely projections of cash flows; and third 

assuming the most pessimistic projections of cash flows. The final decision is then based on man- 

agement’s attitudes toward risk. A project whose most likely outcome is highly profitable would 

probably be rejected if its pessimistic outcome might lead to bankruptcy. 

LO5 Discuss 

the importance of 

judgment, attitudes 

toward risk, and 

relevant cash flow 

information for 

capital budgeting 

decisions. 
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@ 7o subject a capital expenditure proposal to sensitivity analysis, a study of the responsiveness of 

a model’s dependent variable(s) to changes in one or more of its independent variables. Manage- 

ment might want to know, for example, the minimum annual net cash inflows that will provide 

an internal rate of return of 12 percent with other cost and revenue projections being as expected. 

Differential Analysis of Project Cash Flows 

All previous examples assume that capital expenditure proposals produce additional net cash inflows, 

but this is not always the case. Units of government and not-for-profit organizations might provide ser- 

vices that do not produce any cash inflows. For-profit organizations might be required to make capital 

expenditures to maintain product quality or to bring facilities up to environmental or safety standards. 

In these situations, it is impossible to compute a project’s payback period, accounting rate of return, or 

internal rate of return. It is possible, however, to compute the present value of all life cycle costs asso- 

ciated with alternative ways of providing the service or meeting the environmental or safety standard. 

Here, the alternative with the smallest negative net present value is preferred. 

Capital expenditure proposals to reduce operating costs by upgrading facilities might not pro- 

vide any incremental cash inflows. Again, we can use a total cost approach and calculate the present 

value of the costs associated with each alternative, with the low-cost alternative being preferred. 

Alternatively, we can perform a differential analysis of cash flows and, treating any reduced operat- 

ing costs as if they were cash inflows, compute the net present value or the internal rate of return of 

the cost reduction proposal. Recall from Module 16 that a relevant cost analysis focuses on the costs 

that differ under alternative actions. Once the differential amounts have been determined, they can be 

adjusted for the time value of money. To illustrate the differential approach, we consider an example 

introduced in Module 16. 

Elektra, Inc. produces a variety of electronic components, including 10,000 units per year of a 

component used in wireless headsets. The machine currently used in manufacturing the headset com- 

ponents is two years old and has a remaining useful life of four years. It cost $90,000 and has an esti- 

mated salvage value of zero dollars at the end of its useful life. Its current book value (original cost less 

accumulated depreciation) is $60,000, but its current disposal value is only $35,000. 

Management is evaluating the desirability of replacing the machine with a new machine. The new 

machine costs $80,000, has a useful life of four years, and a predicted salvage value of zero dollars at 

the end of its useful life. Although the new machine has the same productive capacity as the old ma- 

chine, its predicted operating costs are lower because it requires less electricity. Furthermore, because 

of a computer control system, the new machine will require less frequent and less expensive inspec- 

tions and adjustments. Finally, the new machine requires less maintenance. 

An analysis of the cash flows associated with this cost reduction proposal, separated into the three 

phases of the project’s life, are presented in Exhibit 24.6. Because the proposal does not have a disposal 

value, this portion of the analysis could have been omitted. (A detailed explanation of the relevant costs 

included in this analysis is in Exhibit 16.1 and the accompanying Module 16 discussion of relevant 

costs.) Assuming that Elektra, Inc. has a discount rate of 12 percent, the proposal’s net present value 

(computed in Exhibit 24.7) is $2,681, and the proposal is acceptable. 

Predicting Differential Costs and Revenues for 
High-Tech Investments 

Care must be taken when evaluating proposals for investments in the technological innovations such 
as flexible manufacturing systems and computer integrated manufacturing. The three types of errors to 
consider are: (1) investing in unnecessary or overly complex equipment, (2) overestimating cost sav- 
ing, and (3) underestimating incremental sales. 

Investing in Unnecessary or Overly Complex Equipment 
A common error is to simply compare the cost associated with the current inefficient way of do- 
ing things with the predicted cost of performing the identical operations with more modern equip- 
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EXHIBIT 24.6 Differential Analysis of Predicted Cash Flows 

is a 

Initial investment 

COSHORNEWATIACKING WemMMtee RNR hy ina liis ocectisians ty drat s, iyoud tata are ti char auncorseninen eer were nce $80,000 $80,000 

Disposalkvallezofroldimachine tettt-pieen eatin hear 24, 1u1 Se peek Ubi tyay 5, ae hee: AELVRNII Aree ty «Sapte (35,000) (35,000) 

Netéinitial investment teen te: seeeee ky bee Jeti Od) SOM ELT SES Sac ee er cian ee eae poedeebae one $45,000 

Annual operating cash savings 

Conversion 

Olelimerclaines AO MWewriSo<eay ob ali's pe coe 6 oho on owove eho oohenesc $50,000 

NeWamac nines (i OxCOOMUMitSi <a 4) serie net ree yf tier in Cah eesti reine ieee $40,000 $10,000 

Inspection and adjustment 

OldimachinenqlOrsetupse-ao500! per setup) ans seen saan ee ecaee 5,000 

New meine (6 Sales « SOW (PSA) oc occvanbovveicaqosodonensot 1,500 3,500 

Machine maintenance 

Oldimachineno200ioemimontiocac ONths) sien ts senses Sent eene nen 2,400 

NOEWAMmAaChIne (200! Deinyeal) seman tre een een: meando aRy enn nee NT nie hee 200 2,200 

NetwannUalicOSt-saVinG Sacre 7 cutee my aiie actaratnge te oo eae tat arti vais Aliya oetenis erensroa $15,700 

Disinvestment at end of life 

@ldimachinemearec tect retaken mente ies se seiner cotrnctie nena a creas $ 0 

InitialliMVeStien Uieewremuaednet cs: uemcist ster $(45,000) 0 1.000 $(45,000) 

OPGKAatlon Baris. eee cusacet eye tele s eae Gece sice 15,700 1-4 S108 47,681 

DiSinvestinente spac citcechiet eit aah ore 0 4 0.636 0 

Netioresent. value: of, all. CaShflOWS ame usaaia eure piaes ware bisa shuts dtycaeracas eae abe $ 2,681 

ment. Although capital budgeting models might suggest that such investments are justifiable, the 

result could be the costly and rapid completion of non-value-added activities. Consider the following 

examples. 

= Acompany invests in an automated system to speed the movement of work in process between 

workstations without first evaluating the plant layout. The firm is still unable to compete with 

other companies having better organized plants that allow lower cycle times, lower work-in- 

process inventories, and lower manufacturing costs. Management should have evaluated the 

plant layout before investing in new equipment. They may have found that rearranging the fac- 

tory floor would have reduced materials movement and eliminated the need for the investment. 

= Acompany invests in an automated warehouse to permit the rapid storage and retrieval of goods 

while competitors work to eliminate excess inventory. The firm is left with large inventories and 

a large investment in the automated warehouse while competitors, not having to earn a return 
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on similar investments, are able to charge lower prices. Management should have evaluated the 

need for current inventory levels and perhaps shifted to a just-in-time approach to inventory 

management before considering the investment in an automated warehouse. 

= A company hires staff to perform quality inspections while competitors implement total quality 

management and seek to eliminate the need for quality inspections. While defective products or 

services are now identified before they affect customers, they still exist. Furthermore, the company 

has higher expenditures than competitors, resulting in a less competitive cost structure. The in- 

spections might not have been needed if management had shifted from inspecting for conformance 

to an emphasis on “doing it right the first time.” 

= A company invests in automated welding equipment to more efficiently produce printer casings 

while competitors simplify the product design and shift from welded to molded plastic casings. 

Although the cost of producing the welded casings might be lower, the company’s cost structure 

is still not competitive. 

All of these examples illustrate the limitations of capital budgeting models and the need for good 

judgment. In the final analysis, managers, not models, make decisions. Management must carefully 

evaluate the situations and determine whether they have considered the proper alternatives and all 

important cash flows. 

Overestimating Cost Savings 
When a number of activities drive manufacturing overhead costs, estimates of overhead cost sav- 

ings based on a single activity cost driver can significantly overestimate cost savings. Assume, for 

example, that a company containing both machine-intensive and labor-intensive operations develops 

a cost-estimating equation for overhead with labor as the only independent variable. Because of this, 

all overhead costs are associated with labor. The predicted cost savings can be computed as the sum 

of predicted reductions in labor plus predicted reductions in overhead; the predicted reductions in 

overhead are computed as the overhead per direct labor dollar or labor hour multiplied by the pre- 

dicted reduction in direct labor dollars or labor hours. Because a major portion of the overhead is 

driven by factors other than direct labor, reducing direct labor will not provide the predicted savings. 

Capital budgeting models might suggest that the investment is acceptable, but the models are based 

on inaccurate cost data. 

Management should beware of overly simplistic computations of cost savings. This is an area in 

which management needs the assistance of well-trained management accountants and engineers. 

Underestimating Incremental Sales or Cost Savings 
In evaluating proposals for investments in new equipment, management often assumes that the baseline 

for comparison is the current sales level, but this might not be the case. If competitors are investing 

in equipment to better meet customer needs and to reduce costs, a failure to make similar investments 
might result in uncompetitive prices and declining, rather than steady, sales. Hence, the baseline for 
sales without the investment is overstated, and the incremental sales of the investment is understated. 
Not considering the likely decline in sales understates the incremental sales associated with the invest- 
ment and biases the results against the proposed investment. 

Investments in manufacturing technologies, such as flexible manufacturing systems (FMS) and 
computer integrated manufacturing (CIM), do more than simply allow the efficient production of cur- 
rent products. Such investments also make possible the rapid, low-cost switching to new products. The 
result is expanded sales opportunities. 

Such investments might also produce cost savings further down the value chain, either within or 
outside the company. Elektra’s decision to acquire a new machine might have the unanticipated conse- 
quence of reducing customer warranty claims or increasing sales because customers are attracted to a 
higher-quality product. 

Unfortunately, because such opportunities are difficult to quantify, they are often ignored in the 
evaluation of capital expenditure proposals. The solution to this dilemma involves the application of 
management’s professional judgment, a willingness to take risks based on this professional judgment, 
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and recognition that certain investments transcend capital budgeting models in that they involve strate- 
gic as well as long-range planning. At this level of planning, qualitative decisions concerning the nature 

of the organization are at least as important as quantified factors. 

TAXES IN CAPITAL BUDGETING DECISIONS 
To focus on capital budgeting concepts, we deferred consideration of the impact of taxes. Because 

income taxes affect cash flows and income, their consideration is important in evaluating investment 

proposals in for-profit organizations. 

The cost of investments in plant and equipment is not deducted from taxable revenues in determin- 

ing taxable income and income taxes at the time of the initial investment. Instead, the amount of the 

initial investment is deducted as depreciation over the operating life of an asset. To illustrate the impact 

of taxes on cash flows, assume: 

@ Revenues and operating cash receipts are the same each year. 

@ Depreciation is the only noncash expense of an organization. 

Depreciation Tax Shield 

Depreciation does not require the use of cash (the funds were spent at the initial investment), but 

depreciation is said to provide a “tax shield” because it reduces cash payments for income taxes. The 

depreciation tax shield (the reduction in taxes due to the deductibility of depreciation from taxable 

revenues) is computed as follows: 

Depreciation tax shield = Depreciation < Tax rate 

The value of the depreciation tax shield is illustrated using Mobile Yogurt Shoppe’s capital expen- 

diture proposal summarized in Exhibit 24.2. Mobile Yogurt Shoppe’s annual straight line depreciation 

of $16,511 is computed as the initial investment of $90,554 minus the predicted disposal value of 

$8 000, all divided by the predicted five year life $16,511 [($90,554 — $8,000)/5]. With an assumed 

tax rate of 34 percent, the annual depreciation tax shield is $5,614 ($16,511 depreciation < 0.34 tax 

rate). The increase in annual cash flows provided by the depreciation tax shield is illustrated in Exhibit 

24.8. Examine this exhibit, paying particular attention to the lines for depreciation, income taxes, and 

net annual cash flow. 

The U.S. Tax Code contains guidelines concerning the depreciation of various types of assets. 

(Analysis of these guidelines is beyond the scope of this text.) Tax guidelines allow organizations a 

choice in tax depreciation procedures between straight-line depreciation and an accelerated depre- 

ciation method detailed in the Tax Code. Because of the time value of money, profitable businesses 

should usually select the tax depreciation procedure that provides the earliest depreciation. To illus- 

trate the effect of accelerated depreciation on taxes and capital budgeting, we use double-declining 

balance depreciation rather than the accelerated method detailed in the Code. When making capital 

expenditure decisions, managers should, of course, refer to the most current version of the Tax Code 

to determine the specific depreciation guidelines in effect at that time. 

Exhibits 24.9 and 24.10 illustrate the effect of two alternative depreciation procedures, straight- 

line and double-declining balance, on the net present value of Mobile Yogurt Shoppe’s proposed 

investment. The cash flows for this investment were presented in Exhibit 24.2, and the effect of taxes 

on the investment’s annual cash flows were examined in Exhibit 24.8. Ignoring taxes, the investment 

was shown (in Exhibit 24.3) to have a positive net present value of $20,400 at a discount rate of 

12 percent. With taxes, the investment has a positive net present value of $3,867 using straight-line 

depreciation and $6,084 using double-declining balance depreciation. Although taxes and cash flows 

are identical over the entire life of the project, the use of double-declining balance depreciation for 

taxes results in a higher net present value because it results in lower cash expenditures for taxes in 

the earlier years of an asset’s life. 

‘..O6 Determine 

the net present 

value of investment 

proposals with 

consideration of 

taxes. 
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EXHIBIT : 24.8 “Effect of Depreciation on Taxes, Income, “and Cash Flow 

Baie ideo ge 

‘$1 75,000 

Operating expenses Operating expenses 

(except depreciation) ............. (145,000) (except depreciation) ...........--. (145,000) 

Depreciation.y..-.-seemmel crore ke aot 0 Depreciation; ecmclemten sie tetracereh- (16,511) 

Income before taxes 30,000 Income before taxes 

without depreciation.............. with depreciation ..............-- 13,489 

Income:taxesi(34.90) erent eee (10,200) IncomentaxesnS476) eenerenetetetert eters (4,586) 

Net incomes ase ee oer sce ee $ 19,800 Netincomesteee heat te nae rer $ 8,903 

Depreciation reduces income taxes by $5,614 ($10,200 taxes without depreciation — $4,586 taxes with depreciation). This is 

the amount of the depreciation tax shield. 

“Annual Taxes and Cash Flow 

with Depreciation © ae 

$175,000 Fiver tmencbran ter ences 8 seroma cere’ ati $175,000 

Operating expenses Operating expenses 

(except depreciation) ............. (145,000) (except depreciation) ............. (145,000) 

INCOMG 1aXCS i.e ecieat weary: eieecn Ne cues (10,200) lnCOMe:taXCS, spo ceeea theater tne (4,586) 

Net annual cash inflow.............. $ 19,800 Net annual cash inflow.............. $ 25,414 

The deductibility of depreciation for tax purposes reduces cash payments for taxes, thus increasing the net cash flow by 

$5,614 ($25,414 with depreciation — $19,800 without depreciation). This is the amount of the depreciation tax shield. 

EXHIBIT 24. 9 “Analysis of Capital Expenditures Including Tax Effects: Straight-Line Depreciation 

ear(s) of = 12% Present Present Value 

s) CashFlows Value Factor of Cash Flows 

Se —(B) (Gh (A) x (C) 

Initial investment 

Vehiclerandiequlpmentamrerrre inert mie einer $(90,554) 0 1.000 $ (90,554) 

Inventory and other working capital................... (4,000) 0 1.000 (4,000) 

Operations 

Annual taxable income without depreciation............ 30,000 1-5 3.605 108,150 

TRY Cin vetoes) CRO (O00) < OL), 5 no cuecadesconontoe (10,200) 1-5 3.605 (36,771) 

Depreciation: tax shichdP ie mrscteonta ere et eerste ees ete ter tte 5,614 1-5 3.605 20,238 

Disinvestment 

SalCwOlVenicleangiequipMmeiitenmsenietsierersnten aienater rene 8,000 5) 0.567 4,536 

Inventory and other working capital................... 4,000 5 0.567 2,268 

Net /present-value-ofalliCashistlows Maat sistent art ee hore nen acts che kench er anne new inemeRenryET eve ON CL 7 wen eR ORD ren! $ 3,867 

_ *Computation of depreciation tax shield: 

Annual straight-line depreciation ...............0000eee $16,511 

TAX SACO se piacslo ein em a cette ere cre etalar a ersedboren aaa ian teen Ea eae Xx 0.34 

Depreciation:tax’shield'aesrase cinema mein eee en cooeentr eee $ 5,614 

Investment Tax Credit 

From time to time, for the purpose of stimulating investment and economic growth, the U.S. federal 
government has implemented an investment tax credit. An investment tax credit reduces taxes in 
the year a new asset is placed in service by some stated percentage of the cost of the asset. In recent 
years tax credits, such as the credits for purchasing hybrid automobiles, have been used to stimulate 
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EXHIBIT 24.10 Analysis of Capital Expenditures Including Tax Effects: DDB Depreciation 

SEA 

Initial investment 

Vehiclevancdiequipmenthernn catia ines een ees $90,554) 0 1.000 $ (90,554) 

Inventory and other working capital................... 4,000 0 1.000 (4,000) 

Operations 

Annual taxable income without depreciation............ 30,000 1-5 3.605 108,150 

12S Gi neon CSOWEO < OS) so naccenonodspoceor (10,200) 1-5 3.605 (36,771) 

Depreciation tax shield* 

NCE TEE sieve ctepecio cans Ce Ae Ae a A Seem Ae Ee tie a oe he eee 125o0 5 1 0.893 10,997 

NASIR Tati Ste ects REC NCIS race Ete Cd Ge Chea 7,389 2 0.797 5,889 

NCEE ial sib et ars eer hehe ee Ruri aes anabnaial ate rie A eA, 4,434 3 0.712 Salow 

NAIL Deprtrtrentere eam cere one cia Meats tem ewer foarte a 2,660 4 0.636 1,692 

Neate 5 tareern ete RR er els, eine ie ele eat ese bE 1,270 B) 0.567 720 

Disinvestment 

Sale of vehicle and equipment..................0000- 8,000 5 0.567 4,536 

Inventory and other working capital................... 4,000 5 0.567 2,268 

Netpresent.valtio vot allkcash flows mrametenctet tees cus cry ta acrnera nica cen Senay Se coptcsiecce one to acetone reac en OR Tea ae Ea $ 6,084 

*Computation of depreciation tax shield: 

$90,554 2/5 $36,222 0.34 $12,315 
{ 

2s 54,332 2/5 21,733 0.34 7,389 

SIe5e 32,099 2/5 13,040 0.34 4,434 

4. 197559 2/5 7,824 0.34 2,660 

BS) Aroac 11,735 balance 3,735 0.34 1,270 

tThe depreciation base is reduced by the amount of all previous depreciation. The annual rate is twice the straight-line rate. For simplicity, we 

depreciated the remaining balance in the fifth year and did not switch to straight-line depreciation when the straight-line amount exceeds the 

double-declining balance amount. This would happen in the fourth year, when $19,559 + 2 = $9,780. Although the depreciable base excludes the 

predicted disposal value of $8,000, under double declining balance depreciation, an asset is only depreciated down to its disposal value. Hence, year 

8 depreciation is computed as the $11,735 depreciable base minus the $8,000 disposal value. 

investments that reduce the emission of greenhouses gases. Typically, this is done without reducing 

the depreciation base of the asset for tax purposes. An investment tax credit reduces cash payments for 

taxes and, hence, is treated as a cash inflow for capital budgeting purposes. This additional cash inflow 

increases the probability that a new asset will meet a taxpayer’s capital expenditure criteria. 

MODULE-END REVIEW 

Consider the following investment proposal: 

Initial investment 

DepreciableraSSetS apace ites pare oc sentir Casa syegn, aeiuee oes Geese s $27,740 

Working capital imei arm iar ii tniarg ea othe? to ysiebeiuc yc) auciclepetsl oiauare 3,000 

Operations (per year for 4 years) 

GashiveceiptSimewrarc ieee eters cere riche «pcos Mi a elries ays lomie es 25,000 

Gash.expenditures a8 are ate Pei chicBine tain) earl des atte Yates 15,000 

Disinvestment 

Salvage walueion plantanclequipimemtrrrracte rie techateteetelclste teats cat 2,000 

Recoveny,of WOrkingicapltaliya- tntierr eee: sale see pees = 3,000 
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Required 
Determine each of the following: 

a. Payback period. 
b. Accounting rate of return on initial investment and on average investment. 

The solution is on page 24-42. 

APPENDIX 24A: Time Value of Money 

When asked to choose between $500 today or an IOU for $500 to be paid one year later, rational decision makers 

choose the $500 today. Two reasons for this involve the time value of money and the risk. A dollar today is worth 

more than a dollar tomorrow or at some future time. Having a dollar provides flexibility. It can be spent, buried, or 

invested in a number of projects. If invested in a savings account, it will amount to more than one dollar at some 

future time because of the effect of interest. The interest paid by a bank (or borrower) for the use of money is 

analogous to the rent paid for the use of land, buildings, or equipment. Furthermore, we live in an uncertain world, 

and, for a variety of reasons, the possibility exists that an IOU might not be paid. 

Future Value 

Future value is the amount that a current sum of money earning a stated rate of interest will accumulate to at the 

end of a future period. Suppose we deposit $500 in a savings account at a financial institution that pays interest 

at the rate of 10 percent per year. At the end of the first year, the original deposit of $500 will total $550 ($500 

1.10). If we leave the $550 for another year, the amount will increase to $605 ($550 X 1.10). It can be stated that 

$500 today has a future value in one year of $550, or conversely, that $550 one year from today has a present value 

of $500. Interest of $55 ($605 — $550) was earned in the second year, whereas interest of only $50 was earned in 

the first year. This happened because interest during the second year was earned on the principal plus interest from 

the first year ($550). When periodic interest is computed on principal plus prior periods’ accumulated interest, the 

interest is said to be compounded. Compound interest is used throughout this text. 

To determine future values at the end of one period (usually a year), multiply the beginning amount (present 

value) by | plus the interest rate. When multiple periods are involved, the future value is determined by repeatedly 

multiplying the beginning amount by | plus the interest rate for each period. When $500 is invested for two years 

at an interest rate of 10 percent per year, its future value is computed as $500 X 1.10 X 1.10. The following equa- 

tion is used to figure future value: 

fv = pv(1 + i)" 

where: 

| jv = future value amount 

py = present value amount 

/ = interest rate per period 

n = number of periods 

~ 

For our $500 deposit, the equation becomes: 

fv of $500 = pv(1 + i)" 

= $500(1 + 0.10)? 
= $605 

In a similar manner, once the interest rate and number of periods are known, the future value amount of any present 
value amount is easily determined. 

Present Value 

Present value is the current worth of a specified amount of money to be received at some future date at some 
interest rate. Solving for pv in the future value equation, the new present value equation is determined as follows: 

ea A 
py’ +0" 
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Using this equation, the present value of $8,800 to be received in one year, discounted at 10 percent, is computed 
as follows: 

$8,800 

(1 + 0.10)! 

_ $8,800 
(1.10) 

= $8,000 

pv of $8,800 = 

Thus, when the discount rate is 10 percent, the present value of $8,800 to be received in one year is $8,000. 

The present value equation is often expressed as the future value amount times the present value of $1: 

Es $1 pv = fv x a+) 

Using the equation for the present value of $1, the present value of $8,800 to be received in one year, discounted 

at 10 percent, is computed as follows: 

$1 
= §————————— pv of $8,800 = $8,800 x 7D 

= $8,800 x 0.909 

= $8,000 

The present value of $8,800 two periods from now is $7,273, computed as [$8,800 + (1.10)?] or [$8,800 X $1 + 

(1.10)?]. 

If a calculator or computer with spreadsheet software is not available, present value computations can be 

done by hand. Tables, such as Table 24A.1 for the present value of $1 at various interest rates and time periods, 

can be used to simplify hand computations. Using the factors in Table 24A.1, the present value of any future 

amount can be determined. For example, with an interest rate of 10 percent, the present value of the following 

future amounts to be received in one period are as follows: 

wae! we reeeial 
$ 100 x 0.909 = $ 90.90 

628 x 0.909 = 570.85 

4,285 x 0.909 = 3,895.07 

9,900 x 0.909 = 8,999.10 

To further illustrate the use of Table 24A.1, consider the following application. Alert Company wants to in- 

vest its surplus cash at 12 percent to have $10,000 to pay off a long-term note due at the end of five years. Table 

24A.1 shows that the present value factor of $1, discounted at 12 percent per year for five years, is 0.567. Multiply- 

ing $10,000 by 0.567, the present value is determined to be $5,670: 

pv of $10,000 = $10,000 x Present value factor for $1 

= $10,000 x 0.567 

= $5,670 

Therefore, if Alert invests $5,670 today, it will have $10,000 available to pay off its note in five years. 

Managers also use present value tables to make investment decisions. Assume that Monroe Company can 

make an investment that will provide a cash flow of $12,000 at the end of eight years. If the company demands 

arate of return of 14 percent per year, what is the most it will be willing to pay for this investment? From Table 

24A.1, we find that the present value factor for $1, discounted at 14 percent per year for eight years, is 0.351: 

pv of $12,000 = $12,000 x Present value factor for $1 

= $12,000 x 0.351 

= $4,212 

If the company demands an annual return of 14 percent, the most it would be willing to invest today is $4,212. 
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Annuities 

Not all investments provide a single sum of money. Many investments provide periodic cash flows called annui- 

ties. An annuity is a series of equal cash flows received or paid over equal intervals of time. Suppose that $100 

will be received at the end of each of the next three years. If the discount rate is 10 percent, the present value of 

this annuity can be determined by summing the present value of each receipt: 

Year 1 $100 x $1 + (1 + 0.10)1 = $ 90.90 

Year 2 $100 x $1 + (1+ 0.10)2 = 82.65 

Year 3 $100 x $1 + (1+ 90.10)3 = 75.13 

Alternatively, the following equation can be used to compute the present value of an annuity with cash flows at 

the end of each period: 

a bx: 1 

Dye rie ! a 0a 

where: 

pva = present value of an annuity (also called the annuity factor) 

i = prevailing rate per period 

n = number of periods 

a = annuity amount 

This equation was used to compute the factors presented in Table 24A.2 for an annuity amount of $1. The 

present value of an annuity of $1 per period for three periods discounted at 10 percent per period is as follows: 

re | eee 
bracts LSroom [ a+ 00 

4868 

Using this factor, the present value of a $100 annuity can be computed as $100 X 2.4868, which yields 

$248.68. To determine the present value of an annuity of any amount, the annuity factor for $1 can be multiplied 

by the annuity amount. 

To further illustrate the use of Table 24A.2, assume that Red Kite Company is considering an investment in a 

piece of equipment that will produce net cash inflows of $2,000 at the end of each year for five years. If the com- 

pany’s desired rate of return is 12 percent, an investment of $7,210 will provide such a return: 

Present value factor for an annuity of 
f $2,000 = $2,000 x : : 

AMOI § $1 for five periods discounted at 12% 

= $2,000 x 3.605 

= $7,210 

Here, the $2,000 annuity is multiplied by 3.605, the factor for an annuity of $1 for five periods found in Table 
24A.2, discounted at 12 percent per period. 

Another use of Table 24A.2 is to determine the amount that must be received annually to provide a desired 
rate of return on an investment. Assume that Burnsville Company invests $33,550 and desires a return of the in- 
vestment plus interest of 8 percent in equal year-end payments for ten years. The minimum amount that must be 
received each year is determined by solving the equation for the present value of an annuity: 

pva a X (pva of $1) 
pva 

pva of $1 

From Table 24A.2, we see that the 8 percent factor for ten periods is 6.710. Dividing the $33,550 investment 
by 6.710, the required annuity is computed to be $5,000: 

4 = $33,550 
6.710 

= $5,000 
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TABLE 24A.1 Present Value of $1 
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WOeny O22 S022 20) Css Sc eee cliliey GES GHGS) SHSyiO)= SErab Sees) ehh Is) 

106283 S872 820i) fA CAO xsi) SZ | Ges  GeAnis)  Zixols{o) Swe; Serfsis) SHBG) ec }0Y4! 

ne Sto COANE. COOMNn SOOO O00NNTO.C7 7m o-oo 4:644 9 494425 4°097 9) 3.9429 3.799) 13.5389) 3.311 

T4770 GLO lSh S251 40 4696-023) 5.929%" 6.353)" 438708 4460 4110 3:9543:808 354655 3:36 

et eke ek ak ee ee oe eae COMO NO) (On EG) IN = OO) CO) So) (OT SO) IND 

pe) oO 
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Unequal Cash Flows 

Many investment situations do not produce equal periodic cash flows. When this occurs, the present value for each 

cash flow must be determined independently because the annuity table can be used only for equal periodic cash 

flows. Table 24A.1 is used to determine the present value of each future amount separately. To illustrate, assume 

that the Atlanta Braves wish to acquire the contract of a popular baseball player who is known to attract large 

crowds. Management believes this player will return incremental cash flows to the team at the end of each of the 

next three years in the amounts of $2,500,000, $4,000,000, and $1,500,000. After three years, the player antici- 

pates retiring. If the team’s owners require a minimum return of 14 percent on their investment, how much would 

they be willing to pay for the player’s contract? 

To solve this problem, it is necessary to determine the present value of the expected future cash flows. Here 

we use Table 24A.1 to find the $1 present value factors at 14 percent for Periods 1,2, and 3. The cash flows are 

then multiplied by these factors: 

Annual —_—s—~ Present Value of —_—_— Present Value 
Ye . Cash Flow —— $1 at 14 Percent _ Amount 

Ulises syn ers peeaianes Rete Ne oS $2,500,000 x 0.877 = $2,192,500 

PREV meet netak tO At nO: 4,000,000 x 0.769 ~ 3,076,000 

Ro Laetrer ene titnee Nanas Bnet 1,500,000 x 0.675 - 1,012,500 

i Cover RES EPMO EOE he eee ee reas ere eae ere ae eee ens NEE ne eee $6,281,000 

The total present value of the cash flows for the three years, $6,281,000, represents the maximum amount the 

team would be willing to pay for the player’s contract. 

Deferred Returns 

Many times, organizations make investments for which they receive no cash until several periods have passed. The 

present value of an investment discounted at 12 percent per year, which has a $2,000 return only at the end of Years 

4,5, and 6, can be determined as follows: 

falue of _— Present Value 
Percent = = Amount _ 

5 © x 0.893 = $ 0 

Omx 0.797 = 0 

Sid ast RRO Me cian ettommeeee tie seated 0 xX Oral2 = 0 

a ee cae eee re 2,000 x 0.636 = 1,272 

Di Gere CE aha Weta neem cicer heh 2,000 x 0.567 = 1,134 

Gia aie tretettnct are trent ma eens 2,000 x 0.507 = 1,014 

TOLL gomeen cathe cient toy cere err eeh ts cee eer ne Coat eke eee ae eR oe $3,420 

Computation of the present value of the deferred annuity can also be performed using the annuity tables if the 
cash flow amounts are equal for each period. The present value of an annuity for six years minus the present value 
of an annuity for three years yields the present value of an annuity for Years 4 through 6. 

Present value of an annuity for 6 years at 12 percent: $2,000 x 4.111 = $8,222 

Present value of an annuity for 3 years at 12 percent: 2,000 x 2.402 = (4,804) 

PresenuvaltioiohthercdererrecianhUity aetna $3,418* 

“The difference between the $3,420 above and the $3,418 here is due to rounding. 
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APPENDIX 248: Table Approach to Determining 

Internal Rate of Return 

We consider the use of present value tables to determine the internal rate of return of a series of cash flows with 

(1) equal net cash flows after the initial investment and (2) unequal net cash flows after the initial investment. 

Equal Cash Inflows 

An investment proposal’s internal rate of return is easily determined when a single investment is followed by a 

series of equal annual net cash flows. The general relationship between the initial investment and the equal annual 

cash inflows is expressed as follows: 

Initial _ Present value factor , Annual net 
investment for an annuity of $1 © cash inflow 

Solve for the appropriate present value factor as follows: 

Present value factor _ __ Initial investment 
for an annuity of $1 Annual net cash inflows 

Once the present value factor is calculated, use Table 24A.2 and go across the row corresponding to the 

expected life of the project until a table factor equal to or closest to the project’s computed present value factor 

is found. The corresponding percentage for the present value factor is the proposal’s internal rate of return. If a 

table factor does not exactly equal the proposal’s present value factor, a more accurate answer can be obtained by 

interpolation (which is not discussed in this text). 

To illustrate, assume that Mobile Yogurt Shoppe’s proposed investment has a zero disinvestment value. Using 

all information in Exhibit 24.2 (except that for disinvestment), the proposal’s present value factor is 3.152: 

Present value factor — __ Initial investment 
for an annuity of $1 Annual net cash inflows 

_ $94,554 
$30,000 

= 3.152 

Using Table 24A.2, go across the row for five periods; the closest table factor is 3.127, which corresponds to 

an internal rate of return of 18 percent. 

Unequal Cash Inflows 

If periodic cash flows subsequent to the initial investment are unequal, the simple procedure of determining a 

present value factor and looking up the closest corresponding factor in Table 24A.2 cannot be used. Instead, a 

trial-and-error approach must be used to determine the internal rate of return. 

The first step is to select a discount rate estimated to be close to the proposal’s IRR and to compute the pro- 

posal’s net present value. If the resulting net present value is zero, the selected discount rate is the actual rate of 

return. However, it is unlikely that the first rate selected will be the proposal’s IRR. If the computation results in 

a positive net present value, the actual IRR is higher than the initially selected rate. In this case, the next step is to 

compute the proposal’s net present value using a higher rate. If the second computation produces a negative net 

present value, the actual IRR is less than the selected rate. Therefore, the actual IRR is between the first and the 

second rates. This trial-and-error approach continues until a discount rate is found that equates the proposal’s cash 

inflows and outflows. For Mobile Yogurt Shoppe’s investment proposal outlined in Exhibit 24.2, the details of the 

trial-and-error approach are presented in Exhibit 24B.1. 

In Exhibit 24B.1 the first rate produced a negative net present value, indicating that the proposal’s IRR is 

less than 24 percent. To produce a positive net present value, a smaller rate was selected for the second trial. 

Since the second rate produced a positive net present value, the proposal’s true IRR must be between 16 and 24 

percent. The 20 percent rate selected for the third trial produced a net present value of zero, indicating that this 

is the proposal’s IRR. 
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EXHIBIT 24B.1_ Internal Rate of Return with Unequal Cash Flows 

First trial with a 24 percent discount rate 

Initialiinvestmentcra. mecca 

Operatione.s cece aes < see cays evereue Scns ere 30,000 1-5 

Disinvestment..sea atte eee eee 12,000 5 0.341 4,092 

Net!presentvaltietof allicash flows tse apter.cucte oho) teier Sue clea ear ieyietiete ellen ae t-y-n- t= cee neler ela $ (8,112) 

Second trial with a 16 percent discount rate 

(A) x (C 

Initialtimvestime iter terse sr nan eras $94,554) 0 1.000 $(94,554) 

Operationiat te soc cece cee ere 30,000 1-5 3.274 98,220 

Disinvestmenté.), <4... 4:sace1 ae ee eee 12,000 5 0.476 BTV 

Net: present. value of allccashiflowsSs ecu ene ciecw he cee e cae cee Soke aa Riera) «eile s)cualcienalete bets $ 9,378 

Third trial with a 20 percent discount rat 

$(94,554) 0 1.000 $(94,554) Initial investment. Mer ae Geer 

Operation «see ee Ae 30,000 1-5 2.991 89,730 

DiSinvestmentiga to jer ecru cima: 12,000 5 0.402 4,824 

Net'present.value ofall Cash TlOWS#H. “Semtin assist cranes <.) shale, ate sacha betetercrctene tk yc ciate « avehceuel-str $ 0 

GUIDANCE ANSWER 

MANAGERIAL DECISION 

There is no single correct response to this question. It is useful to start by learning how other companies in similar 

circumstances handle capital expenditure decisions. This might be done through personal contacts or through 

professional organizations, such as the Financial Executives Institute. Another starting point might be the forma- 

tion of a small capital budgeting committee, which could be expanded as necessary once formal procedures 

were in place. Early tasks of the committee might include developing guidelines for the size of expenditures at 

various organizational levels subject to committee review and developing guidelines for the criteria used in formal 

reviews. You would want to ensure that the CEO is in agreement with these proposals. If the company has a 

board of directors, you would also want some mutual understanding of the board’s role in the approval of capital 

expenditures. Finally, you would want to make clear the importance of a post-audit review. 

Superscript “ denotes assignments based on Appendix. 

DISCUSSION QUESTIONS 

Q24-1. What is the relationship between long-range planning and capital budgeting? 

Q24-2. What tasks are often assigned to the capital budgeting committee? 

Q24-3. What purposes are served by a post-audit of approved capital expenditure proposals? 

Q24-4. Into what three phases are a project’s cash flows organized? 
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Q24-5. State three alternative definitions or descriptions of the internal rate of return. 

Q24-6. Why is the cost of capital an important concept when discounting models are used for capital 

budgeting? 

Q24-7._ What weakness is inherent in the payback period when it is used as the sole investment criterion? 

Q24-8. What weakness is inherent in the accounting rate of return when it is used as an investment 

criterion? 

Q24-9. Why are the net present value and the internal rate of return models superior to the payback period 

and the accounting rate of return models? 

Q24-10. State two basic differences between the net present value and the internal rate of return models that 

often lead to differences in the evaluation of competing investment proposals. 

Q24-11. Identify several nonquantitative factors that are apt to play a decisive role in the final selection of 

projects for capital expenditures. 

Q24-12. In what way does depreciation affect the analysis of cash flows for a proposed capital expenditure? 

Assignments with the @ in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M24-13.4 Time Value of Money: Basics (1.02) @ 

Using the equations and tables in Appendix 24A of this Module, determine the answers to each of the 

following independent situations: 

a. The future value in two years of $1,000 deposited today in a savings account with interest 

compounded annually at 6 percent. 

b. The present value of $9,000 to be received in four years, discounted at 12 percent. 

c. The present value of an annuity of $2,000 per year for five years discounted at 14 percent. 

d. An initial investment of $32,010 is to be returned in eight equal annual payments. Determine the 

amount of each payment if the interest rate is 10 percent. 

e. A proposed investment will provide cash flows of $20,000, $8,000, and $6,000 at the end of Years 

1,2, and 3, respectively. Using a discount rate of 20 percent, determine the present value of these 

cash flows. 

f. Find the present value of an investment that will pay $4,000 at the end of Years 10, 11, and 12. Use 

a discount rate of 14 percent. 

M24-14.4 Time Value of Money: Basics (1.02) 

Using the equations and tables in Appendix 24A of this Module, determine the answers to each of the 

following independent situations: 

a. The future value in two years of $4,000 invested today in a certificate of deposit with interest 

compounded annually at 10 percent. 

b. The present value of $6,000 to be received in five years, discounted at 8 percent. 

c. The present value of an annuity of $20,000 per year for four years discounted at 12 percent. 

d. An initial investment of $29,480 is to be returned in six equal annual payments. Determine the 

amount of each payment if the interest rate is 16 percent. 

e. A proposed investment will provide cash flows of $6,000, $8,000, and $20,000 at the end of Years 

1,2, and 3, respectively. Using a discount rate of 18 percent, determine the present value of these 

cash flows. 

f. Find the present value of an investment that will pay $6,000 at the end of Years 8,9, and 10. Use a 

discount rate of 12 percent. 

M24-15. NPV and IRR: Equal Annual Net Cash Inflows (°°) @ 

Apache Junction Company is evaluating a capital expenditure proposal that requires an initial investment 

of $9,350, has predicted cash inflows of $2,000 per year for 15 years, and has no salvage value. 

Required 

a. Using a discount rate of 16 percent, determine the net present value of the investment proposal. 

b. Determine the proposal’s internal rate of return. (Refer to Appendix 24B if you use the table 

approach.) 

c. What discount rate would produce a net present value of zero? 
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M24-16. NPV and IRR: Equal Annual Net Cash Inflows (.©2) am 

Snow Devil Company is evaluating a capital expenditure proposal that requires an initial investment of 

$32,312, has predicted cash inflows of $8,000 per year for seven years, and has no salvage value. 

Required 

a. Using a discount rate of 12 percent, determine the net present value of the investment proposal. 

b. Determine the proposal’s internal rate of return. (Refer to Appendix 24B if you use the table 

approach.) 

c. What discount rate would produce a net present value of zero? 

M24-17. Payback Period and Accounting Rate of Return: Equal Annual Operating Cash Flows without 

Disinvestment (1.02) 

Amanda is considering an investment proposal with the following cash flows: 

anil) InN CAOSCHINS EERE, conn cco ec anogsacncusennssonnoeneoe $90,000 
Net cash inflows from operations (per year for 6 years).........-..--++-+00+- 20,000 

BST ESHAMslAes Sstotactetciee eto eA ecg CERI OMEn Demo a otomee ceoehedo ds. 3 ac 0 

Required 

a. Determine the payback period 

b. Determine the accounting rate of return on initial investment 

c. Determine the accounting rate of return on average investment 

M24-18. Payback Period and Accounting Rate of Return: Equal Annual Operating Cash Flows with 

Disinvestment (1.02) 

Hoi is considering an investment proposal with the following cash flows: 

Initial investment—depreciable assets....................2-+---eeeeeeees $120,000 

Net cash inflows from operations (per year for 5 years)...........-.......... 30,000 

Disinvestment—depreciable;assetSmus aa. acer arenas eee eenei ene sie 20,000 

Required 

a. Determine the payback period 

b. Determine the accounting rate of return on initial investment 

c. Determine the accounting rate of return on average investment 

M24-19, Payback Period and Accounting Rate of Return: Equal Annual Operating Cash Flows with 

Disinvestment (02%) 

Khazanchi is considering an investment proposal with the following cash flows: 

Inttaliinvestinent—cepreciable¥aSSOtceersras sce st aenetrereia retain eee rene eames $100,000 

Initialiinvestiment—Workingicapltialice je srsres iar tencteienae yen a nent eaae ee 12,500 

Net cash inflows from operations (per year for 8 years)...............00e0e eee 25,000 

Disinvestment—depreciable assets% 4.7.0) 5.5 ce alee eee oe ee ie Cees 10,000 

Disinvestiment—weorkingkeapiteal arersewsteneararerreiete once we nce ary year ne aan ere 12,500 

Required 

a. Determine the payback period 

b, Determine the accounting rate of return on initial investment 

c. Determine the accounting rate of return on average investment 

EXERCISES 

E24-20. NPV and IRR: Unequal Annual Net Cash Inflows (92) 
Goodrich Corporation Assume that Goodrich Corporation is evaluating a capital expenditure proposal that has the following 

predicted cash flows: 



E24-21. 

E24-22. 

E24-23. 

UTES oc ds Wes bods oe 6 wi 

| Operation 

Year 1 

Required 

Module 24 | Capital Budgeting Decisions 24-32 

$(85,160) 

a. Using a discount rate of 12 percent, determine the net present value of the investment proposal. 

b. Determine the proposal’s internal rate of return. (Refer to Appendix 24B if you use the table 

approach.) 

NPV and IRR: Unequal Annual Net Cash Inflows {LO2) 

Salt River Company is evaluating a capital expenditure proposal that has the following predicted cash 

flows: 

initialsinvestime nt seams wae teenie 

Operation 

Year 1 

Required 

a. Using a discount rate of 14 percent, determine the net present value of the investment proposal. 

b. Determine the proposal’s internal rate of return. (Refer to Appendix 24B if you use the table 

approach.) 

Payback Period, IRR, and Minimum Cash Flows §_°2, 2! 

The management of Mesquite Limited is currently evaluating the following investment proposal: 

$240,000 Initial investment........ 

Net operating 

CAS IMOWStaceereree ee — 

Required 

a. Determine the proposal’s payback period. 

$100,000 $100,000 $100,000 $100,000 

b. Determine the proposal’s internal rate of return. (Refer to Appendix 24B if you use the table 

approach.) 

c. Given the amount of the initial investment, determine the minimum annual net cash inflows 

required to obtain an internal rate of return of 14 percent. Round the answer to the nearest dollar. 

Time-Adjusted Cost-Volume-Profit Analysis (LO2, 3) 

Boardwalk Treat Shop is considering the desirability of producing a new chocolate candy called Pleasure 

Bombs. Before purchasing the new equipment required to manufacture Pleasure Bombs, Marty Dey, the 

shop’s proprietor performed the following analysis: 

Wnittselling i onicereenm rite memtcteata cts + ots 

Variable manufacturing and selling costs 

Unitvicontrilbutionimancinierss assent 

Annual fixed costs 

Depreciation (straight-line for 4 years) 

@then(allicash) ae amen samc. als es 

Annual break-even sales volume = $45,000 + $0.30 = 150,000 units 
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Because the expected annual sales volume is 160,000 units, Dey decided to undertake the production of 

Pleasure Bombs. This required an immediate investment of $60,000 in equipment that has a life of four 

years and no salvage value. After four years, the production of Pleasure Bombs will be discontinued. 

Required 

a. Evaluate the analysis performed by Dey. 

b. If Boardwalk Treat Shop has a time value of money of 14 percent, should it make the investment 

with projected annual sales of 160,000 units? 

c. Considering the time value of money, what annual unit sales volume is required to break even? 

E24-24. Time-Adjusted Cost-Volume-Profit Analysis with Income Taxes (.9°) 

Assume the same facts as given in Exercise E24-23 for the Boardwalk Treat Shop. 

Required 

With a 40 percent tax rate and a 14 percent time value of money, determine the annual unit sales required 

to break even on a time-adjusted basis. Assume straight-line depreciation is used to determine tax 

payments. 

E24-25. Payback Period and IRR of a Cost Reduction Proposal—Differential Analysis (92, 9) 

A light-emitting diode (LED) is a semiconductor diode that emits narrow-spectrum light. Although 

relatively expensive when compared to incandescent bulbs, they use significantly less energy and last 

six to ten times longer, with a slow decline in performance rather than an abrupt failure. 

New York City currently has 80,000 incandescent bulbs in traffic lights at approximately 12,000 

intersections. It is estimated that replacing all the incandescent bulbs with LED will cost $28 million. 

However, the investment is also estimated to save the City $6.3 million per year in energy costs. 

Required: 

a. Determine the payback period of converting New York City traffic lights to LEDs. 

b. If the average life of an incandescent streetlight is one year and the average life of an LED street- 

light is seven years, should the City finance the investment in LED’s at an interest rate of five 

percent per year? Justify your answer. 

VV) E24-26. Payback Period and NPV of a Cost Reduction Proposal—Differential Analysis ( 2, 9) 

Mary Zimmerman decided to purchase a new automobile. Being concerned about environmental issues, 

she is leaning toward the hybrid rather than the gasoline only model. Nevertheless, as a new business 

school graduate, she wants to determine if there is an economic justification for purchasing the hybrid, 

which costs $1,300 more than the regular model. She has determined that city/highway combined gas 

mileage of the hybrid and regular models are 27 and 23 miles per gallon respectively. Mary anticipates 

she will travel an average of 12,000 miles per year for the next several years. 

Required: 

a. Determine the payback period of the incremental investment if gasoline costs $3.50 per gallon. 

b. Assuming that Mary plans to keep the care five years and does not believe there will be a trade- 

in premium associated with the hybrid model, determine the net present value of the incremental 

investment at an eight percent time value of money. 

c. Determine the cost of gasoline required for a payback period of three years. 

d. At $3.50 per gallon, determine the gas mileage required for a payback period of three years. 

E24-27. Payback Period and NPV of Alternative Automobile Purchase (02. 9) 

Bob Wu decided to purchase a new Honda Civic. Being concerned about environmental issues he 

is leaning toward a Honda Civic Hybrid rather than the completely gasoline-powered LX model. 

Nevertheless, he wants to determine if there is an economic justification for purchasing the Hybrid, 

which costs $6,000 more than the LX. Based on a mix of city and highway driving he predicts that 

the average gas mileage of each car is 42 MPG for the Hybrid and 30 MPG for the LX. Bob also 

anticipates he will drive an average of 12,000 miles per year and that gasoline will cost an average of 
$3.50 per gallon over the next five years. He also plans to replace whichever car he purchases at the end 
of five years when the resale values of the Hybrid and the LX are predicted to be $11,000 and $8,500 
respectively. 

* Based on “Mayors Take the Lead,” Newsweek, April 16, 2007, pp. 68-73. 

* Based on Robert L. Barker, Ronald Clouse, Thomas G. Stout, and Gary R. Stout, “The Economics of Buying a More Fuel Ef- 
ficient Automobile: An Interactive Analysis,” Journal of Financial Planning, June 2009, pp.62-71. 
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Required 

a. Determine the payback period of the incremental investment associated with purchasing the 

Hybrid. 

b. Determine the net present value of the incremental investment associated with purchasing the 

Hybrid at an eight percent time value of money. 

c. Determine the cost of gasoline required for a payback period of three years on the incremental 

investment. 

d. Identify other factors Bob should consider before making his decision. 

PROBLEMS 

P24-28. Ranking Investment Proposals: Payback Period, Accounting Rate of Return, and Net Present (/) 

Value (LO2, 3, 4) 

Presented is information pertaining to the cash flows of three mutually exclusive investment proposals: 

Proposal Z. 
$45,000 Initial investment $45,000 

BY CaAlip lia ceapereeatereac tetera sen 20 eke retrentaeadt ccroeen RN 40,000 22,500 45,000 

Niele Ps 5 Sinica Glavd actus BeOed Del ec REAR: CONS ami 5,000 22,500 

VOOR Mino eectie ete se irate Aan onsite 22,500 22,500 

DiSinVveStine iteemmerire eis cuntieh cea cae 0 0 0 

FIFSYV CANS) mere remtectesnye alee ear coisas tiara: cee etre oe 3 years 3 years 1 year 

Required 

a. Rank these investment proposals using the payback period, the accounting rate of return on initial 

investment, and the net present value criteria. Assume that the organization’s cost of capital is 14 

percent. Round calculations to four decimal places. 

b. Explain the difference in rankings. Which investment would you recommend? 

P24-29. Cost Reduction Proposal: IRR, NPV, and Payback Period (_®2. >) @ 

JB Chemical currently discharges liquid waste into Calgary’s municipal sewer system. However, the 

Calgary municipal government has informed JB that a surcharge of $4 per thousand cubic liters will soon 

be imposed for the discharge of this waste. This has prompted management to evaluate the desirability 

of treating its own liquid waste. 

A proposed system consists of three elements. The first is a retention basin, which would permit 

unusual discharges to be held and treated before entering the downstream system. The second is a 

continuous self-cleaning rotary filter required where solids are removed. The third is an automated 

neutralization process required where materials are added to control the alkalinity-acidity range. 

The system is designed to process 500,000 liters a day. However, management anticipates that only 

about 200,000 liters of liquid waste would be processed in a normal workday. The company operates 

300 days per year. The initial investment in the system would be $450,000, and annual operating costs 

are predicted to be $150,000. The system has a predicted useful life of ten years and a salvage value of 

$50,000. 

Required 

a. Determine the project’s net present value at a discount rate of 14 percent. 

b. Determine the project’s approximate internal rate of return. (Refer to Appendix 24B if you use the 

table approach.) 

c. Determine the project’s payback period. 

P24-30. NPV with Income Taxes: Straight-Line versus Accelerated Depreciation (1.2, ©) 

John Paul Jones Inc. is a conservatively managed boat company whose motto is, “The old ways are 

the good ways.” Management has always used straight-line depreciation for tax and external reporting 

purposes. Although they are reluctant to change, they are aware of the impact of taxes on a project’s 

profitability. 

Required 

For a typical $100,000 investment in equipment with a five-year life and no salvage value, determine 

the present value of the advantage resulting from the use of double-declining balance depreciation as 

opposed to straight-line depreciation. Assume an income tax rate of 40 percent and a discount rate 
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@ 
United Technologies 

@ 

P24-31. 

P24-32. 

P24-33. 

P24-34. 

of 16 percent. Also assume that there will be a switch from double-declining balance to straight-line 

depreciation in the fourth year. 

Payback Period and NPV: Taxes and Straight-Line Depreciation (92, ©, ©) 

Assume that United Technologies is evaluating a proposal to change the company’s manual design 

system to a computer-aided design (CAD) system. The proposed system is expected to save 10,000 

design hours per year; an operating cost savings of $40 per hour. The annual cash expenditures of 

operating the CAD system are estimated to be $200,000. The CAD system requires an initial investment 

of $500,000. The estimated life of this system is five years with no salvage value. The tax rate is 40 

percent, and United Technologies uses straight-line depreciation for tax purposes. United Technologies 

has a cost of capital of 16 percent. 

Required 

a. Compute the annual after-tax cash flows related to the CAD project. 

b. Compute each of the following for the project: 

1. Payback period. 

2. Net present value. 

NPV: Taxes and Accelerated Depreciation (9°) 

Assume the same facts as given in P24-31, except that management intends to use double-declining 

balance depreciation with a switch to straight-line depreciation (applied to any undepreciated balance) 

starting in Year 4. 

Required 

Determine the project’s net present value. 

NPV Total and Differential Analysis of Replacement Decision (02) 

Gusher Petro is evaluating a proposal to purchase a new processor that would cost $120,000 and have 

a salvage value of $12,000 in five years. Gusher’s cost of capital is 16 percent. It would provide annual 

operating cash savings of $15,000, as follows: 

2 Old © New = 
| Processor Processor 

Salaries $34,000 $44,000 

SUDDICS Henn cate percar Stic cere aise sree CL tu coer A eae 6,000 5,000 

WHI eS reenter my cicceemits eine et Lavan, nang echo Rene eR ac Beer 13,000 6,000 

Cleaningrandimalintenancenmamrrsisrtnina si see ere 22,000 5,000 

WO CZ CXOSNCMUIES «oon ncacsncovnocaesunascac. $75,000 $60,000 

If the new processor is purchased, Gusher will sell the old processor for its current salvage value of 

$30,000. If the new processor is not purchased, the old processor will be disposed of in five years at 

a predicted scrap value of $2,000. The old processor’s present book value is $50,000. If kept, the old 

processor will require repairs predicted to cost $40,000 in one year. 

Required 

a. Use the total cost approach to evaluate the alternatives of keeping the old processor and purchasing 

the new processor. Indicate which alternative is preferred. 

b. Use the differential cost approach to evaluate the desirability of purchasing the new processor. 

NPV Total and Differential Analysis of Replacement Decision (02) 

White Snow Automatic Laundry must either have a complete overhaul of its current dry-cleaning system 
or purchase a new one. Its cost of capital is 20 percent. White Snow’s accountant has developed the 
following cost projections: 

Present = New | 
ee System —s System © 

RUC ASG: COSU(NEW)Beaccsnaietiesnc teen cnn ier renner mean $40,000 $50,000 
meelanretialinteMeveel NEWWsksadeaoctoaaonacosenanconaddus 15,000 

Overhaulimecded aly. ceas eevee coat wee enn ee eee 20,000 
AMUAlL Gels ODekalinG | COStS islet it ta tn. i 35,000 20,000 
Current: Salvage: VallUC marca eeu nen ara ate tena ene ee 10,000 
SEINECE VEEN WEETSns von cbedonunaseosesccnuucer 2,500 10,000 
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If White Snow keeps the old system, it will have to be overhauled immediately. With the overhaul, the 

old system will have a useful life of five more years. 

Required 

a. Use the total cost approach to evaluate the alternatives of keeping the old system and purchasing 

the new system. Indicate which alternative is preferred. 

b. Use the differential cost approach to evaluate the desirability of purchasing the new system. 

P24-35. NPV Differential Analysis of Replacement Decision (1.02. ©) 

The management of Essen Manufacturing Company is currently evaluating a proposal to purchase a new, 

innovative drill press as a replacement for a less efficient piece of similar equipment, which would then 

be sold. The cost of the equipment, including delivery and installation, is $175,000. If the equipment is 

purchased, Essen will incura $5,000 cost in removing the present equipment and revamping service facilities. 

The present equipment has a book value of $100,000 and a remaining useful life of ten years. Because of 

new technical improvements that have made the present equipment obsolete, it now has a disposal value of 

only $40,000. Management has provided the following comparison of manufacturing costs: 

Ne : 

a me uipment — Equipment 
Annvalforogduction:(UinitS)emsrae meme errs aan ener cers ame 400,000 400,000 

Annual costs 

Directiabor(Deniinit) heen. <ote None See eit oO $0.075 $0.05 
Overhead _ 

Depreciation (10% of asset’s book value) .................. $10,000 $17,500 

(OiNa Ky sate bitte le os ahs ps oe bes cicka cree ators ef oe etiond inte the carne $48,000 $20,000 

Additional information follows: 

e Management believes that if the current equipment is not replaced now, it will have to wait ten 

years before replacement is justifiable. 

e Both pieces of equipment are expected to have a negligible salvage value at the end of ten years. 

e Management expects to sell the entire annual production of 400,000 units. 

e Essen’s cost of capital is 14 percent. 

Required 

Evaluate the desirability of purchasing the new equipment 

MANAGEMENT APPLICATIONS 

MA24-36. Payback, ARR, and IRR: Evaluating the Sale of Government Assets (Requires 

Spreadsheet) (162, 3, 5) 

In 2008 the City of Chicago agreed to lease 35,000 parking meters to a Morgan Stanley-led partnership 

for a one-time sum of $1.15 billion. The lease has been criticized as an example of “one-shot” deals 

arrived at behind closed doors to balance a current budget at the expense of future generations. Some 

have observed that deals such as this are akin to individuals using their retirement savings to meet 

current needs, instead of planning for the future. “These deals are rarely done under the light of public 

scrutiny,” says Richard G. Little, director of the Keston Institute for Public Finance at the University 

of Southern California. “Often the facts come out long after the deal is done.” 

Since the lease was signed, helped by parking-fee hikes, the partnership has earned a profit before 

taxes and depreciation of $0.80 per dollar of revenue. Projected revenues over the 75-year life of the 

lease are now projected at $11.6 billion. 

Defending the city’s action, Gene Saffold, Chicago’s chief financial officer, stated that “The 

concession agreement was absolutely the best deal for Chicagoans. ... The net present value of $11.6 

billion in revenue over the life of the 75-year agreement is consistent with $1.15 billion 

Required 

Evaluate the 75-year lease and determine if the projected revenues are consistent with the initial 

investment. To simplify your analysis assume equal revenues and operating costs in all periods, 

no investment required in working capital, and no salvage value at the end of the lease. Suggested 

elements of your solution include: 

4 “Windfall for Investors, A Loss for the Windy City,” Bloomberg Businessweek, August 29, 2010, pp. 44-45; Ianthe Jeanne 

Dugan, “Facing Budget Gaps, Cities Sell Parking, Airports, Zoo,” The Wall Street Journal, August 23, 2010, pp. Al, Al2. 

Morgan Stanley 
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MA24-37. 

MA24-38. 

. Determine the payback period in the absence of taxes. 

. Determine the accounting rate of return on the initial investment in the absence of taxes. 

Determine the accounting rate of return on the initial investment with a tax rate of 0.34. 

. Determine the internal rate of return in the absence of taxes. 

Determine the internal rate of return with a tax rate of 0.34. 

Summary of analysis and conclusions. ma AoOses 

Determining Terms of Automobile Leases (Requires Spreadsheet) (02, 5) 

Avant-Garde Motor Company has asked you to develop lease terms for the firm’s popular Avant- 

Garde Challenger, which has an average selling price (new) of $25,000. You know that leasing is 

attractive because it assists consumers in obtaining new vehicles with a small down payment and 

“reasonable” monthly payments. Market analysts have told you that to attract the widest number 

of young professionals, the Challenger must have an initial down payment of no more than $1,000, 

monthly payments of no more than $450, and lease terms of no more than three years. When the lease 

expires, Avant-Garde will sell the used Challengers at the automobile’s resale market price at that time. 

It is difficult to predict the future price of the increasingly popular Challenger, but you have obtained 

the following information on the average resale prices of used Challengers: 

Resale Price 

Avant-Garde’s cost of capital is 18 percent per year, or 1.5 percent per month. 

Required 

a. With the aid of spreadsheet software, develop a competitive and profitable lease payment 

program. Assume the down payment and the first lease payment are made immediately and that 

all subsequent lease payments are made at the start of the month. |Hint: Most software packages 

include a function such as the following: PMT (rate,nper,pv,fv,type), where rate = the time value 

of money; nper = the number of periods; pv = the present value; fv = the future value; and type 

= 0 (when the payment is at the end of the period) or 1 (when the payment is at the beginning of 

the period). For monthly payments, rate should be set at the annual rate divided by 12, and npr 

should be set at the number of months in the lease. Here, fv is the residual value. Consider the 

residual value as a future value and enter it as a negative number, indicating the lessor has not 

paid the full cost of the car.| 

b. Reevaluate the lease program assuming a down payment of $2,000. 

c. Reevaluate the lease program assuming a down payment of $1,000 and a $2,000 increase in 

residual values. 

d. Reevaluate the lease program assuming a down payment of $2,000 and a $2,000 increase in 

residual values. 

e. What is your final recommendation? What risks are associated with your recommendation? Are 

there any other actions to consider? 

Evaluating Data and Using Payback Period for an Investment Proposal (05, §) 

To determine the desirability of investing in a 21-inch monitor (as opposed to the typical 17-inch 
monitor that comes with a new personal computer), researchers developed an experiment testing the 
time required to perform a set of tasks. The tasks included the following: 

¢ Setting up a meeting using electronic mail. 

¢ Reviewing meeting requests. 

e Checking an on-line schedule. 

e Embedding a video file into a document. 

¢ Searching a customer database to find a specific set of contracts. 

¢ Copying a database into a spreadsheet. 

e Modifying a slide presentation. 

The researchers assumed this was a typical set of tasks performed by a manager. They determined 
that there was a 9 percent productivity gain using the 21-inch monitor. One test manager commented 
that the largest productivity gain came from being able to have multiple applications open at the same 
time and from being able to view several files at once. 



Module 24 | Capital Budgeting Decisions 24-38 

Required 

Accepting the 9 percent productivity gain as accurate, what additional information is needed to 

determine the payback period of an investment in one 21-inch monitor that is to be used by a manager? 

Make any necessary assumptions and obtain whatever data you can (perhaps from computer component 

advertisements) to determine the payback period for the proposed investment. 

MA24-39. IRR and NPV with Performance Evaluation Conflict (102, 4, 5) 

Pepperoni Pizza Company owns and operates fast-service pizza parlors throughout North America. 

The firm operates on a regional basis and provides almost complete autonomy to the manager of each 

region. Regional managers are responsible for long-range planning, capital expenditures, personnel 

policies, pricing, and so forth. Each year the performance of regional managers is evaluated by 

determining the accounting return on fixed assets in their regions; a return of 14 percent is expected. 

To determine this return, regional net income is divided by the book value of fixed assets at the start 

of the year. Managers of regions earning a return of more than 16 percent are identified for possible 

promotion, and managers of regions with a return of less than 12 percent are subject to replacement. 

Mr. Light, with a degree in hotel and restaurant management, is the manager of the Northeast 

region. He is regarded as a “rising star” and will be considered for promotion during the next two years. 

Light has been with Pepperoni for a total of three years. During that period, the return on fixed assets 

in his region (the oldest in the firm) has increased dramatically. He is currently considering a proposal 

to open five new parlors in the Boston area. The total project involves an investment of $640,000 and 

will double the number of Pepperoni pizzas sold in the Northeast region to a total of 600,000 per year. 

At an average price of $6 each, total sales revenue will be $3,600,000. 

The expenses of operating each of the new parlors include variable costs of $4 per pizza and fixed 

costs (excluding depreciation) of $80,904 per year. Because each of the new parlors has only a five-year 

life and no salvage value, yearly straight-line depreciation will be $25,600 [($640,000 = 5 parlors) + 

5 years]. 

Required 

a. Evaluate the desirability of the $640,000 investment in new pizza parlors by computing the 

internal rate of return and the net present value. Assume a time value of money of 14 percent. 

(Refer to Appendix 24B if you use the table approach.) 

b. If Light is shrewd, will he approve the expansion? Why or why not? (Additional computations are 

suggested.) 

MA24-40. NPV and Project Reevaluation with Taxes, Straight-Line Depreciation (02, 5, 6) 

In 2010, the Bayside Chemical Company prepared the following analysis of an investment proposal 

for a new manufacturing facility: 

Predicted... 12%... Present. 
Cash —__—s Year(s) ~= Present = Value: 
Inflows | ofCash Value —-— of Cash_—™ 

(outflows) Flows. Factor ‘Flows’ 

ee Aye _ (B) (C) (A)x(C) 

Initial investment 

EIXediaSSetSea st waren eemitet ier ee ein $(800,000) 0 1.000 $ (800,000) 

WOrkiINGiCap ital tamatich ate cients tort) eet (100,000) 0 1.000 (100,000) 

Operations 

Annual taxable income 

without depreciation...............0. 300,000 1-5 3.605 1,081,500 

Taxes on income 

(SSO0;O0 0830534) Risee ens eptity scree et (102,000) 1-5 3.605 (367,710) 

Depreciation tax shield................. 54,400* 1-5 3.605 196112 

Disinvestment 

SitemeStOnatiOn ray svenwonte was tyene ceensusyec r= po%e 80,000 3 0.567 (45,360) 

Tax shield of restoration 

(SBO;OOO OLS )ite ates ce etrahtel state ee a 27,200 5 0.567 15,422 

Working icabitalitaeminetepacr meri eeerynte 100,000 5 0.567 56,700 

NeppresenavaluerofallicasShmtlOwSwerernen recta tre terns arntrEs cnccetaansa (os rere ia as < $ 36,664 

*Computation of depreciation tax shield: 

Annual straight-line depreciation ($800,000 + 5).............. $160,000 

TANG FALC; Ming ene pence eres agate ene cts esgadegencreh er ote aye spineistienieium sere) ay Ss Xx 0.34 

Depreciationytax:s lela meme aetet tine «ae acy sea anyones setae $ 54,400 
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Because the proposal had a positive net present value when discounted at Bayside’s cost 

of capital of 12 percent, the project was approved; all investments were made at the end of 2011. 

Shortly after production began in January 2012, a government agency notified Bayside of required 

additional expenditures totaling $200,000 to bring the plant into compliance with new federal emission 

regulations. Bayside has the option either to comply with the regulations by December 31, 2012, or to 

sell the entire operation (fixed assets and working capital) for $250,000 on December 31, 2012. The 

improvements will be depreciated over the remaining four-year life of the plant using straight-line 

depreciation. The cost of site restoration will not be affected by the improvements. If Bayside elects 

to sell the plant, any book loss can be treated as an offset against taxable income on other operations. 

This tax reduction is an additional cash benefit of selling. 

Required 

a. Should Bayside sell the plant or comply with the new federal regulations? To simplify 

calculations, assume that any additional improvements are paid for on December 31, 2012. 

b. Would Bayside have accepted the proposal in 2011 if it had been aware of the forthcoming federal 

regulations? 

c. Do you have any suggestions that might increase the project’s net present value? (No calculations 

are required.) 

MA24-41. Post-Audit and Reevaluation of Investment Proposal: NPV (1.0%. 2. >) 

Anthony Company’s capital budgeting committee is evaluating a capital expenditure proposal for 

the production of a high definition television receiver to be sold as an add-on feature for personal 

computers. The proposal calls for an independent contractor to construct the necessary facilities by 

December 31, 2012, at a total cost of $250,000. Payment for all construction costs will be made on that 

date. An additional $50,000 in cash will also be made available on December 31, 2012, for working 

capital to support sales and production activities. 

Management anticipates that the receiver has a limited market life; there is a high probability that 

by 2019 all new PCs will have built-in high definition receivers. Accordingly, the proposal specifies 

that production will cease on December 31, 2018. The investment in working capital will be recovered 

on that date, and the production facilities will be sold for $30,000. Predicted net cash inflows from 

operations for 2013 through 2018 are as follows: 

20 1B Piva few conde vegies tee, decor pamahe gos $100,000 

PAO) AEERe eRe NA tare eens eee circa ere cre 100,000 

COTO ee rie Mesccns ag regs trier caso erties 100,000 

ZOMG IAS Fee gir teh. Sete fee ea 40,000 

ZOU Tie agen cre eserscnnirch sy fase vex ccone een 40,000 

AGN Wels cae tae teusieatr eG Aa as eaee earn cereal ENED 40,000 

Anthony Company has a time value of money of 16 percent. For capital budgeting purposes, all cash 

flows are assumed to occur at the end of each year. 

Required 

a. Evaluate the capital expenditure proposal using the net present value method. Should Anthony 

accept the proposal? 

b. Assume that the capital expenditure proposal is accepted, but construction delays caused by labor 

problems and difficulties in obtaining the necessary construction permits delay the completion of 
the project. Payments totaling $200,000 were made to the construction company on December 31, 
2012, for that year’s construction. However, completion is now scheduled for December 31, 2013, 
and an additional $100,000 will be required to complete construction. If the project is continued, 
the additional $100,000 will be paid at the end of 2013, and the plant will begin operations on 
January 1, 2014. 

Because of the cost overruns, the capital budgeting committee requests a reevaluation of 
the project in early 2013, before agreeing to any additional expenditures. After much effort, the 
following revised predictions of net operating cash inflows are developed: 

PAK Siemens Wer cenirn eechc. tid weno ec uina $120,000 

PAU Rebs Rate cachet. Daan erseicto, cabo Dickotht 100,000 

PA oe eee eh nearer oi Giacs oid cape 40,000 

204 Ds ee SER See a ee 40,000 
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The working capital investment and disinvestment and the plant salvage values have not changed, 

except that the cash for working capital would now be made available on December 31, 2013. 

Use the net present value method to reevaluate the initial decision to accept the proposal. Given 

the information currently available about the project, should it have been accepted in 2012? 

(Hint: Determine the net present value as of December 31, 2012, assuming management has not 

committed Anthony to the proposal.) 

c. Given the situation that exists in early 2013, should management continue or cancel the project? 

Assume that the facilities have a current salvage value of $50,000. (Hint: Assume that the 

decision is being made on January 1, 2013.) 

MA24-42. Post-Audit and Reevaluation of Investment Proposal: IRR (L074, 2, 5) 

Throughout his four years in college, Ronald King worked at the local Beef Burger Restaurant in 

College City. Although the working conditions were good and the pay was not bad, Ron believed he 

could do a much better job of managing the restaurant than the current owner-manager. In particular, 

Ron believed that the proper use of marketing campaigns and sales incentives, such as selling a second 

burger for a 25 percent discount, could increase annual sales by 50 percent. 

Just before graduation in 2011, Ron inherited $500,000 from his great uncle. He seriously 

considered buying the restaurant. It seemed like a good idea because he liked the town and its college 

atmosphere, knew the business, and always wanted to work for himself. He also knew that the current 

owner wanted to sell the restaurant and retire to Florida. As part of a small business management 

course, Ron developed the following income statement for the restaurant’s 2010 operations: 

$450,000 
Expenses 

COSHOTIOOG Vinca arbre niaessoein eh aciner auc: ade: $150,000 

SUD PIGS Bas aenetct certs mun casita e os eeennvenseee: WARP INOR ones ae 20,000 

EMpPIOVEGIEXPCNSCS rae aycpet ater ece a arc nensieueee ees 140,000 

ITITISS meee teeteerteroene tere rintormea te Mauererar 28,000 

PrOperty axes) stpeciers ac cree osemeres ceil scayaterdusia, as 20,000 

INSURANCE armies ch comer oy viene Soke cin eects er ceneniad iter 10,000 

NAVOILISING Barre ntacieuahorstet sal tao erecta saree aloes cleats 8,000 

Depreclationgprercsctemiacts seaetaua ten creu sia soslesu one ses 60,000 436,000 

NGHINGOMe te eet terrier mete ain pier ieee pee mere ren $ 14,000 

Ron believed that the cost of food and supplies were all variable, the employee expenses and utilities 

were one-half variable and one-half fixed in 2010, and all other expenses were fixed. If Ron purchased 

the restaurant and followed through on his plans, he believed there would be a 50 percent increase in 

unit sales volume and all variable costs. Of the fixed costs, only advertising would increase by $12,000. 

The use of discounts and special promotions would, however, limit the increase in sales revenue to 

only 40 percent even though sales volume increased 50 percent. 

Required 

a. Determine 

1. The current annual net cash inflow. 

2. The predicted annual net cash inflow if Ron executes his plans and his assumptions are 

correct. 

b. Ron believes his plan would produce equal net cash inflows during each of the next 15 years, 

the period remaining on a long-term lease for the land on which the restaurant is built. At the 

end of that time, the restaurant would have to be demolished at a predicted net cost of $80,000. 

Assuming Ron would otherwise invest the money in stock expected to yield 12 percent, determine 

the maximum amount he should pay for the restaurant. 

c. Assume that Ron accepts an offer from the current owner to buy the restaurant for $400,000. 

Unfortunately, although the expected increase in sales volume does occur, customers make 

much more extensive use of the promotions than Ron had anticipated. As a result, total sales 

revenues are 8 percent below projections. Furthermore, to improve employee attitudes, Ron gave 

a 10 percent raise immediately after purchasing the restaurant. Reevaluate the initial decision 

using the actual sales revenue and the increase in labor costs, assuming conditions will remain 
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unchanged over the remaining life of the project. Was the investment decision a wise one? (Round 

calculations to the nearest dollar.) 

d. Ron can sell the restaurant to a large franchise operator for $300,000. Alternatively, he believes 

that additional annual marketing expenditures and changes in promotions costing $20,000 per 

year could bring the sales revenues up to their original projections, with no other changes in 

costs. Should Ron sell the restaurant or keep it and make the additional expenditures? (Round 

calculations to the nearest dollar.) (Hint: Ron has just bought the restaurant.) 

SOLUTIONS TO REVIEW PROBLEMS 

Mid-Module Review 

Solution 
Basic computations: 

Initial investment 

Dépreciable’assets sere tota tates Vs etare fanaa Ste aah s iy a eee a ee $27,740 

Workingicapital items nisin, seme ance ne eee tr) eet ee oe fe ee ae 3,000 

TORE 208 eee nee eh ere ae er TD eae nc ae nr > Oar $30,740 

Operation 

Cash Teel tS Arnon seit wouter oh ondansetron $25,000 

GaSHICXDEMCILUTCS cameras ectnnes wea eetenc es. «eer a 7) asks ace Ree nanan (15,000) 

Netucas hull w Metaeeyacs sossviey cies scchtamect ect eiey ae gi eaasreec hee ee $10,000 

Disinvestment 

Saleiondepreciable‘assetsecrare see ttre saeco els he eS eee $ 2,000 

RIESIENEIN? Of WOMMING)GEIINEl sonar oaedonendevcgeadoressseeugunes 3,000 

TOCA ee SOM eee ccevath eee or Ren eae ee ete Noe Sy ehh an oe $ 5,000 

a. Net present value at a 10 percent discount rate: 

Predicted 10% Present 
Cash Year(s) Present Value 

Inflows — of Cash Value of Cash 

(outflows) Flows Factor Flows 

ae oe ae oe HAY (B) (C) (A) x (C) 

InitialinVeStii iitaree ett an aa $(30,740) 0 1.000 $(30,740) 

Openationeans es scenie cuca ae 10,000 1-4 3.170 31,700 

DI SMAMESUTMEM sod acca e oh om eee ad or 5,000 4 0.683 3,415 

Net present value of all 

CaShiflOoWSe ranean $ 4,375 

b. Internal rate of return: 

Using a spreadsheet, the proposal’s internal rate of return is readily determined to be 16 percent: 

B 

Cash flow 

$(30,740) 

10,000 
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The table approach requires additional analysis. Because the proposal has a positive net present value 

when discounted at 10 percent, its internal rate of return must be higher than 10 percent. Through a trial- 

and-error approach, the internal rate of return is determined to be 16 percent. 

pany 

ANE TMESIAMENE ooo eG eceee dances. $(30,740) 0 1.000 $(30,740) 

© Deratlonpeeerer cts cree aces ie kt 10,000 1-4 2.798 27,980 

DISIAVEStIMen taper mt tthe eso coer: 5,000 4 0.552 2,760 

Net present value of all 

CaShitlOWS seeweawee peer ieaeraian Verano mots eee eRe a ken oy kA ce ee Ne ERA $ 0 

Module-End Review 

Solution 

Basic computations: 

Initial investment 

Bepreciableasscts ee eae Ser noe, 2a ee ee a ee $27,740 

VVORKING {Capital lpemenas ee wm ietercet eran son cc An Meade alesse he ae inte io Geel eheinces 3,000 

ARC! acc sora a tegtienremos vce en dietec. Ue pene ae cnc peo rane rR ERE Ne ane NEC NRE $30,740 

Operation 

Gash TECelols eset eee ache car ese ene tens vain yer toe atte sua ele Spare $25,000 

GaShkeXPSNGIRUNCS Sie meevt cea ecto denen Seenes specie eo ytee ce eae enetn ete (15,000) 

INGHECASHI mil Witmer ucit ratio rene Sane A cdran- er eas pretes = Mo A sce Bir ant eo $10,000 

Disinvestment 

SaleonGenreclablevasSetS ay scaecnn irene secant nannies $ 2,000 

ReECOven/Onworking Capital eam ngwareme esata pie ere eicteisici eer ies 3,000 

ORE Fs seu G&G PRS, OPC POO SEEN ctr DONT ee EG ae $ 5,000 

a. Payback period = $30,740 + $10,000 

= 3.074 years 

b. Accounting rate of return on initial and average investments: 

MUA AEH CAC Aino Olan Clone on cco cconeeognooun occa oaeno ne $10,000 

Less average annual depreciation 

(CET = SOO) SCAN ony 0 Bao stito-n 0.08. ona once ROR OTERO Cero TION Ope (6,435) 

Avelage-annUalkimcheaSe: Ini mete O i Orprterste sree) sletaletel= ter) ekeac eters sine $ 3,565 

Average investment = ($30,740 + $5,000) + 2 

= Gl fe7) 

Accounting rate of return _ $3565 

on initial investment $30,740 

= 0.1160, or 11.6% 

Accounting rate of return _ $3 565 
on average investment $17,870 

= 0.1995, or 19.95% 
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Appendix 

Compound Interest 

Tables 
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| TABLE 1 Present Value of Single Amount p=1/(1+ i)' 

Ce oo. Interest Rate 2 
“Period 0. 002 003 004 005 006 007 008 o09 10. 

+ 0.99010 0.98039 0.97087 0.96154 0.95238 0.94340 0.93458 0.92593 0.91743 0.90909 
2 0.98030 0.96117 0.94260 0.92456 + 0.90708 0.89000 0.87344 0.85734 0.84168 0.82645 0.81162 0.79719 

3 0.97059 0.94232 0.91514 0.88900 0.86384 0.83962 0.81630 0.79383 0.77218 0.75131 0.73119 0.71178 
4 0.96098 0.92385 0.88849 -~=—«0.85480»=s«0.82270»=«0.79209»«0.76290»««0.73508-~= «0.70843 = s«0.68301 +—:0.65873 ~——-0.63552 
5 0.95147 0.90573 ~—«0.86261-—«0.82193-«0.78353.-« «0.74726 ~=—«0.71299 ~—-:0.68058 ~=-:0.64993-—S «0.62092 «0.59345 _—:0.56743 
6 
7 
8 

0.11 
0.90090 ~ 0.89286 

0.94205 0.88797 0.83748 0.79031 0.74622 0.70496 0.66634 0.63017 0.59627 0.56447 0.53464 0.50663 

0.93272 0.87056 0.81309 0.75992 0.71068 0.66506 0.62275 0.58349 0.54703 0.51316 0.48166 0.45235 

0.92348 0.85349 0.78941 0.73069 0.67684 0.62741 0.58201 0.54027 0.50187 0.46651 0.43393 0.40388 

¢) 0.91434 0.83676 0.76642 0.70259 0.64461 0.59190 0.54393 0.50025 0.46043 0.42410 0.39092 0.36061 

10 0.90529 0.82035 0.74409 0.67556 0.61391 0.55839 0.50835 0.46319 0.42241 0.38554 0.35218 0.32197 

11 0.89632 0.80426 0.72242 0.64958 0.58468 0.52679 0.47509 0.42888 0.38753 0.35049 0.31728 0.28748 

12 0.88745 0.78849 0.70138 0.62460 0.55684 0.49697 0.44401 0.39711 0.35553 =—-«0.31863 =: 0.28584 =: 0.25668 

13 0.87866 0.77303 0.68095 0.60057 0.53032 0.46884 0.41496 0.36770 0.32618 0.28966 0.25751 0.22917 

14 0.86996 0.75788 0.66112 0.57748 0.50507 0.44230 0.38782 0.34046 0.29925 0.26333 0.23199 0.20462 

15 0.86135 0.74301 0.64186 0.55526 0.48102 0.41727 0.36245 0.31524 0.27454 0.23939 0.20900 0.18270 

16 0.85282 0.72845 0.62317 0.53391 0.45811 0.39365 0.33873 0.29189 0.25187 0.21763 0.18829 0.16312 

Ue 0.84438 0.71416 0.60502 0.51337 0.43630 0.37136 0.31657 0.27027 0.23107 0.19784 0.16963 0.14564 

18 0.83602 0.70016 0.58739 0.49363 0.41552 0.35034 0.29586 0.25025 0.21199 0.17986 0.15282 0.13004 

19 0.82774 0.68643 0.57029 0.47464 0.39573 0.33051 0.27651 0.23171 0.19449 0.16351 0.13768 = 0.11611 

20 0.81954 0.67297 0.55368 0.45639 0.37689 0.31180 0.25842 0.21455 0.17843 0.14864 0.12403 0.10367 

21 0.81143 0.65978 0.53755 0.43883 0.35894 0.29416 0.24151 0.19866 0.16370 0.13513 0.11174 0.09256 

22 0.80340 0.64684 0.52189 0.42196 0.34185 0.27751 0.22571 0.18394 0.15018 0.12285 0.10067 0.08264 

23 0.79544 0.63416 0.50669 0.40573 0.32557 0.26180 0.21095 0.17032 0.13778 0.11168 0.09069 0.07379 

24 0.78757 =0.62172 »=90.491938 0.39012 0.31007 0.24698 0.19715 0.15770 0.12640 0.10153 0.08170 0.06588 

25 0.77977 =0.60953 0.47761 0.37512 0.29530 0.23300 0.18425 0.14602 0.11597 0.09230 0.07361 0.05882 

30 0.74192 0.55207 0.41199 0.30832 0.23138 0.17411 0.13137 0.09938 0.07537 0.05731 0.04368 0.03338 

35 0.70591 0.50003 0.35538 0.25342 0.18129 0.13011 0.09366 0.06763 0.04899 0.03558 0.02592 0.01894 

40 0.67165 0.45289 0.30656 0.20829 0.14205 0.09722 0.06678 0.04603 0.03184 0.02209 0.01538 0.01075 

of O ty p=1- 10+ )yvi 

__ Interest Rate a ab 
lriod «0.01, 002 008 00d 005 =e Ser os «= neo 

1 0.99010 0.98039 0.97087 0.96154 0.95238 0.94340 0.93458 0.92593 0.91743 0.90909 0.90090 0.89286 

2 1.97040 1.94156 1.91347 1.88609 1.85941 1.83339 1.80802 1.78326 1.75911 1.73554 1.71252 1.69005 

3 2.94099 2.88388 2.82861 2.77509 2.72325 2.67301 2.62432 PAS TAD 2.53129 2.48685 2.44371 2.40183 

4 3.90197 3.80773 3.71710 3.62990 3.54595 3.46511 3.38721 3.31213 3.23972 3.16987 3.10245 3.03735 

5 4.85343 4.71346 4.57971 4.45182 4.32948 4.21236 4.10020 3.99271 3.88965 3.79079 3.69590 3.60478 

6 

i 

8 

5.79548 5.60143 5.41719 5.24214 5.07569 4.91732 4.76654 4.62288 4.48592 4.35526 4.23054 4.11141 

6.72819 6.47199 6.23028 6.00205 5.78637 5.58238 5.38929 5.20637 5.03295 4.86842 4.71220 4.56376 

7.65168 7.32548 7.01969 6.73274 6.46321 6.20979 5.97130 5.74664 5.53482 5.33493 5.14612 4.96764 

9 8.56602 8.16224 7.78611 7.43533 7.10782 6.80169 6.51523 6.24689 5.99525 5.75902 5.53705 5.32825 

10 9.47130 8.98259 8.53020 8.11090 7.72173 7.36009 7.02358 6.71008 6.41766 6.14457 5.88923 5.65022 

iA 10.36763 9.78685 9.25262 8.76048 8.30641 7.88687 7.49867 7.13896 6.80519 6.49506 6.20652 5.93770 

12 11.25508 10.57534 9.95400 9.38507 8.86325 8.38384 7.94269 7.53608 7.16073 6.81369 6.49236 6.19437 

13 12.13374 11.34837 10.63496 9.98565 9.39357 8.85268 8.35765 7.90378 7.48690 7.10336 6.74987 6.42355 

14 13.00370 12.10625 11.29607 10.56312 9.89864 9.29498 8.74547 8.24424 7.78615 7.36669 6.98187 6.62817 
15 13.86505 12.84926 11.93794 11.11839 10.37966 9.71225 9.10791 8.55948 8.06069 7.60608 7.19087 6.81086 
16 14.71787 13.57771 12.56110 11.65230 10.83777 10.10590 9.44665 8.85137 8.31256 7.82371 7.37916 6.97399 
17 15.56225 14.29187 13.16612 12.16567 11.27407 10.47726 9.76322 9.12164 8.54363 8.02155 7.54879 7.11963 
18 16.39827 14.99203 13.75351 12.65930 11.68959 10.82760 10.05909 9.37189 8.75563 8.20141 7.70162 7.24967 
19 17.22601 15.67846 1432380 13.13394 12.08532 11.15812 10.33560 9.60360 8.95011 8.36492 7.83929 7.36578 

20 18.04555 16.35143 14.87747 13.59033 12.46221 11.46992 10.59401 9.81815 9.12855 8.51356 7.96333 7.46944 
21 18.85698 17.01121 15.41502 14.02916 12.82115 11.76408 10.83553 10.01680 9.29224 8.64869 8.07507 7.56200 
22 19.66038 17.65805 15.93692 14.45112 13.16300 12.04158 11.06124 10.20074 9.44243 8.77154 8.17574 7.64465 
23 20.45582 18.29220 16.44361 14.85684 13.48857 12.30338 11.27219 10.37106 9.58021 8.88322 8.26643 7.71843 
24 21.24339 18.91393 16.93554 15.24696 13.79864 12.55036 11.46933 10.52876 9.70661 8.98474 8.34814 7.78432 
25 22.02316 19.52346 17.41315 15.62208 14.09394 12.78336 11.65358 10.67478 9.82258 9.07704 8.42174 7.84314 
30 25.80771 22.39646 19.60044 17.29203 15.37245 13.76483 12.40904 11.25778 10.27365 9.42691 8.69379 8.05518 
35 29.40858 24.99862 21.48722 18.66461 16.37419 14.49825 12.94767 11.65457 10.56682 9.64416 8.85524 8.17550 
40 32.83469 27.35548 23.11477 19.79277 17.15909 15.04630 13.33171 11.92461 10.75736 9.77905 8.95105 8.24378 



Module A | Compound Interest Tables A-3 

| TABLE 3 Future Value of Single Amount f=(1+ it 

é 08 a rae 
1.01000 1.02000 1.03000 1.04000 1.05000 1.06000 1.08000 1.09000 1.10000 1.11000 1.12000 
1.02010 1.04040 1.06090 1.08160 1.10250 1.12360 1.14490 1.16640 1.18810 1.21000 1.23210 1.25440 
1.03080 1.06121 1.09273 1.12486 1.15763 1.19102 1.22504 1.25971 1.29503 1.33100 1.36763 1.40493 
1.04060 1.08243 1.12551 1.16986 1.21551 1.26248 1.31080 1.36049 1.41158 1.46410 1.51807 1.57352 
1.05101 1.10408 1.15927 1.21665 1.27628 1.33823 1.40255 1.46933 1.53862 1.61051 1.68506 1.76234 
1.06152 1.12616 1.19405 1.26532 1.34010 1.41852 1.50073 1.58687 1.67710 1.77156 1.87041 1.97382 
1.07214 1.14869 1.22987 1.31593 1.40710 1.50363 1.60578 1.71382 1.82804 1.94872 2.07616 2.21068 
1.08286 1.17166 1.26677 1.36857 1.47746 1.59385 1.71819 1.85093 1.99256 2.14359 2.30454 2.47596 
1.09369 1.19509 1.30477 1.42331 1.55133 1.68948 1.83846 1.99900 2.17189 2.35795 2.55804 2.77308 
1.10462 1.21899 1.34392 1.48024 1.62889 1.79085 1.96715 2.15892 2.36736 2.59374 2.83942 3.10585 
1.11567 1.24337 1.38423 1.53945 1.71034 1.89830 2.10485 2.33164 2.58043 2.85312 3.15176 3.47855 
1.12683 1.26824 1.42576 1.60103 1.79586 2.01220 2.25219 2.51817 2.81266 3.13843 3.49845 3.89598 
1.13809 1.29361 1.46853 1.66507 1.88565 2.13293 2.40985 2.71962 3.06580 3.45227 3.88328 4.36349 
1.14947 1.31948 1.51259 1.73168 1.97993 2.26090 2.57853 2.93719 3.34173 3.79750 4.31044 4.88711 
1.16097 1.34587 1.55797 1.80094 2.07893 2.39656 2.75903 3.17217 3.64248 4.17725 4.78459 5.47357 
1.17258 1.37279 1.60471 1.87298 2.18287 2.54035 2.95216 3.42594 3.97031 4.59497 5.31089 6.13039 
1.18430 1.40024 1.65285 1.94790 2.29202 2.69277 3.15882 3.70002 4.32763 5.05447 5.89509 6.86604 
1.19615 1.42825 1.70243 2.02582 2.40662 2.85434 3.37993 3.99602 4.71712 5.55992 6.54355 7.68997 
1.20811 1.45681 1.75351 2.10685 2.52695 3.02560 3.61653 4.31570 5.14166 6.11591 7.26334 8.61276 
1.22019 1.48595 1.80611 2.19112 2.65330 3.20714 3.86968 4.66096 5.60441 6.72750 8.06231 9.64629 
1.23239 1.51567 1.86029 2.27877 2.78596 3.39956 4.14056 5.03383 6.10881 7.40025 8.94917 10.80385 
1.24472 1.54598 1.91610 2.36992 2.92526 3.60354 4.43040 5.43654 6.65860 8.14027 9.93357 12.10031 
1.25716 1.57690 1.97359 2.46472 3.07152 3.81975 4.74053 5.87146 7.25787 8.95430 11.02627 13.55235 
1.26973 1.60844 2.03279 2.56330 3.22510 4.04893 5.07237 6.34118 7.91108 9.84973 12.23916 15.17863 
1.28243 1.64061 2.09378 2.66584 3.38635 4.29187 5.42743 6.84848 8.62308 10.83471 13.58546 17.00006 
1.34785 1.81136 2.42726 3.24340 4.32194 5.74349 7.61226 10.06266 13.26768 17.44940 22.89230 29.95992 
1.41660 1.99989 2.81386 3.94609 5.51602 7.68609 10.67658 14.78534 20.41397 28.10244 38.57485 52.79962 
1.48886 2.20804 3.26204 4.80102 7.03999 10.28572 14.97446 21.72452 31.40942 45.25926 65.00087 93.05097 
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TABLE 4 Future Value of an Ordinary Annuity 

Period 601 002 0.03. 0.04 008 000. | 0.08 009 0.10 
1.00000 1.00000 1.00000 1.00000 1.00000 1 00000 1.00000 1.00000 1.00000 1 00000 1.00000 1.00000 st 

2 2.01000 2.02000 2.03000 2.04000 2.05000 2.06000 2.07000 2.08000 2.09000 2.10000 2.11000 2.12000 

3 3.03010 3.06040 3.09090 3.12160 3.15250 3.18360 3.21490 3.24640 3.27810 3.31000 3.34210 3.37440 

4 4.06040 4.12161 4.18363 4.24646 4.31013 4.37462 4.43994 4.50611 4.57313 464100 4.70973 4.77933 

& 5.10101 5.20404 5.30914 5.41632 5.52563 5.63709 5.75074 5.86660 5.98471 6.10510 6.22780 6.35285 

6 6.15202 6.30812 6.46841 6.63298 6.80191 6.97532 7.15329 7.33593 7.52333 7.71561 FIN286 SS AS19 

if 7.21354 7.43428 7.66246 7.89829 8.14201 8.39384 8.65402 8.92280 9.20043 9.48717 9.78327 10.08901 

8 8.28567 8.58297 8.89234 9.21423 9.54911 9.89747 10.25980 10.63663 11.02847 11.43589 11.85943 12.29969 

9 9.36853 9.75463 10.15911 10.58280 11.02656 11.49132 11.97799 12.48756 13.02104 13.57948 14.16397 14.77566 

10 10.46221 10.94972 11.46388 12.00611 12.57789 13.18079 13.81645 14.48656 15.19293 15.93742 16.72201 17.54874 

11 11.56683 12.16872 12.80780 13.48635 14.20679 14.97164 15.78360 16.64549 17.56029 1853117 19.56143 20.65458 

12 12.68250 13.41209 14.19203 15.02581 15.91713 16.86994 17.88845 18.97713 20.14072 21.38428 22.71319 24.13313 

13 13.80933 14680383 15.61779 16.62684 17.71298 18.88214 20.14064 21.49530 22.95338 24.52271 26.21164 28.02911 

14 14.94742 15.97394 17.08632 18.29191 19.59863 21.01507 22.55049 24.21492 26.01919 27.97498 30.09492 32.39260 

15 16.09690 17.29342 18.59891 20.02359 21.57856 23.27597 25.12902 27.15211 29.36092 31.77248 34.40536 37.27971 

16 17.25786 18.63929 20.15688 21.82453 23.65749 25.67253 27.88805 30.32428 33.00340 35.94973 39.18995 42.75328 

7 18.43044 20.01207 21.76159 23.69751 25.84037 28.21288 30.84022 33.75023 36.97370 40.54470 44.50084  48.88367 

18 19.61475 21.41231 23.41444 25.64541 28.13238 30.90565 33.99903 37.45024 41.30134 45.59917 50.39594 55.74971 

19 20.81090 22.84056 25.11687 27.67123 30.53900 33.75999 37.37896 41.44626 46.01846 51.15909 56.93949 63.43968 

20 22.01900 24.29737 26.870387 29.77808  33.06595 36.78559 40.99549 45.76196 51.16012 57.27500 64.20283 72.05244 

21 23.23919 25.78332 28.67649 31.96920 35.71925 39.99273 44.86518 50.42292 56.76453 64.00250 72.26514 81.69874 

22 24.47159 27.29898 30.53678 34.24797 38.50521 43.39229 49.00574 55.45676 62.87334 71.40275 81.21431 92.50258 

23 25.71680 28.84496 32.45288 36.61789 41.43048 46.99583 53.43614 60.89330 69.53194 79.54302 91.14788 104.60289 

24 26.97346 30.42186 34.42647 39.08260 44.50200 50.81558 58.17667 66.76476 76.78981 88.49733 102.17415 118.15524 

ZS 28.24320 32.08030 36.45926 41.64591 47.72710 54.86451 63.24904 73.10594 84.70090 98.34706 114.41331 133.33387 

30 34.78489 40.56808 47.57542 56.08494 66.43885 79.05819 94.46079 113.28321 136.30754 164.49402 199.02088 241.33268 

35 41.66028 49.99448 60.46208 73.65222 90.32031 111.43478 138.23688 172.31680 215.71075 271.02437 341.58955 431.66350 

48.88637 60.40198 75.40126 95.02552 120.79977 154.76197 199.63511 259.05652 337.88245 442.59256 581.82607 767.09142 a oO 
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STARBUCKS 

Starbucks Corporation is the leading retailer, roaster, and 

brander of specialty coffee. The company has broad geo- 

graphic reach. At last count, Starbucks operated 11,131 

stores in the U.S. and another 5,727 stores in scores of 

countries around the world. In 2011, the company reported 

strong operating results: net income of $1,248.0 million on 

revenue of $11.7 billion. Income is up for the third straight 

year, up by 32% compared to 2010. 

The company was hard hit during the 2008-2009 reces- 

sion when customers switched from “luxury” goods such as 

premium coffees to more economical items. The company 

recorded restructuring charges, made significant changes 

to its operations, and has not looked back. As Starbucks’ 

income declined and then recovered, so too has the com- 

pany’s stock price as the following chart illustrates: 

Starbucks’ Stock Price 

2007 2008 2009 

B-1 

2010 2011 
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Define and describe the framework for the statement of cash flows. (p. B-3) 

Define and explain net cash flows from operating activities. (p. B-6) 

Define and explain net cash flows from investing activities. (p. B-11) 

Define and explain net cash flows from financing activities. (p. B-12) 

Describe and apply ratios based on operating cash flows. (p. B-16) 

Although Starbucks’ income declined by 53% in 2008, dix helps answer these and other questions. It begins by 

operating cash flow declined by only 5%. Similarly, when describing the process of constructing the statement of 

income recovered by 140% in 2010, the increase in cash cash flows. Next, it explains how we use and interpret the 

flows was a more modest 20%. Over the 2006 to 2011 statement of cash flows to aid both internal and external 

period, Starbucks’ cash flows have been far less volatile business decisions. 

than its net income, as the graphic below reveals. What 

is behind this relation? What does it mean? This appen- Sources: Starbucks 2011 10-K and Annual Report. 

Starbucks’ Net Income and Operating Cash Flow ($ millions) 

2006 2007 2008 2009 2010 2011 

GJ Net income (Operating Cash Flow 

B-2 



B-3 Appendix B | Constructing the Statement of Cash Flows 

APPENDIX 
ORGANIZATION Constructing the Statement of Cash Flows 

Framework of the Cash Flow from Cash Flows from Appendix: Direct Method 

Statement of Cash Flows Operating Activities Investing and Financing | of Reporting 

@ Operating Activities = Steps to Compute @ Case Illustration @ Cash Flows from 

m Investing Activities Cash Flow from : m Analysis of Accounts Operations 

™ Financing Activities Operations m Supplemental m Cash Flows from 
® Case Illustration Disclosures Investing and 

Financing 

._O7* Define 

and describe the 

framework for the 

statement of cash 

flows. 

@ Case Illustration 

The statement of cash flows is a financial statement that summarizes information about the flow of 

cash into and out of a company. In this appendix, we discuss the preparation, analysis, and interpreta- 

tion of the statement of cash flows. The statement of cash flows complements the balance sheet and 

the income statement. The balance sheet reports the company’s financial position at a point in time (the 

end of each period) whereas the statement of cash flows explains the change in one of its components — 

cash—from one balance sheet date to the next. The income statement reveals the results of the company’s 

operating activities for the period, and these operating activities are a major contributor to the change in 

cash as reported in the statement of cash flows. 

FRAMEWORK FOR STATEMENT OF CASH FLOWS 

The statement of cash flows classifies cash receipts and cash payments into one of three categories: 

= Operating activities Operating activities measure the net cash inflows and outflows as a result of 

the company’s transactions with its customers. We generally prefer operating cash flows to be posi- 

tive, although companies can report net cash outflows for operating activities in the short run during 

periods of growth (as outflows to increase working capital accounts outstrip inflows from profits). 

@ Investing activities Investing activities relate to net cash flows generally relating to long-term 

assets. Outflows occur when a company purchases long-term assets and inflows occur when long- 

term assets are sold. 

@ Financing activities Financing activities relate to long-term debt and stockholders’ equity. Cash 

inflows result from borrowing money and issuing stock to investors. Outflows occur when a com- 

pany repays debt, repurchases stock, or pays dividends to shareholders. 

Classifying cash flows into these categories readily identifies the effects on cash from each of these 

three major activities of a company. The combined effects on cash of all three categories explain the 

net change in cash for that period.! 

Preparation of the statement of cash flows draws mainly on information from the income statement 

and the balance sheet. Specifically, the three sections draw generally on the following information: 

' The statement of cash flows explains the change in a firm’s cash and cash equivalents. Cash equivalents are short-term, highly 

liquid investments that are (1) easily convertible into a known cash amount and (2) close enough to maturity so that their market 

value is not sensitive to interest rate changes (generally, investments with initial maturities of three months or less). Treasury bills, 

commercial paper (short-term notes issued by corporations), and money market funds are typical examples of cash equivalents. 

When preparing a statement of cash flows, the cash and cash equivalents are added together and treated as a single sum. 

This is done because the purchase and sale of investments in cash equivalents are considered to be part of a firm’s overall man- 

agement of cash rather than a source or use of cash. As statement users evaluate and project cash flows, for example, it should 
not matter whether the cash is readily available, deposited in a bank account, or invested in cash equivalents. Transfers back and 
forth between a firm’s cash account and its investments in cash equivalents, therefore, are not treated as cash inflows and cash 
outflows in its statement of cash flows. When discussing the statement of cash flows, managers generally use the word cash 
rather than the term cash and cash equivalents. We follow the same practice in this appendix. 
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m@ Net cash flows from operating activities draws on the current asset and current liabilities sections 

of the balance sheet. 

@ Net cash flows from investing activities draws on the long-term assets section of the balance sheet. 

@ Net cash flows from financing activities draws on the long-term liabilities and stockholders’ 

equity sections of the balance sheet. 

These relations do not hold exactly, but they provide us a useful way to visualize the construction of 

the statement of cash flows. 

Exhibit B.1 reproduces Starbucks’ statement of cash flows ($ millions). During 2011, Starbucks re- 

ported net income of $1,248.0 million and generated $1 ,612.4 million of cash from operating activities. 

EXHIBIT B.1 Statement of Cash Flows for Starbucks 
Bs 

ar Ended 

OPERATING ACTIVITIES: 

Neiearmingsincludinginoncontrollingimterestsmeyan meiner riers ners sentra nara 1,248.0 948.3 391.5 

Adjustments to reconcile net earnings to net cash provided by operating activities: 

Depreciationvandramontizatl oneusmerkare raiason.. aloe vee esen.. ces cient. ome cd eee 550.0 540.8 563.3 

Gainron saleiOmpropentles wearers tcc oe Charnes, Aes a edict ea noes cae ara (30.2) — — 

Provision for impairments and asset disposals ............0 000 e cece neces 36.2 67.7 224.4 

Deferred income: taxesénelticqcae ris cetstsects Gat: . Ae see eels sis eters suns weal s 106.2 (42.0) (69.6) 

ECG (UVa Melel in eMOL HIMES CRS Jock werkorn caiesiaes conrche aiaes eaphoecee ecierauron thd taremaia ty Sen (118.5) (108.6) (78.4) 

Distributions of income from equity investeeS ..... 2.0... 0... eee eee 85.6 91.4 53.0 

Gain resulting fromracquisitionfof joint ventures’: 9. .....-.0+.5.+-:+0+ess5- (55.2) (23.1) — 

Siock-based.compenSationenmrracnsabe oe eee otic rsesete rho seoe ke create 145.2 PUSKS 83.2 

Excess tax benefit from exercise of stock options.................0e ee eee (103.9) (36.9) (15.9) 

Othe ime rere eerie aor erie laa ace tee ec ee hhinys Seto dina cused ty ay ae dane nny (2.9) 7.8 5.4 

Cash provided/(used) by changes in operating assets and liabilities: 

ACCOUNISTCCOIVAD IC mernetamerny lee vanities srsncte ns aycnsie, cist secre eta cieas eran aes (88.7) (33.4) 59.1 

IAVEMLOMSS a meemnecenie cee seh arate sate cht aekobe at chen vere Cn edchehy By abc icn ceed ata Ae (422.3) 123.2 28.5 

ACCOUNS PAayVablonpeme.ate studs tebscuaueichaitens atGckitaste che Sickcnsld deicd: SieIneSrs 227.5 (3.6) (53.0) 

ACCU CO MAXCS Hees ein te etek kad hs Lite Bee tartar etn alahas Mase hckeetatd 104.0 0.6 O92 

Detenredirevenuertich feras sfiaieipas alone tel etiem fnes eae cayih eis eae 35.8 24.2 16.3 

OthewopehatinGiaSSetsu tert ramen cn wears ad cn Bowater Sica A oneutgss eae ks (22.5) 17.3 61.4 

OthemoperarinG Wabiitles yeep te tis he sete tet. a eouvaym ceateney es ima eaters (81.9) 17.6 60.6 

Net cash provided by operating activities............ 0.0... cece eee eee 1,612.4 1,704.9 1,389.0 

INVESTING ACTIVITIES: 

Purchase of available-for-sale securitieS .. 6... 6. ee ee ees (966.0) (549.0) (129.2) 

Maturities and calls of available-for-sale securities ......... 0.00. eee eee eee ee 430.0 209.9 Wate) 

Salesiof.avallable-for-sale SECUTITICS sie enreirini ete ls oe beet ees aise eee — hal 5.0 

NGC US Molise ene nelele Wilkelelin ee 5.04 5 oni nen orion Goma eaemon oc wire ae (55.8) (12.0) o 

Net purchases of equity, other investments and other assets................. (13.2) We (4.8) 

AGGONS 1O DrODerYyaDlant ancloquipmmOntsncttc mm se su cae cin sce ante snr (531.9) (440.7) (445.6) 

Proceeds from sale of property, plant and equipment................ 0.000 117.4 — 42.5 

Net cash used by investing activities............ 0... cee ee eee (1,019.5) (789.5) (421.1) 

FINANCING ACTIVITIES: 

Proceeds from (repayments of) short-term borrowingS..............0+00e00 30.8 — (71.351) 

PUrchaseronnoncontrollingMinteroSt srs smyee ice cc. elie steicee ms se ein eects esto sc (27.5) (45.8) — 

Procesdstronmlisstiance Of COMmIMONIStOCK Saar. qeceere es) cet vous elena 235.4 TAS) Si/x8) 

Excess tax benefit from exercise of stock optionS................. cee ee eee 103.9 36.9 15.9 

leUtinkel etal (eewaiatelmes @latlelae uel Clee: oo noo cannhoomanmudodobesonoononesc (4.3) (6.6) (0.7) 

CashiGividemcdSipalcaeusmertemeceteee insti mathe Sac Geers e srovetter on eo hrute ate) ontaa To cies (389.5) (i710) — 

RECESS CHCORMMON HO Ko. sno acntosnoy sHopacenemnoobadoocasag ae mc (555.9) (285.6) — 

Otherae wee etre ener cr atetcaree eine stirs, GE Teles ers oe (0.9) (1.8) (1.6) 

Net cash used by financing activities.............. 0.0... cee eee eee (608.0) (346.0) (642.2) 

Effect of exchange rate changes on cash and cash equivalents................. (0.8) (622) 4.3 

Net increase/(decrease) in cash and cash equivalents ...............0.0.0005. (15:9) 564.2 330.0 

CASH AND CASH EQUIVALENTS: 

Eline! Ol etielsl 2. cc ono oe noneonnomonyedNednonotE duguuE Domo cannon 1,164.0 599.8 269.8 

End-ofithe perlodimrrrrtitrr nha tis crs sce ee ie ttlsGion aes as Ge a vate odin 1,148.1 1,164.0 599.8 
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The company used $1,019.5 million of cash for investing activities and $608.0 million of cash for financ- 

ing activities. In sum, Starbucks decreased its cash reserves by $15.9 million (including foreign exchange 

effects), from $1,164.0 million at the beginning of fiscal 2011 to $1,148.1 million at the end of fiscal 2011. 

Operating Activities 

A company’s income statement reflects primarily the transactions and events that constitute its operat- 

ing activities. Generally, the cash effects of these operating transactions and events determine the net 

cash flow from operating activities. The usual focus of a firm’s operating activities is on selling goods 

or rendering services, but the activities are defined broadly enough to include any cash receipts or 

payments that are not classified as investing or financing activities. For example, cash received from 

collection of receivables and cash payments to purchase inventories are treated as cash flows from 

operating activities. The following are examples of cash inflows and outflows relating to operating 

activities. 

Operating Activities 

Cash Inflows A Cash Outflows v 

M Receipts from customers for sales made or Payments to employees or suppliers. 

services rendered. Payments to purchase inventories. 
| Receipts of interest and dividends. Payments of interest to creditors. 

@ Other receipts that are not related to 

investing or financing activities, such as 

lawsuit settlements and refunds received 

from suppliers. 

Payments of taxes to government. 

Other payments that are not related to 

investing or financing activities, such as 

contributions to charity. 

Investing Activities 

A firm’s transactions involving (1) the acquisition and disposal of property, plant, and equipment (PPE) 

assets and intangible assets, (2) the purchase and sale of stocks, bonds, and other securities (that are 

not cash equivalents), and (3) the lending and subsequent collection of money constitute the basic 

components of its investing activities. The related cash receipts and payments appear in the investing 

activities section of the statement of cash flows. Examples of these cash flows follow. 

Investing Activities 

Cash Inflows A Cash Outflows v 

@ Receipts from sales of property, plant, and fm Payments to purchase property, plant, and 
equipment (PPE) assets and intangible equipment (PPE) assets and intangible assets. 
assets. @ Payments to purchase stocks, bonds, and 

H Receipts from sales of investments in stocks, other securities (other than cash equivalents). 
bonds, and other securities (other than cash sg Payments made to lend money to borrowers. 
equivalents). 

@ Receipts from repayments of loans by 

borrowers. 

Financing Activities 

A firm engages in financing activities when it obtains resources from owners, returns resources to 
owners, borrows resources from creditors, and repays amounts borrowed. Cash flows related to these 
transactions are reported in the financing activities section of the statement of cash flows. Examples of 
these cash flows follow. 
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Financing Activities 

Cash Inflows A Cash Outflows V 
@ Receipts from issuances of common stock @ Payments to acquire treasury stock. 

and preferred stock and from sales of @ Payments of dividends. 

treasury stock. & Payments to settle outstanding bonds 
& Receipts from issuances of bonds payable, payable, mortgage notes payable, and other 

mortgage notes payable, and other notes notes payable. 
payable. 

CASH FLOW FROM OPERATING ACTIVITIES 

The first section of a statement of cash flows presents a firm’s net cash flow from operating activities. Two 

alternative formats are used to report the net cash flow from operating activities: the indirect method and 

the direct method. Both methods report the same amount of net cash flow from operating activities. (Net 

cash flows from investing and financing activities are prepared in the same manner under both the indirect 

and direct methods; only the format for cash flows from operating activities differs.) 

The indirect method starts with net income and applies a series of adjustments to net income to 

convert it to a cash-basis income number, which is the net cash flow from operating activities. Accoun- 

tants estimate that more than 98% of companies preparing the statement of cash flows use the indirect 

method. The indirect method is popular because (1) it is easier and less expensive to prepare than the di- 

rect method and (2) the direct method requires a supplemental disclosure showing the indirect method 

(thus, essentially reporting both methods). 

The remainder of this appendix discusses the preparation of the statement of cash flows. The in- 

direct method is presented in this section, and the direct method is presented in Appendix B1. (These 

discussions are independent of each other; both provide complete coverage of the preparation of the 

statement of cash flows.) 

To prepare a statement of cash flows, we need a firm’s income statement, comparative balance sheets, 

and some additional data taken from the accounting records. Exhibit B.2 presents this information for Java 

House. We use these data to prepare Java’s 2011 statement of cash flows using the indirect method. Java’s 

EXHIBIT B.2 Financial Data of Java House 

L©2 Define 

and explain net 

cash flows from 

operating activities. 

_ JAVA HOUSE 
oe Income Statement _ 
_ For Year Ended December 31, 2011 oF 

Salesersicias veer cee $250,000 Assets 

Cost of goods sold.... $148,000 Gash aetteda: Seasoned, Sear $ 35,000 $ 10,000 

Wages expense ...... 52,000 Accounts receivable........ 39,000 34,000 

Insurance expense... . 5,000 Inventoryaere 4 sesers apenas 54,000 60,000 

Depreciation expense. . 10,000 Prepaid insurance ......... 17,000 4,000 

Income tax expense... 11,000 Long-term investments ..... 15,000 — 

Gain on sale of land... (8,000) 218,000 PREASSCtSvane nici ein oer roe 180,000 200,000 

Netincome ~——--$ 39.900 ~—- Accumulated depreciation... (50,000) (40,000) 
ae ee Patentwe crea putea nace 60,000 — 

Additional Data for 2011 Fotalassets ns cee. cae $350,000 $268,000 
1. Purchased the entirety of long-term stock 

investments for cash at year-end. re ee ae aUity, 

2. Sold land costing $20,000 for $28,000 cash. Accounts payable. ......... $ 10,000 $ 19,000 

3. Acquired $60,000 patent at year-end by Income'taxipayables ss--- 5,000 3,000 

issuing common stock at par. ComimomStoCkiaes see 260,000 190,000 

4. All accounts payable relate to merchandise Retained earnings ......... 75,000 56,000 

purchases. Total liabilities and equity.... $350,000 $268,000 

5. Issued common stock at par for $10,000 cash. 

6. Declared and paid cash dividends of $13,000. 
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statement of cash flows explains the $25,000 increase in cash that occurred during 2011 (from $10,000 

to $35,000) by classifying the firm’s cash flows into operating, investing, and financing categories. 

Steps to Compute Net Cash Flow from 

Operating Activities 

The following four steps are applied to construct the net cash flows from operating activities section of 

the statement of cash flows: 

Adjustments for 

noncash revenues, 

expenses, gains & 

losses 

Adjustments for 

changes in noncash 

current assets and 

Current liabilities 

1. Begin with net income The first line of the operating section of the statement of cash flows is net 

income, which is the bottom line from the income statement. This amount is recorded as a positive 

amount for net income and as a negative amount for a net loss. 

. Adjust net income (loss) for noncash revenues, expenses, gains and losses 

a. Noncash revenues and expenses The income statement often includes noncash expenses 

such as depreciation and amortization. These expenses are allocations of asset costs over their 

useful lives to match the revenues generated from those assets. The cash outflow normally 

occurs when the asset is acquired, which is reported in the investing section. Depreciation and 

amortization expenses do not have cash outflows. Hence, we must eliminate them from the 

statement of cash flows by adding them back (to “zero them out” because they are negative 

amounts in the net income computation). 

Gains and losses Gains and losses on sales of assets are part of investing activities, not oper- 

ating activities (unless the company is in the business of buying and selling assets). Thus, we 

must zero them out in the operating section and record the net cash inflows or outflows in the 

investing section; namely, gains on sales are subtracted from income and losses on sales are 

added to income. 

Adjust net income (loss) for changes in current assets and current liabilities Net income must 

be adjusted for changes in current assets and current liabilities (the operating section of the balance 

sheet). A decrease (from prior year to current year) in a noncash current asset is identified as a cash 

inflow and an increase is identified as a cash outflow. Conversely, an increase in a current liability 

is identified as a cash inflow and a decrease as a cash outflow. To make this computation, we use 

the following guide: 

Current assets (excluding cash)... Account decreases Account increases 

Current#iabilitioSi nee sera. eee Account increases Account decreases 

4. Sum the amounts from steps 1, 2 and 3 to get net cash flows from operating activities. 

Exhibit B.3 summarizes the adjustments to net income in determining operating cash flows. These 

are the adjustments applied under the indirect method of computing cash flow from operations. 

Add (subtract): Losses (gains) on asset and liability dispositions 

Adjust for changes in noncash current assets 

Subtract increases in noncash current assets 

Add decreases in noncash current assets + 

Adjust for changes in current liabilities 

PNoleliinetteteteyes It CUA ELMS. 5 onc ons aueacaunnudunoudcoanseucensne +e 
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To better understand the adjustments for current assets and liabilities, the following table provides brief 

explanations of adjustments for receivables, inventories, payables and accruals. 

eS 

Sales and net income increase, but cash Deduct increase in receivables 
Increase . 3 ; 

; is not yet received from net income 
Receivables ; s ' ; : : 

D More cash is received than is reported in Add decrease in receivables to 
ecrease ? é 

veka sales and net income net income 

(ieranee Cash is paid for inventories that are not Deduct increase in inventories 

F yet reflected in cost of goods sold from net income 
Inventories ; $ sae : 

Decrace Cost of goods sold includes inventory Add decrease in inventories to 

a costs that were paid for ina prior period net income 

Payables inereace More goods and services are acquired on Add increase in payables and 

ad credit, delaying cash payment accruals to net income 

Pasi Dacrasce More cash is paid than that reflected in Deduct decrease in payables 

cost of goods sold or operating expenses and accruals from net income 

Java House Case Illustration 

We next explain and illustrate these adjustments with Java House’s data from Exhibit B.2. 

Depreciation and Amortization Expenses 
Depreciation and amortization expenses represent write-offs of previously recorded assets; so-called 

noncash expenses. Because depreciation and amortization expenses are subtracted in computing net in- 

come, we add these expenses to net income as we convert it to a related net operating cash flow. Adding 

these expenses to net income eliminates them from the income statement and is a necessary adjustment 

to obtain cash income. Java House had $10,000 of 2011 depreciation expense, so this amount is added 

to Java’s net income of $32,000. 

NetrinGOmeses dete pasukerts weneracar en teed iter rtcat $32,000 

Add:;Depreciation 26 thei acer nie gies ce nig aiererem ei 10,000 

Gains and Losses Related to Investing or Financing Activities 
The income statement can contain gains and losses that relate to investing or financing activities. Gains 

and losses from the sale of investments, PPE assets, or intangible assets illustrate gains and losses 

from investing (not operating) activities. A gain or loss from the retirement of bonds payable is an 

example of a financing gain or loss. The full cash flow effect from these types of events is reported in 

the investing or financing sections of the statement of cash flows. Therefore, the related gains or losses 

must be eliminated as we convert net income to net cash flow from operating activities. To eliminate 

their impact on net income, gains are subtracted and losses are added to net income. Java House had an 

$8,000 gain from the sale of land in 2011. This gain relates to an investing activity, so it is subtracted 

from Java’s net income. 

Neti Connie erate tecioae WARE rilela lassi rs cimcrweas ee sien St ees $32,000 

AddBepreciation wetsccurs yeti tear thts ae ie 10,000 

Deduct: Gain on sale of land...................000 0 eee (8,000) 

Accounts Receivable Change 
Credit sales increase accounts receivable; cash collections on account decrease accounts receivable. 

If, overall, accounts receivable decrease during a year, then cash collections from customers exceed 

credit sales revenue by the amount of the decrease. Because sales are added in computing net income, 

the decrease in accounts receivable is added to net income. In essence, this adjustment replaces the 

sales amount with the larger amount of cash collections from customers. If accounts receivable in- 

crease during a year, then sales revenue exceeds the cash collections from customers by the amount 

B-8 
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of the increase. Because sales are added in computing net income, the increase in accounts receivable 

is subtracted from net income as we convert it to a net cash flow from operating activities. In essence, 

this adjustment replaces the sales amount with the smaller amount of cash collections from customers. 

Java’s accounts receivable increased $5,000 during 2011, so this increase is subtracted from net income 

under the indirect method. 

NEEIN CORTE Seer Beer Ra ears ecient Rennes ene ee $32,000 

Adds Depreciationine man cusssieusrs city nye ea nacre eae E ae 10,000 

DeductaGain onisalevot lainG mare mike cieneieneioen eneiene tein ener (8,000) 

Deduct: Accounts receivable increase................... (5,000) 

Inventory Change 
The adjustment for an inventory change is one of two adjustments to net income that together cause the 

cost of goods sold expense to be replaced by an amount representing the cash paid during the period 

for merchandise purchased. The second adjustment, which we examine shortly, is for the change in 

accounts payable. The effect of the inventory adjustment alone is to adjust net income for the differ- 

ence between the cost of goods sold and the cost of merchandise purchased during the period. The cost 

of merchandise purchased increases inventory; the cost of goods sold decreases inventory. An overall 

decrease in inventory during a period must mean, therefore, that the cost of merchandise purchased was 

less than the cost of goods sold by the amount of the decrease. Because cost of goods sold was sub- 

tracted in computing net income, the inventory decrease is added to net income. After this adjustment, 

the effect of the cost of goods sold on net income has been replaced by the smaller cost of merchandise 

purchased. Similarly, if inventory increased during a period, the cost of merchandise purchased is 

larger than the cost of goods sold by the amount of the increase. To replace the cost of goods sold with 

the cost of merchandise purchased, the inventory increase is subtracted from net income. Java’s inven- 

tory decreased $6,000 during 2011, so this decrease is added to net income. 

NetinGomess.s bang oe sere ete hace tanta. ini eee ee $32,000 

Add=Depreciation warts tansrnteacey ye cha. shcetc eget eiecnels «ae wate 10,000 

Deduct Gainconsaleronland meaner einen ner eee (8,000) 

Deduct: Accounts receivable increase...................-- (5,000) 

Add: Inventory decrease .................0.0 0000 eee eee 6,000 

Prepaid Expenses Change 
Cash prepayments of various expenses increase a firm’s prepaid expenses. When the related expenses 

for the period are subsequently recorded, the prepaid expenses decrease. An overall decrease in prepaid 

expenses for a period means that the cash prepayments were less than the related expenses. Because 

the expenses were subtracted in determining net income, the indirect method adds the decrease in pre- 

paid expenses to net income as it is converted to a cash flow amount. The effect of the addition is to 

replace the expense amount with the smaller cash payment amount. Similarly, an increase in prepaid 

expenses is subtracted from net income because an increase means that the cash prepayments during 
the year were more than the related expenses. Java’s prepaid insurance increased $13,000 during 2011, 
so this increase is deducted from net income. 

Netincomenarunatetarint cc ie emer aio terrae Th or eee $32,000 

Adds\Depreciatione ass nein ocmcon tis to croc eRen ae ene 10,000 

Dse Wee CENA CMSEISONEM] 6205 g6o05concnovcencsnouanwe (8,000) 

Deduct: Accounts receivable increase.................000. (5,000) 

Ada iinventory CECkeASCL wats teri ieiee arent nn tenn 6,000 

Deduct: Prepaid insurance increase .................... (13,000) 

Accounts Payable Change 
When merchandise is purchased on account, accounts payable increase by the amount of the goods’ 
cost. Accounts payable decrease when cash payments are made to settle the accounts. An overall 



Appendix B | Constructing the Statement of Cash Flows 

decrease in accounts payable during a year means that cash payments for purchases were more than the 

cost of the purchases. An accounts payable decrease, therefore, is subtracted from net income under the 

indirect method. The deduction, in effect, replaces the cost of merchandise purchased with the larger 

cash payments for merchandise purchased. (Recall that the earlier inventory adjustment replaced the 

cost of goods sold with the cost of merchandise purchased.) In contrast, an increase in accounts payable 

means that cash payments for purchases were less than the cost of purchases for the period. Thus, an 

accounts payable increase is added to net income as it is converted to a cash flow amount. Java House 

shows a $9,000 decrease in accounts payable during 2011. This decrease is subtracted from net income. 

NeHINCOMG pattie: mentee ont eaees mead th, ca meen ne Rie are $32,000 

Adds 'Depreciationsee rece sa sate teas ecteinate aophe |. cerarn ee eee 10,000 

Deduict2Gainvonrsale ofiland, suetsen tien ceteia cera ease oom eter (8,000) 

Deduct: Accounts receivable increase................0000- (5,000) 

Add=lnventory. decrease kets actin cise arrrtd eae neon ee 6,000 

Deduct: Prepaid insurance increase .................0005- (13,000) 

Deduct: Accounts payable decrease.................... (9,000) 

Accrued Liabilities Change 
Changes in accrued liabilities are interpreted the same way as changes in accounts payable. A decrease 

means that cash payments exceeded the related expense amounts; an increase means that cash pay- 

ments were less than the related expenses. Decreases are subtracted from net income; increases are 

added to net income. Java has one accrued liability, income tax payable, and it increased by $2,000 

during 2011. The $2,000 increase is added to net income. 

NGTINCOMOs tienes Garett eed Mischa Phiten, cle bet, CPE renin Tee Pace $32,000 

Add3Depreciationsy am seeaiaet ie seers tre ars at Peer ete ae 10,000 

Deduct3iGainionisalerotilandeayys.tees aac oc racer ee soles (8,000) 

Deduct: Accounts receivable increase................00 eee (5,000) 

Addsinventory:decreasem irr .titexce elena aiencdeieusheneiatieeyotes cakes 6,000 

Deduct: Prepaid insurance increase ...............00000ee (13,000) 

Deduct: Accounts payable decrease. ................00-- (9,000) 

Add: Income tax payable increase...................... 2,000 

We have now identified the adjustments to convert Java’s net income to its net cash flow from 

operating activities. The operating activities section of the statement of cash flows appears as follows 

under the indirect method: 

NetiInCome@neae ic cae Gertie arc ancl tole aie kegae tacod kare $32,000 

Add (deduct) items to convert net income to cash basis: 

Depreciationise Site ciens cathe rop icc uishe Grace suse gp aucaue tele! ee onus 10,000 

Gainronisaleiot landeteecee gatcies on tye omioea sat. Maes (8,000) 

AccountsineceivableincreaSOnn aa -nacisy os iyi ee acyerel ss (5,000) 

IVERLONV COCKCAS Creare ecgtrcg crt caucle a ances ulcaen cetera cues 6,000 

PrepalckinsUrancetincreaSCmemprene rita tite shee xtekoneta re aiel cuenta sts (13,000) 

ACCOUMLS DAV ADIC! GOCIGASC eaamancusysverataierecebs sitar ron wsiclier ss (9,000) 

INCOMmetaxipavableincroaSOrsn nance meee ces cl crere nna as 2,000 

Net cash provided by operating activities................ $15,000 

To summarize, net cash flows from operating activities begins with net income (loss) and eliminates 

noncash expenses (such as depreciation) and any gains and losses that are properly reported in the 

investing and financing sections. Next, cash inflows (outflows) relating to changes in the level of 

current operating assets and liabilities are added (subtracted) to yield net cash flows from operating 

activities. During the period, Java earned cash operating profits of $34,000 ($32,000 + $10,000 — 

$8,000), but used $19,000 of cash (—$5,000 + $6,000 — $13,000 — $9,000 + $2,000) to increase 

net working capital. Cash outflows relating to the increase in net working capital are a common oc- 
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..©2 Define 

and explain net 

cash flows from 

investing activities. 

currence for growing companies, and this net asset increase must be financed just like the increase in 

PPE assets: 

‘Starbucks’ Addbacks for Operating Cash Flow | 

Starbucks reports $1,248.0 million of net income for 2011 and $1,612.4 million of operat none cash 

inflows. The difference between these numbers is mainly due to $550.0 million of depreciation and 

amortization expense that is included in net income. Depreciation is a noncash charge; an expense 

not requiring cash payment. It is added back to income in computing operating cash flows. Star- 

bucks also reports a $36.2 million asset impairment (write-down). This, too, is a noncash charge 

and is an addback in computing operating cash flows. Starbucks adds $106.2 million for deferred 

taxes, indicating that cash payments of taxes are less than tax expense reported in income. It also 

subtracts $118.5 million for equity in income of investees, meaning that it received less in dividends 

from affiliated companies than it reported in equity income (see Module 7). Starbucks also adds 

back its $145.2 million of stock option expense since that compensation is paid in stock, not in 

cash, and reclassifies the $103.9 million of tax benefits it receives for the exercise of these options 

from operating activities to financing activities as required under current GAAP. 

MANAGERIAL DECISION j : 

You are analyzing a company’s statement of cash flows. The company has two items Sralatino to its 

accounts receivable. First, the company finances the sale of its products to some customers; the 

increase to notes receivable is classified as an investing activity. Second, the company sells its ac- 

counts receivable to a separate entity, such as a trust. As a result, sale of receivables is reported as 

an asset sale; this reduces receivables and yields a gain or loss on sale (in this case, the company is 

not required to consolidate the trust as a Primary Beneficiary of a Variable Interest Entity). This action 

increases its operating cash flows. How should you interpret this cash flow increase? [Answer, p. B-23] 

CASH FLOWS FROM INVESTING ACTIVITIES 

Analyze Remaining Noncash Assets 

Investing activities cause changes in asset accounts. Usually the accounts affected (other than cash) are 

noncurrent asset accounts such as property, plant and equipment assets and long-term investments, al- 

though short-term investment accounts can also be affected. To determine the cash flows from investing 

activities, we analyze changes in all noncash asset accounts not used in computing net cash flow from 

operating activities. Our objective is to identify any investing cash flows related to these changes. 

As before, changes in long-term assets accounts (and investment accounts) are classified as cash 

inflows and cash outflows according to the following decision rule: 

Balance Sheet Account ak _ Cash flow increases from | Cash flow decreases from 

NONncuirentasSeism eran: Account decreases Account increases 

Increases in long-term assets and investment accounts are identified as cash outflows. Decreases are 
identified as cash inflows. 

Java House Case Illustration 

Analyze Change in Long-Term Investments 
Java’s comparative balance sheets show that long-term investments increased $15,000 during 2011. 
The increase means that investments must have been purchased, and the additional data reported in- 
dicates that cash was spent to purchase long-term stock investments. Purchasing stock is an investing 
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activity. Thus, a $15,000 purchase of stock investments is reported as a cash outflow from investing 

activities in the statement of cash flows. 

Analyze Change in Property, Plant and Equipment Assets 
Java’s PPE assets decreased $20,000 during 2011. PPE assets decrease as the result of disposals, and 

the additional data for Java House indicate that land was sold for cash in 2011. Selling land is an invest- 

ing activity. Thus, the sale of land for $28,000 is reported as a cash inflow from investing activities in 

the statement of cash flows. (Recall that the $8,000 gain on sale of land was deducted as a reconciling 

item in the operating section; see above.) 

Analyze Change in Accumulated Depreciation 
Java’s accumulated depreciation increased $10,000 during 2011. Accumulated depreciation increases 

when depreciation expense is recorded. Java’s 2011 depreciation expense was $10,000, so the total 

change in accumulated depreciation is the result of the recording of depreciation expense. As previ- 

ously discussed, there is no cash flow related to the recording of depreciation expense, and we have 

previously adjusted for this expense in our computation of net cash flows from operating activities. 

Analyze Change in Patent 
We see from the comparative balance sheets that Java had an increase of $60,000 in a patent. The increase 

means that a patent was acquired, and the additional data indicate that common stock was issued to obtain 

a patent. This event is-a noncash investing (acquiring a patent) and financing (issuing common stock) 

transaction that must be disclosed as supplementary information to the statement of cash flows. 

Starbucks used $1,019.5 million cash for investing activities in 2011. Of this, $536 million ($966 mil- 

lion — $430 million) is related to the purchase of securities. Starbucks also spent $55.8 million on 

acquisitions of other companies, which is the cash portion of the acquisition cost. It might also have 

issued debt and stock to finance this acquisition, which would be excluded from this statement and 

would be identified as noncash financing and investing activities in a footnote. Starbucks invested 

$531.9 million in property, plant, and equipment (PPE) and received cash of $117.4 on sales of PPE 

during the year. These expenditures might have been for owned property or for leasehold improve- 

ments on leased property. It also spent $13.2 million on other investments. Investing activities on 

the statement of cash flows can involve investments in operating assets (Such as purchases of PPE 

or acquisitions of other companies) or investments in nonoperating assets (Such as purchases and 

sales of marketable securities and other investments). 

CASH FLOWS FROM FINANCING ACTIVITIES 

Analyze Remaining Liabilities and Equity 

Financing activities cause changes in liability and stockholders’ equity accounts. Usually the accounts 

affected are noncurrent accounts such as bonds payable and common stock, although a current liability 

such as short-term notes payable can also be affected. To determine the cash flows from financing 

activities, we analyze changes in all liability and stockholders’ equity accounts that were not used in 

computing net cash flow from operating activities. Our objective is to identify any financing cash flows 

related to these changes. 

As before, changes in long-term liability and equity accounts are classified as cash inflows and 

cash outflows according to the following decision rule: 

Balance Sheet Account = ~~—___Cashflowincreasesfrom  — Cash flow decreases from _ oS 

Noncurrent liabilities and equity... . Account increases Account decreases 

Increases in long-term liabilities and equity accounts are identified as cash inflows. Decreases are 

identified as cash outflows. 

LO4 Define 

and explain net 

cash flows from 

financing activities. 
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Java House Case Iilustration 

Analyze Change in Common Stock 
Java’s common stock increased $70,000 during 2011. Common stock increases when shares of stock 

are issued. As noted in discussing the patent increase, common stock with a $60,000 par value was is- 

sued in exchange for a patent. This event is disclosed as a noncash investing and financing transaction. 

The other $10.000 increase in common stock, as noted in the additional data, resulted from an issuance 

of stock for cash. Issuing common stock is a financing activity, so a $10,000 cash inflow from a stock 

issuance appears as a financing activity in the statement of cash flows. 

Analyze Change in Retained Earnings 
Retained earnings grew from $56,000 to $75,000 during 2011—a $19,000 increase. This increase is 

the net result of Java’s $32,000 of net income (which increased retained earnings) and a $13,000 cash 

dividend (which decreased retained earnings). Because every item in Java’s income statement was 

considered in computing the net cash provided by operating activities, only the cash dividend remains 

to be considered. Paying a cash dividend is a financing activity. Thus, a $13,000 cash dividend appears 

as a cash outflow from financing activities in the statement of cash flows. We have now completed the 

analysis of all of Java’s noncash balance sheet accounts and can prepare the 2011 statement of cash 

flows. Exhibit B.4 shows this statement. 

If there are cash inflows and outflows from similar types of investing and financing activities, 

the inflows and outflows are reported separately (rather than reporting only the net difference). For 

example, proceeds from the sale of plant assets are reported separately from outlays made to acquire 

plant assets. Similarly, funds borrowed are reported separately from debt repayments, and proceeds 

from issuing stock are reported separately from outlays to acquire treasury stock. 

Starbucks realized cash outflows of $320.5 million ($235.4 million — $555.9 million) from issuance of 

common stock, net of repurchases. Only stock issued for cash is reflected in the statement of cash 

flows. Stock issued in connection with acquisitions is not reflected because it does not involve cash. 

Issuance of stock is often related to the exercise of employee stock options, and companies fre- 

quently repurchase stock to offset the dilutive effect of granting the options and to have stock to sell 

to employees when they exercise their options. Starbucks also reports a cash inflow of $30.8 million 

from borrowings during the year. Starbucks also realized a net cash outflow of $389.5 million for 

dividend payments. The net effect is a decrease in cash of $608.0 million from financing activities. 

SUMMARY OF NET CASH FLOW REPORTING 
Income statement accounts are all identified within the operating section of the statement of cash flows. 
Balance sheet items are classified as follows: 

Information from Balance Sheet 

Operating > Ee |Current liabilities | liabilities << Operating 

Long-t liabiliti 
Investing — | Long-term assets ea Les <— Financing 

Stockholders’ equity 

Total assets Total liabilities and equity 
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More specifically, and drawing on the Java House illustration, we can summarize the cash flow effects 

of the income statement and balance sheet information and categorize them into the operating, invest- 

ing and financing classifications in the following table: 

Current assets 

Accounts receivable.......... +5,000 Use —5,000 Operating 

InventoriGSeezrtesaergin verte thet —6,000 Source +6,000 Operating 

Prepaid insurance............ +13,000 Use —13,000 Operating 

Noncurrent assets 

PPE related assmee ses. sence Investing 

Accumulated depreciation ... +10,000 Neither +10,000 Operating 

Sale of land 

Mice incon ch omokt one +28,000 Source +28,000 Investing 

LEP Iis ce Rac cae ee ems —8,000 Neither —8,000 Operating 

InvestinentSiaeemrirrtsst inter +15,000 Use —15,000 Investing 

Current liabilities 

Accounts payable............ —9,000 Use —9,000 Operating 

Income tax payable . tty et +2,000 Source +2,000 Operating 

Long-term liabilities ............ Financing 

Stockholders’ equity 

CommonistoCker asneas ete +10,000 Source +10,000 Financing 

Retained earnings............ 

Netincomeri are. ocr ao ee +32,000 Source +32,000 Operating 

DIVIGCROS Se seter an yc ces <1 +13,000 Use —13,000 Financing 

Total (net cash flow) ........... +25,000 

The current year’s cash balance increases by $25,000, from $10,000 to $35,000. Formal preparation of 

the statement of cash flows can proceed once we have addressed one final issue: required supplemental 

disclosures. We discuss that topic in the next section. 

Supplemental Disclosures for Indirect Method 

When the indirect method is used in the statement of cash flows, three separate disclosures are re- 

quired: (1) two specific operating cash outflows—cash paid for interest and cash paid for income taxes, 

(2) a schedule or description of all noncash investing and financing transactions, and (3) the firm’s 

policy for determining which highly liquid, short-term investments are treated as cash equivalents. 

Noncash investing and financing activities include the issuance of stocks, bonds, or leases in exchange 

for property, plant, and equipment (PPE) assets or intangible assets; the exchange of long-term assets 

for other long-term assets; and the conversion of long-term debt into common stock. 

Java House Case Illustration 

Java House incurred no interest cost during 2011. It did pay income taxes. Our discussion of the $2,000 

change in income tax payable during 2011 revealed that the increase meant that cash tax payments were 

less than income tax expense by the amount of the increase. Income tax expense was $11,000, so the 

cash paid for income taxes was $2,000 less than $11,000, or $9,000. 
Java House did have one noncash investing and financing event during 2011: the issuance of com- 

mon stock to acquire a patent. This event, as well as the cash paid for income taxes, is disclosed as 

supplemental information to the statement of cash flows in Exhibit B.4. 
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| EXHIBIT B.4 Statement of Ca Flows for Indirect Method with Supple tal Disclosures 

Net cash flow from operating activities 

IN y= a @¢6 AAs Vee dees craes earn at eit cia tn hee reg i Ce acacia acim rid ep oc Gc Recon $32,000 

Add (deduct) items to convert net income to cash basis 

Blelalxelelreiilelnia rc. Aaa Gen yo ohio ekveromeerC orm chan oo Ee RA OCMC OneE Daya Ge 10,000 

Gainsonssale Of lancet. ease beer mberaietore Ceeke tee soca ch ekcctac eee eye eer ieyen cigs yo eae (8,000) 

Accounts receivable increase. . same mene sinc ciciechetera ors) obese tt on eee a adres eae acai (5,000) 

Inventory decrease: seam nie. cara. creer cheb taney cre tee eae SMR INayere feel o. 2 hel tate lel 6,000 

PrepaidsinsuranCelinCre@aSe sn ctieterersieestne aetets vesiare iets oy ee ache cece hte eat (13,000) 

AGCOUnts Pavable decrease man ceu in eget teres tetera ta suaiiod tere ean leuaren aceen eta (9,000) 

\haerolpareviteb.o stanley (evi Meise RE) Gala no Uomen paunenadboonopooemeaodenr couse anD mod __2,000 

NeticashipnovidedibyioperatinG tact Vitesse miei ar ennai ita ieee aetna ett atte ore $15,000 

Cash flows from investing activities 

Purchase Of StockiinvestimentSaresam cree ecicce cccisiel hoo caeaencaeey = och one degre, ateateaneree= er « (15,000) 

Sale Of land Merten cies mere see he ect rt seen cue craneoornr at nae ehcrt ee eet ie taioe stecehenn tach acer eas aAtemarS _ 28,000 

NeticasiprovidedibyninveStinGiaCuyitl Steere tsetse met en te hel asec stele tet Reetet iets tsner siete ns iemen ta 13,000 

Cash flows from financing activities 

ISSuAaNGEZOf COMMONISTOCKawiene chore et ser rare ie esecactstelsndts tetera te ta niierepei nie emeree Ghor eae ramet 10,000 

Paymentiofidividemdss -saacc see coiceeie eaves eeetaeuciahnne Se meee re goes eee reese (13,000) 

Net-cashrused'by:financing:activiticSamcmrera tees ete cette sis eet anes net ties eens (3,000) 

Netinenease imiGashizs cect. tote core covancee cis AcE e ete a hei caarinca Noa hana) aelinuia janis toy sere ae 25,000 

Gashvat beginningrotiyearsce Gr is aeeisse nic co ote herein eR na eon, a erent gence, eels gatru 10,000 

Gashratendiony Gare nich tet: ca tecreiee a terres Seton ene penetra CT NO) ep nee ee ee $35,000 

Supplemental cash flow disclosures 

Gashipaidifor'incometaxesisa sc cc ccs emer cene ener wtrc ore cata weer tieres the eeee ears ts cnece aie, oseuerey see ral eects $ 9,000 

Schedule of noncash investing and financing activities 

Issuiancelohicommonistock tor;acquike Patentyy- iterate vere pictoie cheers aie ei ates ieee eet $60,000 

APPLICATIONS OF CASH FLOW INFORMATION 

Usefulness of Classifications 

The classification of cash flows into three categories of activities helps financial statement users inter- 

pret cash flow data. To illustrate, assume that companies D, E, and F are similar companies operating in 

the same industry. Each company reports a $100,000 cash increase during the current year. Information 

from their statements of cash flows is summarized below. 

Net cash provided by operating activities .......... $100,000 $ 0 

Cash flows from investing activities 

Sale of property, plant, and equipment (PPE) ..... 0 100,000 0 

Cash flows from financing activities 

Issuance ofnotes pay abloanme mere tetees inte 0) 0 100,000 

Neétincrease:inicash treldyey A. karen Raised aoe $100,000 $100,000 $100,000 

Although each company’s net cash increase was the same, the source of the increase varied by com- 
pany. This variation affects the analysis of the cash flow data, particularly for potential short-term 
creditors who must evaluate the likelihood of obtaining repayment in the future for any funds loaned 
to the company. Based only on these cash flow data, a potential creditor would feel more comfortable 
lending money to D than to either E or F. This is because D’s cash increase came from its operating ac- 
tivities, whereas both E and F could only break even on their cash flows from operations. Also, E’s cash 
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increase came from the sale of property, plant, and equipment (PPE) assets, a source that is not likely 

to recur regularly. F’s cash increase came entirely from borrowed funds. This means F faces additional 

cash burdens in the future when the interest and principal payments on the note payable become due. 

Usefulness of financial statements is enhanced when the underlying data are objective and verifi- 

able. Measuring cash and the changes in cash are among the most objective measurements that 

accountants make. Thus, the statement of cash flows is arguably the most objective financial state- 

ment. This characteristic of the statement of cash flows is welcomed by those investors and credi- 

tors interested in evaluating the quality of a firm’s income. 

Usefulness of the Statement of Cash Flows 

A statement of cash flows shows the periodic cash effects of a firm’s operating, investing, and financing 

activities. Distinguishing among these different categories of cash flows helps users compare, evaluate, 

and predict cash flows. With cash flow information, creditors and investors are better able to assess a 

firm’s ability to settle its liabilities and pay its dividends. A firm’s need for outside financing is also 

better evaluated when using cash flow data. Over time, the statement of cash flows permits users to 

observe and access management’s investing and financing policies. 

A statement of cash flows also provides information useful in evaluating a firm’s financial flexibil- 

ity. Financial flexibility is a firm’s ability to generate sufficient amounts of cash to respond to unantici- 

pated needs and opportunities. Information about past cash flows, particularly cash flows from opera- 

tions, helps in assessing financial flexibility. An evaluation of a firm’s ability to survive an unexpected 

drop in demand, for example, should include a review of its past cash flows from operations. The larger 

these cash flows, the greater is the firm’s ability to withstand adverse changes in economic conditions. 

Other financial statements, particularly the balance sheet and its notes, also contain information useful 

for judging financial flexibility. 

Some investors and creditors find the statement of cash flows useful in evaluating the quality of a 

firm’s income. As we know, determining income under accrual accounting procedures requires many 

accruals, deferrals, allocations, and valuations. These adjustment and measurement procedures intro- 

duce more subjectivity into income determination than some financial statement users prefer. These 

users relate a more objective performance measure—cash flow from operations—to net income. To 

these users, the higher this ratio is, the higher is the quality of income. 

In analyzing the statement of cash flows, we must not necessarily conclude that the company is 

better off if cash increases and worse off if cash decreases. It is not the cash change that is most im- 

portant, but the sources of that change. For example, what are the sources of cash inflows? Are these 

sources transitory? Are these sources mainly from operating activities? We must also review the uses 

of cash. Has the company invested its cash in operating areas to strengthen its competitive position? 

Is it able to comfortably meet its debt obligations? Has it diverted cash to creditors or investors at the 

expense of the other? Such questions and answers are key to properly interpreting the statement of cash 

flows for business decisions. 

Ratio Analyses of Cash Flows 

Data from the statement of cash flows enter into various financial ratios. Two such ratios are the operat- 

ing cash flow to current liabilities ratio and the operating cash flow to capital expenditures ratio. 

Operating Cash Flow to Current Liabilities Ratio 
Two measures previously introduced—the current ratio and the quick ratio—emphasize the relation 

of current assets to current liabilities in an attempt to measure the ability of the firm to liquidate cur- 

rent liabilities when they become due. The operating cash flow to current liabilities ratio is another 

measure of the ability to liquidate current liabilities and is calculated as follows: 

©.*5 Describe 

and apply ratios 

based on operating 

cash flows. 

Operating Cash Flow to Current Liabilities = Cash Flow from Operating Activities/Average Current Liabilities 
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Net cash flow from operating activities is obtained from the statement of cash flows; it represents the 

excess amount of cash derived from operations during the year after deducting working capital needs 

and payments required on current liabilities. The denominator is the average of the beginning and end- 

ing current liabilities for the year. 

To illustrate, the following amounts are taken from the 2011 financial statements for Cisco 

Systems, Inc. 

Net cash flow from operating activities ................ $10,079 million 

Current liabilities at beginning of the year.............. 19,233 million 

Current liabilities at end of the year............-..+54- 17,506 million 

Its operating cash flow to current liabilities ratio of 0.54 is computed as follows: 

$10,079 million/[($19,233 million + $17,506 million)/2] = 0.54 

The higher this ratio, the stronger is a firm’s ability to settle current liabilities as they come due. A ratio 

of 0.5 is considered a good ratio, so, Cisco’s ratio of 0.54 is above average. 

Operating Cash Flow to Capital Expenditures Ratio 
To remain competitive, an entity must be able to replace, and expand when appropriate, its property, 

plant, and equipment. A ratio that helps assess a firm’s ability to do this from internally generated cash 

flow is the operating cash flow to capital expenditures ratio, which is computed as follows: 

Operating Cash Flow to Capital Expenditures = Cash Flow from Operating Activities/Annual Capital Expenditures 

The numerator in this ratio comes from the first section of the statement of cash flows—the section 

reporting the net cash flow from operating activities. Information for the denominator can be found in 

one or more places in the financial statements and related disclosures. Data on capital expenditures are 

part of the required industry segment disclosures in notes to the financial statements. Capital expendi- 

tures are often also shown in the investing activities section of the statement of cash flows. Also, capital 

expenditures often appear in the comparative selected financial data presented as supplementary in- 

formation to the financial statements. Finally, management’s discussion and analysis of the statements 

commonly identify the annual capital expenditures. 

A ratio in excess of 1.0 means that the firm’s current operating activities are providing cash in 

excess of the amount needed to provide the desired level of plant capacity and would normally be con- 

sidered a sign of financial strength. This ratio is also viewed as an indicator of long-term solvency —a 

ratio exceeding 1.0 means that there is operating cash flow in excess of capital needs that can then be 

used to repay outstanding long-term debt. 

The interpretation of this ratio for a firm is influenced by its trend in recent years, the ratio size 

being achieved by other firms in the same industry, and the stage of the firm’s life cycle. A firm in the 

early stages of its life cycle, when periods of rapid expansion occur, is expected to experience a lower 

ratio than a firm in the mature stage of its life cycle, when maintenance of plant capacity is more likely 
than expansion of capacity. 

To illustrate the ratio’s computation, Cicso Systems reported capital expenditures in 2011 of 
$1,174 million. Cisco’s operating cash flow to capital expenditures ratio for that same year is 8.59, 
computed as $10,079 million/$1,174 million. Following are recent operating cash flow to capital ex- 
penditures ratios for several companies: 

Colgate-Palmolive (Consumer grocery products)................ 5.84 

Lockheed Martin (aerospace)... a0... 8 ea ee ee doe Al 8X3} 

Verizon Communications (telecommunications)................ 2.03 

Harley-Davidson (motorcycle manufacturer) ................... 6.80 

Home! Depoti(home! products) are. erent tat)-eee aya een ee 4.18 
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APPENDIX-END REVIEW 1 

Part A 

1. Which of the following is not disclosed in a statement of cash flows? 

a. A transfer of cash to a cash equivalent investment 

b. The amount of cash at year-end 

c. Cash outflows from investing activities during the period 

d. Cash inflows from financing activities during the period 

2. Which of the following events appears in the cash flows from investing activities section of the statement of 

cash flows? 

a. Cash received as interest 

b. Cash received from issuance of common stock 

c. Cash purchase of equipment 

d. Cash payment of dividends 

3. Which of the following events appears in the cash flows from financing activities section of the statement of 

cash flows? 

a. Cash purchase of equipment 

b. Cash purchase of bonds issued by another company 

c. Cash received as repayment for funds loaned 

d. Cash purchase of treasury stock 

4. Tyler Company has a net income of $49,000 and the following related items: 

Depreciation expenSer ame saicecnens saciehs a. ele eae Cceyeyeuee see $ 5,000 

Accounts receivable increase ..................2---- 2,000 

[nventOny;deCreaSeimmramest itcriitr cee tate ho cuaremnpncrsts 10,000 

Accounts payabledecieaSGan ass secon «cree ome 4,000 

Using the indirect method, what is Tyler’s net cash flow from operations? 

a. $42,000 b. $46,000 c. $58,000 d. $38,000 

Part B 
Expresso Royale’s income statement and comparative balance sheets follow: 

EXPRESSOROYALE ———i«w 
‘Income Statement —s_—© 

eee For Year Ended December 31, 2011 ne 

SAlSS Pee eee a ere Nabe on cae vet $385,000 

Dividend. InconneGameiaarta erties cian orn, 5,000 

390,000 

Costiofqoods Soldites scm akiar atts eee. eon $233,000 

WAGeS:OxXDENSO leaner saucram ern rami aces 82,000 

Advertising: expenS@sm -e-icicts asta scien -o 10,000 

DepreciationiexPenSen. acres «acetic: 11,000 

INCOMEAXCEXDENSO kia auncteim olele sc slstesisa se 17,000 

Loss on sale of investments.............. 2,000 355,000 

NEtINCONIGHER ewok mi ctttne oe tater nee ee $ 35,000 
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Assets 

Gashis Suse trnte ateecemees Arcee Rete nace vatcn orcas opaernaleait ¢$ 8,000 $ 12,000 

NOU MORASS pavooousanganauonesonen 0s 22,000 28,000 

INVEMLON Ysera ete ptere tke ote senna Siemens een ha eaemer cree 94,000 66,000 

PrepaidiadVertising saemuerretaarcrernt citer nen t-a-t- 12,000 9,000 

Long-term investments—Available-for-sale........ 30,000 41,000 

Fair value adjustment to investments. ............ — (1,000) 

PlantiaSSetsaemncmcn sisrattommccr ear iies uri oats er tarels 178,000 130,000 

Accumulated depreciation.............-..++:- (72,000) (61,000) 

hOTAIASSETS ate weeny ccaer eee tog ye  eet ss hae $272,000 $224,000 

Liabilities and Equity 

NECOUMS SEVEN: onacononnncaonacdonercnabac $ 27,000 $ 14,000 

Wages payabl Onmnrad «sone. creat winarenae rere ene cee auaire 6,000 2,500 

IncomeitaxpaVableme meant ere ese ate 3,000 4,500 

GommonStOCkap es eyes: nrarene iene ore ara 139,000 125,000 

RetainedieamingStens serenity wa reacctis ace teceen cn 97,000 79,000 

Unrealized loss on investments................. — (1,000) 

otaliliabilitics andicquityemmene ier emer aen ner $272,000 $224,000 

Cash dividends of $17,000 were declared and paid during 2011. Plant assets were purchased for cash in 2011, and, 

later in the year, additional common stock was issued for cash. Investments costing $11,000 were sold for cash at a 

$2,000 loss in 2011; an unrealized loss of $1,000 on these investments had been recorded in 2010 (at December 31, 

2011, the cost and fair value of unsold investments are equal). 

Required 
a. Compute the change in cash that occurred during 2011. 

b. Prepare a 2011 statement of cash flows using the indirect method. 

The solution is on page B-40. 

APPENDIX B11: Direct Method Reporting for the 

Statement of Cash Flows 

To prepare a statement of cash flows, we need a firm’s income statement, comparative balance sheets, and some 

additional data taken from the accounting records. Exhibit B.2 presents this information for Java House. We use 

these data to prepare Java’s 2011 statement of cash flows using the direct method. Java’s statement of cash flows 

explains the $25,000 increase in cash that occurred during 2011 (from $10,000 to $35,000) by classifying the 

firm’s cash flows into operating, investing, and financing categories. To get the information to construct the state- 

ment, we do the following: 

1. Use the direct method to determine individual cash flows from operating activities. We use changes 

that occurred during 2011 in various current asset and current liability accounts. 

2. Determine cash flows from investing activities. We do this by analyzing changes in noncurrent asset 
accounts. 

3. Determine cash flows from financing activities. We do this by analyzing changes in liability and 

stockholders’ equity accounts. 

The net cash flows from investing and financing are identical to those prepared using the indirect method. Only 
the format of the net cash flows from operating activities differs between the two methods, not the total amount of 
cash generated from operating activities. 
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Cash Flows from Operating Activities 

The direct method presents net cash flow from operating activities by showing the major categories of operating 

cash receipts and payments. The operating cash receipts and payments are usually determined by converting the 

accrual revenues and expenses to corresponding cash amounts. It is efficient to do it this way because the accrual 

revenues and expenses are readily available in the income statement. 

Converting Revenues and Expenses to Cash Flows 
Exhibit B.5 summarizes the procedures for converting individual income statement items to corresponding cash 

flows from operating activities. 

EXHIBIT B.5 Adjustments to Convert Income Statement Items to Operating Activity Cash Flows 

stm 

+ Decrease in accounts receivable 
or 

— Increase in accounts receivable 

and 
+ Increase in deferred (unearned) revenue 

or 
— Decrease in deferred (unearned) revenue 

+ Increase in inventory 

or 
— Decrease in inventory 

and = Payments for merchandise 
+ Decrease in accounts payable 

or 
— Increase in accounts payable 

Sales = Receipts from customers 

Cost of goods sold 

+ Increase in related prepaid expense 

Operating expenses 5 ee * 7 
Interest expense ecrease in related prepaid expense 
ieee tacoxpense and = Payments for expenses 

P + Decrease in related accrued liability 
(excluding items listed below) on 

— Increase in related accrued liability 

Depreciation expense 

Depletion expense 

Amortization expense 

+ Depreciation expense 
+ Depletion expense 
+ Amortization expense 

Exclude: Not related to cash from 

operating activities 
Gains (investing and financing) 

Losses (investing and financing) pale ls sata a am 
Java House Case Illustration 
We next explain and illustrate the process of converting Java House’s 2011 revenues and expenses to correspond- 

ing cash flows from operating activities under the direct method. 

Convert Sales to Cash Received from Customers 
During 2011, accounts receivable increased $5,000. This increase means that during 2011, cash collections on ac- 

count (which decrease accounts receivable) were less than credit sales (which increase accounts receivable). We 

compute cash received from customers as follows (this computation assumes that no accounts were written off as 

uncollectible during the period): 

Sal6S teen eee re ann uit Gushs peared $250,000 

— Increase in accounts receivable ......... (5,000) 

= Cash received from customers.......... $245,000 

Convert Cost of Goods Sold to Cash Paid for Merchandise Purchased 
The conversion of cost of goods sold to cash paid for merchandise purchased is a two-step process. First, cost of 

goods sold is adjusted for the change in inventory to determine the amount of purchases during the year. Then 
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the purchases amount is adjusted for the change in accounts payable to derive the cash paid for merchandise pur- 

chased. Inventory decreased from $60,000 to $54,000 during 2011. This $6,000 decrease indicates that the cost 

of goods sold exceeded the cost of goods purchased during the year. The year’s purchases amount Is computed as 

follows: 

Osi Ci GOS Selle) oncgactooesepaoser $148,000 

— Decrease ininventory................. (6,000) 

= PurchaSeSeraner tesici atone) eae ae $142,000 

During 20011, accounts payable decreased $9,000. This decrease reflects the fact that cash payments for merchan- 

dise purchased on account (which decrease accounts payable) exceeded purchases on account (which increase 

accounts payable). The cash paid for merchandise purchased, therefore, is computed as follows: 

PUrCHASCS Aree at on certs ere erin acute $142,000 

+ Decrease in accounts payable .......... 9,000 

= Cash paid for merchandise purchased.... $151,000 

Convert Wages Expense to Cash Paid to Employees 
No adjustment to wages expense is needed. The absence of any beginning or ending accrued liability for wages 

payable means that wages expense and cash paid to employees as wages are the same amount: $52,000. 

Convert Insurance Expense to Cash Paid for Insurance 
Prepaid insurance increased $13,000 during 2011. The $13,000 increase reflects the excess of cash paid for insur- 

ance during 2011 (which increases prepaid insurance) over the year’s insurance expense (which decreases prepaid 

insurance). Starting with insurance expense the cash paid for insurance is computed as follows: 

Insurance expense ......... 0.00 e ee eee $ 5,000 

+ Increase in prepaid insurance........... 13,000 

= (2c oetiohior iW scocecnocoaccor $18,000 

Eliminate Depreciation Expense and Other Noncash Operating Expenses 
Depreciation expense is a noncash expense. Because it does not represent a cash payment, depreciation expense 

is eliminated (by adding it back) as we convert accrual expense amounts to the corresponding amounts of cash 

payments. If Java House had any amortization expense or depletion expense, it would eliminate them for the same 

reason. The amortization of an intangible asset and the depletion of a natural resource are noncash expenses. 

Convert Income Tax Expense to Cash Paid for Income Taxes 

The increase in income tax payable from $3,000 at December 31, 2010, to $5,000 at December 31, 2011, means 

that 2011’s income tax expense (which increases income tax payable) was $2,000 more than 2011’s tax payments 

(which decrease income tax payable). If we start with income tax expense, then we calculate cash paid for income 

taxes as follows: 

Income tax expense ...............00. $11,000 

— Increase in income tax payable.......... (2,000) 

= Cash paid for income taxes ............ $ 9,000 

Omit Gains and Losses Related to Investing and Financing Activities 
The income statement may contain gains and losses related to investing or financing activities. Examples include 
gains and losses from the sale of plant assets and gains and losses from the retirement of bonds payable. Because these 
gains and losses are not related to operating activities, we omit them as we convert income statement items to various 
cash flows from operating activities. The cash flows relating to these gains and losses are reported in the investing 
activities or financing activities sections of the statement of cash flows. Java House had an $8,000 gain from the sale 
of land in 2011. This gain is excluded; no related cash flow appears within the operating activities category. 
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We have now applied the adjustments to convert each accrual revenue and expense to the corresponding 

operating cash flow. We use these individual cash flows to prepare the operating activities section of the statement 

of cash flows; see Exhibit B.6 

EXHIBIT B.6 Direct Method Operating Section of Statement of Cash Flows 

CES MCS NAC ROI CURIOS 20 cacusoonbnoooonsbowobenve $245,000 

Casi paid Ommenchandise pUrchaSccma nent tant tir nrtes nee $151,000 

Cash Paid toremployeesua tess) arate hace aes cA ewes te ey, 52,000 

Gash pal cuOminSulanCe mere merase tmnerat tere eine wet etn an an tee 18,000 

Gash paid FOmMCOMenaxeSirr wate meres ami oar eee cat 9,000 230,000 

Net cash provided by operating activities .................... $ 15,000 

Cash Flows from Investing and Financing 

The reporting of investing and financing activities in the statement of cash flows is identical under the indirect and 

direct methods. Thus, we simply refer to the previous sections in this appendix for explanations. 

Supplemental Disclosures 
When the direct method is used for the statement of cash flows, three separate disclosures are required: (1) a rec- 

onciliation of net income to the net cash flow from operating activities, (2) a schedule or description of all noncash 

investing and financing transactions, and (3) the firm’s policy for determining which highly liquid, short-term 

investments are treated as cash equivalents. The firm’s policy regarding cash equivalents is placed in the financial 

statement notes. The other two separate disclosures are reported either in the notes or at the bottom of the state- 

ment of cash flows. 

The required reconciliation is essentually the indirect method of computing cash flow from operating activi- 

ties. Thus, when the direct method is used in the statement of cash flows, the indirect method is a required separate 

disclosure. We discussed the indirect method earlier in this appendix. 

Java House did have one noncash investing and financing event during 2011: the issuance of common 

stock to acquire a patent. This event is disclosed as supplemental information to the statement of cash flows in 

Exhibit B.4. 

APPENDIX-END REVIEW 2 

Expresso Royale’s income statement and comparative balance sheets follow: 

- EXPRESSO ROYALE 
Income Statement  —s_©" 

For Year Ended December 31, 2011 

eaes eS, SO OR Ae DP eee eee Rete Oe ee $385,000 

DIVICENG INCOME wee Mean serie cuaictdls hoes syeveneinteewns, the 5,000 

390,000 

Costofqoods;soldeersecan a cee nee... emo $233,000 

WAGESTEXDENSEreptacttecclher else svat oe aisileke neers « 82,000 

PNGVEISING CXDOEMS Camneieir are reir ei. Stes hernias 10,000 

DepreciationsexDenSemmcrine apatite rc tan) apmuieveminits 11,000 

INnGonmestaxzex Den SCe us sa tkeactar aes EP sets foci ucheets oh 17,000 

Kossionsalerot inVestinemtSanmrcrieeser itr ori: 2,000 355,000 

Netincome sy. Rie erie tee merase sete daw? aelee $ 35,000 
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Assets 

Gashiem in oe eee RR A infer aener ts nateie ete $ 8,000 $ 12,000 

‘Accounts receivables aamtemio tie set-in site orotate 22,000 28,000 

AN ETN Kola Pathoscrot ocotn Raia ocac ronda ceeromie nea cncedio clos 94,000 66,000 

PrepaidiadVentiSin Gener iieriee ttre tetany ete 12,000 9,000 

Long-term investments—Available-for-sale........ 30,000 41,000 

Fair value adjustment to investments............- — (1,000) 

Plant AaSSCLS eee eee ret ottetere en te er etn rere eaters 178,000 130,000 

/NE CW MUENCSC| CE AOAWOM so oncuscosasebonsocdce (72,000) (61,000) 

TGtal:asSets aw ease emer eect wert ee eye cero $272,000 $224,000 

Liabilities and Equity 

ACCOUNTS Payable mmr ecb reenter: $ 27,000 $ 14,000 

Wagesipavyablemmmescent -tertsctantt cm cr octane 6,000 2,500 

Income taxtpayablemtme cmepme ce aetcr eee etera sce eters 3,000 4,500 

Gommion:Stockeaere erie sie ecieinaciaci ace aienche = emene ere 139,000 125,000 

Retained'eamingSser ose acre ree core eee 97,000 79,000 

Unrealized loss on investments.............+--- — (1,000) 

otallliabilitiestanc equity ene etree eee $272,000 $224,000 

Cash dividends of $17,000 were declared and paid during 2011. Plant assets were purchased for cash in 2011, and 

later in the year, additional common stock was issued for cash. Investments costing $11,000 were sold for cash at a 

$2,000 loss in 2011; an unrealized loss of $1,000 on these investments had been recorded in 2010 (at December 31, 

2011, the cost and fair value of unsold investments are equal). 

Required 
a. Compute the change in cash that occurred during 2011. 

b. Prepare a 2011 statement of cash flows using the direct method. 

The solution is on page B-42. 

GUIDANCE ANSWERS 

MANAGERIAL DECISION 

Many companies, but not all, treat customers’ notes receivable as an investing activity. In 2005, the SEC 

became concerned with this practice and issued letters to a number of companies objecting to this account- 

ing classification. “Presenting cash receipts from receivables generated by the sale of inventory as investing 

activities in the company’s consolidated statements of cash flows is not in accordance with GAAP,” wrote the 

chief accountant for the SEC’s division of corporation finance, in her letter to the companies (“Little Campus 

Lab Shakes Big Firms—Georgia Tech Crew’s Report Spurs Change in Accounting for Operating Cash Flow,” 

March 1, 2005, The Wall Street Journal). The SEC’s position is that these notes receivable are an operating 

activity and analysts are certainly justified in treating them likewise. Concerning the sale of receivables, so 

long as the separate entity (a trust in this case) is properly structured, the transaction can be treated as a sale 

(rather than require consolidation) with a consequent reduction in receivables and a gain or loss on the sale 
recorded in the income statement. Many analysts treat this as a financing activity and argue that the cash 
inflow should not be regarded as an increase in operating cash flows. Bottom line: many argue that operating 
cash flows do not increase as a result of these two transactions and analysts should adjust the statement of 
cash flows to properly classify the financing of receivables as an operating activity and the sale of receivables 
as a financing activity. 
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Superscript ®' denotes assignments based on Appendix B1. 

DISCUSSION QUESTIONS 
Q B-1. 

Q B-2. 

Q B-3. 

Q B-4. 

QB-5. 

Q B-6. 

Q B-7. 
Q B-8. 

Q B-9. 

Q B-10. 

Q B-11. 

Q B-12. 

Q B-13. 

Q B-14.8! 

Q B-15.8! 

Q B-16.?! 

Q B-17.8! 

What is the definition of cash equivalents? Give three examples of cash equivalents. 

Why are cash equivalents included with cash in a statement of cash flows? 

What are the three major types of activities classified on a statement of cash flows? Give an 

example of a cash inflow and a cash outflow in each classification. 

In which of the three activity categories of a statement of cash flows would each of the following 

items appear? Indicate for each item whether it represents a cash inflow or a cash outflow: 

Cash purchase of equipment. 

Cash collection on loans. 

Cash dividends paid. 

Cash dividends received. 

Cash proceeds from issuing stock. 

Cash receipts from customers. 

Cash interest paid. 

. Cash interest received. 

Traverse Company acquired a $3,000,000 building by issuing $3,000,000 worth of bonds 

payable. In terms of cash flow reporting, what type of transaction is this? What special disclosure 

requirements apply to a transaction of this type? 

FHS ROSS 

Why are noncash investing and financing transactions disclosed as supplemental information to a 

statement of cash flows? 

Why is a statement of cash flows a useful financial statement? 

What is the difference between the direct method and the indirect method of presenting net cash 

flow from operating activities? 

In determining net cash flow from operating activities using the indirect method, why must we 

add depreciation back to net income? Give an example of another item that is added back to net 

income under the indirect method. 

Vista Company sold for $98,000 cash land originally costing $70,000. The company recorded a 

gain on the sale of $28,000. How is this event reported in a statement of cash flows using the 

indirect method? 

A firm uses the indirect method. Using the following information, what is its net cash flow from 

operating activities? 

Net incomese icin aceredeeete ve sey satis $88,000 

Accounts receivable decrease............. 13,000 

InventonyzincheaSeaniaaemniet © mene rie eee 9,000 

Accounts payable decrease............... 3,500 

Income tax payable increase.............. 1,500 

Depreciation.exoensSeyc. acs. = s< sas ses a0 6,000 

What separate disclosures are required for a company that reports a statement of cash flows using 

the indirect method? 

If a business had a net loss for the year, under what circumstances would the statement of cash 

flows show a positive net cash flow from operating activities? 

A firm is converting its accrual revenues to corresponding cash amounts using the direct method. 

Sales on the income statement are $925,000. Beginning and ending accounts receivable on the 

balance sheet are $58,000 and $44,000, respectively. What is the amount of cash received from 

customers? 

A firm reports $86,000 wages expense in its income statement. If beginning and ending wages 

payable are $3,900 and $2,800, respectively, what is the amount of cash paid to employees? 

A firm reports $43,000 advertising expense in its income statement. If beginning and ending 

prepaid advertising are $6,000 and $7,600, respectively, what is the amount of cash paid for 

advertising? 

Rusk Company sold equipment for $5,100 cash that had cost $35,000 and had $29,000 of accumulated 

depreciation. How is this event reported in a statement of cash flows using the direct method? 

B-24 
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Q B-18.8! What separate disclosures are required for a company that reports a statement of cash flows using 

Q B-19. 

Q B-20. 

Q B-21. 

the direct method? 

How is the operating cash flow to current liabilities ratio calculated? Explain its use. 

How is the operating cash flow to capital expenditures ratio calculated? Explain its use. 

The statement of cash flows provides information that may be useful in predicting future cash 

flows, evaluating financial flexibility, assessing liquidity, and identifying financing needs. It 

is not, however, the best financial statement for learning about a firm’s financial performance 

during a period; information about periodic financial performance is provided by the income 

statement. Two basic principles—the revenue recognition principle and the matching concept— 

work to distinguish the income statement from the statement of cash flows. (a) Define the 

revenue recognition principle and the matching concept. (b) Briefly explain how these two 

principles work to make the income statement a better report on periodic financial performance 

than the statement of cash flows. 

Assignments with the @ logo in the margin are available in an online homework system. 

See the Preface of the book for details. 

MINI EXERCISES 

M B-22. 

M B-23. 

M B-24. 

Classification of Cash Flows (07) 

For each of the items below, indicate whether the cash flow relates to an operating activity, an investing 

activity, or a financing activity. 

. Cash receipts from customers for services rendered. 

. Sale of long-term investments for cash. 

. Acquisition of plant assets for cash. 

. Payment of income taxes. 

. Bonds payable issued for cash. 

Payment of cash dividends declared in previous year. 

. Purchase of short-term investments (not cash equivalents) for cash. MHF ao0ss 

Classification of Cash Flows (7%) 

For each of the items below, indicate whether it is (1) a cash flow from an operating activity, (2) a cash 

flow from an investing activity, (3) a cash flow from a financing activity, (4) a noncash investing and 

financing activity, or (5) none of the above. 

a. Paid cash to retire bonds payable at a loss. 

b. Received cash as settlement of a lawsuit. 

c. Acquired a patent in exchange for common stock. 

d. Received advance payments from customers on orders for custom-made goods. 

e. Gave large cash contribution to local university. 

f. Invested cash in 60-day commercial paper (a cash equivalent). 

Net Cash Flow from Operating Activities (Indirect Method) (02) 

The following information was obtained from Galena Company’s comparative balance sheets. Assume 

that Galena Company’s 2011 income statement showed depreciation expense of $8,000, a gain on sale of 

investments of $9,000, and a net income of $45,000. Calculate the net cash flow from operating activities 
using the indirect method. 

Dec. 31, 2011 Dec. 31, 2010 

Cashit Sey ater seers ae ter en ee Ob $ 19,000 $ 9,000 

AACCOUNTSIFECEIVallomene sie sateen tre 44,000 35,000 

INVENGONY 2: ee tote aaa s te See 55,000 49,000 

Prepaid fentan amps tect tats on 6,000 8,000 

Long-term investments’. ....s0...... 21,000 34,000 

PlantaSSetSievatan st iackat carkamene aay: 150,000 106,000 

Accumulated depreciation............ 40,000 32,000 

ACCOUNTS! Payablenmen nna atereeretee 24,000 20,000 

Incomettax/paVable tae eer ree 4,000 6,000 

COM MOMUSWCE, Bon nwo.omenooonsoaor 121,000 92,000 

RetainedrearninG Sieesee ita ar 106,000 91,000 
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M B-25. Net Cash Flow from Operating Activities (Indirect Method) 
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{LO2) 

Cairo Company had a $21,000 net loss from operations for 2012. Depreciation expense for 2012 was 

$8,600 and a 2012 cash dividend of $6,000 was declared and paid. Balances of the current asset and 

current liability accounts at the beginning and end of 2012 follow. Did Cairo Company’s 2012 operating 

activities provide or use cash? Use the indirect method to determine your answer. 

(LO2} 

Accounts receivable.......... 16,000 25,000 

INVGMLOIV RE: tree omevaneeoeenes dee aes 50,000 53,000 

Prepaid expenses............ 6,000 9,000 

Accounts payable............ 12,000 8,000 

Accrued liabilities............ 5,000 7,600 

M B-26.5'! Operating Cash Flows (Direct Method) (1.02) 

Calculate the cash flow for each of the following cases. 

a. Cash paid for rent: 

Rentiexpenseaemecetecs oe seat cecey aie $60,000 

Prepaid rent, beginning year ........ 10,000 

Prepaid rent, end of year........... 8,000 

b. Cash received as interest: 

Interestincomeunene eames ct ane ane $16,000 

Interest receivable, beginning year ... 3,000 

Interest receivable, end of year...... 3,700 

c. Cash paid for merchandise purchased: 

COSTOLGOOdSISO|G ane E en aeierar $98,000 

Inventory, beginning year:.......... 19,000 

Inventory, end of year.............. 22,000 

Accounts payable, beginning year.... 11,000 

Accounts payable, end of year....... 7,000 

Howell Company’s current year income statement reports the following: 

$825,000 

550,000 

$275,000 

Howell’s comparative balance sheets show the following (accounts payable relate to merchandise 

purchases): 

End of Year 

Accounts receivable......... $ 71,000 

INVENTONM se orate an tec ee 109,000 

Prepaid expenses........... 3,000 

Accounts payable........... 31,000 

Beginning of Year 

$60,000 

96,000 

8,000 

37,000 

Compute Howell’s current-year cash received from customers and cash paid for merchandise purchased. 

B-26 
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EXERCISES 

(/) E B-28. Net Cash Flow from Operating Activities (Indirect Method) (02) 

Lincoln Company owns no plant assets and reported the following income statement for the current year: 

SalOS i yee mer terion cee ren Gone aer $750,000 

Cost oigoods;soldeee semen $470,000 

Wages: OXPeNSO ene cyectclwie ie cuen nen: 110,000 

Rent:expemSernar. «4 cuctim sucess eucttele 42,000 

Insurance expense............... 15,000 637,000 

Netincomenentes< 2 ckceccaneeraae $113,000 

d 

Accounts receivable......... $54,000 

INVENTORY seeneraseinc asses ene 60,000 66,000 

Prepaid insurance .......... 8,000 7,000 

INOCOUMMEISEWEINE coc cgoucus 22,000 18,000 

Wages payable............. 9,000 11,000 

Use the information to calculate the net cash flow from operating activities under the indirect method. 

E B-29. Statement of Cash Flows (Indirect Method) © ©2, =. 4) 

Use the following information about Lund Corporation for 2011 to prepare a statement of cash flows 

under the indirect method. 

Accounts payable ImereaSema sami eeien miners aie ni $ 9,000 

Accountsmeceivable imcreaSemer. sateen icrimeneeerse ne 4,000 

Accrued liapilities:decreasSe ie ana acne ernie atone icnere 3,000 

AMORIZAUONFEXDENSCas ine nec erate ae te ci ncs ean 6,000 

CAS loeleMmes, loie[iniMine) OF ZOMs cco aco eeunsaanneoce 22,000 

CashibalancexencOf2 Oil maar ate ere tertne re ani 15,000 

Gash paid as dividends ear iene INE ce 29,000 

(CES SeNel WO UIMCINESE ANNE) oc oo oa a ao en aon oO nene 90,000 

Cash paid to retire bonds payable at par............... 60,000 

Cash received from issuance of common stock ......... 35,000 

Cash received from sale of equipment ................ 17,000 

DepreciationiexpenSeianmetemt aerate tr etn nee 29,000 

Gainionisalerofieauipmienh ty emitter ener rrr 4,000 

Inventory decrease sac cuatin niente ec ari nrmer era ene 13,000 

INGUIIMA CONIC Savers coven a ee slccees ees ey aren ae Renee arty reer 76,000 

PrepalgexpenSes InCheaSe saris siseat iene keener ey ene nee 2,000 

VV) E B-30. Operating Section of Statement of Cash Flows (Indirect Method) (02) 

Following are the income statement and balance sheet for Oracle, Corp. for the year ended May 31, 
Oracle, Corp. (ORCL ; 5 

Pp. ( ) 2011, and a forecasted income statement and balance sheet for 2012. 
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TOtalTEVONUGS .stree tne Annee niin FR memer ent ere 12518 8. $35,622 $47,794 

Operating Expenses 

SEES ENC! MEGUMI): occusnconcoodaned¢covennvevesvoot 6,579 8,842 

Software license updates and product support............ 1,264 1,673 

ENC MENS SVSIMIS{OOCUEIS .occnaacnevdehousangseuvne 2,057 2xhilie 

nELOMERS SWACMS AUN coccoconcossesooHbaosdoaone 1,259 1,673 

SERVI COS wreiepn term treme cit test un Scat Aanen Ghee, Cts commaeaRar tifa aan anes 3,818 5,114 

ASSETS) Eline) CWENCOINEMW 5 oom ooouodeenoonaouenedouas 4,519 6,070 

GeneralrancractminiStratly cements lier art tanner trae 970 1,290 

AMOMIZATONLOtIntanGi ole aSSetSie en imeneneein erent 2,428 2,044 

ACGUISItiON related andlOthehameninerttneten acnniernrs site 208 _— 

REStrUCTUTING Sayer sn het shee s SeT SRC Si erepa eres SIR cd 487 a 

hoialfoperatingkexpenSeStencm aaa eee eee ee ee 23,589 29,478 

OPSKALINGHINC OMG eR aetenen aia shes sade. hers eats cong 12,033 18,316 

Intehestincomiemrmras «cra caniae siamo: anemia a easier (808) (808) 

Non-operating income (expense), net ...............008. 186 186 

Income before provision for income taxes..............-. 11,411 17,694 

ProvisiOntOminCOme taxes sama trannies ase nnn eer 2,864 4,441 

NeInCOMG see arias aint cat ener eRe Or MONS ct es ene ae $ 8,547 $13,253 

QU ae, a Sere saat 
GashrandicashequivalentSanrmeacnen renecen trees yearn ey ae ee cme $16,163 $29,013 

Marketablersectirities tay. ae saree serra ree sae cter eso saneae vtec cathe 12,685 12,685 

MLAAEMSCEIVADISS aerere Sete sinter eeremes tee ee Cer ea eas sale js Gueconr aes 6,628 8,890 

INVENLOeSwe cr eet mice eae otters ocean crea ares rere 303 430 

DETEMEOMAXCASSCISaer a tram ere Men citar eet cre emreenccea meee 1,189 1,189 

Prepaid expenses and other current assets...............0.00000e 2,206 2,963 

oOtaliGUrrent:aSSClSs ser ee eu eae cee euel coeur ie trie esl 39,174 55,170 

Property; plantandrequipments met cm: svaewts wiermttte i. irene is earns 2,857 4,962 

IntangiblerasSetS Metis cmreacsrct auctor e tl <r Revers no ccicolana ikea less oc 7,860 5,816 

(GOOG WI emt Petes ay ewe, Sh ccseceeee ny hirer aicon nue. hoe mnayauereras seats 2lhooS PI Jers} 

DeferreditaxtaSSels ivavevevenna ters rar Need eee nab aietace are aclatere McPeer 1,076 1,076 

Otheroperating assets sen ae scar ema once See sence ele al eieem 1,015 1,338 

otalinon=CcumentaSSetS... suiaenine. He seein oman ie ake 6 34,361 34,745 

Aa taleaASSCIS sewage eerie eto mre ieictee eae Mot eat thes Scie ear ee ae $73,535 $89,915 

Notes payable, current and other current borrowingS............+-- $ 1,150 $ 1,250 
ACCOUMISIDAV ADC sts er ene ortintcters cach erates «Vieia-e teh at sy nc xe orien werd, c terete eee 701 956 

Accrued compensation and related benefits....................0. 2,320 3,107 

Defernedkrevenlesicstaccasmrtertee cose eect tere nko erchehare a sctueite ey saiein, malate 6,802 9,129 

OthercurrentsliabiliticSiteecmmammnrsererenstt te yeeatedam iets ccesers ere io creue) ot al ors CHATS) 4,301 

OTAGO UES NADINTES ote aticts aie crstne eeuehe, viola aicre, Seayerie ort es eure o> 14,192 18,743 

Notes payable and other non-current borrowings..............-.-. 14,772 Meee 

IncomestaxeS:Pavable mre emtecemteretirs wate ot ore eee uc ea fol cue gtie nncs aaa 3,169 4,254 

Deferredstaxciiabilities eecreremrsrertiineiere acc r ete e ciena he candn eee) ae 59 59 

OA AMO MOU IELOUNNES otek onscueeede sp ono aon Gono not 1,098 1,482 

Totalnonecuiment llabilteSan selemermutes sentences ares ss nee sea 9 ahe 19,098 Sil 7 

continued 
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continued from prior page 

Oracle Corporation stockholders’ equity: 

Preferrecistock see wig tes cies miter nee eon an eo een on teat fiawakeat 0 0 

Commonistockes.nare semen seereteretr es ate ccs eere cgeieter see arsine ieee 16,653 16,653 

Retained earnings atwtesm sessed ee sarees oe cle tiact ote relener: eiearciege 22,581 34,191 

Accumulated other comprehensive income. .........-+..++++e00e- 542 542 

Total Oracle Corporation stockholders' equity ..........-..--.+-+. 39,776 51,386 

Noncontrollingyintenests meer: ciaesrarietit. theta -cl nein t-te Ret tere tne rman 469 469 

Otel. CCUMT Rear cae -ctesratey ccm screen cenerave etceler sel cleyrsa ster rue tenet Ree ae ana eee 40,245 51,855 

otal liabilitiestandrequity meme eer ci ier een eee neste $73,535 $89,915 

Prepare the net cash flows from operating activities section of a forecasted statement of cash flows 

for 2012 using the indirect method. Treat current and noncurrent deferred tax assets and liabilities as 

operating. Operating expenses (such as Sales and marketing, and General and administrative expense) 

for 2012 include estimated depreciation expense of $380 million. 

E B-31. Operating Section of Statement of Cash Flows (Indirect Method) (o>) 

General Mills, Inc. Following are the income statement and balance sheet for General Mills for the year ended May 29, 

(GIS) 2011, and a forecasted income statement and balance sheet for 2012. 

— come Statement ee 
¢ millions) _ : 5 — a fe ee 2011 Actual 2012 Est. 

INTEL AR Fe een yearn) adr ope cca a es ee RS erate Ul Ame ashe) O98, ric $14,880.2 $15,624.2 

COoStiOfiSAaleSiy ren rae eew tee eae eee ae ane eee ae CA ciate mits toner aoe aero a 8,926.7 9,374.5 

Selling, general, and administrative expenseS........... 00. e ee eee eee eee 3, 192°0 3,359.2 

BY IVASS Un Res (6 FeV [a eRe Stake cectoa aemredeuceolo ca foieers ofoiema the tie evo ew orgie eiclaeet sera kn custo tec (17.4) 0.0 

RESTUCUKING mmpalimentranclOtneleeXlCOSLS meet tent stein rene eee 4.4 0.0 

Operating: Prohit Grsmpene ts cwcnce cata tecaunteg spel waren irasen es wise ene aoe) ieee tars seh oR eR er 2,774.5 2,890.5 

INTOKSSIN MOT At eines Arcee cicaee races cre reneeare tet, takai k oneer nicl eeu cde Lee emer ana 346.3 346.3 

Earnings before income taxes and after-tax earnings from joint ventures ....... 2,428.2 2,544.2 

INCOMewtaAXCS 7 cmercc ep Nn NO eteha een ye mete tene ates Gc tia Mus che Shree eweer caer TAN Toole 

PNINTAUEY.< CEMMAING TS IKOMMMONIME WENN 6 og oo ooo woe onwoncdascsnogsuacnacc- 96.4 96.4 

Net earnings, including earnings attributable to noncontrolling interests ........ 1,803.5 1,885.0 

Net earnings attributable to noncontrolling interests....................2005 5.2 Onn 

INKEir CETAMIMS ES EhatiMl OWE) (Eto) ESM ENMINIS «cone cago nee uen ose eronugoeacueaae $ 1,798.3 $ 1,879.3 

. ee Balance Sheet aS 

($millions) : ee 2011 Actual 2012 Est. 

Cashyandicashiequivalentseyame nines seein as ian one $ 619.6 $ 776.8 
Marketable securities 

ROCGIVADIOS sees metry mentee icentminctanarskeneectonst OR orer hte atalel cient eee 1,162.3 1,218.7 

INVENTON Sam ott scott meats cuktant, cc nawe ris ees Waren its Sel ae ge oe 1,609.3 1,687.4 
DEeterreciincomotaxesiscantarmacea cre trck wate te ei hehe tees eae epee 27.3 Sile2 
(PARS|SEMel VAOMSES ING] OUNEP sn cn cure dococ eos tomraouenoont enna 483.5 500.0 

otal cumentiassets spas aacrceee ices teers ceacmenn eran ss rane meee eee 3,902.0 4,214.1 
Leetnre|, lolwiikelinefsy, Cima CopWIOVTMNEMs coc cucu no noogvnnamonorounsounnot 3,345.9 3,340.8 
CE felore WL torre ainremenncRimlsicicci ai. ater trn Aes occu tan! hoe ayy NhGeid ad 8h eicheraye 6,750.8 6,750.8 
Otheriintamgible.assetSane.cc scorers eee Ae ene ke a ee CLO OLS 3,813.3 
OtPeraSSOtSety jm tod o.t ee ava ira we Susccy 2 awed eA Orn aLEae Set aie ei Ace ao 862.5 906.2 

TOtal ASSOTS 2 yon. a: Shes sey sa eee eRe tee AE ene $18,674.5 $19,025.2 

continued 



Current liabilities 

ACCOUNTS PayaAbleSe As. Hor so, oqeebe tere me met lepeptitary cP Ice, Sek 2 

Current POKIOMOmMONG=te hin Geb tierra nen nam ear ee ee renin een 

Notestpayablomaawre- ar si iaterech tap tan ce coe ne a Lee ee arate? 

OthercurrentiiabilitteSmariemt srs seems ate een nn etre eure aps 

Total current liabilities 

Stockholders' equity 

GOIMMONESTOC Kemer Fore neta 4 etey rh day ame ans, eee phate seater cen ye 

Additionaljoaid=inicapitaliaearrseteeannee eee nets te ee Rie ey. eae 

Retained earnings 

otal: Stockholders CC Uity sae rauas noice ie sea eee enh Anne ceo 

Noncontrollingiinterests sare encenieiater acme: eek Meme tent an kan a 

Otel CQUITY pre wetce t eieiete re circa need Re raee ean eaeitucs cto che eco ene 

otaliabilities ancdseq UltV awed nen Geeta tater hones Loree 

Eong=tennkdobtsemmrs. mmc ttes ore Scns enn ean uae repckcane: told on eae 

Beferrediincometaxes errr ss. cutee ete er enn et MEP pe 

OLDE a DIL CS ew meen tee tS erick eat L then ao Meare toa! yer ed 

POtal labiitGS ua prrectee: Sew Aw RIES Piet box: titeete enna pL eraee lr te oA ides 

Common Stocksinetreas ui eeeeee de ee eh bere ee Ie atone ater: 

Accumulated other comprehensive loss ..............200+e000eee 

Appendix B | Constructing the Statement of Cash Flows 

$995.1 $1,046.8 
1,031.3 733.6 
Bide B13 

1,321.5 1,390.6 

3,659.2 3,482.3 
5,542.5 4,808.9 
1,127.4 1,187.4 
17332 1,812.4 

12,062.3 11,291.0 

75.5 75.5 
1,319.8 1,319.8 
9,191.3 10,307.6 
(3,210.3) (3,210.3) 
(1,010.8) (1,010.8) 

6,365.5 7,481.8 
246.7 252.4 

6,612.2 7,734.2 

$18,674.5 $19,025.2 

Prepare the net cash flows from operating activities section of a forecasted statement of cash flows for 2012 

using the indirect method. Operating expenses (such as Cost of sales and Selling, general and administrative 

expenses) for 2012 include estimated depreciation expense of $692.6 million. Estimated 2012 retained 

earnings includes dividends of $768.7 million. 

E B-32.8' Operating Cash Flows (Direct Method) {LO2) 
Calculate the cash flow for each of the following cases. 

a. Cash paid for advertising: 

Advertising expense................-5-. $62,000 

Prepaid advertising, beginning of year...... 11,000 

Prepaid advertising, end of year .......... 15,000 

b. Cash paid for income taxes: 

IMCOMCWAXVEXIDSMISE wesetewerce-na| ieickaeh merce ete $29,000 

Income tax payable, beginning of year ..... 7,100 

Income tax payable, end of year.......... 4,900 

c. Cash paid for merchandise purchased: 

Gone Clee~sSellels..5 ss sb onecvondpoodon $180,000 

Inventory, beginning of year.............. 30,000 

MEMORY EINCIONNEEG osm einen obecoe s 06 25,000 

Accounts payable, beginning of year....... 10,000 

Accounts payable, end of year............ 12,000 

E B-33.8! Statement of Cash Flows (Direct Method) {LO2; 3, 4) 

Use the following information about the 2011 cash flows of Mason Corporation to prepare a statement 

of cash flows under the direct method. 

B-30 



B-31 Appendix B | Constructing the Statement of Cash Flows 

V/) E B-34.?! 

E B-35. 

Operating Cash Flows (Direct Method) 

Refer to the information in Exercise B-28. Calculate the net cash flow from operating activities using 

Cash balancexend of. Oj meer etree $ 12,000 

Cash paid to employees and suppliers ..... 148,000 

Cash received from sale of land........... 40,000 

Cash paid to acquire treasury stock ....... 10,000 

Cash balance, beginning of 2011.......... 16,000 

Cash received as interest................ 6,000 

Cash paid as income taxes .............. 11,000 

Cash paid to purchase equipment......... 89,000 

Cash received from customers ..........- 194,000 

Cash received from issuing bonds payable.. 30,000 

Gash paidias dividends arse ersten 16,000 

(LO2)} 

the direct method. Show a related cash flow for each revenue and expense. 

Investing and Financing Cash Flows 

During 2012, Paxon Corporation’s long-term investments account (at cost) increased $15,000, which 

was the net result of purchasing stocks costing $80,000 and selling stocks costing $65,000 at a $6,000 

loss. Also, its bonds payable account decreased $40,000, the net result of issuing $100,000 of bonds at 

$103,000 and retiring bonds with a face value (and book value) of $140,000 at a $9,000 gain. What items 

and amounts appear in the (a) cash flows from investing activities and (b) cash flows from financing 

{LO3, 4) 

activities sections of its 2012 statement of cash flows? 

PROBLEMS 

P B-36. Statement of Cash Flows (Indirect Method) (LO2, 3, 4) 

Wolff Company’s income statement and comparative balance sheets follow. 

Cost of goods sold....... 

Wages expense ......... 

Insurance expense....... 

Depreciation expense. .... 

Interest expense......... 

Income tax expense...... 

Netiincomeseroner seen: 

IMEI onc ono aononnne 

Prepaid insurance ....... 

RlantraSSctshas esse iene 

Income Statement 

WOLFF COMPANY 

Balance Sheets 

Dec. 31, 2011 

5,000 
250,000 
(68,000) 

$329,000 

$430,000 

86,000 

$635,000 

579,000 

$ 56,000 

Dec. 31, 2010. 

$ 5,000 

32,000 

60,000 

7,000 

195,000 

(51,000) 

$248,000 



P B-37. 

Cash dividends of $29,000 were declared and paid during 2011. Also in 2011, plant assets were purchased 

for cash, and bonds payable were issued for cash. Bond interest is paid semiannually on June 30 and 

Liabilities and Stockholders’ Equity 

INCOMES SEWN co oo sc osu uebooougs 

Wages payabletiicc.t4 jeteintnecea oe nna 9,000 

Incomertaxipayablemrermmnerie nn ceria 7,000 

Bonds: payable sere eerie pee eee 130,000 

Commonisiocksemrmrner meri ey eee 90,000 

Retained caminGSanesmene reer ae niee 86,000 

Total liabilities and equity............. $329,000 

Appendix B | Constructing the Statement of Cash Flows 

$ 10,000 

6,000 

8,000 

75,000 

90,000 

59,000 

$248,000 

December 31. Accounts payable relate to merchandise purchases. 

Required 

a. Compute the change in cash that occurred during 2011. 

b. Prepare a 2011 statement of cash flows using the indirect method. 

Statement of Cash Flows (Indirect Method) 

Following are the income statement and balance sheet for Best Buy for the year ended February 26, 

2011, and a forecasted income statement and balance sheet for 2012. 

Revenue 

{LO2, 3, 4) 

Costopqoods Soldme eee sore seme Se naan ee eee ees 

Restructuring charges 

GrOSSiprofitetce, secre ote ce icue ens mine ane cee train ia sem east = 

Selling, general and administrative expenses 

Restructuring charges 

Goodwill and tradename impairment..................25. 

Operatinguncome cseucreetra rs teicbt arti cheers ears ca fs 

Othenincome:(expensSe) iz ees. «acre settee cuts sen aa 

Investment income andOtnere a .aatieae sine eae sone se ere olen 

IntereSHeEXPENnSemaerc sre inc hersnciwal mevaci cial Seams carne eeners 

Earnings before income tax expense and equity in income of affiliates . 

InGOmertaxXtexPeNnS@rcea cme ts settee «circ eran mere en er eeyoaacn. 

Equity in INCOMELOL atillateSae ey eee tener cto te one orca giars. ce 

Net earnings including noncontrolling interests............. 

Net earnings attributable to noncontrolling interests......... 

Net earnings attributable to Best Buy Co., Inc.............. 

$50,272 $52,786 

nas! 37,611 39,484 
tego 24 0 

einige 12,637 13,302 
ine 10,325 10,821 
Sana 198 0 
sas 0 0 

a pure 2,114 2,481 
pa 0 0 
ap cane 54 54 
df Saereen (87) (87) 

2,078 2,445 
Siege 714 841 
beratd den 2 2 

nb hi 1,366 1,606 
es (89) 104 

Aree $ 1,277 $ 1,502 

Best Buy (BBY) 
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Shont=termiinvestimentS:n yo cmmeecette eo. feraim tetera eect ereitetloit ee ae ee rele iene estan 22 22 

Receivables. . ..5.:.5. ree re eine cts ee are cea ae eee evans as eee Renee 2,348 2,481 

Merchandise inventonieste-i smeaneete nese cot cist inert nce teste 5,897 6,176 

Other Current AaSSEtsa.waeesic ce semenareem iste Gee RNS ch earaes7 mr lst cy ee rnaviou eo uci 1,103 1,161 

‘Totalicurrent aSSets: as crc: sea eepeie svete bac arererars) ees ees: ool iene +) eee nomene 10,473 11,845 

Property and Equipment 

Landiand:buildinnss cnc tacmens enerterepenvecere steer creeerie tensity amal-e stn etOnstlet ene 766 843 

Leasehold improvementSaevasimr ects eterna cate dete ats cies slate sets 2,318 2,550 

Fixturesiand Cquipmemticcnc a cneres @ocemcncuyinien mistewe e asneyenaiate enetareye 4,701 Sail 

Rropenyundercapitali loaser, sraacrascncied anette ateteh ve eleisretedelotetale tot si. 120 132 

EVOSS JooVoetnny lave CelMOMEM ooo docontuecgugusbactopdnobaoanc 7,905 8,697 

kessraccumulatedidepreciationprrrer corr cen eacile eieieiseaete eis eter 4,082 5,031 

NetpropentyanGdequipmentsataiien cos tori isnet renee meters 3,823 3,666 

GOOdWIII eres ica seskede noi cess eltayeaselee ee ER Fed ee oT een ne fats 2,454 2,454 

‘Tradenames: Neti-c.... canara fd omyereeee StL Oe! Sia ine Garten, che cisters ce 133 108 

CustomeniRelationsiipSsNet emmy. cesere eter cts easier ee erate eee 203 165 

Equitvsandli@thelalivestrmentsieeresesscreetstet a i-iseene ten eatetc tet treme een ete 328 328 

OTHERASSSTS Aries Testes eat ote Nees eon eee MN Senay Shee Corea 435 475 

TOtaltAASSCLS prcecccrcccs he etee ee eee a etan See eee On ae ee ee ern ee ep een $17,849 $19,041 

Current Liabilities 

ACCOUNTS! DAVADGzarenra cee bae rte ns Nets eter st een MAN cs wea ere ap Weewer ae $ 4,894 $ 5,120 

Unredeemedigifivcandiliabilities i arwsmeser-wenteaccteree cnt cntere enero cee nemerenen ce ererens 474 475 

Accrued compensation and related expenses..................-.. 570 581 

ACCKUER NAD INTSSE 2 seer enters er cecral eee nee a cre tee a ceerera = arate rere 1,471 1530 

ACGrUEEIINGCOME:AAKES ite steateis eects aa a ees oaks Co ena ae es ee 256 264 

SHOM=CSG SD ES rey ater cetera iehedaliare ost cnauint r dA cy meaner) Ager ee ayn eee 557 557 

Currenepotionioflong=tentnl cle t aes eaewer a yeasts ge ater ieee near eee 441 37 

Lotalicurrentaltaloiities teetrcnyey ec hers ae ae een eIE nee ee aera epee 8,663 8,565 

Cong=Tern liabilities irstees eect cen me neaes a ee aCeralta ce ane eee ee ee 1,183 1,183 

OnG=Kernm: DOD ttre scste sarc e sie osee ere Rel na Sheet suche Career mer TAN 674 

Shareholders' Equity 

COMMOREStOC Kt arena estet easy mel enc msrp ces siete ors Metpetc, Str yawn ok mena 39 39 

Additional paid-in capital 18 18 

Retainedicarnings enewrint acs. sna ccntcsiess cunycusttitmera ss Guam n ca cea 6,372 7,595 

Accumulated other comprehensive income. ................-....- 173 173 

Weel) ESS SUNY CO).. lines, SUE IElNelelEleS’ CTU) onan cc onc amecanurues 6,602 7,825 

NoncontrollingiintereSts arian wy acceler tekcws eo ster rai ore rarer 690 794 

M Koy fel ake [WYN Gis oitsadasq eetmOte choc macnn meee one a tre ae er rere eae Rea a 7,292 8,619 

WOME MSS CIC NEC WW ooo kano wee mous ab ene banchsoudoees $17,849 $19,041 

Required 

Prepare a forecasted statement of cash flows for 2012 using the indirect method. Operating expenses 
for 2012 (such as Cost of goods sold and General and administrative expenses) include estimated 
depreciation and amortization expense of $1,012 million; and estimated retained earnings assume the 
payment of $279 million in dividends. 



P B-38. Statement of Cash Flows (Indirect Method) {LO2, 3, 4) 

Appendix B | Constructing the Statement of Cash Flows 

Arctic Company’s income statement and comparative balance sheets follow. 

(oe olicwock Sellen docosesuaaccabonsen ghee 

Wades exDenS@r sir cictisier abe cic ae Renee gaat 

ACN CLUSINGESXPCNSC a tip inusteus suse aenagenes wear peices 

DEDreciationfexDenSe ams cain wnorierrer-sarar iene es 

[nteneStiSxDeMS@ir -ecn reas icbucaocet are senate artes 

Gainionsaleoilandns .cerawitse keer recientes a 

INGE OSS Rena cea oe eich ae Por RIES oh erie tg CR he 

$ 728,000 
$534,000 
190,000 
31,000 
22,000 
18,000 
(25,000) 770,000 

$( 42,000) 

Assets 

IVGRLON VaR Wee te Meena teret ccc. Si tnataunin wreaataanaayennnene 

PrepalGhadVveniSinG sc tmac<fatotcits seta euskets jenn 

PlamtiaSSOts care e crsenie tasgersrat 8 © sel esis ot Parcs 

Liabilities and Stockholders’ Equity 

ACCOUNTS! DaVablen sats ermem haewin cde susdssisuseanvaners 

Interestipavables a5 cistimtemiatestonies Qesameeete e 

Bonds: paVablemiaa.c. ci tacars sat adie cae vara ets 

(GeynalnelaGuelel< Guloot oe tienen "names tier 

Retained earnings 

TREASUMVIStOCKarae yeeiee saute sere re eta tone ner erstoners 

jotal liabilitiestand CquitVa-rs. «2s ere ia 

$ 49,000 $ 28,000 

42,000 50,000 

107,000 113,000 

10,000 13,000 

360,000 222,000 

(78,000) (56,000) 

$490,000 $370,000 

$ 17,000 $ 31,000 

6,000 — 

200,000 _ 

245,000 245,000 

52,000 94,000 

(30,000) — 

$490,000 $370,000 

During 2011, Arctic sold land for $70,000 cash that had originally cost $45,000. Arctic also purchased 

equipment for cash, acquired treasury stock for cash, and issued bonds payable for cash in 2011. 

Accounts payable relate to merchandise purchases. 

Required 

a. Compute the change in cash that occurred during 2011. 

b. Prepare a 2011 statement of cash flows using the indirect method. 
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VV) PB-39. Statement of Cash Flows (Indirect Method) (92, 3, + 

Dair Company’s income statement and comparative balance sheets follow. 

$700,000 

@esneMeeleeSSelel stooheonaubavedcecaressanc $440,000 

Wages and other operating expenses............ 95,000 

DYey oyca\offe WelneVqoeMEs oa nccdoacanadcusnomoaace 22,000 

[NanolatreatileineiorstSes odnncuadcsmnaneouboougnc 7,000 

INTEFESTESXDENSO sen. crenet reusites ec cutouercyereieusentewersBetousa 10,000 

NOMS VOCs coasdcanousendouopbonese 36,000 

LOSS Op) SOM EWEMMEMM oncoontnenonceondneaoos 5,000 615,000 

NGINCOMG eee renin nee mre Me nek cee $ 85,000 

oe. 

31,201, = = = Dec, 31, 2010 _ Dee. 

Assets 

GAC hile rem sane Nee cat cr oa cae eo atane $ 27,000 $ 18,000 

Accounts receivable................. 53,000 48,000 

INVENLONY teaaetemrentre cm om eee maton ie an 103,000 109,000 

PrepaidiexbenSeSi-maen sates cie eee 12,000 10,000 

PIantVaSSClS caer traic tier ne ses amoracle 360,000 336,000 

Accumulated depreciation............ (87,000) (84,000) 

IntanoiblesaSSets semen ines ae wee 43,000 50,000 

otaltassetswee tie wisc cece tcmecae eat $511,000 $487,000 

Liabilities and Stockholders’ Equity 

/NSCOUNNIS (SEWAIOIS, ovo 6 su nuenndannoe $ 32,000 $ 26,000 

Interest) PAayVableime avs marteueten terse ce 4,000 7,000 

Income:taxipayablel aan ursansrsnnena dior 6,000 8,000 

Bondsipayablewrrn nano aire ee nk 60,000 120,000 

Commonstocktamerci 20 sete enne 252,000 228,000 

FEV NIqteel CUAMIMGS onc uaeuanonaaaonne 157,000 98,000 

Total liabilities and equity............. $511,000 $487,000 

During 2011, the company sold for $17,000 cash old equipment that had cost $36,000 and had $19,000 

accumulated depreciation. Also in 2011, new equipment worth $60,000 was acquired in exchange for 

$60,000 of bonds payable, and bonds payable of $120,000 were retired for cash at a loss. A $26,000 cash 

dividend was declared and paid in 2011. Any stock issuances were for cash. 

Required 

a. Compute the change in cash that occurred in 2011. 

b. Prepare a 2011 statement of cash flows using the indirect method. 

c. Prepare separate schedules showing (1) cash paid for interest and for income taxes and 

(2) noncash investing and financing transactions. 

P B-40. Statement of Cash Flows (Indirect Method) (62, 3, 4) 

Whole Foods Market Following are the income statement and balance sheet for Whole Foods Market, for the year ended 
(WEMI) September 26, 2010, and a forecasted income statement and balance sheet for 2011. 



Appendix B | Constructing the Statement of Cash Flows B-36 

Cashiand'cash,equivalentsieeetr tte eae att ore ee sae ete $ 131,996 $ 448,245 
ShOrttermunVvestinemtSwatpee tara ere eo er PA Re taas Sate ote 329,738 329,738 

Restrictedicasiiermraseycres teat. visas ie a naa pene mee ase Net scr Uae Ee 86,802 86,802 

ACGounIS KeCelVable tementrteerc. tera seri eyes! LO Mar tan be tehrge Fomehit es ety aE Ae 133,346 148,596 

MerchandiseinventoneSprmrvertiin cice cao are tie ect 323,487 356,629 

Prepaid expensesramd:Othelerseesermsetnes eeiesree nytt cnr tartare her eer ae Pret nee een 54,686 59,438 

Deterrediincome:taxeSzarrc tan temin. oman Girne aes meme nmarena a cate eine es 101,464 101,464 

plOtal-cunrenUaSSets wysmrey omen hse nant tune se ee tees ttre 1,161,519 1,530,912 

Propentyzanciequinimentanotenuritens mvacpehceseiccetre rs amare eae, a persed uel e 1,886,130 1,867,269 

EONG=terimnbinveStIMents kins sine Merwin cant iecerree Walon tatis ete St cron agne or kee 96,146 96,146 

GOO Wille arwaereens toe cecinmatera tise cp cramsine tad aio sean tac sud Sanaa Siesta 665,224 665,224 

Infangiblezassetsmmetweemy: eeirusk sit leva cas el cane eebay ies Renee a Rae Afra eee eke 69,064 69,064 

Deferredincomertaxes emi acacia cssier tires Gaeta ie eee eve MEIER acu ge 99,156 99,156 

OTHORASSCTS Hears ere aee Se watatee ce estat iad Vian ray ene Pte tere corte mote, attend teas 9,301 9,906 

OtalLaSSOtS eee sea REN Re ROMP STERN RRL MELT bok tee it oi ty Js ot BA $3,986,540 $4,337,677 

Current installments of long-term debt and capital lease obligations........ $ 410 $ 410 

AGCOUMESIDAV ADC teeter acne seme teen eee aycter td ciate niteanen asicntine Mon ents PS 22 237,753 

Accwued payrolkandothetme cytes concise ste nitin cee) Ree eine mieten 244,427 267,472 

OthemCument liabilitioseemepermsna te seams sates ahdictecea ASR bite auc hhh o-cus@, cea pee 289,823 317,004 

MOtAalCUREMts ADI ES wewagetesensatuaesysuceieaceone euchasasaotensmirersiois uve caipnckiireaedcus 747,872 822,639 

Long-term debt and capital lease obligations.................-.++-0-:- 508,288 507,878 

DeterredileasetiiabilitieS sareacecnsctmerske sere tition s Giateue States wpar state nce ccftaen eae 294,291 294,291 

Othembong-tenmmuliabilithoS Sete tenenstenst ere = see dete aco easln tuesee diegains ar spamannier woe se dapees 62,831 69,345 

OLA ADITICS Henne Rargtee enn heey eee eine lcarein gd rea Ac hoton tana oF 1,613,282 1,694,153 

GOmMMONEStOCK tres eater entten eon rae meen ree rit ere aaa ce hier Seriaeniene cee eed eke 1,773,897 1,773,897 

Accumulated other comprehensive income. .............000ee eee eens 791 791 

RetainedtearningSane ner hcre sce tomi centage < ceeeerae raciemolere nua ae he 598,570 868,836 

OtaleshareholdersCquity/ tims senene tance he cre tie cpete Mee en ale ttt < scs9e 2,373,258 2,643,524 

ToOtallabiitiessancrshanrenoldenrs meCUitVae aman brseriraiemecentt ot iene) earner eee $3,986,540 $4,337,677 

Sal OS aera ent etre Lamers nim nen Mtn he tat heunectiee ore aecang Som aameme $9,005,794 $9,906,373 

Gost of. goods:soldiandioccupancy CostS=: =. ns-456 6 5c. 2: 5,869,519 6,458,955 

GhOSS PiOlitacmete tins conte tes int eth a ee Sess s RAS ere ect SeO.2r0 3,447,418 

DifectestoreiexMeNnSeSneryema sein cs otmiacne seam lete snyn eae o regs 2,376,590 2,615,282 

General and administrative expenseS ....... 0... 0c eee eee 272,449 297,191 

Pre=O DEMINGIEXPEMSCSryne attieke eke tea tela voce cleats crake el aut 38,044 39,625 

Relocation, store closure and lease termination costs ........... Wie 0 

O©peratingincomeserercasererseclors the ico chine nom aidimarae Aleve seen ste 437,975 495,320 

Interestiexpensemeecaate. ios a Mbe Aaa Sales a4 Joel eme sn ayvene 4s (33,048) (33,048) 

InVeStinehtrancnOthnenmimCOMGruac« tan ties alesse) sciaie) = co hasta 6,854 6,854 

Income:berorexinCOMe taxeSimnminiega ee coe enisi cia erases hee 411,781 469,126 

PROVISIOMILOMMCOMOMAKES ame auras sa nicic ccm cle sake e renenene neste cl oh 165,948 189,058 

NEINCONIG See eS ee Tet erin ces jen ue ti $ 245,833 $ 280,068 

Required 

Prepare a forecasted statement of cash flows for 2011 using the indirect method. Assume the following: 

¢ Operating expenses for 2011 (such as General and administrative) include depreciation and 

amortization expense of $273,489 thousand. 

¢ The company did not dispose of or write-down any long-term assets during the year. 
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¢ The company paid dividends of $9,802 thousand in 2011. 

PB-41. Statement of Cash Flows (Indirect Method) (_©2. =. @) 

Rainbow Company’s income statement and comparative balance sheets follow. 

SalOS itis eeslsccasesetstetenabesnenss ; " ave . Rott exc tea | $750,000 

OMe WCliiN@oNmieh-concoscbaboaamesuoadacsin cn 15,000 

765,000 

Gostiol qoodsisoldieemmiee ese arieicrens oar $440,000 

Wages and other operating expenses............ 130,000 

Depreciation! expemSemernackesa sive elertetets stele tiaeits 39,000 

Patent amortization expense...............+5.. 7,000 

INtereStSXDENSGnvaeiaus siessseneinins aesisie cis) ince en tara 13,000 

INCOMmertax: CXPONSCrmmcmenteiicls set cls mraceentaue 44,000 

FOSSON Sal Gone Cui Omenteme niente irene: 5,000 

Gain on sale of investments.................... (10,000) 668,000 

NStInCOMme ters eron serttecs er Ren oes cinen tatenn $ 97,000 

Assets 

Cashrandicashequival Sits mewersceec sins nena ete ee $ 19,000 $ 25,000 

ACCOUNTS FeCeIVabl Onzamen citer tetaicecttie sea afte ae tier cya eerie meee ce 40,000 30,000 

INVENLOrYV eer es rene sean or honteahattoa alo tutyn weteen salem erereaymnat he 103,000 77,000 

PrepaldiexbenSesiae aus cutis a ae dternretee es Gena echusncrnome ts Saaetenet ote 10,000 6,000 

Long-term investments—Available-for-sale................. —_ 50,000 

Fair value adjustment to investments...................... — 7,000 

[Lee Vale bis 52 saatcck Succ cera crepe nestor iRr eee ect reReete ces pattern 190,000 100,000 

BUUGINGS stern trat a teesty erecta ees Sora cis este Nata Gate anes 445,000 350,000 

Accumulated depreciation—Buildings..................... (91,000) (75,000) 

EqQuipmentitppeness-c-ere cere tactsatiensnirsny ann ecici tte erty rie 179,000 225,000 

Accumulated depreciation—Equipment ................... (42,000) (46,000) 

Ratentstpwarmtater couse ors cuore Stare s «cE eee Raa 50,000 32,000 

hOtaliASSCIS Bie sence sypun ata eer anwePen cadetatctateT ca te hice emia. a8 $903,000 $781,000 

Liabilities and Stockholders’ Equity 

Accounts|pavable stress a oactes ite a. huss rire ewaien tile erage ry. $ 20,000 $ 16,000 

Interest payablossetit aes tan ciel taatees chat ener 6,000 5,000 

Incomeftax payables ws Geet seacie.c useiets, auteur enews rere 8,000 10,000 

Bondsipayablomirramauerntenodertek accra ot emer te it eestor tea ers 155,000 125,000 

Peielndsio! Suorelc(CIOW fete VANE) 5 op con ons scnnodnnonoadeuc 100,000 75,000 

Cheynninnvern) Si@e (GIS (ORI? WAU) no a oo pas soe oeanovacdeucour 379,000 364,000 

Paid-in capital in excess of par value—Common............ 133,000 124,000 

Retainedicannings ease aartomeaee acute kreae circ cis are 102,000 55,000 

WiNKeeretel Ge CMMMNESMMEMS: ooanscscosopndusooonoduac = 7,000 

Total MatsilitiesramCkeclU ity emean wet eer ean $903,000 $781,000 

During 2011, the following transactions and events occurred in addition to the company’s usual business 
activities: 
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. Sold long-term investments costing $50,000 for $60,000 cash. Unrealized gains totaling $7,000 

related to these investments had been recorded in earlier years. At year-end, the fair value 

adjustment and unrealized gain account balances were eliminated. 

. Purchased land for cash. 

. Capitalized an expenditure made to improve the building. 

. Sold equipment for $14,000 cash that originally cost $46,000 and had $27,000 accumulated 

depreciation. 

. Issued bonds payable at face value for cash. 

. Acquired a patent with a fair value of $25,000 by issuing 250 shares of preferred stock at par value. 

. Declared and paid a $50,000 cash dividend. 

. Issued 3,000 shares of common stock for cash at $8 per share. 

. Recorded depreciation of $16,000 on buildings and $23,000 on equipment. 

Required 

a. 

b. 

(Ee 

Compute the change in cash and cash equivalents that occurred during 2011. 

Prepare a 2011 statement of cash flows using the indirect method. 

Prepare separate schedules showing (1) cash paid for interest and for income taxes and 

(2) noncash investing and financing transactions. 

P B-42.5' Statement of Cash Flows (Direct Method) ({L.02, 3, 4) 

Refer to the data for Wolff Company in Problem B-36. 

Required 

a. 

b. 

Compute the change in cash that occurred during 2011. 

Prepare a 2011 statement of cash flows using the direct method. 

P B-43.8' Statement of Cash Flows (Direct Method) (1.02, 3, 2) 
Refer to the data for Arctic Company in Problem B-38. 

Required 

a. 

De 

Compute the change in cash that occurred during 2011. 

Prepare a 2011 statement of cash flows using the direct method. 

P B-44.8! Statement of Cash Flows (Direct Method) (02, 3, #) @ 

Refer to the data for Dair Company in Problem B-39. 

Required 

da. 

b. 

Compute the change in cash that occurred in 2011. 

Prepare a 2011 statement of cash flows using the direct method. Use one cash outflow for “cash 

paid for wages and other operating expenses.” Accounts payable relate to inventory purchases only. 

Prepare separate schedules showing (1) a reconciliation of net income to net cash flow from 

operating activities (see Exhibit B.3) and (2) noncash investing and financing transactions. 

P B-45.8' Statement of Cash Flows (Direct Method) (02, 3, 4) 

Refer to the data for Rainbow Company in Problem B-41. 

P B-46. 

Required 

a. 

b. 

Compute the change in cash that occurred in 2011. 

Prepare a 2011 statement of cash flows using the direct method. Use one cash outflow for “cash 

paid for wages and other operating expenses.” Accounts payable relate to inventory purchases only. 

Prepare separate schedules showing (1) a reconciliation of net income to net cash flow from 

operating activities (see Exhibit B.3) and (2) noncash investing and financing transactions. 

Interpreting the Statement of Cash Flows (L974, 5) 

Following is the statement of cash flows of Amgen, Inc. 

B-38 

Amgen, Inc. (AMGN) 
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Staples, Inc. (SPLS) 

Cash flows from operating activities: 

Net income: fi ce a eae etches etme eee ae $ 4,627 $4,605 $ 4,052 

Depreciationand.amorntizationjemp pire eerie te eee ee 1,017 1,049 1,073 

Stock-based compensation expense ....-.....-...---2+++sesesee-> 353 284 262 

Deferred income taxes: se see ore ee noted to tencioneacne cher icrarr ogereus oun rebels (167) 47 (137) 

Property, plant and equipment impairments .............-..+++-000-- 118 21 59 

Dividend received from equity investee..... 2... 06.2 ee eee — 110 8 

Otheritems; Met's eee ac eee Ne ee een tect eu eacue ene rset ewemetanrs 140 Tavel 244 

Changes in operating assets and liabilities, net of acquisitions: 

Trade receivables: ‘net ..2.4 bcc ocoss-cteral Rete ges Bette Pena denies eS ewe ee mete (210) (36) 65 

INVENTORIOS co oes oa a Cee as Re eee a ta a CCPL er IESE 153 (134) (59) 

Other current'assets ern were re are tertiary eect Preece teen en 36 (3) 15) 

Accounts: payables 53ers acters che, cctater caterer oto eas biy edie eo tenchatemee reas 142 71 95 

Accrued: income taxeseewin. amine terse et cien cicero rerenccirrest ave (656) (142) 14 

Otheraccrued.liabilities5 siern eee eetette ret arte eter ee ee oe 152 320 (30) 

Deferred Tevenuc sere cron tates cuchee oe storata a eater sec ahaa etetenramene tate 82 33 327 

Net cash provided by operating activities .........................5- 5,787 6,336 5,988 

Cash flows) fromlinvestinG activitics ereremscust-terteteersteet eis ttete iene eee 

Purchases of property, plant and equipment................-+-++--++-- (580) (530) (672) 

Cash paid for acquisitions, net of cash acquired.................--... _— _ (56) 

Purchasesiof marketable 'securiticS\ men wa seen einrers a) cari) reer) eens (14,602) (12,418) (10,345) 

Proceeds from sales of marketable securities..................--205- 10,485 8,252 6,762 

Proceeds from maturities of marketable securities ...............--... 642 1,443 1,018 

Ome re eee enact eee eaten Meech Merete rer Roe eye ere area (97) oul 128 

NeticashiUsed IniinveStinG:aCtivitles mamiassetr te yertsrtene easier sneer eset (4,152) (3,202) (3,165) 

Cash flows from financing activities: 

Rel SURE ERES CPCCMMIMENIERCE Sao aqudcdo cop ponoteoxctonadodeosores (3,786) (3,208) (2,268) 

Repayment-ol debt. cman crise aor sioinct there cree reenateie cise heetene stare _ (1,000) (2,000) 

Netiproceeds fromiissuancerofidebt seas renee siete etree 2,471 1,980 991 

Net proceeds from issuance of common stock in connection 

Waid Cohn oe TN7 SS [UTI ENNECl OMOVCETIMS oc co cn ocooruteuuudcoboo de 80 171 oo 

CO Lin (e\iet nach oimre cuitebiy Bo scrote a Cen che Ans ROR acerca i a ee 3 33 49 

Neticashiused)initinancing activitics resem wer ite spe storie rear nene essen (1,232) (2,024) (3,073) 

Increase (decrease) in cash and cash equivalents..................... 403 1,110 (250) 

Cash and cash equivalents at beginning of period .................... 2,884 1,774 2,024 

Cash and cash equivalents at end of period...................0.000- Gy eyed SS) RM GS 917/771 

Required 

a. Amgen reports that it generated $5,787 million in net cash from operating activities in 2010. Yet, 

its net income for the year amounted to only $4,627 million. Much of this difference is the result 

of depreciation. Why is Amgen adding depreciation to net income in the computation of operating 

cash flows? 

b. In determining cash provided by operating activities, Amgen adds $353 million relating to stock- 

based compensation expense in 2010. What is the purpose of this addition? 

c. Amgen reports $(210) million relating to trade receivables. What does the sign (positive or 
negative) on this amount signify about the change in receivables during the year compared with the 
sign on the amount for 2008? 

d. Amgen reports $118 relating to property, plant and equipment impairments. Explain why this 
amount is on the statement of cash flows. 

e. Does the composition of Amgen’s cash flow present a “healthy” picture for 2010? Explain. 

P B-47. Interpreting the Statement of Cash Flows (7%, %) 

Following is the statement of cash flows of Staples, Inc. 
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Operating activities: 

Consolidated net income, including income from the noncontrolling interests............ $ 888,569 

Adjustments to reconcile net income to net cash provided by operating activities: 

Depreciationanc:amonnizallo nema arcane rer ret reenact eee 498,863 

SLOCK- DAaSECKCOMPSNSALION Aredia sania te eet tee TTA EP cant ML Ae IRP ATE cecal tee 146,879 

DSTerreCiinCOMet axes cree tes ny area ee rect ee ARR Care ek arena meen arose RAPT Ua Abe 172,630 

OLINE alee Araions Bote dy. RR ar peach oeeae Re omg tee a eich tte a bat nA a eg acs 5,418 

Change in assets and liabilities, net of companies acquired: 

(ingrease);decrease:imreceivabloS:acnan en eects eee rate ce tere tN oc ame (95,656) 

(Increase) decrease in merchandise inventories ....... 0.0.0. eee eee eee eee eee ee (46,450) 

(Increase) decrease in prepaid expenses and other assetS............0.000 eee e ceca (70,600) 

increase: (decrease)liniaccOunts PAVable aasmuates ciate eae tetanic cea re 63,305 

(Decrease) increase in accrued expenses and other current liabilities .................. (191,917) 

Increase (decrease) in other long-term obligations ..............0cc cee ce cece ee eeeee 75,450 

Noticashiprovidedibyaoperatingiactiviticsmmysremy rein eeierercesie cites iene nae ter sy mere ere 1,446,491 

Investing activities: 

ACGUSIION Ol PHODShLyFanGrecuipnnentierastrw twa ehiee deste eestor si aeecrer stor hereon is tier eaere (408,889) 

Acquisition of businesses and investments in joint ventures, net of cash acquired ........ (63,066) 

NGHEASHMUSECCLIMIINVESUNGsaCt VIteSrmpeneremrcucicl ater teneesrny eet cite ciouartecns tic eenacs cee eet eee (471,955) 

Financing activities: 

Proceeds from the exercise of stock options and the sale of stock under 

emplaveeistockspurchase PlanSaaasarcrecsn sacred seit wicas oth ite cetera caeigeeuene ike 85,429 

Proceeds from" DOMmOWINGS <n. seuctente (le Sees Chars eeaia teeta th lioness (A Seneca eel chae 201,566 

Payments on borrowings, including payment of deferred financing fees ................ ( ) 

Rurchase.onnoncontrollingrintereSt se anwte ities (er ces ea echetana ore coamnsrs mucin cae. ( ) 

Gashidividends aici are mras-tucict- tres nantes saciausal accel eee Neco Mit hchene, ache aM esienaie ay cus mavens (258,746) 

Rurchase oftreasuryistocks metauy.w cps ccuseie en wt ieunts Pach mpetenney =. eesioldermrchess acl enayerst si ( ) 

( ) Net cash (used in) provided by financing activities ................ 000 eee eee ee eee 938,406 

Effect of exchange rate changes on cash and cash equivalents.................-+005- 9,308 

Net increase (decrease) in cash and cash equivalents .......... 0... eee ee eee 45,438 

Cashvandicash equivalents at beginning! Of MenOdiy .. 5m a cieye rere steer eqerccreiels reine 1,415,819 

Cash and cash equivalents at end of period. ............... 00. c eee ees $1,461,257 

Required 

a. Staples reports net income of $888,569 thousand and net cash inflows from operating activities of 

$1,446,491 thousand. Part of the difference relates to depreciation and amortization of $498 863 

thousand. Why does Staples add this amount in the computation of operating cash flows? 

b. Staples reports a positive amount of $146,879 thousand relating to stock-based compensation. What 

does this positive amount signify? 

c. Staples reports a cash outflow of $408,889 thousand relating to the acquisition of property, plant 

and equipment. Is this cash outflow a cause for concern? Explain. 

d. Staples’ net cash flows from financing activities is $(938 406) thousand. For what purposes is 

Staples using this cash? 

e. Staples’ cash balance increased by $45,438 thousand during the year. Does Staples present a 

“healthy” cash flow picture for the year? Explain. 

SOLUTIONS TO REVIEW PROBLEMS 

Appendix-End Review 1 

Part A: Solution 

i @ Die 32 a AL @ 
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Part B: Solution 
a. $8,000 ending balance — $12,000 beginning balance = $4,000 decrease in cash 

b. (1) Use the indirect method to determine the net cash flow from operating activities. 

Adjustments to convert Expresso Royale’s net income of $35,000 to a net cash provided by 

operating activities of $38,000 are shown in the following statement of cash flows. 

(2) Analyze changes in remaining noncash asset (and contra asset) accounts to determine cash flows 

from investing activities. 

(3 wm 

Long-Term Investments: $11,000 decrease resulted from sale of investments for cash at a $2,000 

loss. Cash received from sale of investments = $9,000 ($11,000 cost — $2,000 loss). 

Fair Value Adjustment to Investments: $1,000 decrease resulted from the elimination of this 

account balance (and the Unrealized Loss on Investments) at the end of 2011. No cash flow effect. 

Plant Assets: $48,000 increase resulted from purchase of plant assets for cash. Cash paid to 

purchase plant assets = $48,000. 

Accumulated Depreciation: $11,000 increase resulted from the recording of 2011 depreciation. No 

cash flow effect. 

Analyze changes in remaining liability and stockholders’ equity accounts to determine cash flows 

from financing activities. 

Common Stock: $14,000 increase resulted from the issuance of stock for cash. Cash received from 

issuance of common stock = $14,000. 

Retained Earnings: $18,000 increase resulted from net income of $35,000 and dividend declaration 

of $17,000. Cash dividends paid = $17,000. 

Unrealized Loss on Investments: $1,000 decrease resulted from the elimination of this account 

balance (and the Fair Value Adjustment to Investments) at the end of 2011. No cash flow effect. 

The statement of cash flows follows: 

_ EXPRESSO ROYALE 
ns ee _ Statement of Cash Flows _ 
oo For Year Ended December 31, 2011 

Net ccor flow from magnetite activities 

Net iInGOniG:aies.csen Rabe rae ee te ee oe eee ae $35,000 

Add (deduct) items to convert net income to cash basis 

Depreciationyremiantas ti. chins aiiacuerae see mar ee mare 11,000 

FossiomSaleOflnvestimentSmraenaarti enti nereete 2,000 

Accounts receivable decrease................ 6,000 

InVENtOMAINCGKCASC swam teint cian atin Henreneennene ocr (28,000) 

Prepaid advertising increase ................. (3,000) 

Accounts payable increase................... 13,000 

Wages PayanlelmCheaSe meric eieteswe epee ne 3,500 

Income tax payable decrease................. (1,500) 

Net cash provided by operating activities ......... $38,000 

Cash flows from investing activities 

SEM) ii AMSSUMIEMMIS: o. 40 nb ono conn 6 cknoannonue 9,000 

RunchaseronplantiaSSetsmearimer teint reeentte (48,000) 

Net cash used by investing activities............. (39,000) 

Cash flows from financing activities 

ISSUE Ines} Oi ColanintOln SOCK. sn ocadscnansecnnc- 14,000 

PEW MMM CIMCIENGES. 5 voc ocnago ne onnneecane (17,000) 

Net cash used by financing activities............. (8,000) 

INI CCMEEISS II CEM onc cc cco oundonnuccuccaan (4,000) 
Casha OeginnihiGlOhy cari nein iat 12,000 

Gash at:endiot:vealicak cme aire aes eee $ 8,000 
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Appendix-End Review 2 

Solution 

a. $8,000 ending balance — $12,000 beginning balance = $4,000 decrease in cash 

b. (1) Use the direct method to determine the individual cash flows from operating activities. 

¢ $385,000 sales + $6,000 accounts receivable decrease = $391,000 cash received from customers 

¢ $5,000 dividend income = $5,000 cash received as dividends 

* $233,000 cost of goods sold + $28,000 inventory increase — $13,000 accounts payable increase = 

$248,000 cash paid for merchandise purchased 

* $82,000 wages expense — $3,500 wages payable increase = $78,500 cash paid to employees 

¢ $10,000 advertising expense + $3,000 prepaid advertising increase = $13,000 cash paid for 

advertising 

* $17,000 income tax expense + $1,500 income tax payable decrease = $18,500 cash paid for 

income taxes 

(2) Analyze changes in remaining noncash asset (and contra asset) accounts to determine cash flows 

from investing activities. 

e Long-term investments: $11,000 decrease resulted from sale of investments for cash at a $2,000 

loss. Cash received from sale of investments = $9,000 ($11,000 cost — $2,000 loss). 

¢ Fair value adjustment to investments: $1,000 decrease resulted from the elimination of this account 

balance (and the unrealized loss on investments) at the end of 2011. No cash flow effect. 

¢ Plant assets: $48,000 increase resulted from purchase of plant assets for cash. Cash paid to 

purchase plant assets = $48,000. 
e Accumulated depreciation: $11,000 increase resulted from the recording of 2011 depreciation. No 

cash flow effect. 

Analyze changes in remaining liability and stockholders’ equity accounts to determine cash flows 

from financing activities. 

¢ Common stock: $14,000 increase resulted from the issuance of stock for cash. Cash received from 

issuance of common stock = $14,000. 
¢ Retained earnings: $18,000 increase resulted from net income of $35,000 and dividend declaration 

of $17,000. Cash dividends paid = $17,000. 

¢ Unrealized loss on investments: $1,000 decrease resulted from the elimination of this account 

balance (and the fair value adjustment to investments) at the end of 2011. No cash flow effect. 

(3 WH 

The statement of cash flows under the direct method follows: 

“© EXPRESSOROYALE 
)) StatementerCashFlows == 
For Year Ended December31,2011 

Cash flows from operating activities 

Cash received from customers.............-.. $391,000 

Cash received as dividends.................. 5,000 

Cash paid for merchandise purchased.......... (248,000) 

Cashipaiditoremployeesmerrs= sem series amerres (78,500) 

Cash) paldtoradVventising taewemrementers alent) (13,000) 

(Calm foeticMiolr ines WANES ia cn oko noodenancas (18,500) 

Net cash provided by operating activities ....... $ 38,000 

Cash flows from investing activities 

SalevoninvestmentSmer. beccaanaics acre one + = Oheueie 6 9,000 

Purchaseof plant'assetS aemssas. esas. cla oe (48,000) 

Net cash used by investing activities........... (89,000) 

Cash flows from financing activities 

ISSWaAnCe OLCOMMON SLOCKna ten sentaeteeisn ate = 14,000 

PWN Cw CINE. o cnc uomeotedinovododoe (17,000) 

Net cash used by financing activities........... (3,000) 

Netidecreaseinicashimrsge cin « statecun ners ber eckse io, cancers (4,000) 

CEEIN lt QeeliAMING ON WEBI coon cacentwododnagnne 12,000 

CHEV CWCOINER os owed nadia cummo toon en eeee $ 8,000 

B-42 
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KIMBERLY-CLARK > 

The past decade has seen a shift in the competitive land- 

scape for consumer products companies. Gone are numer- 

ous competitors. Many were gobbled up in the industry’s 

consolidation trend. Also gone is media control. Now, 

hundreds of different media outlets and venues compete for 

promotion space and scarce consumer time. 

Another development is in-store branding. Compa- 

nies such as Costco, with its Kirkland Signature brand on 

everything from candy to apparel, threaten the powerhouse 

brands from Kimberly-Clark, Procter & Gamble, Colgate- 

Palmolive, and other consumer products companies. 

Ten years ago, when Thomas J. Falk assumed the top 

spot at Kimberly-Clark, the nation’s largest disposable dia- 

per producer, he inherited some extra baggage: a company 

in the throes of an identity crisis, a decades-long rivalry 

with consumer-products behemoth Procter & Gamble, and 

C-1 

in 
X Aranyte 

a group of investors short on patience following a series of 

earnings misses. 

In a move aimed at boosting its stock price and its 

return on equity, Kimberly-Clark spun off its paper and pulp 

businesses in 2004, and began a strategic investment and 

streamlining initiative in 2005. Under Falk’s leadership, the 

company has steadily improved its focus on its health and 

hygiene segments. 

Kimberly-Clark has also moved to shore up its brand 

images across its immense product line. With sales of 

nearly $20 billion, the company manufactures such well- 

recognized brands as Huggies and Pull-Ups disposable 

diapers, Kotex and Lightdays feminine products, Kleenex 

facial tissue, Viva paper towels, and Scott bathroom tissue. 

The rocky ride that Kimberly-Clark investors have 

endured over the past few years is unlikely to subside— 

Getty Images 



Comprehensive 

LEARNING OBJECTIVES 

Appendix 

Case 

1.0" Explain and illustrate a review of financial statements and their components. (p. C-4) 

'.O® Assess company profitability and creditworthiness. (p. C-29) 

‘.O% Forecast financial statements. (p. C-32) 

.94 Describe and illustrate the valuation of firm equity and stock. (p. C-35) 

see the following stock price chart. Competition is fierce 

and well-armed, and the purchase of Gillette by Procter & 

Gamble further muddies the future of the industry. 

On the positive side, Kimberly-Clark’s earnings per- 

formance is consistent, and its financial position is solid. 

Kimberly-Clark’s RNOA for 2010 was 17.6%, and its non- 

operating return increased RNOA to yield a robust 32.6% in 

return on equity. It also reported $19.9 billion in assets, 42% 

of which is concentrated in plant, property, and equipment, 

and another 18.6% in intangible assets. 

This module presents a financial accounting analysis 

and interpretation of Kimberly-Clark. It is intended to illus- 

trate the key financial reporting topics covered in the book. 

We begin with a detailed review of Kimberly-Clark’s financial 

statements and notes, followed by the forecasting of key 

accounts that we use to value its common stock. 

Source: Kimberly-Clark 10-K Filings and Annual Report to Shareholders. 

$75 

Kimberly-Clark Stock Price 
$70 

$65 

$60 

$55 

$50 

$45 

2010 ee 2011 

C-2 
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APPENDIX 

ORGANIZATION Comprehensive Case 

Assessing Profitability 7 Forecasting Accounting 7 Valuing Equity Reviewing the Financial i 
and Creditworthiness | Numbers be Securities Statements 

& Income Statement @ ROE Disaggregation 4 m Forecasting 4 @ Discounted Cash Flow 

m Balance Sheet : m RNOA Disaggregation Assumptions L Valuation 

w Off-Balance-Sheet & Disaggregation of : m Forecasting Financial = Residual Operating 

@. Cigtornant of Cash : Margin and Turnover Statements ; Income Valuation 

Flows & Credit Analysis 2 

a Audit Opinion 

INTRODUCTION 
Kimberly-Clark is one of the largest consumer products companies in the world. It is organized into 

four general business segments (percentages are for 2010): 

@ Personal Care (44% of sales), which manufactures and markets disposable diapers, training and 

youth pants, swim pants, baby wipes, feminine and incontinence care products, and related prod- 

ucts. Products in this segment are primarily for household use and are sold under a variety of brand 

names, including Huggies, Pull-Ups, Little Swimmers, GoodNites, Kotex, Lightdays, Depend, 

Poise and other brand names. 

@ Consumer Tissue (33% of sales), which manufactures and markets facial and bathroom tissue, 

paper towels, napkins and related products for household use. Products in this segment are sold 

under the Kleenex, Scott, Cottonelle, Viva, Andrex, Scottex, Hakle, Page and other brand names. 

& Professional & Other (16% of sales), which manufactures and markets facial and bathroom tis- 

sue, paper towels, napkins, wipes and a range of safety products for the away-from-home mar- 

ketplace. Products in this segment are sold under the Kimberly-Clark, Kleenex, Scott, WypAll, 

Kimtech, KleenGuard, Kimcare and Jackson brand names. 

@ Health Care (7% of sales), which manufactures and markets health care products such as surgical 

drapes and gowns, infection control products, face masks, exam gloves, respiratory products, pain 

management products and other disposable medical products. Products in this segment are sold 

under the Kimberly-Clark, Ballard, ON-Q and other brand names. 

4 Personal Care 

Consumer Tissue 

Gi Professional & Other 

oo Health Care 
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Approximately 52% of Kimberly-Clark’s sales are in North America, 16% in Europe and 32% in 

Asia, Latin America, and other areas. Shown below is the proportion of its U.S. sales in each of these 

categories for each of the years 2008 through 2010: 

Personal:Gareyacso.4 ews sstree ae 43.9% 43.7% 42.6% 

GonsuimenmiSSUG swe eee eer | ee 32.9% 33.5% 34.8% 

Professional & Other.............. 15.8% 15.7% 16.3% 

HealthiGaretaane.. cine ree inee es 7.4% 7.2% 6.3% 

In addition, approximately 13% of Kimberly-Clark’s sales are made to Wal-Mart, primarily in the 

personal care and consumer tissue businesses (source: Kimberly-Clark 2010 10-K). 

In the MD&A section of its 10-K, Kimberly-Clark describes its competitive environment as 

follows: 

We compete in intensely competitive markets against well-known, branded products and low-cost 

or private label products both domestically and internationally. Inherent risks in our competitive 

strategy include uncertainties concerning trade and consumer acceptance, the effects of consoli- 

dation within retailer and distribution channels, and competitive reaction. Our competitors for these 

markets include not only our traditional competitors but also private label manufacturers, low-cost 

manufacturers and rapidly-expanding international manufacturers. These competitors may have 

greater financial resources and greater market penetration, which enable them to offer a wider 

variety of products and services at more competitive prices. Alternatively, some of these competi- 

tors may have significantly lower product development and manufacturing costs, allowing them to 

offer products at a lower cost. The actions of these competitors could adversely affect our financial 

results. It may be necessary for us to lower prices on our products and increase spending on ad- 

vertising and promotions, each of which could adversely affect our financial results. 

Our ability to develop new products is affected by whether we can successfully anticipate 

consumer needs and preferences, develop and fund technological innovations, and receive and 

maintain necessary patent and trademark protection. In addition, we incur substantial development 

and marketing costs in introducing new and improved products and technologies. The introduction 

of a new consumer product (whether improved or newly developed) usually requires substantial 

expenditures for advertising and marketing to gain recognition in the marketplace. If a product 

gains consumer acceptance, it normally requires continued advertising and promotional support 

to maintain its relative market position. Some of our competitors are larger and have greater fi- 

nancial resources. These competitors may be able to spend more aggressively on advertising and 

promotional activities, introduce competing products more quickly and respond more effectively to 

changing business and economic conditions. 

Beyond the competitive business risks described above, Kimberly-Clark faces fluctuating prices for 

cellulose fiber, the company’s principle raw material, uncertain energy costs for manufacturing opera- 

tions, foreign currency translation risks, and risks resulting from fluctuating interest rates. 

Given this background, we begin the accounting analysis of Kimberly-Clark with a discussion of 

its financial statements. 

REVIEWING THE FINANCIAL STATEMENTS 
This section reviews and analyzes the financial statements of Kimberly-Clark. 

income Statement Reporting and Analysis 

Kimberly-Clark’s income statement is reproduced in Exhibit C.1. The remainder of this section pro- 

vides a brief review and analysis for Kimberly-Clark’s income statement line items. 

1.04 Explain 

and illustrate a 

review of financial 

statements and 

their components. 
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EXHIBIT C.1 Kimb rly-Clark Income Statement 

2010 

$19,746 $19,115 $19,415 N@USAIES crane see atete che iene a tus keareerc era aie. sols anette Poheua siemcerc pick se Neveg screeners te 

COSTOR DFOGUCTS SOIC ees uct ue er eecue em ere cer Ree te cea Re een eI eaten _ 13,196 _ 12,695 _ 13,557 

(ET elkowl 0] (6) (i eaten: Sateen csectercaemeto a. cinsicss tote iatepotehe cactus Str-aed'o co peiemas a-oRsecraeoeh, cla oat aero to 6,550 6,420 5,858 

Marketing, research and general expenses ......... 0.0.0. eee eee tees 3,673 3,498 3,291 

Other (income):andsexpense, ‘Net sa aers aes oon. a aoe: 54a een W on romalaL a aioe Maxie; ganed 

[KOVoXTevie Well cin nui GUM O RE R Sn bom ore raneoA snore Cop doomnbedupoouono ta - 2,773 2,825 2,547 

INLERSSE IMC ONMIGRR a taecrcresecevo reife SRR ore nuete oae Sateecauisl aos. sc cantbets abel gene tances 20 26 46 

InterestiexDenSe seus cxpak. divsecs oe Pee Pee cee.s MRE RMI cPepeT gs. sites icumrestie teteemen te ious asa (243) (275) ___ (804) 

Income before income taxes, equity interests and extraordinary loss..............+++. 2,550 2,576 2,289 

ProvisionifominGomectaxes . nets tac mers seeps recone gee (ay cette HERG ass oP Sartell touetcten cycle aieole eis (788) (746) (618) 

Income before equity interests and extraordinary loss ...........--20 00 e eee eee eee 1,762 1,830 1,671 

Sharesof net income Ofequity.COMpPaMmMleS: airs wensge tes ctsye tote etapets let) eis eeiiete Pepe t= -ieliepeneltereyaus Rok wey 164 jr dO 

Income:before extraordinary |OSSs sie acts mer-ctre ee chateteralay cen eto anarierteyis cee tstete amet rtaterte toot 1,943 1,994 1,837 

Extraordinary loss, net of income taxes, attributable to Kimberly-Clark Corporation ... . _ — (8) 

NetinGome Ss seeiee etatoit, Pore ce racers eed Cees cre pccseotom ania cee tere cee aanen arate repens 1,943 1,994 1,829 

Net income attributable to noncontrolling interests................. 00. e eee eee (100) (110) (139) 

Net income attributable to Kimberly-Clark Corporation. .............000 cece eee ee eee $ 1,843 $ 1,884 $ 1,690 

Per share basis 

Basic 

Before: extraordinaryyloss ern emer tier eee, ieee rene ep $ 4.47 GS Ase $ 4.06 
Extraordinary loSs’s44 tan... sasnanie etskenset tora Ceieven ads Gs mec iebn tanya enen eae _ —_ (.02) 

Net income attributable to Kimberly-Clark Corporation .................-000-5 $ 4.47 $9453 $ 4.04 

Diluted 

BéforesextraordinanyiloSSnemusces ire tae oct mara cen acre ne ae ane Ite, arg $ 4.45 Ry chap $ 4.05 
Extraordinary loSSoterwac. ac aye Navn nor ee uae LA aioe habe ince aortic tare Spee or _— _— (.02) 

Net income attributable to Kimberly-Clark Corporation ................0000055 $ 4.45 GS Zaye $ 4.03 

Net Sales 
Exhibit C.1 reveals that sales increased 3.3% in 2010 to $19,746 million, following a 1.5% sales de- 

crease in the prior year. In its 2010 MD&A report, management attributes the increase equally to vol- 

ume, price and mix effects. 

Kimberly-Clark describes its revenue recognition policy as follows: 

Sales revenue is recognized at the time of product shipment or delivery, depending on when title 

passes, to unaffiliated customers, and when all of the following have occurred: a firm sales agree- 

ment is in place, pricing is fixed or determinable, and collection is reasonably assured. Sales are re- 

ported net of returns, consumer and trade promotions, rebates and freight allowed. Taxes imposed 

by governmental authorities on our revenue-producing activities with customers, such as sales 

taxes and value-added taxes, are excluded from net sales. 

Its revenue recognition conditions are taken directly from GAAP and SEC guidelines, which recognize 
revenues when “earned and realizable.” For Kimberly-Clark, earned means when title to the goods 
passes to the customer, and realizable means an account receivable whose collection is reasonably 
assured. 

Sales for retailers and manufacturers are straightforward: revenue is recognized when the product 
is transferred to the buyer, an obligation for payment exists and collection of that payment is reasonably 
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assured. In that case, the revenue is deemed to have been “earned.” The primary issue for retailers and 

manufacturers relates to sales return allowances. These allowances pertain to product return or sales 

discounts (sometimes called mark-downs). Companies can only report sales when earned, that is, past 

the return allowance period. Further, companies can only report net sales as revenue (i.e., gross sales 

less any sales discounts, including volume discounts). K-C’s footnotes provide the following table 

relating to sales allowances: 

Allowances for sales discounts ..... $21 $266 — $269 $18 

K-C’s balance sheet includes a contra-asset related to sales discounts. The table indicates that the com- 

pany had $21 million in sales discounts accrued at the start of the year that relate to sales in the prior 

year. During 2010, K-C granted its customers $266 million in additional sales discounts, $269 million 

of which had been taken by the customers by the end of the year. The remaining amount of $18 million, 

relates to discounts granted, but not yet taken, and is held over to the following year. These year-end 

amounts typically relate to discounts given toward the end of the year that are ultimately taken in the 

first quarter of the following year. 

The sales discount process affects net sales and, thus, profit. This allowance works just like any 

other allowance. If K-C underestimated the sales discount allowance, net sales and profit in the current 

year would be increased. Overestimation of the sales discount allowance would have the opposite ef- 

fect: current sales and profit would be depressed. K-C’s allowance has not changed appreciably in 2010 

and is, therefore, not of concern. 

Revenue recognition in service industries and those industries that use the percentage-of-completion 

method can be problematic. Often, determining when a service contract has been “earned” can be dif- 

ficult and revenue can easily be mis-estimated, either intentionally or not. Sanjay Kumar, former CEO of 

Computer Associates, was sentenced to 12 years in jail for his role in an accounting scandal relating pri- 

marily to misrepresentation of revenues and profit for the computer services company he headed up. The 

percentage-of-completion method is difficult to implement because it requires estimates of total costs or 

revenues of the project. Underestimation of costs results in overestimation of revenues. These estimation 

errors are often hidden from view because details in footnote disclosures are often vague or completely 

missing. 

Cost of Products Sold and Gross Profit 
Kimberly-Clark’s 2010 gross profit margin is 33.2% ($6,550/$19,746), which is about 3.0 percentage 

points above what it was in 2008 (30.2%). As a benchmark, Procter & Gamble, the company’s prin- 

ciple competitor, recently reported sales of $82.6 billion, over four times the level of K-C’s sales, and a 

gross profit margin of 50.6%. This comparison highlights the intense competition that K-C faces from 

its much larger rival. 

The choice of inventory costing method affects cost of goods sold. K-C uses the LIFO method 

to cost its inventory. In 2011, the company’s LIFO reserve increased by $37 million (see inventory 

discussion later in this Appendix). This increased cost of goods sold and reduced gross profit by $37 

million. COGS can also be increased by inventory write-downs, typically related to restructuring ef- 

forts. For example, Cisco Systems, Inc. reported a $2.1 billion inventory write-down in 2001 when 

the tech bubble burst. This write-down increased COGS and reduced gross profit by that amount. 

Marketing, Research and General Expenses 
Kimberly-Clark’s marketing, research and general expenses have increased to 18.6% of sales from 

18.3% in the prior year. This increase resulted from general cost inflation as well as from the compa- 

ny’s restructuring efforts designed to improve long-run manufacturing and operating costs. K-C reports 

2010 net operating profit after taxes (NOPAT) of $2,083 million [($2,773 + $181) — ($788 + {$243 — 

$20} X 37%)] and a net operating profit margin (NOPM) of 10.5% ($2,083 million/$19,746 million) 

C-6 
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of sales.! P&G, by contrast, is able to use its higher gross profit margin to fund a higher level of adver- 

tising and other SGA expenditures, resulting in a NOPM of 14.8%. 

Pension Costs. Kimberly-Clark’s marketing, research and general expenses include $133 million of 

pension expense. This is reported in the following table in the pension footnote: 

Components of Net Periodic Benefit Cost _ 

Pension Benefits Year Ended December 31. 
(Millions of dollars)) e : 2010 2009 oe 2008 2010 2009 2008 i 

ServicecOs tia aakern te oaeetn iets coe dete eee $ 56 $ 68 $ 73 $ 14 $ 14 $ 15 

INtereStiGOStsirar.tsucsogees eh cetucaad he enone each a tettess as ae 309 310 324 44 47 49 

Expected return on plan assetS............... (336) (269) (370) — = = 

GurtallmentSrascceccete ch orem ton ore ae earned res — 21 — — _ Bee 

Amortization of prior service cost 

ANG transitionalmOUmmterwsewy ester cr eaeneneneene nee 2 3 6 3 2 2 

Recognized net actuarial loss ................ 99 114 56 1 _ 1 

RO) da slate Sich eal doe me rey Ore OEE cee ee ener ee EN ors peresyls ae is Li sins pei 

Net periodic benefiticostememiirinrer eerie $133 $251 97 $ 62 $ 63 66 

For 2010, the expected return on pension investments ($336 million) provides an offset to the com- 

pany’s pension service and interest costs ($56 million and $309 million, respectively). Footnotes reveal 

that Kimberly-Clark’s pension investments realized an actual return of $473 million in 2010 (from the 

pension footnote in its 10-K report). So, for 2010, use of the expected return results in an unrecognized 

gain that is deferred, along with other unrecognized gains and losses, in the computation of reported 

profit. 

Kimberly-Clark describes how it determines the expected return in its footnotes. It is instructive to 

review the company’s rationale and, thus, the footnote follows: 

Strategic asset allocation decisions are made with the intent of maximizing return at an acceptable 

level of risk. Risk factors considered in setting the strategic asset allocation include, among other 

things, plan participants’ retirement benefit security, the estimated payments of the associated 

liabilities, the plan funded status, and Kimberly-Clark’s financial condition. The resulting strategic 

asset allocation is a diversified blend of equity and fixed income investments. Equity investments 

are typically diversified across geography and market capitalization. Fixed income investments are 

diversified across multiple sectors including government issues, corporate debt instruments, mort- 

gage backed securities and asset backed securities with a portfolio duration that is consistent with 

the estimated payment of the associated liability. Actual asset allocation is regularly reviewed and 

periodically rebalanced to the strategic allocation when considered appropriate. 

The expected long-term rate of return is evaluated on an annual basis. In setting this assump- 

tion, we consider a number of factors including projected future returns by asset class, current 

asset allocation and historical long-term market performance. 

The weighted-average expected long-term rate of return on pension fund assets used to cal- 

culate pension expense for the Principal Plans was 8.19 percent in 2010 compared with 8.47 per- 

cent in 2009 and will be 7.35 percent in 2011. The expected long-term rate of return on the assets in 

the Principal Plans is based on an asset allocation assumption of about 60 percent with equity man- 

agers, with expected long-term rates of return ranging from 9 to 10 percent, and about 40 percent 

with fixed income managers, with an expected long-term rate of return ranging from 5 to 6 percent. 

The expected return on pension assets offsets service and interest costs, and serves to reduce pen- 
sion expense. In general, increasing (decreasing) the expected return on pension assets, increases (de- 

' We include equity income of $181 million (labeled as “share of net income of equity companies” in K-C’s income statement) 
as operating because it relates to investments in paper-related companies and it, therefore, aligns with K-C’s primary operating 
activities. This amount is reported by K-C net of tax, and therefore, no tax adjustment is necessary when computing NOPAT. We 
consider K-C’s noncontrolling interests share of subsidiaries’ net income, as nonoperating. 
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creases) profit. In 2010, K-C reduced its expected return from 8.17% to 7.96%. The discount rate (used 

to compute the PBO and the interest cost component of pension expense) declined by 55 basis points 

(6.40% to 5.85%). It is not uncommon for the expected return rate to be “stickier” on the downside 

(thus propping up profits) and more quickly adjusted on the upside (to take advantage of increasing 

returns). We need to be mindful of these effects when assessing operating profits. 

Transitory versus Persistent Line Items 
Expenses relating to restructuring activities have become increasingly common in the past two decades. 

In a subsequent event footnote to its 2010 10-K, Kimberly-Clark announced the following restructur- 

ing plan: 

The restructuring plan will commence in the first quarter of 2011 and is expected to be com- 

pleted by December 31, 2012. The restructuring is expected to result in cumulative charges of 

approximately $400 million to $600 million before tax ($280 million to $420 million after tax) over 

that period. We anticipate that the charges will fall into the following categories and approximate 

dollar ranges: workforce reduction costs ($50 million to $100 million); incremental depreciation 

($300 million to $400 million); and other associated costs ($50 million to $100 million). Cash costs 

related to the streamlining of operations, sale or closure, relocation of equipment, severance and 

other expenses are expected to account for approximately 25 percent to 50 percent of the charges. 

Noncash charges will consist primarily of incremental depreciation. 

These initiatives are designed to further improve the company’s competitive position by accelerating 

investments in targeted growth opportunities and strategic cost reductions to streamline manufacturing 

and administrative operations. 

Classification of these charges as transitory or persistent is a judgment call. In K-C’s case, these 

charges relate to a multi-year program that is expected to continue through 2012. Therefore, we might 

classify these expenses as persistent. Our review of the financial statements did not identify any other 

transitory items and thus, we classified all other activity as persistent. 

Earnings per Share 
Net income for Kimberly-Clark has increased from $1,690 million in 2008 to $1,843 million in 2010. 

Basic (diluted) earnings per share, however, has increased from $4.04 ($4.03) to $4.47 ($4.45). Follow- 

ing is Kimberly-Clark’s computation of earnings per share: 

Earnings Per Share A reconciliation of the average number of common shares outstanding used 

in the basic and diluted EPS computations follows: 

Average Common 
; ‘Shares Outstanding 

(Millions) BAe ee alc ge hens 2010 2009 2008 

AVerage shiaresHOurtStamGltt Gees cic cre atc ais) ese as sale elias) 411.3 414.6 416.7 

RAC ALINGISOCUMOS semmetenac tier eemelstarsispetaramn eterna re cletet el 1.1 ile) 1.8 

Bas Cee ae note Ste ir she ceil adincteen wae nea ee 412.4 416.1 418.5 

DiltivercHectonstockcOptlomSemmre em sien aaieteaa sel i 11 4 9 

Dilutive effect of restricted share and restricted 

SHAreMniteaW Al Skewcewemttae kia mnraens Welle i sencleseus te leas ausnetenateils 9 3 a 

Diltiteclieatetr pare ares ites costae esi eteisca eae eeeicese te has 414.4 416.8 419.6 

Options outstanding that were not included in the computation of diluted EPS mainly because their 

exercise price was greater than the average market price of the common shares are summarized 

below: 

continued 
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continued from prior page 

Average number of share equivalents (millions). ...... 13.9 21.8 15.6 

Weighted-average exercise price...............--- $66.00 $64.12 $66.31 

24o\ OM CEVO © OOWONS scascennuosananagonoonne 2010 to 2020 2009to 2019 2008 to 2018 

Options outstanding at year-end (millions) .......... 14.7 20.3 16.0 

The number of common shares outstanding as of December 31, 2010, 2009 and 2008 was 406.9 

million, 416.9 million and 413.6 million, respectively. 

Most of the difference between basic and diluted earnings per share usually arises from the dilutive 

effects of employee stock options. (We should note that if stock options are under water, meaning 

that K-C’s stock price is lower than the exercise price of the options, they are considered antidilutive, 

meaning that including them would increase EPS. Accordingly, they are excluded in the diluted EPS 

computation, but remain potentially dilutive if K-C’s stock price subsequently rises above the exercise 

price of the options.) (Although not present for Kimberly-Clark, convertible debt and preferred shares 

are also potentially dilutive for many companies.) 

Income Taxes 
Kimberly-Clark’s net income has been negatively affected over the past three years by an increase in its 

effective tax rate from 27.0% to 30.9% as K-C describes in the following footnote: 

Year Ended Decem 2010 = 20092008, 
Tax at U.S. statutory rate applied to income 

before: InGOme:taxes sanese trae ot. car Geneatronen, Seis ees 35.0% 35.0% 35.0% 

State income taxes, net of federal tax benefit............. 1.8 (0.3) 0.9 

Statutory rates other than U.S. statutory rate ............. (3.0) (2.4) (2.4) 

OU SING Lipeieae ss ert ake eer rari ach etn cae Pewee hey aan rte and (2.9) (3.3) (6.5) 

Effectivesincomertaxarale sme readrese timer ensure esr renen tn men rane 30.9% 29.0% 27.0% 

Common-Size Income Statement 
It is useful for analysis purposes to prepare common-size statements. Exhibit C.2 shows Kimberly- 

Clark’s common-size income statement covering the two most recent years. 

EXHIBIT Cc. 2 Kimberly-Clark Common-Size nee Statement 

Year Ended December 31 ee ace pole - 20 ae 

NetiSalesii «cravat torvcraus neg esrees Ouse ¥ shone a site fe sisiled cncluepanc: aitafaiam 4 vouarte sei 1a; ee is eee eee 100.0% 100.0% 

Costiotiproducts:Soldtirr warner tnckac.cusetsehence ats nce Sate Aer eee nee 66.8 66.4 

GrOSS)Protits sa) cic cegeee eespe ncuare nie eels cl ale seovaee aia Sree afcnnia, chcaehsticareasiace oie Cre eee 33.2 33.6 

Marketingwresearchiana general @xpemSeSi anise alsin nieve aneae ncn nner 18.6 18.3 

Other(income):and:exPensSe, iNetersse sey aeuci ae ese ee rear eter aya eriek Lateran cre ean eee 0.5 0.5 

Operating: Provit: sey rcs Saaies Ate nencye aaeaeee beetle sce acci eh cnehcpe SIRT « faery oe crcl I rok a ee ee 14.0 14.8 

INTOFESEIMCOMO: onc feiieney st esac acon Rr tse Clahcke eats cei eat noe ec eee oS ene 0.4 0.1 

Interest: EXPENSE nae Sue sh cretilin wre ercket-waiA cca Ree oes nett en eee aeetnen tart eee een (1.2) (1.4) 

Income before income taxes and equity interests................00.e eee e cues 12.9 13-5 

Provisionsfor InCOMmestaxeGS acu. -acue mien pean oe ee eee Pee ere eee (4.0) (3.9) 

Income before equity Interestsmens se ciicretcin ate rarer mie anne 8.9 9.6 
Sila OnmerinCOmMeOOneauily COMPASS t= i= iss 0.9 0.9 

NetinCOme iz. 2 ais Gace dean kota os kore Rac eee ik open ne fe ee ee ee Se 9.8 10.4 
Net income attributable to noncontrolling interests..............0..00. eee eee (0.5) (0.6) 

Net income attributable to Kimberly-Clark Corporation..................ee000. 9.3% 9.9% 

Note: All percentages are computed by dividing each income statement line item by that year’s net sales. 
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The gross profit margin declined in 2010 from 33.6% in 2009 to 33.2%. This most likely reflects 

the competitive environment in which K-C operates. Companies typically offset a declining gross profit 

margin with reductions in SG&A expense. K-C has been unable to do that, however, as its marketing, 

research and general (SG&A) expense in 2010 actually exceeds its 2009 level as a percentage of sales. 

Accordingly, 2010 income before taxes declined by 0.6 percentage points relative to 2009, from 13.5% 

of sales to 12.9%. Further, income from equity companies (reported net of tax) remained constant as a 

percentage of sales at 0.9%. Finally, net income as a percentage of sales declined by 0.6 percentage points 

from 9.9% of sales to 9.3%. 

Management Discussion and Analysis 
The Management Discussion and Analysis section of a 10-K is usually informative for interpreting com- 

pany financial statements and for additional insights into company operations. To illustrate, Kimberly- 

Clark provides the following analysis of its operating results in the MD&A section of its 2010 10-K: 

Overview of 2010 Results 

e Net sales increased 3.3 percent because of an increase in sales volumes, net selling 

prices and improvements in product mix. 

¢ Operating profit decreased 1.8 percent, and net income attributable to Kimberly-Clark and 

diluted earnings per share decreased 2.2 percent and 1.5 percent, respectively. The benefits 

of the net sales increase, cost savings, a decrease in pension expense, and the effect of the 

2009 organization optimization severance and related charges, were more than offset by 

inflation in key input costs, increased marketing, research and general expenses, and the 

charge related to the adoption of highly inflationary accounting for Venezuela. 

¢ Cash flow from operations was $2.7 billion, a decrease of 21 percent. 

Results of Operations and Related Information 2070 versus 2009 

e Personal care net sales in North America increased about 4 percent due to an increase in 

sales volumes and net selling prices of 3 percent and 1 percent, respectively. The sales 

volume increases resulted from higher sales of feminine care and adult incontinence 

products, including benefits from innovation by Kotex, Poise and Depend brands and 

higher sales of training pants and baby wipes, partially offset by lower sales of Huggies 

diapers. 

In Europe, personal care net sales decreased about 2 percent due to unfavorable currency 

effects of 2 percent and a decrease in net selling prices of 1 percent, partially offset by 

increases in sales volumes of 1 percent. 

In K-C’s International operations in Asia, Latin America, the Middle East, Eastern Europe 

and Africa (“K-C International”), net sales increased about 6 percent driven by a 5 percent 

increase in sales volumes and a 1 percent favorable currency effect. The growth in sales 

volumes was broad-based, with particular strength in Asia and Latin America, excluding 

Venezuela. 

¢ Consumer tissue net sales in North America decreased 1 percent as an increase in net 

selling prices of 2 percent and improvements in product mix of 1 percent were more than 

offset by a sales volume decline of 4 percent. Sales volumes were down low single- 

digits in bath tissue and double-digits in paper towels, primarily as a result of continued 

consumer trade-down to lower-priced product offerings. 

In Europe, consumer tissue net sales decreased 2 percent due to unfavorable currency 

effects of 2 percent and a decrease in sales volumes of 2 percent, partially offset by an 

increase in net selling prices of 2 percent. 

In K-C International, consumer tissue net sales increased about 8 percent due to an 

increase in net selling prices of 4 percent, favorable currency effects of 2 percent and 

improvements in product mix of 1 percent. Increases in net selling prices were broad- 

based, with particular strength in Latin America and Russia. 

e K-C Professional’s net sales in North America increased 3 percent due to higher net selling 

prices of about 2 percent and favorable currency effects of 1 percent. Volume comparisons 

benefited from the Jackson Products, Inc. (“Jackson”) acquisition in 2009 and growth in 

the wipes and safety categories, while washroom product volumes declined in a continued 

continued 

C-10 



C-11 Appendix C | Comprehensive Case 

continued from prior page 

challenging economic environment. In Europe, sales of K-C Professional products 

decreased 1 percent, as an increase in sales volumes of 3 percent was more than offset by 

unfavorable currency effects of 3 percent and lower net selling prices of 1 percent. 

e The increased sales volumes for health care products were primarily due to a 9 percent 

benefit from the acquisition of |-Flow Corporation (“I-Flow”) in late November 2009, 

as well as volume increases in other medical devices, which were more than offset by 

declines in supplies, including the impact from increased face mask demand in 2009 

related to the H1N1 influenza virus. 

Business Segments 
Generally accepted accounting principles require that companies disclose the composition of their 

operating profit by business segment. Segments are investment centers (those having both income 

statement and balance sheet data) that the company routinely evaluates at the chief executive level. 

We outlined and discussed Kimberly-Clark’s business segments at the beginning of the appendix: 

personal care, consumer tissue, professional & other, and health care. Following are its GAAP disclo- 

sures for each of its business segments: 

Ue h- Corporate Consolidated 
(Millions of dollars) _ & Other Total 

Net sales 

PAU Gl Ocsteans neva samara ees $8,670 $6,497 $3,110 $1,460 9 $19,746 

POOLS svat ae soca aie, enone 8,365 6,409 3,007 1,371 (37) 19,115 

2008S BERS Crete cy: wees 8,272 6,748 3,174 1,224 (3) 19,415 

Operating profit 

2010: eee twa ston Shel e 1,764 660 468 174 (293) 2,773 

2009 shes epesorn peace: 1,739 736 464 244 (358) 2,825 

2008s een: ter cee 1,649 601 428 143 (274) 2,547 

Depreciation and amortization 

2010 Aree ences ene 277 329 142 56 9 813 

PAROS recreate tees iss paves alle 255 314 148 50 16 783 

2008 Arcee wer necks eer 239 319 136 52 29 wo 

Assets 

2OTORR ete ence. o 6,316 6,106 2,962 2,410 2,070 19,864 

2000 oR nak 5,895 5,871 2,969 2,558 1,916 19,209 

PAU Oe scot otic, omore uber 5,480 5,809 2,710 2,139 1,951 18,089 

Capital spending 

2010 Benne nano re 436 331 156 40 1 964 

2OOO Sionecspare noc) arctemin tee 440 21a 97 38 2 848 

ZOOS Rie: Lummi ate eer teeter: Sas) 351 130 49 1 906 

Given these data, it is possible for us to perform a rudimentary return analysis for each segment. This 
analysis provides insight into a company’s dependence on any one segment. Following is a brief sum- 
mary analysis of K-C’s segment return disaggregation for 2010: 

Personal Consumer Professional Health 
(Millions of dollars) Care Tissue &Other — Care 

NOt Sale@Ssnciecteia tameew ie Messe tetat es, aaa eir teat tia aetys det) oe 8,670 6,497 3,110 1,460 
Operating: pro fit reesrtee. teers seurctee) ae aed eee 1,764 660 468 174 
ASSOUS By wala ave rn isos Sitecolstzcaus nce ace Ok ne incre aeaeaeara 6,316 6,106 2,962 2,410 

@porating rotten lime etter 20.3% 10.2% 15.0% 11.9% 
‘VGal-endlassettUnnOVvelaeammmnic se miere ti a crest tenet leo 1.06 ROS 0.61 
Operating profit divided by year-end assets........... 27.9% 10.8% 15.8% 7.2% 
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The intensely competitive nature and capital intensity of the health care market is evident in its low 

profit margin (11.9%) and low return on ending operating assets (7.2%). K-C relies, to a great extent, 

on its personal care segment to generate income. 

Balance Sheet Reporting and Analysis 

Kimberly-Clark’s balance sheet is reproduced in Exhibit C.3. 

ASSETS 

Current assets 

GashrandicashkequivValents svcnarmier tar wnce-wcteiOiny Satie gain. A eck Prone Sl sh eal pte $ 876 $ 798 
ACCOUNISINECEIVADIS MIC mrctaytenta er ci creitases as enero eee es A enone eee hee ects 2,472 2,566 

INGLOMOCEIVADIG teeter ite specter cas) CN etpnE ace) eatsatn lest iy lod maMasn ch «218 Gee ye euyaeas aCe 218 —_ 

INIVEMMCONIOS maeepmencn sees Serius seen nia oie wn rare rw a uals tien, cl apeas cotacce ge eusaecantits 2,373 2,033 

BelerredsincometaxeSte cas citetsic c cuteetecn tet ccc av re seal i Sh See Teo ae tt sacle see 187 136 

@iNSECUITENTASSCIS mem acasteenee he atte he er ete ne eR mer LEAS a. 202 331 

motalouroniassetssir cet cnet ete ayer ere a fateh ol a ei ot 6,328 5,864 
Propemyaplantranc equipmentsmetave-.wnctce waehoews eer ce ity acioiatrs cece ener 8,356 8,033 

INVEStIMeMESIMBSCUILY COMPANIES cransncyceco oyeecucis aieccteeay sce) sae Sea eE che rorre meee Score 374 355 

(Good Will Rrwmerreee ttre icires cot) y, aceite s tpeyetiyy cared) tae See ee temedve et ys 3,403 S27) 

Otherintangiblerassets eye aerss-on ay rigs Een ona pee eh ateeee a ital onan 287 310 

Eong-terminOteSmeCClV all Crete an cop vaad daenctepey sytecup eh ap cn ey avec csmsuehdenycte, ceo 393 607 

OMMeBASSEISmemanmrre rick, Sees cet cies creeie rs eee eer meni ne oi tea Abas pen ea 723 765 

TROUSERS 5 dard. aah Gs Seth ORES SORE na) atc SL Tose ern rn ce A $19,864 $19,209 

LIABILITIES AND STOCKHOLDERS’ EQUITY 

Current liabilities 

Debtipayableswithimone yea tarrane coco, ek ay ar ee er rege ye onc $ 344 $ 610 

Redeemable preferred securities of subsidiary .............-...--ee eee eeee 506 _ 

SAC GiaACCOUNtSIDAV abl Clan -ra.werts writ. Aeyotee bs heen ty teats ele Knee th. TRRo aie 2,206 1,920 

ACCMICECXPCNSCS eae Mekey Wyaruacy Mie rcyenninus dens ccomered atu. Gare crustus joke wusateg State tose wes 1,909 2,064 

AC CHUSGHMCOMeAXCS are a cPetoe se mie enw ue cis scien while) eect etate rue odeuaisy an 104 79 

BDividendsipayabledemieeieteic sr pesecrs cracecec cits cust seis cnet the sailehioc oct tescrlatenens 269 250 

MOTAlLCUEreNtAbITeS paces as emen cea cael sc sete Monee tc eae aise Tenet cube sae nerarsadchas 5,338 4,923 

Fongstonmrcdebigeeematmetete so olor. er etre crepe tah ssetoila espe apse tat ovistin bans, a <2 wuetone cele 5,120 4,792 

Noncunrent emplovee:benentS: ac cctrcnce es eee aches tema One YO ota 1,810 1,989 

Fong=tenmanc Ome caxeSiDaVablOrcmmnesicae nia ete rnstwoensia tse tads ccs taus si eeratopstoncce ss 260 168 

Defermrediincomestaxesmieciatraccrestie ae Gace 4 At a mustache tabers atvie Saha nh tone euliee egrets 369 377 

Othemliabiliticsvermenenerietei tc estat Cee eee itera y fae bintonter ate cranene 224 218 

Redeemable preferred and common securities of subsidiaries.................. 541 1,052 

Stockholders’ Equity 

Kimberly-Clark Corporation stockholders’ equity 

Preferred stock—no par value—authorized 20.0 million shares, none issued..... _ oo 

Common stock—$1.25 par value—authorized 1.2 billion shares; 

issued 478.6 million shares at December 31, 2010 and 2009 ............... 598 598 

AGCitiOnaltmalcainicanitalaanemeceicrta st: mak ot hte eee etter vie siete ce alt ares Gicee tte 425 399 

Common stock held in treasury, at cost—71.7 million and 61.6 million 

shares Decembemons2 Ou OfancrZ2O00 Beast ysteree tm antl as Sith y aches aed (4,726) (4,087) 

Accumulated other comprehensive income (lOSS) ......-....--200+ee eee eee (1,466) (1,833) 

RetaimecsearninGS)tamae crenpie eyts cue Sere uot ans tote nied tin) ahedayet ued slags 11,086 10,329 

Total Kimberly-Clark Corporation stockholders’ equity ................-... 5,917 5,406 

Noncontrolling imnterestSmarramiee sts situa eine: Becksas pre tots asthe Grsileralesstsiec ss 285 284 

SOtAalStOCKhOIGErsweCuitVmmmeeetter Gite ae) et Malar stajels <r she he cw secre they ee a a ser 6,202 5,690 

Tail VELMINES Ae! SIOONNOLCETS’ GOUIM +s0cn ocucecon some vac aenoeguoboasans $19,864 $19,209 
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Kimberly-Clark reports total assets of $19,864 million in 2010. Its net working capital is relatively il- 

liquid because a large proportion of current assets consists of accounts receivable and inventories, and 

its cash is 4.4% ($876 million/$19,864 million) of total assets at year-end 2010, up from 4.1% in 2009. 

It also reports no marketable securities that can serve as another source of liquidity, if needed. The lack 

of liquidity is usually worrisome, but is not a serious concern in this case given Kimberly-Clark’s mod- 

erate financial leverage and high level of free cash flow (see later discussion in this section). 

Following is a brief review and analysis for each of Kimberly-Clark’s balance sheet line items. 

Accounts Receivable 
Kimberly-Clark reports $2,472 million in net accounts receivable at year-end 2010. This represents 

12.4% ($2,472 million/$19,864 million) of total assets, down from 13.4% in the previous year. Foot- 

notes reveal the following additional information: 

‘Summary of Accounts Receivable ($ millions), December31 2010 2009 
Accounts Receivable 

FROM CUSTOITICIS a7) techies ares: eras pte tate reer Aer ie nek ot re ore $2,231 $2,290 

OURS Peet mene chee ics ar crite cies hatte: pearater cure pe estan Ris) acacia ceseeemewe reife 321 365 

Less allowance for doubtful accounts and sales discounts............... (80) (89) 

LOtalgenhe weep cise catre eett er taniee ttre tedte a Crete uat Chant y: me nnn cee $2,472 $2,566 

Most accounts receivables are from customers. This means we must consider the following two issues: 

1. Magnitude—Receivables are generally non-interest-bearing and, therefore, do not earn a return. 

Further, the company incurs costs to finance them. Accordingly, a company wants to optimize its 

level of investment in receivables —that 1s, keep them as low as possible while still meeting indus- 

try specific credit policies to meet customer demands. 

2. Collectibility— Receivables represent unsecured loans to customers. It is critical therefore, to un- 

derstand the creditworthiness of these borrowers. Receivables are reported at net realizable value, 

that is, net of the allowance for doubtful accounts. Kimberly-Clark reports an allowance of $80 

million. In addition, the footnotes reveal the following history of the company’s allowance versus 

its write-offs: 

Additions ==—Deductions 
Charged to Charged — a at : cry = Balance 

ee e oe _ Beginning Costsand to Other Write-Offs and = atEnd © 
Description (December 31,2010) of Period Expenses Accounts _ Reclassifications of Period 

Allowance for doubtful accounts... . $68 $7 — $13 $62 

Balance a 

The company reported a balance in the allowance for doubtful accounts of $68 million at the begin- 

ning of 2010, which is 2.6% of gross receivables [$68/($2,566 million + $68 million)]. During 2010, it 

increased this allowance account by $7 million. This is the amount of bad debt expense that is reported 
in the income statement. Write-offs and reclassifications of uncollectible accounts amounted to $13 mil- 
lion during the year, yielding a $62 million balance at year-end, which is 2.4% of gross receivables [$62 
million/($2,472 million + $62 million)]. It appears, therefore, that the company’s receivables were less 
adequately reserved at year-end relative to the beginning of the year, but the difference is not substantial. 

The allowance for doubtful accounts should always reflect the company’s best estimate of the 
potential loss in its accounts receivable. This amount should not be overly conservative (which would 
understate profit), and it should not be inadequate (which would overstate profit). K-C’s estimate of its 
potential losses results from its own (unaudited) review of the age of its receivables (older receivables 

are at greater risk of uncollectibility). 

Inventories 

Kimberly-Clark reports $2,373 million in inventories as of 2010. Footnote disclosures reveal the fol- 
lowing inventory costing policy: 
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Inventories and Distribution Costs For financial reporting purposes, most U.S. inventories are 

valued at the lower of cost, using the Last-In, First-Out (LIFO) method, or market. The balance of 

the U.S. inventories and inventories of consolidated operations outside the U.S. are valued at the 

lower of cost, using either the First-In, First-Out (FIFO) or weighted-average cost methods, or mar- 

ket. Distribution costs are classified as Cost of Products Sold. 

ESRC ates 

Most of its U.S. inventories are reported on a LIFO basis. Some of its U.S. inventories, as well as those 

outside of the U.S., are valued at FIFO or weighted-average. The use of multiple inventory costing 

methods for different pools of inventories is common and acceptable under GAAP. 

Kimberly-Clark provides the following footnote disclosure relating to the composition of its 

inventories: 

summary of Inventories ($ millions), December 
Inventories by Major Class: 

At the lower of cost determined on the FIFO or 

weighted-average cost methods or market: 

Rawanatenialseuests, evens coe.cakvces sere, deste Sua csts $ 154 $ 350 $ 504 GS ley? $ 282 $ 419 
VV OLIN ONOCESS Beewtte cotta db og 5. cn Acae ee a np tas 195 144 339 TATE 111 288 

Finished (GOOCS ha cacra ttre Bere tere re cnet cua 715 763 1,478 573 685 1,258 

Suppliestandiotheraacessmracayeciscrera cee eee = “= 298 298 — PAT 277 

1,064 1,555 2,619 887 1.855 2,242 

Excess of FIFO or weighted-average cost over: 

ld [HONGO sue ori eee Bis Ct ye ule nie bem ood eae (246) _— (246) (209) — (209) 

TOtalRserrre Oe EE NT Roney item eee a aod: oe $ 818 $1,555 $2,373 $ 678 $1,355 $2,033 

Companies aim to optimize their investment in inventories because inventory is a non-income- 

producing asset until sold. Inventories must also be financed, stored, moved, and insured at some cost. 

Kimberly-Clark reports $504 million of raw materials, which is 19% of the total of $2,619 million 

FIFO inventories (see table above). Work-in-process inventories amount to another $339 million, and 

supplies and other amount to $298 million. The bulk of its inventories, or $1,478 million (56% of total 

inventories), is in finished goods. 

Kimberly-Clark reports its total inventory cost at FIFO is $2,619 million then subtracts $246 

million from this amount (the LIFO reserve) to yield the inventories balance of $2,373 million at 

LIFO as reported on the balance sheet. This means that, over time, Kimberly-Clark has reduced gross 

profit and pretax operating profit by a cumulative amount of $246 million. This has also reduced pre- 

tax income and saved federal income tax, and generated cash flow, of approximately $86.1 million 

(assuming a 35% statutory federal tax rate and computed as $246 million < 35%). During 2010, its 

LIFO reserve increased by $37 million, resulting in a $37 million decrease in gross profit and pretax 

operating profit, and a $13.0 million ($37 million * 35%) increase in cash flow from decreased 

federal income taxes. 

Property, Plant, and Equipment 
Kimberly-Clark reports Property, Plant, and Equipment, net, of $8,356 million at year-end 2010; PPE 

makes up 42.1% of total assets and is the largest single asset category. Given the cost of depreciable 

assets of $17,877 million and accumulated depreciation of $9,521 million (not reported here), PPE is 

53.3% depreciated assuming straight-line depreciation ($9,521 million/$17,877 million) as of 2010. 

This suggests these assets are about the average age that we would expect assuming a regular replace- 

ment policy. Footnotes reveal a useful life range of 40 years for buildings and 16 to 20 years for ma- 

chinery as follows: 



C-15 Appendix C | Comprehensive Case 

Property and Depreciation For financial reporting purposes, property, plant and equipment are 

stated at cost and are depreciated principally on the straight-line method. Buildings are depreci- 

ated over their estimated useful lives, primarily 40 years. Machinery and equipment are depreciated 

over their estimated useful lives, primarily ranging from 16 to 20 years. For income tax purposes, 

accelerated methods of depreciation are used. Purchases of computer software are capitalized. 

External costs and certain internal costs (including payroll and payroll-related costs of employ- 

ees) directly associated with developing significant computer software applications for internal use 

are capitalized. Training and data conversion costs are expensed as incurred. Computer software 

costs are amortized on the straight-line method over the estimated useful life of the software, which 

generally does not exceed five years...The cost of major maintenance performed on manufacturing 

facilities, composed of labor, materials and other incremental costs, is charged to operations as 

incurred. Start-up costs for new or expanded facilities are expensed as incurred. 

Again, assuming straight-line depreciation, Kimberly-Clark’s 2010 depreciation expense of $790 mil- 

lion ($813 depreciation and amortization expense reported in its statement of cash flows, Exhibit C.5, 

less $23 million reported as amortization expense in footnotes not reproduced in the text, but equal to 

the difference in accumulated amortization) reveals that its long-term depreciable assets, as a whole, 

are being depreciated over an average useful life of about 21.7 years, computed as $17,877 million — 

$220 million of nondepreciable land and $553 million of construction in progress divided by $790 mil- 

lion depreciation expense. 

Each year, Kimberly-Clark tests PPE for impairment and records a write-down to net realizable 

value if the PPE is deemed to be impaired. Following is Kimberly-Clark’s discussion relating to its 

impairment testing: 

Estimated useful lives are periodically reviewed and, when warranted, changes are made to them. 

Long-lived assets, including computer software, are reviewed for impairment whenever events or 

changes in circumstances indicate that their carrying amount may not be recoverable. An impair- 

ment loss would be indicated when estimated undiscounted future cash flows from the use and 

eventual disposition of an asset group, which are identifiable and largely independent of the cash 

flows of other asset groups, are less than the carrying amount of the asset group. Measurement of 

an impairment loss would be based on the excess of the carrying amount of the asset over its fair 

value. Fair value is measured using discounted cash flows or independent appraisals, as appropri- 

ate. When property is sold or retired, the cost of the property and the related accumulated depre- 

ciation are removed from the Consolidated Balance Sheet and any gain or loss on the transaction 

is included in income. 

The company did not report any impairment losses in the periods covered by its recent 10-K. 

If present, impairment losses should be treated as a transitory item. Further, we must consider the 

effects of such losses on current and future income statements. An impairment loss depresses current 

period income. Further, depreciation expense in future years is decreased because it is computed based 

on the asset’s lower net book value (cost less accumulated depreciation) following the write-down. 

This will increase future period profitability. The net effect of an impairment charge, therefore, is to 

shift profit from the current period into future periods. 

investments in Equity Companies 
K-C’s balance sheet reports equity investments of $374 million at year-end 2010. This amount repre- 
sents the book value of its investments in affiliated companies over which Kimberly-Clark can exert 
significant influence, but not control. Footnotes reveal investments in the following companies: 

Investments in Equity Companies Investments in companies over which we have the ability to 
exercise significant influence and that, in general, are at least 20 percent owned by us, are stated 
at cost plus equity in undistributed net income. These investments are evaluated for impairment 
when warranted. An impairment loss would be recorded whenever a decline in value of an equity 
investment below its carrying amount is determined to be other than temporary. In judging “other 

continued 
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than temporary,” we would consider the length of time and extent to which the fair value of the 

equity company investment has been less than the carrying amount, the near-term and longer-term 

operating and financial prospects of the equity company, and our longer-term intent of retaining the 

investment in the equity company. 

Consolidation is not required unless the affiliate is “controlled.” Generally, control is presumed at an 

ownership level of more than 50%. By this rule, Kimberly-Clark does not control any of these com- 

panies. Thus, the company uses the equity method to account for these investments. This means that 

only the net equity owned of these companies is reported on the balance sheet. We further discuss these 

investments in the section on off-balance-sheet financing. 

Goodwill 

Kimberly-Clark reports $3,403 million of goodwill at year-end 2010. This amount represents the ex- 

cess of the purchase price for acquired companies over the fair market value of the acquired tangible 

and identifiable intangible assets (net of liabilities assumed). Under GAAP, goodwill is not systemati- 

cally amortized, but is annually tested for impairment. 

Other Assets 
Kimberly-Clark reports $723 million as “other assets.” There is no table detailing what assets are 

included in this total, but footnotes reveal the following: $15 million of long-term marketable securi- 

ties, $70 million of assets related to derivative financial instruments, and $312 million of noncurrent 

deferred income tax assets. No information is given on the remaining $330 million of other assets, most 

likely because this amount represents several assets each of which is not determined to be material and, 

therefore, subject to disclosure. 

Concerning the deferred income tax assets, Kimberly-Clark provides the following disclosure re- 

lating to its composition ($ millions): 

December siiMilionsofdollers) = tt tC zat 
Net current deferred income tax asset attributable to: 

INCChUCCOXDEISCS etm erin eri ca es Ae pecan memes Gy Dow, 3 ie aap aa, Cire $ 103 $ 102 
Pension, postretirement and other employee benefits..................000005 82 86 

POSSECANINTORWENS rarccpanay mac pcaawawante tears nailsl cies watrenaere oe bia acotsialcantarat nave vercoLiaial'Site Ave clone USNS 72 _ 

InstallmenuSales memes tiettotactnccanisce aerate ota tuencataa sates coc mal eeests (72) _ 

[eV EMLONY Semen tee oer os Seed tee shetarh eke sou te sco step Mri crete dict abies, Arce ia a eet (21) (45) 

OUNET p.or®, 60-5 & cla sce 1) Cee OGTR E Dora OSE RS ORC ieee cise eee PRET Sena Tn ee Stee, RCO 46 8 

WaltationrallOoWwalnCeS mmr era tami nagar. see faye sene says er tan suey orcas hoa, evap saepiyes cate (23) (15) 

Neticurrentcdetemnechincomes;tax ASSCLIer ann aac aura a seca tes atlas wince tote. $ 187 136 

Net current deferred income tax liability included in accrued expenses............ $ (28) (31) 

Net noncurrent deferred income tax asset attributable to: 

Ten Grease loss GiMOMWEUCE. ooo honccnoponanoe nh sdoodmehe uodcees pte $ 447 $ 405 

Pensionrandrothenipostretirement, benetitS aumeieres «1.0.6 anccascar nes ce esc s 153 228 

PropentyaplantvanG equipment snetmmmsat) tat ars coa sn, =) a ecks ehbern se ate od lene (97) (86) 

Oli nlelia ooh Aayhte: oun Seer pins Tae NEE CRUE cae eA Coons nae CL ae ee et re 42 37 

ValGationeallowancescmmcnerwart cc iitasty stp ertecuciet, cocere nears mycl a ait anata ees sua eyed (233) (211) 

Net noncurrent deferred income tax asset included in other assetS............... Serci2 Si//8) 

Net noncurrent deferred income tax liability attributable to: 

POD CULVADIAMUENIC eC CHOMORe nm beememers cats ster: cet atau er eens re cre wemerene sr $(1,081) $(976) 

Pension, postretirement and other employee benefits..................20000- 550 546 

MADCCrecitsranGhlOSS CamylOiWwandl SauwenersttCteary. etnias chaaks, Gis e bitee eee, aati otc 447 462 

Installmentisalesiet mt wae aepsigtriee =) Paerate cle age ons yshorrayee fam sete bree ale mete ate (112) (180) 

PrOvislOmmOmUnirenmiLeceaniill G Samumename nena ciitcis cheichen ean fst etme wl a caete are (88) (70) 

ItanGIblGtaSSetSrramnrrs kee tn eres olcuaiohetos sila suantets, tend. 4 sie gt ics, s boos ais (43) (63) 

Othe eRe RI eros erie arent acca Ans oh ects ace Gils ay s erarme (13) (78) 

ValuallonallOWallCCS si eennCratre tna se ert niet mi nacess ties tea ccs ss (29) _ (18) 

Netnoncumenidefemediincomestaxiliability epee n eee se. ccc s ee ee ee eels $ (369) $377) 
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Most of this deferred tax asset (benefit) results from tax loss carryforwards. The IRS allows compa- 

nies to carry forward losses to offset future taxable income, thereby reducing future tax expense. This 

benefit can only be realized if the company expects taxable income in the specific entity that generated 

the tax losses before the carryforwards expire. If the company deems it more likely than not that the 

carryforwards will not be realized, a valuation allowance for the unrealizable portion is required (this is 

similar to establishing an allowance for uncollectible accounts receivable). As of 2010, Kimberly-Clark 

has such a valuation allowance (of $285 million). Following is its discussion relating to this allowance: 

Valuation allowances increased $43 million in 2010 and decreased $75 million in 2009. Valuation 

allowances at the end of 2010 primarily relate to tax credits and income tax loss carryforwards 

of $1.2 billion. If these items are not utilized against taxable income, $210 million of the loss car- 

ryforwards will expire from 2011 through 2030. The remaining $981 million has no expiration date. 

Realization of income tax loss carryforwards is dependent on generating sufficient taxable income 

prior to expiration of these carryforwards. Although realization is not assured, we believe it is more 

likely than not that all of the deferred tax assets, net of applicable valuation allowances, will be real- 

ized. The amount of the deferred tax assets considered realizable could be reduced or increased 

due to changes in the tax environment or if estimates of future taxable income change during the 

carryforward period. 

Tax loss carryforwards reduce income tax expense in the year they are recognized, similar to tax loss 

carry-backs. However, companies often establish a deferred tax asset valuation allowance which in- 

creases tax expense. It is common that companies establish both the loss carryforward and the valuation 

allowance concurrently. The net effect is to leave tax expense (and net income) unchanged. In future 

years, however, a reduction of the deferred tax asset valuation account, in anticipation of utilization of 

the tax carry-forwards (and not as a result of their expiration), reduces tax expense and increases net 

income. This is a transitory increase in profit and should not be factored into projections. 

Current Liabilities 
Kimberly-Clark reports current liabilities of $5,338 million on its year-end balance sheet for 2010 

($4,923 million in 2009), which consists of the following: 

Current Liabilities ($ millions), December 31 ae 2010 2009 

Debpayable withimomesy eats seyrciere rasta rd ote core es a crete ien Wales seme Roni Ror eRe $ 344 $ 610 

Redeemable preferred securities of subsidiary ............. 0.0.0 cece eee ee eee 506 — 

[rade accounts’ payable sarersen-v-hetcn motets een Hen terete eee och ot oh Rep ces Onc RaRey oa GRO PRC 2,206 1,920 

ACCKUCCKEXDONSOSpae aah saree tls, wns Olin tle Oh eee ner ies SE aR nL WA ned 1,909 2,064 

ACCKUCOHNCOMPGHAKES ST Aw tl t.ci 2th ete eh aretaine hater ne eee tier A> cites Semone AGED. eee 104 79 

Dividends:payablet:ciesys. sraieetues wisvankoceeeraie hecho aot ee ne ees ee oe 269 250 

MOtal’Currentieiabititiosy Grey cs atte ctcay ane ete ce athe) cirsiseee eT RGM Pepe mee eae $5,338 $4,923 

Regarding K-C’s current liabilities, $1,119 of this amount relates to financial items, such as ma- 

turing long-term debt ($344 million), an obligation to repurchase redeemable preferred stock of a 
subsidiary ($506 million) and dividends payable ($269 million). The remaining items in current li- 
abilities arise from common external transactions, such as trade accounts payable and taxes payable. 
These transactions are less prone to management reporting bias. We must, however, determine the 
presence of excessive “leaning on the trade” as a means to boost operating cash flow. K-C’s trade 
accounts payable have increased as a percentage of total liabilities and equity from 10.0% ($1,920 
million/$19,209 million) in 2009 to 11.1% ($2,206 million/$19,864 million) in 2010. While this 
change is not drastic, and the level is not excessive, we need to monitor K-C’s balance sheet for a 
continuation of this trend. 

The possibility of management reporting bias is typically greater for accrued liabilities, which 
are often estimated (and difficult to audit), involve no external transaction, and can markedly impact 
reported balance sheet and income statement amounts. One of Kimberly-Clark’s accrued liabilities 
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involves promotions and rebates, reported at $352 million in the footnotes as of 2010. Following is the 

description of its accrual policy in this area: 

Promotion and Rebate Accruals Among those factors affecting the accruals for promotions are 

estimates of the number of consumer coupons that will be redeemed and the type and number 

of activities within promotional programs between us and our trade customers. Rebate accruals 

are based on estimates of the quantity of products distributors have sold to specific customers. 

Generally, the estimates for consumer coupon costs are based on historical patterns of coupon 

redemption, influenced by judgments about current market conditions such as competitive activ- 

ity in specific product categories. Estimates of trade promotion liabilities for promotional program 

costs incurred, but unpaid, are generally based on estimates of the quantity of customer sales, 

timing of promotional activities and forecasted costs for activities within the promotional programs. 

Settlement of these liabilities sometimes occurs in periods subsequent to the date of the promotion 

activity. Trade promotion programs include introductory marketing funds such as slotting fees, co- 

operative marketing programs, temporary price reductions, favorable end-of-aisle or in-store prod- 

uct displays and other activities conducted by our customers to promote our products. Promotion 

accruals as of December 31, 2010 and 2009 were $352 million and $364 million, respectively. Re- 

bate accruals as of December 31, 2010 and 2009 were $353 million and $365 million, respectively. 

The company also reports accruals relating to its insurance risks as described in the following footnote: 

Retained Insurable Risks Selected insurable risks are retained, primarily those related to prop- 

erty damage, workers’ compensation, and product, automobile and premises liability based upon 

historical loss patterns and management’s judgment of cost effective risk retention. Accrued li- 

abilities for incurred but not reported events, principally related to workers’ compensation and 

automobile liability, are based upon undiscounted loss development factors. 

All of these accruals have similar effects on the financial statements: when the accrual is established 

the company recognizes both an expense in the income statement and a liability on the balance sheet. 

The company subsequently reduces the liability as payments are made. Companies can (and do) use 

accruals to shift income from one period to another, say by over-accruing in one period to intentionally 

depress current period profits, and later reducing the liability account, rather than recording an expense, 

to increase future period profits. Accruals are sometimes referred to as “pads.” They represent a cost 

that has previously been charged to the income statement. They also represent an account that can ab- 

sorb future costs. We need to monitor accrual accounts carefully for evidence of earnings management. 

Long-Term Debt 
Kimberly-Clark reports $5,385 million of long-term debt as of 2010. Footnotes reveal the following: 

Long-term debt is composed of the following: 

one : Weighted- December 31 
se aie ee - Average AE Se I Ee ea 

-$millions) Interest Rate Maturities 2010 2009 

Notestandidebenturesi tgs emacs seri a: 5.97% 2012-2037 $4,286 $4,483 

Dealer remarketable securities............ 4.43% 2011-2016 200 —_— 

Industrial development revenue bonds ..... 0.35% 2015-2037 280 280 

Bank loans and other financings in 

WEITCWSCUMONGIES: os Soc coun vnocdsnene 2.61% 2011-2045 619 662 

OtallonGsteniirG Cb kage cater ieese st ket tec 5,385 5,295 

Hessicunentipontionienm: mice erin hive esi: 265 503 

(LOMEHIMMNOOAON oooncssanooacaodca one $5,120 $4,792 
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Most of its long-term financing is in the form of notes and debentures, specifically $4,286 million in 

2010, which mature over the next 25 years. GAAP requires disclosure of scheduled maturities for each 

of the five years subsequent to the balance sheet date. Kimberly-Clark’s five-year maturity schedule 

follows: 

Scheduled maturities of long-term debt for the next five years are $265 million in 2011, $427 million 

in 2012, $550 million in 2013, $516 million in 2014 and $355 million in 2015. 

Our concern with debt maturity dates is whether or not a company is able to repay debt as it comes 

due. Alternatively, a company can refinance the debt. If a company is unable or unwilling to repay or 

refinance its debt, it must approach creditors for a modification of debt terms for those issuances com- 

ing due. Creditors are often willing to oblige but will likely increase interest rates or impose additional 

debt covenants and restrictions. However, if creditors deny default waivers, the company might face 

the prospect of bankruptcy. This highlights the importance of long-term debt maturity disclosures. 

We have little concern about Kimberly-Clark’s debt maturity schedule as the company has strong 

cash flows. Still, it is worth noting that Standard & Poor’s (S&P) debt rating for K-C is A. This rating 

is solid (described as “upper-medium grade” debt). 

Noncurrent Employee Benefit and Other Obligations 
Kimberly-Clark reports a (negative) funded status of its pension plan of $(1,058) million at year- 

end 2010 (disclosed in footnotes). This means that the company’s pension plans are underfunded by 

that amount. This underfunding is computed as the difference between the pension benefit obligation 

(PBO) of $5,658 million and the fair market value of the company’s pension assets of $4,600 million 

(these amounts are also reported in the pension footnote not reproduced here). 

The central issue with respect to pensions and other post-retirement obligations is the potential 

demand they present on operating cash flows. Companies can tap cash from two sources to pay pension 

and other post-retirement obligations: from the returns on plan assets (i.e., the cumulative contribu- 

tions and investment returns that have not yet been paid out to beneficiaries) and/or from operating 

cash flow. To the extent that plan assets are insufficient to meet retirement obligations, companies must 

divert operating cash flows from other investment activities, potentially reducing the dollar amount of 

capital projects that can be funded. 

We can gain insight into potential cash flow issues by comparing expected future benefit payments 

to the funds available to make those payments. Companies must provide these disclosures in a schedule 

to the pension footnotes. K-C provides the following schedule of expected payments in the footnotes to 

its 10-K: 

Estimated Future Benefit Payments Over the next ten years, we expect that the following gross 

benefit payments and related Medicare Part D reimbursements will occur: 

: Pension Other Medicare Part D 
(Millions of dollars) — Benefits Benefits Reimbursements © 

DOT ae ane ae ete ee ee ee eee $ 360 $ 68 $ (4) 
D012 a Pande | hey ee a ee 362 67 (4) 
DOTS es ee ree a eee 362 66 (5) 
201A AE iii, PRR. eee Sea ee: 367 67 (5) 
20152 iccanemcar den vssucialte Sete eee teen 373 69 (5) 
201'6—202 0) cosas eee cs calle ceus ene ees 1,996 370 (26) 

The schedule shows that K-C expects to pay out $360 million in benefits to pension beneficiaries and 
$68 million in health care and other post-retirement benefits (OPEB) to its former employees in 2010. 
The schedule also reveals that the company expects these amounts to remain fairly constant over the 
next five years. 
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K-C also reports the following table relating to its pension and other post-retirement benefit plans’ 
assets: 

Ch ange Plan Asoc : - : : : oe : : : Pension Benefits Other Benefits a 

Year Ended December 31 (Millions of dollars) =. 2010. 2009. 2010-2009 
Fair value of plan assets at beginning of year.......... $4,244 $3,101 — = 

ANCE! Cell On EINES. oo ouoseonsnanaoonnoannes 473 520 — = 

Si OOverCenunlowvieinS cosnoumndeasgoaomersdoaaone 245 845 — a 

Curcencveancl Othemts vec ee cite ence inne ee eee (6) 134 — _— 

Beet; paVvinchSmemwaertocrt en ata <i acuta keine «oe (356) (356) _ a 

Fair value of plan assets at end of year............... $4,600 $4,244 = = 

In 2010, K-C contributed $245 million to its pension plan. That amount, when combined with invest- 

ment returns of $473 million, was more than sufficient to cover 2010 benefit payments of $356 million 

(K-C expects this amount to be $360 million in 2011). Should pension assets decline markedly as a 

result of severe underfunding or investment losses, K-C will need to divert operating cash flows from 

other investment activities into pension contributions, or to borrow funds to meet its pension obliga- 

tions. Although K-C’s pension obligations are under-funded (as represented by the negative funded 

status), its current contribution levels and investment returns are sufficient to meet its anticipated pen- 

sion obligations, at least in the near future. 

Other post-retirement benefit obligations (future health care payments) present a different picture. 

Because federal law does not require minimum funding of these plans, and companies do not receive 

a tax deduction for such contributions, companies rarely fund OPEB plans. All of the OPEB payments 

to beneficiaries, therefore, must be funded by concurrent company contributions. These payments 

amounted to $64 million in 2010. Given K-C’s $2.7 billion in operating cash flow for 2010, the $64 

million cash requirement is not material. However, OPEB funding requirements have been a burden for 

many companies, most notably General Motors prior to its bankruptcy. 

Deferred Income Taxes 
Kimberly-Clark reports deferred income tax assets and liabilities as follows: 

Deferred income tax assets (liabilities) are composed of the following: 

‘December 31 (Millions of dollars) = |) pein. «2009 
Net current deferred income tax asset attributable to: 

ACCHUIECLOX DEM SCSammec wey peea ace See uneN St Ueno SE Foe au ehyi hive. Se 5 cert REMI, ae GS 1@8} $ 102 

Pension, postretirement and other employee benefits................ 82 86 

IEOSSECANEVIOINVEKG Sime tree tet a cachet ais iohehceaeses e cuegithany sc etd aan (et wean hers aa 72 _ 

Installment;SaleS 2 acttctes cnn loeanea rere be actihs oA «ousde ager hous lomemnans (72) — 

IV Olt OV Men me aru rameter erauan wat tratwusrt. pe omits «wane Roose oe el ut (21) (45) 

OIC eee ae ae ce coat oe tees eae ras bar nab he ee nas & 46 8 

WaltiatlonallowanCesteameerin: we neti eae iccra eomrnistiavac die ccs cisternae (23) __(15) 

Neticurrent deferred@income tax aSSet. 2... cc cee eee ent wee canes $ 187 $ 136 

Net current deferred income tax liability included in accrued expenses... . $ (28) (31) 

Net noncurrent deferred income tax asset attributable to: 

TAX CHSEHiS EINCHIOSS CATAMIOAWEICIS Sn dousouoveosoeooenuueaoanes $ 447 $ 405 

Pension and other postretirement benefits ..................-..4.- 1168) 228 

PrODehtya lant anGrequipimenmtunCtmerta amit stan crai ne tertt ictal (97) (86) 

QUST eee aes she IT ORICA A Phere Some tency Maier eA evant Me 42 37 

ValtationralloWallCCSmmemnrarmnrersrt atta e caring istics tence ree entere ectuayie tage (233) etl ) 

Net noncurrent deferred income tax asset included in other assets....... S12 $ 373 

continued 
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continued from prior page 

Net noncurrent deferred income tax liability attributable to: 

Property, plant and equipment, net... 2... .5.0-2ssceenweee ees sees $(1,081) $(976) 

Pension, postretirement and other employee benefits...............- 550 546 

lax credits andilossicannytonwandSmemeaisierstte cists titties ten earl 447 462 

Installmenit!Sales tcc. - cn eccunct arcs tera cemeur gas cen) cake ieee enete ecco rece ies (112) (180) 

Provision fon UnreMaltteceaniniinG|S-veesewene eletene teeta icucletsetsiet teleteleieien ta (88) (70) 

Intangible:aSSets facie cy... terecaimeecre cea tevereks Renee aeeyrenen ceed ene te Rte (43) (63) 

(@ dp =| here rccea See CLARE On goLat OMS mene eae eAcLOEs cockcae ecko iorseunonp mn orc E (13) (78) 

ValttationtallowanCeSs rasan vie rei eel mre ceca eace eat ener (29) _ (18) 

Net noncurrent deferred income tax liability ..................2.-005. $ (369) $(377) 

Most of the noncurrent deferred tax liability ($1,081 million) arises from K-C’s use of straight-line 

depreciation for GAAP reporting and accelerated depreciation for tax reporting. As a result, tax de- 

preciation expense is higher in the early years of the assets’ lives. This will reverse in later years for 

individual assets, resulting in higher taxable income and tax liability. The deferred tax liability account 

reflects this future expected tax. 

Although depreciation expense for an individual asset declines over time, thus increasing tax- 

able income and tax liability, if K-C adds new assets at a sufficient rate, the additional first-year 

depreciation on those assets will more than offset the reduction of depreciation expense on older 

assets, resulting in a long-term reduction of tax liability. That is, the deferred tax liability is unlikely 

to reverse in the aggregate. For this reason, many analysts treat the deferred tax liability as a “quasi- 

equity” account. 

Still, while deferred taxes can be postponed, they cannot be eliminated. If the company’s asset 

growth slows markedly, it will realize higher taxable income and tax liability. We need to be mindful 

of the potential for a “real” tax liability (requiring cash payment) when companies begin to downsize. 

K-C also reports a long-term deferred tax asset valuation allowance of $285 million for 2010 ($23 

million + $233 million + $29 million), an increase of $41 million over the $244 million ($15 million 

+ $211 million + $18 million) of the prior year. This valuation allowance is related to deferred tax 

assets that arise from the company’s tax loss carry-forwards. The valuation allowance indicates that 

the company does not expect to fully realize cash flows relating to deferred tax assets, such as tax loss 

carry-forwards before their scheduled expiration. Increases in the deferred tax asset valuation allow- 

ance impact tax expense, and, thus, net income, dollar for dollar. K-C’s net income (and net operating 

income after tax or NOPAT) was reduced by $41 million in 2010 as a result of the increase in this valu- 

ation allowance. In future years, we need to be aware that profit can increase if and when the allowance 

account is reversed with no offsetting expense (unless the reversal is related to the expiration of tax 

loss carryforwards). 

Noncontrolling Interests in Subsidiaries 
K-C reports $285 million for the equity interests of noncontrolling shareholders in subsidiaries. Non- 

controlling interests are shareholder claims against the net assets and cash flows of subsidiaries of the 
company (after all senior claims are settled). Consequently, we treat noncontrolling interest as a com- 
ponent of stockholders’ equity. 

Redeemable Preferred Securities of Subsidiary 
Redeemable preferred securities represent the sale of preferred stock by a subsidiary of Kimberly- 
Clark to outside interests. Because these securities are redeemable, they are not reported in K-C’s 
stockholders’ equity but, instead, are reported between liabilities and equity. 

Stockholders’ Equity 
Kimberly-Clark reports the following statement of stockholders’ equity for 2010: 
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Balance at 

Decusite:2 000 a neme eee 478,597 $598 $399 61,649 $(4,087) $10,329 $(1,833) $284 

Net income in 

stockholders’ equity..... — — _— — — 1,843 — 44 

Other comprehensive 

income: 

Unrealized translation... . _ — — —_— — —_ 326 Gl 

Employee postretirement 

benefits, net of tax .... — — — — — — By/ 
Is 

Stock-based awards 

exercised or vested ..... _ — (37) (2,862) 170 — = 

Income tax benefits on 

stock-based 

compensation... 2....... _ — 2 _ — = —_— =I 

Shares repurchased....... — — — 12,954 (809) _ — — 

Recognition of stock-based 

COMPCHSation arene lseier — —_ 52 — _ = —_— = 

Dividends declared........ — —_— — — — (1,085) — (47) 

Quince n= Babe cshiee ane Cee — — 9 — _— (1) — (1) 

Balance at Dec. 31,2010... 478,597 $598 $425 71,744 $(4,726) $11,086 $(1,466) $285 

K-C has issued 478 597,000 shares of its $1.25 par value common stock. The common stock account 

is, therefore, equal to $598 million, computed as 478,597,000 shares X $1.25. The additional paid-in 

capital (APIC) represents the excess of proceeds from stock issuance over par value. It includes adjust- 

ments relating to the recognition of stock-based compensation and the exercise of stock-based awards 

and other minor adjustments. 

Kimberly-Clark’s stockholders’ equity is reduced by $809 million relating to repurchases of com- 

mon stock, less the reissuance of those securities from the exercise of stock options in the amount of 

$170 million. These treasury shares are the result of a stock purchase plan approved by K-C’s board of 

directors, and evidences K-C’s conviction that its stock is undervalued by the marketplace. The repur- 

chased shares are held in treasury and reduce stockholders’ equity by the purchase price until such time 

as they are reissued, perhaps to fund an acquisition or to compensate employees under a stock purchase 

or stock option plan (treasury shares can also be retired). 

K-C compensates employees via restricted stock in addition to other forms of compensation. Un- 

der its restricted stock plan, eligible employees are issued stock, which is restricted as to sale until fully 

vested (owned). When issued, the market value of the restricted stock is deducted from stockholders’ 

equity. As the employees gain ownership of the shares (that is, the restricted stock vests), a portion of 

this account is transferred to the income statement as compensation expense. The consequent reduc- 

tion in retained earnings offsets the reduction (and increase in equity) of the restricted stock account. 

Stockholders’ equity is, therefore, unaffected in total, although its components change. 

Retained earnings reflect a $1,843 million increase relating to net income and a $1,085 million 

decrease from declaration of dividends. Accumulated other comprehensive income (AOCI), which is 

often aggregated with retained earnings for analysis purposes, began 2010 with a balance of $(1,833) 

million; this negative balance reduces stockholders’ equity. During the period, this AOCI account was 

further increased (less negative) by $326 million relating to the increase in the $US value of net as- 

sets of foreign subsidiaries. This increase in net asset value resulted from a weakened $US vis-a-vis 

other currencies in which the company conducts its operations in 2010. In addition, the AOCI account 

was increased by $57 million relating to employee postretirement benefits adjustments and decreased 

(made more negative) by $16 million for activities designated as “other.” Finally, K-C’s comprehensive 

income equals net income plus (minus) the components of other comprehensive income. 
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Common-Size Balance Sheet 
Similar to our analysis of the income statement, it is useful to compute common-size balance sheets. 

Such statements can reveal changes or relations masked by other analyses. Kimberly-Clark’s common- 

size balance sheet covering its recent two years is shown in Exhibit C.4. 

Common-Size Balance Sheet 

Current assets 

Gashiandicashrequivalents syeciem sectseaeeieteiensma ticle ete iat rctsorateraitel eet are 4.4% 4.2% 

Accounts receivable snetes Me cue. crew ack ceateus core coun 1 mitrter ty ma ncua leer elreilecieaay stettalteden 12.4 13.4 

Note receivable mirc erve merce ticvestrais coe tenettegirtee wisps iceusaeears, skouaie ot eicbedoneteccis Kesttceat ied 0.0 

TANZeta) Coldl= Sues oiseu in ache cea ataty MD Ace in thomaoertne aiceaere Meroe en Oe Os Oe Gnomon 11.9 10.6 

Heferreduncome taxes anetessmectcese a saa reser eed oe te caved nele) cemes cheney este reverie tatters sya]ts 0.9 0.7 

@thercumentiasSSetssererctae serene eters cacae oe lene) etetieroes ture) COAG cone meron ni ie 1.7 

TOtal CULENEASSELS ts memewias cctenes hehe re caer antet enone Gene btm chona rastaa ensuonacemer enemas ys 31.9 30.5 

Propentyaplabandieqtipmiemtsmetie creamy tsa ccs at ieiees etemeae meets tenet eviniteyiaetsyieia <ete= 42.1 41.8 

Investmentsimequity.companlesmearsarierenns seiche meters ens ctetams ote cette etree Rs st eaene 1.9 1.8 

ETOYOLON ll Merry orbenqcaete cries cla Footie. b, theo cn Ghoteds & eae ete Corker Schoen ric ses ren ios AP Bed A ad 17.0 

Othepintangible assets werrercuse css cise east eerie ten sles edovene: am ieteusiekoa amen tceaee 1.4 1.6 

Long-tenminotesreCeiVab le sh ccckees cs ater cce jacaepceeate) sett escisageg MAb lote i sraang atoll cegage aomele 2.0 32 

ONS ASSCESME Se cero) caterer once sec ee orsiccene te echast obohecs a nuance aimee: incu 2 enema ee uaneeaea __ 3.6 240. 

ROtAASSCTS A aN apes stce neh. gaeh coc sear Ngee eM sob NCS e SE ce ae a ne eae os ere ge 100.0% 100.0% 

Current liabilities 

Debtpayablewithinsone yeant vir. esine- paneer nis ate sene a) Aa amnt Nast aoe eels ier eee sacl eres 1.7% 3.2% 

Redeemable preferred securities of subsidiary ..............-..2-0.2 sees eee 2.5 0.0 

ilradetaccountstpayalble' freee: cwteat np ence tien ceeceeine Pecos et teas tuemener een ect tmel tte aes Alien 10.0 

ACCIUCG) CxPeNSeS im 2. ite ct dayne senate ectene te eine ethane sce. abate. dey. tats pal tari 9.6 10.7 

AGCCKUCCINGCOMCHNAXOS ray te: wade hatcd mans baycieia cae rence 2 aaa eb iw ncxanae Wakn apy yen wale a 0.5 0.4 

Dividends payable: Macrae ti ace cnet tient eee eh he state aa ge acute pueonne 1.4 Ue 

motalcurrentiMabiliticSt-asevercesreewe ieee wackens tensors. cee teat rexas eaeicc eh aeas cutee onion og opera 26.9 25.6 

LongsterinCebDierivsc act ecu reees cern api eh Rete cay ea eas ues Bede eamcas 25.8 24.9 

Noncurrentiemployee: Dene nits agai. a ecteenersaeacgeenid ase sees cueest ne che eae are ee nee 9.1 10.4 

EOYAVS tela INCOME WEN AES TOWELS . cou dood auctocosensadonuassddewbouccaabee 1.3 0.9 

Deferred inCome:taxes saerctcrtt suns esi nea tee ee ee Ura ae 1.9 2.0 

es Othercliabilitlesae rey sees 5 2h ok ARLES) ENON kos ats eel tet ana Pree NO, cae ea let 

Redeemable preferred and common securities of subsidiaries................... 2.7 SES) 

Stockholders’ equity 

Preferred stock-no par value-authorized 20.0 million shares, none issued.......... 0.0 0.0 

Common stock- $1.25 par value-authorized 1.2 billion shares; issued 

478.6 million shares at December 31, 2010 and 2009........................ 3.0 3.1 

AdatOnalkpalG=inecapitalmmir. tee cena cn mere es aa ey teers sees eee oe eee nee 2.1 eu 

Common stock held in treasury, at cost-71.7 million and 61.6 million shares at 

Decemben3 1 +2010 ancdi20090! steisek crt at Seto nite Se deere ere eRe (23.8) (21.3) 

Accumulated other comprehensive income (loss)...................e.eeeeeeee (7.4) (9.5) 

Reta medvOam iNOS x -mes «sn aicttipar ee pe curpchaneeek a ctu t wack i asm ane cota Seares ee ate 55.8 53.8 

Total Kimberly-Clark Corporation stockholders’ equity...............0.. eee e eae 29.8 28.1 

Noncontroliing: interests airs aia ciate-: cA peeaoin tence one EDS nEs aera a ee eee 1.4 aie) 

Thotalistockholderssequity.eeatpwerkanceeme, eter. deel fm at. seer bene ees ae 31k2 29.6 

LLigclor Ness} late! Sixorel imrollolsiisy Ere (Ulin, WOM, Gn oucn aun moodasammnadonouguuond sou 100.0% 100.0% 

Note: Percentages are computed by dividing each balance sheet line item by that year’s total assets. 

Total current assets increased from 30.5% of total assets in 2009 to 31.9% in 2010. The 1.3% in- 
crease in inventories as a percent to total assets was largely offset by a 1.0 reduction of accounts receiv- 
able. The increase in current assets is largely due to the emergence of a note receivable in the amount 
of $218 million, 1.1% of total assets. Net PPE also increased as a percent of total assets, from 41.8% in 
2009 to 42.1% in 2010. This was largely offset by a reduction of long-term notes receivable from 3.2% 
of total assets in 2009 to 2.0% in 2010. 
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On the liability side, current liabilities increased as a percent of the total from 25.6% in 2009 to 

26.9% in 2010. This was largely due to an increase in accounts payable (from 10.0% to 11.1%) and the 

emergence of a current liability relating to redeemable preferred stock of a subsidiary. On balance, K-C 

became somewhat less financially leveraged in 2010 as stockholders’ equity rose from 29.6% of the total 

in 2009 to 31.2%. The relative proportions of debt and equity do not appear out of line at a ratio of 2.2:1.0. 

Off-Balance-Sheet Reporting and Analysis 

There are numerous assets and liabilities that do not appear on the balance sheet. Some are excluded 

because managers and accounting professionals only report what they can reliably measure. Others are 

excluded because of the rigidity of accounting standards. Following are some areas we might consider 

in our evaluation and adjustment of the Kimberly-Clark balance sheet. 

Internally Developed Intangible Assets 
Many brands and their corresponding values are excluded from the balance sheet. For example, con- 

sider the brand “Kleenex.” Many individuals actually refer to facial tissues as Kleenex—that is success- 

ful branding! So, is the Kleenex brand reported and valued on Kimberly-Clark’s balance sheet? No. 

That brand value cannot be reliably measured and, hence, is not included on K-C’s balance sheet. 

Likewise, other valuable assets are excluded from the company’s balance sheet. Examples are the 

value of a competent management team, high employee morale, innovative production know-how, a 

superior supply chain, customer satisfaction, and a host of other assets. 

R&D activities often create internally generated intangible assets that are mostly excluded from 

the balance sheet. Footnotes reveal that Kimberly-Clark spends over $317 million (1.6% of sales) on 

R&D to remain competitive—and, this is for an admittedly non-high-tech company. Further, K-C re- 

veals that it spends $698 million (3.5% of sales) on advertising. Both R&D and advertising costs are 

expensed under GAAP as opposed to being capitalized on the balance sheet as tangible assets. These 

unrecognized intangible assets often represent a substantial part of a company’s market value. 

Equity Method Investments 
Kimberly-Clark reports equity investments of $374 million at year-end 2010. These are unconsolidated 

affiliates over which K-C can exert significant influence (but not control) and, hence, are accounted 

for using the equity method. The amount reported on the balance sheet represents the initial cost of 

the investment, plus (minus) the percentage share of investee earnings and losses, and minus any cash 

dividends received. Consequently, the investment balance equals the percentage owned of the affili- 

ates’ stockholders’ equity (plus any unamortized excess purchase price). 

Footnotes reveal that, in sum, these K-C affiliates have total assets of $2,117 million, liabilities of 

$1,502 million, and stockholders’ equity of $615 million. K-C’s reported investment balance of $374 

in the balance sheet does not reveal the extent of the investment (assets) required to manage these 

companies, nor the level of potential liability exposure. For instance, if one of these affiliates falters 

financially, K-C might have to invest additional cash to support it rather than let it fail. Failure of an 

important affiliate might affect K-C’s ability to finance another such venture in the future. 

These investments are reported at cost, not at fair market value as are passive investments. This 

means that unrecognized gains and losses can be buried in such investment accounts. For example, K-C 

footnotes reveal the following: 

Kimberly-Clark de Mexico, S.A.B. de C.V. is partially owned by the public and its stock is publicly 

traded in Mexico. At December 31, 2010, our investment in this equity company was $269 million, 

and the estimated fair value of the investment was $3.1 billion based on the market price of publicly 

traded shares. 

Thus, for at least one of its investments, there is an unrecognized gain of $2,831 million ($3,100 mil- 

lion — $269 million). 
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Operating Leases 
Kimberly-Clark has leases classified as “operating” for financial reporting purposes. As a result, nei- 

ther the lease asset nor the lease obligation are reported on its balance sheet. For example, K-C reports 

the following disclosure relating to its operating leases: 

Leases We have entered into operating leases for certain warehouse facilities, automobiles and 

equipment. The future minimum obligations under operating leases having a noncancelable term in 

excess of one year as of December 31, 2010 are as follows: 

‘YearEndingDecember31 = —s—i‘“‘;™sSCSCS Millions of dolar) 
ON NEN er een errr e eo rete ete oem terucn nee nee cnt cites Teen erisnecn cena et etemat $194 

PAO EAS Se ReaOS R EEC a RI Me Nes Fustn! Grose solo cictosticahen sin folckdy hohe sola oho blonde ch Ohcho 143 

PAO MER dca th te ore oy SOMO G RENE CONE I Ce Ct Gat Re eae a MCRAE ILE NA Mach aRRI aneRcer Mmm open EE ie ey 118 

AON ore od on Lic RCA RSE MME OT SaaS ices Crear ee ROT NIAC A alo ie 2 tio 103 

PAGS Siintndeeraa ia ter aca cto ei et oarreenteruthcat ammariremiacaiep amore, dea rnnuremintn bemniona tnt Akc 84 

STIMELSATLSH pet cac.ccesteretarcce Sate eMeNT ca et ete erates Retrarrattcne op nv ah ae ate eg OME fe aired ono Rommioore ets 153 

FUMIE TMU BvOMS oucnondtxsenudcencammeons sum Hednaacuoe ame $795 

These leases represent an unreported asset and an unreported liability; both amounting to $711 million. 

This amount is computed as follows and assumes a 4% discount rate ($ millions): 

Discount Factor (i = 0.04) Present Value — 

0.96154 $187 

0.92456 132 

0.88900 105 

0.85480 88 

0.82193 69 

Sis\ Gis Gaete time peeedder a 153 [$84 for ~1.821 years] 1.88609* x 0.82193 130m 

$711 
Remaining life = $153/84 = 1.821 or ~2 years a= 

*The annuity factor for 2 years at 4% is 1.88609. 

**4 88609 x 0.82193 x $84 = $130 

The classification of leases as operating for financial reporting purposes often involves a rigid applica- 

tion of accounting rules that depend solely on the structure of the lease. A large amount of assets and 

liabilities is excluded from many companies’ balance sheets because leases are structured as operating 

leases. For K-C, these excluded assets amount to $711 million. The valuation of K-C common stock 

(shown later) uses net operating assets (NOA) as one of its inputs. Our adjustment to the K-C balance 

sheet, then, would entail the addition of these assets to NOA and the inclusion of $711 million in non- 

operating liabilities. 

Pensions 
Kimberly-Clark’s pension plan is underfunded as explained earlier. Total pension obligations are 
$5,658 million and pension assets have a market value of $4,600 million at year-end 2010. Neither 
of these amounts appears on the balance sheet, but are reported in the footnotes. Only the net amount 
of $1,058) appears on the balance sheet via three component amounts as identified in the following 
footnote disclosure: 

Amounts Recognized in the Balance Sheet 

Nonclimentiasset—— Prepaid DOneiliCOS tea sii i=. $ 21 
Currentliabilitv—-AcenUedibenetiiCOSteen a tt (11) 
Noneurrentiliability—-AccruedibenelicOSt ere: eile at niin ants naan (1,068) 

Net amount’recognized 27 _°Ne fete cca hes cone cme cree eres eee ee $(1,058) 
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Variable Interest Entities 
Footnotes reveal that Kimberly-Clark owns investments in entities that are considered to be a variable 

interest entity (VIE) under GAAP. These entities are typically non-stock entities, such as joint ventures, 

partnerships and trusts, and the accounting for these entities depends upon whether the investor is 

deemed to be the primary beneficiary. If so, the investor must consolidate the VIE. If not, the investor 

accounts for its investment using the equity method. Following is K-C’s footnote disclosure relating to 

these investments: 

We consolidate real estate entities in which we are the primary beneficiary. In most of these entities 

we also have voting control. We determined we are the primary beneficiary of these variable inter- 

ests based on qualitative analysis. The assets of these entities are classified principally as prop- 

erty, plant and equipment and have a carrying amount aggregating $37 million at December 31, 

2010, that serves as collateral for the obligations of these ventures. The obligations have a carrying 

amount aggregating $25 million, of which $23 million is included in debt payable within one year 

and $2 million is included in long-term debt... We have significant interests in other variable interest 

real estate entities in which we are not the primary beneficiary. We account for our interests in these 

nonconsolidated real estate entities by the equity method of accounting, and have accounted for 

the related income tax credits and other tax benefits as a reduction in our income tax provision. As 

of December 31, 2010, we had net equity of $6 million in our nonconsolidated real estate entities. 

We have made noncontractual cash infusions to certain of the entities aggregating $8 million prin- 

cipally to provide cash flow to support debt payment. 

piston 

K-C invests in a number of real estate-related entities that own properties, borrow money, and provide 

K-C with tax benefits. These entities consist of companies that issue common stock together with part- 

nerships and funds in which K-C is an investor. Regardless of their organizational form, and because 

K-C is deemed the primary beneficiary, it must consolidate the financial statements of these entities. As 

a result, it reports assets and liabilities of these entities of $37 million and $25 million, respectively, on 

its balance sheet. Had these entities not been consolidated, but reported as equity investments, only the 

proportion of the net equity that K-C owns would be reported in its statements (because we do not know 

the percentage of the entities that K-C owns, we do not know what amount would have been reported, 

but it would have been less than $12 million ($37 million - $25 million). 

Entities that are consolidated present little analysis concerns because all of their assets and liabili- 

ties (and their revenues and expenses) are included in the financial statements of the primary benefi- 

ciary. Those that are accounted for as equity method investments, however, present analysis concerns 

that we must address. K-C reports the following investments in non-consolidated entities: 

We have significant interests in other variable interest real estate entities in which we are not the 

primary beneficiary. We account for our interests in these nonconsolidated real estate entities by 

the equity method of accounting . . . As of December 31, 2010, we had net equity of $6 million in 

our nonconsolidated real estate entities. We have made noncontractual cash infusions to certain 

of the entities aggregating $8 million principally to provide cash flow to support debt payments. 

These nonconsolidated investments are accounted for under the equity method of accounting and, 

thus, K-C reports only the percentage of their equity that it owns on the balance sheet. Further, only its 

portion of the net income of these entities is reported in the income statement (not their revenues and 

expenses). K-C reports these investments at $6 million on its balance sheet. As we discuss in Module 

7, however, this investment can belie a larger investment in assets and liabilities and K-C’s footnote 

disclosures do not report the detail relating to the assets and liabilities of these entities. We do know, 

however, that K-C has made additional cash infusion into these entities of $8 million “to provide cash 

flow to support debt payments.” In other words, these entities did not generate sufficient cash flow 

to make required debt payments and K-C felt compelled to invest additional cash into the entities to 

provide that funding. 
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Derivatives 
Kimberly-Clark is exposed to a number of market risks as outlined in the following footnote to its 

10-K: 

As a multinational enterprise, we are exposed to risks such as changes in foreign currency ex- 

change rates, interest rates and commodity prices. A variety of practices are employed to manage 

these risks, including operating and financing activities and, where deemed appropriate, the use 

of derivative instruments. Derivative instruments are used only for risk management purposes and 

not for speculation. All foreign currency derivative instruments are entered into with major financial 

institutions. Our credit exposure under these arrangements is limited to agreements with a positive 

fair value at the reporting date. Credit risk with respect to the counterparties is actively monitored 

but is not considered significant since these transactions are executed with a diversified group of 

financial institutions. 

The company hedges these risks using derivatives, including forwards, options, and swap contracts. 

This hedging process transfers risk from K-C to another entity (called the counterparty), which as- 

sumes that risk for a fee. 

The accounting for derivatives is summarized in an appendix to Module 7. In brief, the deriva- 

tive contracts, and the assets or liabilities to which they relate, are reported on the balance sheet at 

fair market value. Any unrealized gains and losses are ultimately reflected in net income, although 

they can be accumulated in AOCI for a short time. To the extent that a company’s hedging activities 

are effective, the market values of the derivatives and the assets or liabilities to which they relate 

are largely offsetting, as are the net gains or losses on the hedging activities. As a result, the effect 

of derivative activities is generally minimal on both income and equity. (It is generally only when 

companies use derivatives for speculative purposes that these investments markedly affect income 

and equity. The aim of the derivatives standard was to highlight these speculative activities and we 

need to read risk footnotes carefully to assess whether companies are hedging or speculating with 

derivatives.) 

Statement of Cash Flows Reporting and Analysis 

The statement of cash flows for Kimberly-Clark is shown in Exhibit C.5. 

In 2010, K-C generated $2,744 million of operating cash flow, primarily from income (net in- 

come plus the depreciation add-back equals $2,756 million). This amount is well in excess of K-C’s 

capital expenditures of $964 million. K-C used excess cash to pay $1,066 million in dividends to 

shareholders. 

Kimberly-Clark offers the following commentary regarding its 2010 operating cash flow: 

Cash provided by operations decreased $737 million primarily due to a lower level of working 

capital improvements as compared to the prior year, partially offset by decreased pension plan 

contributions. 

Overall, the cash flow picture for Kimberly-Clark is strong: operating cash flows are more than 
sufficient to cover capital expenditures and acquisitions, leaving excess cash that is being returned 
to the shareholders in the form of dividends and share repurchases. The strength of its operating cash 
flows mitigates any concerns we might have regarding its relative lack of liquidity on the balance 
sheet. 
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2010 
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independent Audit Opinion 

Kimberly-Clark is subject to various audit requirements. Its independent auditor is Deloitte & Touche 

LLP, which issued the following clean opinion on K-C’s 2010 financial statements: 

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

To the Board of Directors and Stockholders of Kimberly-Clark Corporation: 

We have audited the accompanying consolidated balance sheets of Kimberly-Clark Corporation 

and subsidiaries (the “Corporation”) as of December 31, 2010 and 2009, and the related consolidated 

statements of income, stockholders’ equity, comprehensive income, and cash flows for each of the 

three years in the period ended December 31, 2010. Our audits also included the financial statement 

continued 
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schedule listed in the Index at Item 15. These financial statements and financial statement schedule 

are the responsibility of the Corporation’s management. Our responsibility is to express an opinion on 

the financial statements and financial statement schedule based on our audits. 

We conducted our audits in accordance with the standards of the Public Company Account- 

ing Oversight Board (United States). Those standards require that we plan and perform the audit 

to obtain reasonable assurance about whether the financial statements are free of material mis- 

statement. An audit includes examining, on a test basis, evidence supporting the amounts and 

disclosures in the financial statements. An audit also includes assessing the accounting principles 

used and significant estimates made by management, as well as evaluating the overall financial 

statement presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, such consolidated financial statements present fairly, in all material respects, 

the financial position of Kimberly-Clark Corporation and subsidiaries as of December 31, 2010 and 

2009, and the results of their operations and their cash flows for each of the three years in the pe- 

riod ended December 31, 2010, in conformity with accounting principles generally accepted in the 

United States of America. Also, in our opinion, the financial statement schedule, when considered 

in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all 

material respects, the information set forth therein. 

As discussed in Note 1 to the consolidated financial statements, the Corporation adopted 

new accounting standards for variable interest entities effective January 1, 2010. The Corporation 

also adopted new accounting standards for business combinations and noncontrolling interests in 

consolidated financial statements effective January 1, 2009. 

We have also audited, in accordance with the standards of the Public Company Accounting 

Oversight Board (United States), the Corporation’s internal control over financial reporting as of 

December 31, 2010, based on the criteria established in Internal Control—Integrated Framework 

issued by the Committee of Sponsoring Organizations of the Treadway Commission, and our report 

dated February 23, 2011, expressed an unqualified opinion on the Corporation’s internal control 

over financial reporting. 

/s/ DELOITTE & TOUCHE LLP 

Deloitte & Touche LLP 

Dallas, Texas 

February 23, 2011 

Although this report is a routine disclosure, it should not be taken for granted. Exceptions to a 

clean audit report must be scrutinized. Also, any disagreements between management and the indepen- 

dent auditor must be documented in an SEC filing. If this occurs, it is a “red flag” that must be investi- 

gated. Management activities and reports that cannot meet usual audit standards raise serious concerns 

about integrity and credibility. At a minimum, the riskiness of investments and relationships with such 

a company markedly increases. 

ASSESSING PROFITABILITY AND 
CREDITWORTHINESS 
This section reports a profitability analysis of Kimberly-Clark. We begin by computing several key 
measures that are used in the ROE disaggregation, which is the overriding focus of this section. The 
ROE disaggregation process is defined in Module 4, and a listing of the ratio acronyms and definitions 
is in the review section at the end of the book. 

K-C’s 2010 net operating profit after-tax, or NOPAT, is $2,083 million, computed as ($2,773 mil- 
lion + $181 million) — ($788 million + [{$243 million — $20 million} x 37%]). In 2010, K-C’s net 
operating assets, or NOA, total $12,106 million, computed as $19,864 — $876 — $2,206 — $1.909 — 
$104 — $1,810 — $260 — $369 — $224 ($ millions). For 2009, NOA totals $11,596 million, 
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ROE Disaggregation 

Our first step is to compute the ROE and, then, disaggregate it into its operating (return on net operat- 

ing assets or RNOA) and nonoperating components. Using the computations in the previous section, 

the 2010 disaggregation analysis of ROE for Kimberly-Clark follows. (Many of these ratios require 

computation of averages, such as average assets. If we wanted to compute ratios for years prior to 2010, 

then we would obtain information from prior 10-Ks to compute the necessary averages for these ratios.) 

ROE 

32.55% 

RNOA + Nonoperating return 

17.58% + 14.97% 

where 

ROE = $1,843 million /[($5,917 million + $5,406 million)/2]* 

RNOA = $2,083 million/[$12,106 million + $11,596 million)/2] 

*We use net income and stockholders’ equity attributed to K-C shareholders. 

RNOA accounts for 54% (17.58%/32.55%) of K-C’s ROE. K-C successfully uses its nonoperating 

activities to increase its 17.58% RNOA to produce a 32.55% ROE. 

Disaggregation of RNOA—Margin and Turnover 

The next level analysis of ROE focuses on RNOA disaggregation. Kimberly-Clark’s net operating 

profit margin (NOPM) and net operating asset turnover (NOAT) are as follows: 

C-30 

RNOA = NOPAT/Average Net Operating Assets = NOPAT/Sales x _  Sales/Average Net Operating Assets 

NOPM NOAT 

10.55% x 1.67 (0.0004 rounding error) 17.58% 

where 

NOPM = $2,083 million/$19,746 million 

NOAT = $19,746 million/[($12,106 million + $11,596 million)/2] 

Kimberly-Clark’s RNOA of 17.58% consists of a net operating profit margin of 10.55% and a net op- 

erating asset turnover of 1.67 times. 

Disaggregation of Margin and Turnover 

This section focuses on the disaggregation of profit margin and asset turnover to better understand the 

drivers of RNOA. Again, understanding the drivers of financial performance (RNOA) is key to pre- 

dicting future company performance. Our analysis of the drivers of operating profit margin and asset 

turnover for Kimberly-Clark follows: 

Disaggregation of NOPM 

Gresszororemarcin GM (S6;5o0mmll/ il O74 6immil2)ieveuenets eierdtte cheiet a) ist ole tale tcteh attret cieietshel sey eenete 33.2% 

Marketing, research and general expense margin [($3,673 mil)/$19,746 mil] ................... 18.6% 

Disaggregation of NOAT 

Accounts receivable turnover (ART) { $19,746 mil./[($2,534 mil. + $2,634 mil.)/2]}} .............. 7.64 

Inventory turnover (INVT) {$13,196 mil./[($2,373 mil. + $2,033 mil.)/2]} ....... 0... cece eee 5.99 

PPE turnover (PPET) { $19,746 mil./[($8,356 mil. + $8,033 mil.)/2]} ............00 00. e eee e eee 2.41 
Accounts payable turnover (APT) {$13,196 mil./[($2,206 mil. + $1,920 mil.)/2]}................. 6.40 

Related turnover measures 

Average collection period [$2,534 mil./($19,746 mil./365)] .. 0.6... 6 ee eee eee eee 46.84 days 

Average inventory days outstanding [$2,373 mil./($13,196 mil./365)]............. 2... e eee eee 65.64 days 

Average payable days outstanding [$2,206 mil./($13,196 mil./365)] ... 2... 66... ee eee eee 61.02 days 
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First, let’s look at the disaggregation of NOPM. K-C reports a decrease in its gross profit margin from 

33.6% in 2009 to 33.2% in 2010. As K-C points out in the excerpt from its MD&A that we reproduce 

on page C-4, the company operates in a very competitive market that makes gross profit margins dif- 

ficult to maintain. 

In its commentary, K-C explains that it might increase its advertising budget in the face of shrink- 

ing gross profit margins. That is, in fact, what happened in 2010. As gross profit margins decreased 

from 33.6% to 33.2%, K-C increased marketing, research and general expenses as a percentage of sales 

from 18.3% to 18.6%. Part of this increase was due to higher advertising expense, which increased by 

$139 million from 2.8% of sales to 3.5% of sales. 

Next, we consider the disaggregation of NOAT. K-C’s receivables turnover rate of 7.64 times cor- 

responds to an average collection period of 46.8 days, which is reasonable considering normal credit 

terms. However, the more important issue here is asset productivity (turnover) instead of credit quality. 

This is because most of K-C’s sales are to large retailers; for example, 13% of Kimberly-Clark’s sales are 

to Wal-Mart. 

Inventories turn over 5.99 times a year, resulting in an average inventory days outstanding of 

65.6 days in 2010. Inventories are an important (and large) asset for companies like Kimberly-Clark. 

Improved turnover is always a goal so long as the company maintains sufficient inventories to meet 

market demand. 

K-C’s Property, plant, and equipment are turning over 2.41 times a year, which is about average 

for publicly traded companies. The issue with respect to PPET is throughput, and K-C does not discuss 

this aspect of its business in its financial filings. 

K-C’s trade accounts payable turnover is 6.40, resulting in an average payable days outstanding 

of 61.0 days. Since payables represent a low cost source of financing, we would prefer to see its days 

payable lengthened so long as K-C is not endangering its relationships with suppliers. 

Credit Analysis 

Credit analysis is an important part of a complete company analysis. Following is a selected set of 

measures for 2010 that can help us gauge the relative credit standing of Kimberly-Clark ($ millions): 

GCurrentratio($67328/$5'338) tes eden ae eee ceca yee acto aie An ea a 1.19 

Cllickcratio ($876 F182,472)/S5 GBS) ee ee ee he or core 0.63 
Totaliliabilities/Equity* ($19,864 = $6,202/$6.202) 9 /5..7. STP ee, 2.20 
Eond-termcdebt/Equity(S5.120/$6;202). emer. eet 0 erent ee Ce ee ee 0.83 

Earnings before interest and taxes/Interest expense ($2,773/$243) ... 2.0.0... ee cee eee 11.44 

Net operating cash flows/Total liabilities ($2,744/[$19,864 — $6,202])............ 02.2.0. eee ee eee 0.20 

“Includes noncontrolling interest as equity as we analyze the company from the perspective of all equity holders; if we prefer to 

examine the company from the perspective of the company’s equity holders only, then we would exclude noncontrolling interest. 

K-C’s current and quick ratios are not particularly high, and both have decreased slightly over the past 

two years (not shown here). These ratios do not imply any excess liquidity, and probably do not suggest 

any room for a further decrease in liquidity. 

K-C’s financial leverage, as reflected in both the liability-to-equity and long-term-debt-to-equity 

ratios, is slightly above the median for all publicly traded companies. Normally, this is cause for some 

concern. However, Kimberly-Clark has strong operating and free cash flows that mitigate this concern. 
K-C’s times interest earned ratio of 11.41 is healthy, indicating a sufficient buffer to protect credi- 

tors if earnings decline. It also has relatively little off-balance-sheet exposure. Thus, we do not have any 
serious concerns about K-C’s ability to repay its maturing debt obligations. 

Summarizing Profitability and Creditworthiness 

An increasingly competitive environment has diminished Kimberly-Clark’s gross profit margin. Oper- 
ating expense reductions have not offset this decline and its NOPAT has declined slightly as a result. Its 
level of net operating asset turnover is acceptable, although not stellar. K-C does not provide sufficient 
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information for us to further assess the throughput performance of its operating assets. Finally, its le- 

verage, although higher than average, is not of great concern given K-C’s strong cash flows. 

FORECASTING FINANCIAL STATEMENT 
NUMBERS 
The valuation of K-C’s common stock requires forecasts of NOPAT and NOA over a forecast horizon 032 Forecast 

period and a forecast terminal period. Our approach is to project individual income statement and bal- _ financial 

ance sheet items using the methodology we discuss in Module 11. K-C presented its 4Q results and _ statements. 

2011 guidance to analysts on January 25, 2011, and provided the following slide relative to its expecta- 

tions for 2011 (posted on the K-C investor relations Website). 

Planning Assumptions 

* Sales increase 3 to 4 percent 

— Organic growth 2 to 3 percent: volume growth 1 to 2 

percent, combination of net selling prices and product mix 
+1 percent 

— Volume estimate includes combined 1 point negative 

impact from continued declines in Venezuela and impact of 

pulp and tissue restructuring 

— Currency benefit approximately 1 percent 

Adjusted operating profit growth 3 to 5 percent 

— Adjusted gross profit expected to grow at a faster rate 

— Strategic marketing increase faster than sales growth 

FORCE cost savings $200 to $250 million 

We use the mid-point of K-C’s 3.5% sales growth prediction in our forecast of the company’s sales for 

2011. Additional slides in its presentation provide the following forecast assumptions: 

1. The effective tax rate is likely to increase to 30%—32%. We use 31% in our forecast. 

2. Capital spending (CAPEX) is expected to be $950-$1,050 million. In 2010, the CAPEX was 

4.9% of sales. Using that percentage and expected sales growth of 3.5%, our forecast of CAPEX 

is $1,001 million, computed as 2010 sales of $19,746 million X 1.035 X 4.9%. Our estimate is 

within the range provided by K-C. 

3. Share repurchases are expected to be $1,500 million per year and we use that amount in our 

forecast. 

4. Dividends are expected to increase by 6%, resulting in forecasted dividends of $1,130 million, 

computed as 2010 dividends of $1,066 million < 1.06. 

We assume that expenses retain their 2010 relation to sales and that all assets and liabilities, other than 

CAPEX referenced above, retain their relations to sales as well. 

Our initial forecast results in total assets of $20,240 million and total liabilities and equity of 

$19,165 million. Since K-C does not report marketable securities on its balance sheet, we assume that 

the difference is made up with additional financing in the amount of $1,075 million. K-C reports that 

it issued $250 million of 3.625% Notes in the 4Q of 2010. We assume that the $1,075 million in ad- 

ditional financing is drawn on evenly over the year and that K-C continues to borrow at 3.625%. This 

means that interest expense is expected to increase by $19 million ({$1,075 million / 2] < 3.625%), 

from $243 million to $262 million. The resulting forecasts of the K-C income statement and balance 

sheet for 2011, reflecting these assumptions, are in Exhibit C.6. 

The forecasted statement of cash flows is in Exhibit C.7. This forecasted statement utilizes the 

forecasted income statement and comparative balance sheets as presented in Exhibit C.6 and is pre- 

pared as explained in Module 11. 
We forecast that K-C will generate $2,923 million in cash from operating activities in 2011, a 7% 

increase from the $2,744 million reported in 2010. Given projected CAPEX of $1,001 million, divi- 
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EXHIBIT C.6 Forecasts of Income Statement and Balance Sheet of Kimberly-Clark 

nsolic n million 2011 Felgen) 
Net Salesttee oe aacias hc ceienc ee tite ec ne ne Neen ren a $19,746 19,746 x 1.035 $20,437 
Costiofi products:Sold feta mses een eee ere eee ia eae ie eee 13,196 20,437 x 66.8% 13,652 

GroSsiOroritvees acts isles cessation eee nes ean Deuces cuctemens earns 6,550 Subtotal 6,785 

Marketing, research and general expenses... 2... 0... cece eee ee eee 3,673 20,437 X 18.6% 3,801 

Othemlincome)-ancdiexpenSew neta ae seater neuen ce ster teense sentet eae teenenet siento 104 20,437 x 0.5% 102 

Operating! Orotit Tak sy-iieekak hee Me eee hie Gee cM eae RMR dete ect Son ta eyreMeliodede 2,113 Subtotal 2,882 

INTErESTINGOMG pak cA aoe apes tec ste icnceteietccne Perot deeucro) Viemccront a ead ata ope 20 no change 20 

INtereStiexDENnSe vc. ccis, : «Beer tus oltuene ees ied cree acy ees tue oben day. Wea etepa ahchon (248) (243) — 19 (262) 

Income before income taxes, equity interests and extraordinary loss.......... 2,550 Subtotal 2,640 

Provision fOnincOMmetaxeS 1 see ccpsicuie se obra cpchectarientts Gack iter Cicac sae doucer: (788) 2,640 X 31.0% (818) 

_ Income before equity interests and extraordinary loss .............+2.+005- Ae Subtotal 1,822 

Share of netincome Of equity COMPAMICS sere acre tete eentntee erensteteeerteserarernets 181 no change 181 

N@RINCOMeMe nar e eatin cos Satara stays lephee auceigecceraa te ctel tiee: Gee aee ar niet: axe neltas 1,943 Subtotal 2,003 
Net income attributable to noncontrolling interests................-.00000- (100) no change (100) 

Net income attributable to Kimberly-Clark Corporation...............0-0-05 $ 1,843 Subtotal $ 1,903 

Assets 
Cashiand:cashiequivalentStie aves ce ec ae eatene ee ek eee cere eee eaten $ 876 20,437 x 4.4% $ 899 

Accountsireceivable: mete texan: Sa dec Gn erates aotieisis eee or anime es alcrn inom or 2,472 20,437 XK 12.5% 2000 
NOtErECEIVADIe Mae erences come ue cite oie Bic beitc te Beniorege eutuclien <tr Syqataueverconts acer 218 no change 218 

INVENTOMES were, heck nieteeinge Cie Senet eos area care are Teen Nene eee oe ee 2308 20,437 X 12.0% 2,452 
BeferrediincOmMetaxeSt: sar nercts circles he ens ais ene eee ee eens iy ean 187 20,437 x 0.9% 184 
Othericurrent:aSssets: ras Neseen suc ches dtoceee sit in vevatesmea sy ake be tie eee ee Meme alr etiete aie 202 20,437 X 1.0% 204 

OTA CURKEMEASSCLS enenaticgencia mcpvan me ceres ate MiayS vommemece Gy a toner scans ae ceein ca iat 6,328 Subtotal 6,512 

PhOpentyaplantancrequipme;n tein Ct atm ern er eierenteter swe ertern cts ereeeeererererere 8,356 8,356 + 1,001 — 819 8,538 

MMESMMEMMEM CUNY CCnNeIMES. sab ouauemdsdedauumeotagooounucodcaens 374 no change 374 

Goodwill cect. y ca acciac someae aie eteea te ieee ceca ee nese es a Rone heat ahaitn et Rea een 3,403 no change 3,403 
Othenintangible: aSSetsi.7 ert thas si ee ner eR tie eae cea aber ege4 287 287 — 23 264 

EONG-LEKMINOLESIRECEIVAD IG apecetarks ere mttont kare) Pencspearsseicrclictn srcarrnl soars auus 393 no change 393 
OtTMEGASSCTS revere crceees gfe se ere cro ee, Ee op a CRE Me ecm een 723 20,437 x 3.7% 756 

‘FotalkaSSOts x5 2: cac-a a ene Sern roe ES Tra hen MO. co Ue A ae eB $19,864 Subtotal $20,240 

Liabilities and Stockholders’ Equity 

Newifinancingst.cinaseer eminence iat: ote canoe Gerers Sti cian haces oe aanl es << $ 0 plug $ 1,075 
Debt ipayable;withimiOne VWealernsuercts tater ors crete ecco kise ica es nuecd ace nine seas levee cies 344 from debt footnote 427 
Redeemable preferred securities of subsidiary ............ 00.0. cece eee eee 506 no change 506 

ihradesaccounts pavablemasemrtae aenccte ae tone cnc cte FSG en Mua avira Minna teretens 2,206 20,4387 X 11.2% 2,289 

AGChUCCFEXDEMSOS are tetewes Rete nreiet cteae ot eile dclkes oe cas dan snthne Kelis nelarabine cia 1,909 20,4387 X 9.7% 1,982 
PFACCrUed INCOMPeTAKES Peper sent het ckcoa secitne seca REEL a ace h IRR, SRL: shah toe ele 104 818 X 13.2% 108 

DIVIGENAS DAVAble syrerernexcrs ts cocteh renal oie) crests ne uct <ctacer elrey anaes Ave) Guten Aa en erie 269 1,130 x 25.2% 285 

‘Total currentliabiliticSMs arcs cuter iareen et Gielde ve cuties nc moe Mattoks ey eeany ae 5,338 Subtotal 6,672 

MomG=tenin GOD te year. mts tewcr sce teyate dentsacregs coche token tem ataos son capri tee erae ser See 5,120 Sy(20'427 4,693 
Noneurmentemployee benotitSmressscrsrertenrrlet: then tele cca iietcrns iene ate 1,810 20,437 X 9.2% 1,880 
Eong-ternmincome taxes payables cesta erie ni rors ater oie ie 260 20,4387 X 1.8% 266 
Deterred. income:taxes eee. werora aca hence aiicneee ene erc Cerne Cra acme een eters 369 20,437 x 1.9% 388 
Other. liabilities... ce aeeaa eee satrare citar ete heheh cae aa EL eet ia:, MTEL, 224 20,4387 X 1.1% 225 

Redeemable preferred and common securities of subsidiaries............... 541 no change 541 
Stockholders “equity teaametveuanrrn crs ety Che cce ic ce eee IPN oa eae oe) oe c 

Preferred stock, no par value, authorized 20.0 million shares, none issued..... 0 no change 0 

Common stock, $1.25 par value, authorized 1.2 billion shares; issued 

478.6 million shares at December 31, 2010 and 2009.................... 598 no change 598 
Additionalipaid=inicapitalls ne vw. sests fcnctecs se eave sis sisi cre eer c cies aie nee eae eee 425 no change 425 
Common stock held in treasury, at cost: 71.7 million and 61.6 million 

SharesvatiDecembetsii 2 Oil OranckZ2O 09 tear cesta create renee rene tie eee a (4,726) (4,726) — 1,500 (6,226) 
, Accumulated other comprehensive income (loss).............0.00c0eeeeee (1,466) no change (1,466) 
Retained: CarmingS cv. Weta cveens Gerad cod Sere ene eae ai ie nea are Ae eee aE 11,086 (i OSGRral COSI alaieO 11,859 

Total Kimberly-Clark Corporation stockholders’ equity...................0. ey ehiWis Subtotal 5,190 
piNoncontrollingiinterestSieme = cycperrceseva aieeraeeh. tanec ce cue rai eee ec wen urement pe ee ar 285 285 + 100 385 

FROtAlESLOCKMOIG ELS JOQUIEV aes ie sceeten stay sstioreaene ereieiey a -arek cme e Wea en pe ee 6,202 Subtotal 9,575 

- Liabilities and stockholders’ SQUITY TORE cS tena ansrcne tape non rn seamen ene eee $19,864 Subtotal $20,240 
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EXHIBIT C.7 Forecast of Statement of Cash Flows for Kimberly-Clark 

Operating activities 

Net income including noncontrolling interests........... via forecasted income statement $2,003 

ACASIDE DKECIAtON Fees rixds.ce hanek cheated Aes oo ROE Pec 8,356 X 9.8% 819 

Noro YN Gielqi4e\itol tle 2.4 .o.0-c et OA. 0 cea Cn OO EL ae 287 X 8.1% 23 

ACCOUNTS TOCeLValol Caractere trgenmet t.ho PATS Ghats Later oe arae, Patel (P — Phteys}o) (83) 

INVENTONSS Mrecmreintetes teeta kta ratoaate ahh tan abit terol: PB) = BLE (79) 

DefenrechinCOMetaxeSram iwc sensi etree: oreeal pete oats 187 — 184 3 

OthenGuimeMmbasSSets amy.vansecce coop usasitee Aer ons aes Labeda eeeige 202 — 204 (2) 

Othemong-tenmpassetsimmnspe- ap ertecienie rian vasieee (234108 (33) 

AGCOUNTSIDAVabl Cmte Ma deuct an iso clan Varn aoecpopauctaes GTR e: 2,289 — 2,206 83 

ACCKUCEIOX DEMSESuaewalaene yt einusycascerarehsccaencitgeoncus se dropeqeks 1,982 — 1,909 73 

ACCC IMCOMOENAKGS teterccercsretene wate nn beeen teks tases 108 — 104 4 

Dividemdsipayableweracrntst rs cn tpscarucies reionets seen s PAs = AR) 16 

Noncurrent employee benefits...............--.--- 1,880 — 1,810 70 

Long-term income taxes payable................-.. 266 — 260 6 

PelerredrinGOme LaxeSi series geese se attncnrcim clon nsioak obs. neues 388 — 369 19 

Othermliabilitiostsemnae snk ee risa rs eka ares eerie 226 — 224 1 

Net cash from operating activities.................... subtotal 2,923 

Investing activities 

Capitalexpenditures: = x. ncse ec wate ena ee 20,437 x 4.9% (1,001) 

Net cash from investing activities .................... subtotal (1,001) 

Financing activities 

IVINS sepieeett ote secre Mints cco eer a ola le walla 1,066 x 1.06 (1,130) 

StOCKDUTChASS ker eter ety vecceomi sa erete my ancuans Primera eens company guidance (1,500) 

Rayimentsomlong-terin debian tac) isewe nas ene prior year current maturities of LTD (344) 

INGWITIMANICIN CG Meaepertesens eee Ray tos sche ees ce vos or eiA plug 1,075 

Net cash from financing activities .................... subtotal (1,899) 

INERCHANGEHMN CaS ric iasterctatetogeretn tts shatr terete tee es fe subtotal 23 

Beginningicashmerirest< sete nin oes wa elta os cockney from balance sheet 876 

EeMClinCyCaShir wert tacts ernat cima caster ches ketessenerhe Se subtotal $ 899 
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dends of $1,130 million, and stock repurchases of $1,500 million, we forecast that K-C will require 

external financing of $1,075 million. The forecasted year-end cash balance of $899 million is equal to 

4.4% of estimated sales, the same relation to sales that the company reported in 2010. 

VALUING EQUITY SECURITIES 
1.04 Describe This section estimates the values of Kimberly-Clark’s equity and common stock per share. 

and illustrate the 

valuation of firm Multiyear Forecasting 
equity and stock. 

For valuation purposes we must forecast the financial statements for more than one year ahead. Ex- 

hibits C.8A and C.8B, respectively, show the 2010 reported statements and the results of forecasting 

the income statement and the balance sheet for four years ahead. The methods used in this forecasting 

process follow those described in the module on forecasting. 

EXHIBIT C.8A Four Year Ahead Forecasts of Income Statement of Kimberly-Clark 

$0 lior 2010s «2011E- ss 2012E.-— ss OISEs 2014E 
Ba Si ene ERE estes en pag ee ba ee aL ies pr te a $19,746 $20,437 $21,152 $21,892 $22,658 

By Sah RCLSTA eke cin acres maps Carine epee ene tenes Paar 13,196 13,652 14,130 14,624 15,136 

GOSS" POlitstee cet ser ee See Ee eine cee tt oe etn UR te 6,550 6,785 7,022 7,268 7,522 

Marketing, research and general expenseS..............+0000: 3,673 3,801 3,934 4,072 4,214 

Other (income)anciexpenSe amet. t Cae es eee ee 104 102 106 109 113 

Operating"profittecr: ae. tatty ce-geraeeen stir cent oneness anon PTs 2,882 2,982 3,087 3,195 

IntereStINCOMOnnets keryeracinc ier, eae canada satrecd vere heen a 20 20 20 20 20 

IMteKeStiISXPENSC seiccr-c eee Ue carer ac Secret afte orp cena an Ee oo 8 (243) (262) (281) (300) (319) 

Income before income taxes, equity interests 

ANCLOXtraOrdinarysl OSSueceseiacs Nese alate iene rene nny aeene 2,550 2,640 PT 2,807 2,896 

Provisionforgincomextaxes sarerimcnssmtesccineiticn tale eererslonaninars (788) (818) (844) (870) (898) 

Income before equity interests and extraordinary loss ........... ieno2 1,822 1,877 1,937 1,998 

Share of net income of equity companies..................... 181 181 181 181 181 

NEEINCOMO? ae cks ee te tare wretcrane cients eee ese ne ee 1,943 2,003 2,058 2,118 2,179 

Net income attributable to noncontrolling interests.............. (100) (100) (100) (100) (100) 

Net income attributable to Kimberly-Clark Corporation........... $ 1,843 $ 1,903 $ 1,958 $ 2,018 $ 2,079 

NODA [peer nein sere hace ot tars ste austes ce cal rrapettant bia) aocian mein Ate oh aee ey $ 2,083 3 ales) $ 2,222 $ 2,294 $ 2,367 
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EXHIBIT C.8B Four Year Ahead Forecasts of Balance Sheet of Kimberly-Clark 

Assets 

@ashiancicashvequivalentsie rasan settee Smartt eens eterna ets $ 876 $ 899 $ 931 $ 963 $ 997 
ACCOUNTS eCeIVablanmetine tee cieykecticam hain kn iener a rete ngenee” 2,472 PsSe\5) 2,644 TES 2,832 

Notereceivablesenivs Wis hyhaile canary iod adie eae Relies Pt 218 218 218 218 218 

INVEMtONICS Ren mater LA ess Api etka eis faa n tate eke eae an DBs 2,452 2,538 2,627 2,719 

DéetemegiincometaxeSs tae ais.1e,seitas Ate See awh pee 187 184 190 197 204 

OiMemeuiremasSsetsemms ace ecetet ca as Met aya en Hie nase eae 202 204 WE 219 227 

ROLAICUIFOMUASSELS mse cpee aces mene ent Sire ne ae cn SPO J RR eta 6,328 6,512 6,733 6,961 7,197 

Property, Dlantanc equipmentametvremt isin meier rer nti arse 8,356 8,538 SLi 8,954 9,187 

Investmentsineequity COMpAaniGSam mei eerie eeerna eerie a: 374 374 374 374 374 

GoodWwiltummemtarrttcrie tc tres att on mre inte etn 3,403 3,403 3,403 3,403 3,403 

OthetgintangiblerasSets wan emeeneiia.s eens er werent ie aie ss 287 264 241 218 195 

Eong-tenmunotesiecelvablenere icc cette tc cee icun sp emeentie nee eic ae 393 393 393 393 393 

OthGlzaSSCts meres ects ea Meayenece reese oo cee aes en a. mae eg! Ae 723 756 783 810 838 

HOLAASS CLS teeweneeeeypabegt tne yt teeing od tenein eoAt oe Enea ese el 5 $19,864 $20,240 $20,664 $21,113 $21,587 

Liabilities and Stockholders’ Equity 

NewatimaniGin Qi sranremewncttacncesteteyens 1s-ctacr. (cians aoe teria santad sass lonuereee $ 0 $ 1,075 $ 2,299 $73,673 $ 5,043 

Debupayableiwithimiomery Calan eerie eee ins cremains amnr se 344 427 550 516 355 

Redeemable preferred securities of subsidiary................. 506 506 506 506 506 

LrAcderaCCOuUnTSHDAaVable ke aneuaceelentthcks bene Ras. hineece sensei ap me: 2,206 2,289 2,369 2,452 2,538 

ACCIUCGLEX PESOS iette chs etciots uhcleierssosdcobigews ere ee acansia Cel abaeauetantes 1,909 1,982 2,052 2,124 2,198 

ACCUICCAMCOMEMAXCS yer cseastey tier be lcseviratver sasteasierei nise- je tere nesa tek ome 104 108 a Ps 119 

Dividends! payable wm ctemesae nec ork Serres lament cpnnctnet oe ee 269 285 302 320 339 

MOtaleumentuaviliticsen sere cks Sen ee ei hice ice em tiateene cat stetods 5,338 6,672 8,189 9,706 11,098 

Ong=tennntcdeb teepesrcnesnna tener tt tite rses Spartak ete reyes 5,120 4,693 4,143 S02 S272 

NoneunmentemplovecibenetitSitwatis e sur eicie nade sass a tcuntshue os 1,810 1,880 1,946 2,014 2,085 

Eong-tenmiincome taxes payablene a wa tietiews wate bees Gise a 260 266 CAS) 285 295 

Defemedincomeitaxescremtttameererrc cance tie areiserenmeae ema tre cee 369 388 402 416 431 

Othermiabiliticswpase rece Set. cry th alan Mipecaetin Silk renee Ge alo ch 224 225 233 241 249 

Redeemable preferred and common securities of subsidiaries... .. 541 541 541 541 541 

Stockholders’ equity 

Preferred stock, no par value, authorized 20.0 million shares, 

MOMEASSUCC Meno iee he clake es beaten. gs ia teks Gt oMtrdneres init. abate oe 0 0 0) 0 0 

Common stock, $1.25 par value, authorized 1.2 billion shares; 

issued 478.6 million shares at December 31, 2010 and 2009.... 598 598 598 598 598 

/NekolitfoynvaliifeyelioFiineeloywell cn cacouosonaenonhe sn dae ee oo noe 425 425 425 425 425 

Common stock held in treasury, at cost: 71.7 million and 

61.6 million shares at December 31, 2010 and 2009........... (4,726) (6,226) (7,726) (9,226) (10,726) 

Accumulated other comprehensive income (loss)..............- (1,466) (1,466) (1,466) (1,466) (1,466) 

REtAMeGHCAINING Sepetete meme ieee ora: cantatad clopemseor aio ae rained ois Yes 11,086 11,859 12,619 oom 14,100 

Total Kimberly-Clark Corporation stockholders’ equity........... 5,917 5,190 4,450 3,698 2,931 

NOmeOninOllinQHiMmteneStS wrermmasteci-ustemeven trey etern tay Me. eiseaicyenel te 285 385 485 585 685 

OLAlStOCKMOIGEKS REGUL seerecaseetcusmecrrcteenen sseneretayecaneal- ciate ones s 6,202 SHAS 4,935 4,283 3,616 

Liabilities and'stockholders’equity, totalls.2...2............-.. $19,864 $20,240 $20,664 $21,113 $21,587 

INKOY Nes ane ik Sete echo ea wane Gs SO neous HERA oti coleman eae ene rates ese g 330 $12,106 $12,203 $12,345 $12,503 $12,675 
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Discounted Cash Flow Valuation 
Exhibit C.9 shows the discounted cash (DCF) model results. In addition to the forecasted NOPAT and 

NOA from Exhibits C.8A and C.8B, these results use a discount (WACC) rate of 5%, shares outstand- 

ing of 406.9 million, and net nonoperating obligations (NNO) of $6,989 million. For the terminal year, 

we use a 1% long-term growth rate and estimate NOPAT and NOA using the NOPM and NOAT ratios 

from 2014 as we expained in the parsimonious forecasting method section of Module 11 as follows 

($ millions): sales is $22,885 ($22,658 X 1.01), NOPAT is $2,391 ($22,885 X 10.45%, where 10.45% is 

from $2,367 + $22,658), and NOA is $12,785 ($22,885 + 1.79, where 1.79 is from $22,658/$12,675). 

Se Cc. 9 alia -Clark Pisco ed Cash Flow (DCF) Valuation 

‘ Forecast Horizon Terminal 

2011 2012 ~~ 2013 2014 Year 

Reon se Sh ore eT sale $2,155 $2,222 $2,294 $2,367 $2,391 

Ghange:NOAS cme mien ce areas ace 97 142 158 172 110 

FCFF (NOPAT — Increase in NOA).... 2,058 2,080 2,136 2,195 2,281 

Discount factor [1/(iri,)'| Mies me te 0.95238 0.90703 0.86384 0.82270 

Present value of horizon FCFF....... 1,960 1,887 1,845 1,806 

Cum present value of horizon FCFF... $ 7,498 

Present value of terminal FCFF ...... 46,914? 

TOE MN VAWelas se cooneconc oe Su Ox 54,412 

Eessi(plus)iINN@ ieee ees errerege re 6,989 

RInMeQuIty ValUCManen: Scccseacenartias 47,423 

ShahesioutstanGinGieaa acne ren: 406.9 

Stock value per Share.............. $116.55 

[see million 
a OLS 070i 
Computed as ase 05) 

Residual Operating Income Valuation 

Exhibit C.10 reports estimates of the values of Kimberly-Clark’s equity and common stock per share 

using the residual operating income (ROPI) model. As with the DCF valuation, we use a discount 

(WACC) rate of 5%, shares outstanding of 406.9 million, and net nonoperating obligations (NNO) of 

$6,989 million; for the terminal year, we use a 1% long-term growth rate and estimate the following 

($ millions): sales of $22,885 ($22,658 < 1.01), NOPAT of $2,391 ($22,885 X 10.45%, where 10.45% 

is from $2,367/$22,658), and NOA of $12,785 ($22,885/1.79, where 1.79 is from $22,658/$12,675). 

EXHIBIT C. 10 ec -Clark ba ee Income (ROPI) Valuation 

| Reo ered Forecast Horizon Terminal _ 

2010 2011 2012 2013 2014 : Year 

$2,185 $12,222. $.2,294 sediecGrumgrecol 

12,203 12,345 12,503 12,675 12,785 TRUE oe 5 O ce Coe ee $12,106 

ROPI (NOPAT — INOA seq SSIAAES o.ccoctior8 1,550 1,612 1,677 1,742 5S 

Discount factor [1/(-4% 4). eso. . 0.95238 0.90703 0.86884 0.82270 

Present value of horizon ROPI........ 1,476 1,462 1,448 1,433 

Cum present value of horizon ROPI.... 5,819 

Present value of terminal ROPI ....... Sood 

OtalitinmiVvalUCprer rein eter eee ee 54,062 

essiNNO Wert rancte no acre cee ete 6,989 

LATA CEC WEED so nica uoconne Suomos 47,073 

PShates OutStanGing <aicccn -ysmisan yee 406.9 

Stock value per share............... $115.69 ($0.86 difference from DCF due to rounding terminal period NOPM and NOAT) 

$1,757 million 
0.05 — 0.01 

@ Computed as (1.05)" 
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Sensitivity Analysis of Valuation Parameters 

We estimate Kimberly-Clark’s equity value at $47,073 million as of December 2010, which implies a 

per share value estimate of $115.69. As expected, equity value estimates are identical (minor difference 

due to rounding) for both models (because K-C is assumed to be in a steady state, that is, NOPAT and 

NOA growing at the same rate and, therefore, RNOA is constant). 

Our stock price estimate uses only one set of assumptions and derives only one stock price. We 

illustrate the sensitivity of our stock price estimate to changes in input assumptions for WACC and 

terminal growth rate in the following table. We can expand this sensitivity analysis to any assumption 

or estimate we use in our financial statement adjusting, forecasting, and valuing process. 

Terminal Growth Rate 

2.0% 

96.53 105.98 

110.76 123.51 

129:05 146.88 

153.45 179.60 

187.60 228.66 

Assessment of the Valuation Estimate 

The closing stock price on December 31, 2010, for Kimberly-Clark (KMB) was $63.04 per share. Our 

model’s estimates, therefore, suggest that K-C stock is undervalued as of that date. As it turns out, this 

valuation proved prophetic as its stock price increased to the low $70s in the continuing bear market 

subsequent to that date as shown in the following graph: 

I a 
Ne | Kimberly-Clark Stock Price 

iS Pe im A $70 
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Summary Observations 

Overall, this appendix presents a financial accounting analysis and interpretation of Kimberly-Clark’s 

performance and position. It illustrates many of the key financial reporting topics covered in the book. 

We review the company’s financial statements and notes, forecast key accounts, and conclude with 

estimates of K-C’s equity value. 

The Kimberly-Clark case provides an opportunity for us to apply many of the procedures con- 

veyed in the book in a comprehensive manner. With analyses of additional companies, we become 

more comfortable with, and knowledgeable of, variations in financial reporting, which enhances our 

analysis and business decision-making skills. Our analysis of a company must go beyond the account- 

ing numbers to include competitor and economic factors, and we must appreciate that estimation and 

judgment are key ingredients in financial accounting. 



Chart of Accounts 

with Acronyms 

Assets 
Cash Cash 

MS Marketable securities 

EMI Equity method investments 

AR Accounts receivable 

AU Allowance for uncollectible accounts 

INV Inventory (or Inventories) 

SUP Supplies 

PPD Prepaid expenses 

PPDA Prepaid advertising 

PPRNT Prepaid rent 

PET Prepaid insurance 

PEE Property, plant and equipment (PPE) 

AD Accumulated depreciation 

INT Intangible assets 

DTA Deferred tax assets 

OA Other assets 

Liabilities 
NP Notes payable 

AP Accounts payable 

ACC Accrued expenses 

WP Wages payable 

SP Salaries payable 

RNTP _ Rent payable 

RSL Restructuring liability 

OP. Utilities payable 

TP Taxes payable 

WRP Warranty payable 

IP Interest payable 

CMLTD Current maturities of long-term debt 

UR Unearned (or deferred) revenues 

Erp Long-term debt 

CLO Capital lease obligations 

DI Deferred tax liabilities 

Equity 
ne Earned capital 

CS Common stock 

Appendix 

APIC Additional paid-in capital 

RE Retained earnings 

DIV Dividends 

TS Treasury stock 

AOCI — Accumulated other comprehensive 

income 

DG Deferred compensation expense 

Revenues and Expenses 
Sales Sales 

REV Revenues 

COGS Cost of goods sold (or Cost of sales) 

OE Operating expenses 

WE Wages expense 

SE Salaries expense 

AB Advertising expense 

BDE Bad debts expense 

UTE Utilities expense 

DE Depreciation expense 

RDE Research and development expense 

RNTE Rent expense 

RSE Restructuring expense 

WRE Warranty expense 

AIE Asset impairment expense 

INSE Insurance expense 

SUPE Supplies expense 

GN (LS) — Gain (loss)—operating 

TE Tax expense 

ONI (E) Other nonoperating income (expense) 
IE Interest expense 

UG (UL) — Unrealized gain (loss) 

DI Dividend income (or revenue) 

El Equity income (or revenue) 

GN (LS) Gain (loss)—nonoperating 

Closing Account 
IS Income summary 
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Glossary 

A 

absorption costing an approach to product costing that treats both 

variable and fixed manufacturing costs as product costs. 

accelerated cost recovery system (ACRS, MACRS) A system 

of accelerated depreciation for tax purposes introduced in 1981] 

(ACRS) and modified starting in 1987 (MACRS); it prescribes 

depreciation rates by asset classification for assets acquired after 

1980 

accelerated depreciation method Any depreciation method under 

which the amounts of depreciation expense taken in the early years 

of an asset’s life are larger than the amounts expensed in the later 

years; includes the double-declining balance method 

access control matrix A computerized file that lists the type of 

access that each computer user is entitled to have to each file and 

program in the computer system 

account A record of the additions, deductions, and balances of 

individual assets, liabilities, equity, revenues, and expenses 

accounting The process of measuring the economic activity of an 

entity in money terms and communicating the results to interested 

parties; the purpose is to provide financial information that is 

useful in making economic decisions 

accounting adjustments (adjusting entries) Entries made at the 

end of an accounting period under accrual accounting to ensure the 

proper recording of expenses incurred and revenues earned for the 

period 

accounting cycle A series of basic steps followed to process 

accounting information during a fiscal year 

accounting entity An economic unit that has identifiable 

boundaries and that is the focus for the accumulation and reporting 

of financial information 

accounting equation An expression of the equivalency of the 

economic resources and the claims upon those resources of a 

specific entity; often stated as Assets = Liabilities + Owners’ 

Equity 

accounting period The time period, typically one year (or 

quarter), for which periodic accounting reports are prepared 

accounting rate of return the average annual increase in net 

income that results from acceptance of a capital expenditure 

proposal divided by either the initial investment or the average 

investment in the project. 

accounting system The structured collection of policies, 

procedures, equipment, files, and records that a company uses 

to collect, record, classify, process, store, report, and interpret 

financial data 

accounts payable turnover The ratio obtained by dividing cost of 

goods sold by average accounts payable 

accounts receivable A current asset that is created by a sale on 

a credit basis; it represents the amount owed the company by the 

customer 

accounts receivable aging method A procedure that uses an 

aging schedule to determine the year-end balance needed in the 

allowance for uncollectible accounts 

accounts receivable turnover Annual net sales divided by 

average accounts receivable (net) 

accrual accounting Accounting procedures whereby revenues 

are recorded when they are earned and realized and expenses are 

recorded in the period in which they help to generate revenues 

accruals Adjustments that reflect revenues earned but not received 

or recorded and expenses incurred but not paid or recorded 

accrued expense An expense incurred but not yet paid; 

recognized with an accounting adjustment 

accrued revenue Revenue earned but not yet billed or received; 

recognized with an accounting adjustment (adjusting entry) 

accumulated depreciation The sum of all depreciation expense 

recorded to date; it is subtracted from the cost of the asset in order 

to derive the asset’s net book value 

accumulated other comprehensive income (AOCI) current 

accumulation of all prior other comprehensive income; see 

definition for other comprehensive income 

acid test ratio more specific than the current ratio as a test of 

short-term solvency, the acid test ratio (also known as the quick 

ratio) measures the availability of cash and other current monetary 

assets that can be quickly generated into cash to pay current 

liabilities. The general equation for the acid test ratio is: (Cash + 

Marketable securities + Current receivables)/Current liabilities. 

activities list see operations list. 

activity a unit of work. 

activity cost drivers specific units of work (activities) performed 

to serve customer needs that consume costly resources. 

activity costing the determination of the cost of specific activities 

performed to fill customer needs. 

activity dictionary a standardized list of processes and related 

activities. 

activity-based budgeting an approach to budgeting that uses 

an activity cost hierarchy to budget physical inputs and costs as 

a function of planned activity. It is mechanically similar to the 

output/input approach to budgeting where physical inputs and costs 

are budgeted as a function of planned activity. 

activity-based costing (ABC) used to develop cost information 

by determining the cost of activities and tracing their costs to cost 

objectives on the basis of the cost objective’s utilization of units of 

activity. 

activity-based management (ABM) the identification and 

selection of activities to maximize the value of the activities while 

minimizing their cost from the perspective of the final consumer. 

adjusted trial balance A list of general ledger accounts and their 

balances taken after accounting adjustments have been made 

adjusting The process of adjusting the historical financial 

statements prior to the projection of future results; also called 

recasting and reformulating 

adjusting entries Entries made at the end of an accounting 

period under accrual accounting to ensure the proper matching of 
expenses incurred with revenues earned for the period 

aging schedule An analysis that shows how long customers’ 

accounts receivable balances have remained unpaid 



allowance for uncollectible accounts A contra asset account with 

a normal credit balance shown on the balance sheet as a deduction 

from accounts receivable to reflect the expected realizable amount 

of accounts receivable 

allowance method An accounting procedure whereby the amount 

of uncollectible accounts expense is estimated and recorded in the 

period in which the related credit sales occur 

Altman’s Z-score A predictor of potential bankruptcy based on 

multiple ratios 

amortization The periodic writing off of an account balance to 

expense; similar to depreciation and usually refers to the periodic 

writing off of an intangible asset 

annuity a series of equal cash flows received or paid over equal 

intervals of time. 

appraisal costs quality costs incurred to identify nonconforming 

products or services before they are delivered to customers. 

articles of incorporation A document prepared by persons 

organizing a corporation in the United States that sets forth the 

structure and purpose of the corporation and specifics regarding the 

stock to be issued 

articulation The linkage of financial statements within and across 

time 

assembly efficiency variance the difference between the standard 

cost of actual assembly inputs and the flexible budget cost for 

assembly. 

assembly rate variance the difference between the actual cost 

and the standard cost of actual assembly inputs. 

asset turnover a measure of performance, the asset turnover ratio 

measures the firm’s ability to use its assets to generate sales. The 

general equation for asset turnover is: Sales/Average total assets. 

asset turnover Net income divided by average total assets 

asset write-downs Adjustment of carrying value of assets down to 

their current fair value 

assets The economic resources of an entity that are owned 

or controlled will provide future benefits and can be reliably 

measured 

audit An examination of a company’s financial statements by a 

firm of independent certified public accountants 

audit report A report issued by independent auditors that includes 

the final version of the financial statements, accompanying notes, 

and the auditor’s opinion on the financial statements 

authorized stock The maximum number of shares in a class of 

stock that a corporation may issue 

automatic identification systems (AIS) the use of bar coding 

of products and production processes that allows inventory and 

production information to be entered into a computer without 

writing or keying. 

available-for-sale securities Investments in securities that 

management intends to hold for capital gains and dividend income; 

although it may sell them if the price is right 

average cash conversion cycle Average collection period + 

average inventory days outstanding — average payable days 

outstanding 

average cash cycle Average collection period + modified average 

inventory days outstanding + modified average payable days 

outstanding 

Glossary G-2 

average collection period Determined by dividing accounts 

receivable by average daily sales, sometimes referred to as days 

sales outstanding or DSO 

average inventory days outstanding (AIDO) An indication of 

how long, on average, inventories are on the shelves, computed as 

inventory divided by average daily cost of goods sold 

backflush costing an inventory accounting system used in 

conjunction with JIT in which costs are assigned initially to cost of 

goods sold. At the end of the period, costs are backed out of cost of 

goods sold and assigned to appropriate inventory accounts for any 

inventories that may exist. 

balance sheet A financial statement showing an entity’s assets, 

liabilities, and stockholders’ equity at a specific date; sometimes 

called a statement of financial position 

balance sheet A financial statement showing an entity’s assets, 

liabilities, and owners’ equity at a specific date; sometimes called a 

statement of financial position 

balanced scorecard a performance measurement system that 

includes financial and operational measures which are related to 

the organizational goals. The basic premise is to establish a set of 

indicators that can be used to monitor performance progress and 

then compare the goals that are established with the results. 

batch level activity an activity performed for each batch of 

product produced. 

bearer One of the terms that may be used to designate the payee 

on a promissory note; means the note is payable to whoever holds 

the note 

benchmarking a systematic approach to identifying the 

best practices to help an organization take action to improve 

performance. 

bill of materials a document that specifies the kinds and quantities 

of raw materials required to produce one unit of product. 

bond A long-term debt instrument that promises to pay interest 

periodically and a principal amount at maturity, usually issued by 

the borrower to a group of lenders; bonds may incorporate a wide 

variety of provisions relating to security for the debt involved, 

methods of paying the periodic interest, retirement provisions, and 

conversion options 

book value The dollar amount carried in the accounts for a 

particular item; the book value of a depreciable asset is cost less 

accumulated depreciation; the book value of an entity is assets less 

liabilities 

book value per share The dollar amount of net assets represented 

by one share of stock; computed by dividing the amount of 

stockholders’ equity associated with a class of stock by the 

outstanding shares of that class of stock 

borrows at a discount When the face amount of the note is 

reduced by a calculated cash discount to determine the cash 

proceeds 

bottom-up budget a budget where managers at all levels—and in 

some cases even non-managers— become involved in the budget 

preparation. 

break-even point the unit or dollar sales volume where total 

revenues equal total costs. 

budget a formal plan of action expressed in monetary terms. 



G-3 Glossary 

budget committee a committee responsible for super-vising 

budget preparation. It serves as a review board for evaluating 

requests for discretionary cost items and new projects. 

budget office an organizational unit responsible for the 

preparation, distribution, and processing of forms used in gathering 

budget data. It handles most of the work of actually formulating 

the budget schedules and reports. 

budgetary slack occurs when managers intentionally understate 

revenues or overstate expenses in order to produce favorable 

variances for the department. 

budgeted financial statements hypothetical statements that 

reflect the “as if” effects of the budgeted activities on the actual 

financial position of the organization. They reflect what the results 

of operations will be if all the predictions in the budget are correct. 

budgeting projecting the operations of an organization and their 

financial impact on the future. 

Cc 
calendar year A fiscal year that ends on December 31 

call provision A bond feature that allows the borrower to retire 

(call in) the bonds after a stated date 

capacity costs see committed fixed costs. 

capital budgeting a process that involves the identification 

of potentially desirable projects for capital expenditures, the 

subsequent evaluation of capital expenditure proposals, and the 

selection of proposals that meet certain criteria. 

capital expenditures Expenditures that increase the book value of 

long-term assets; sometimes abbreviated as CAPEX 

capital expenditures investments of significant financial 

resources in projects to develop or introduce new products or 

services, to expand current production or service capacity, or to 

change current production or service facilities. 

capital lease A lease that transfers to the lessee substantially all 

of the benefits and risks related to ownership of the property; the 

lessee records the leased property as an asset and establishes a 

liability for the lease obligation 

capital markets Financing sources, which are formalized when 

companies issue securities that are traded on organized exchanges; 

they are informal when companies are funded by private sources 

capitalization The recording of a cost as an asset on the balance 

sheet rather than as an expense on the income statement; these 

costs are transferred to expense as the asset is used up 

capitalization of interest A process that adds interest to an asset’s 

initial cost if a period of time is required to prepare the asset for 

use 

cash An asset category representing the amount of a firm’s 

available cash and funds on deposit at a bank in checking accounts 

and savings accounts 

cash (operating) conversion cycle The period of time (typically 

measured in days) from when cash is invested in inventories until 

inventory is sold and receivables are collected 

cash and cash equivalents The sum of cash plus short-term, 

highly liquid investments such as treasury bills and money market 

funds; includes marketable securities maturing within 90 days of 

the financial statement date 

cash budget summarizes all cash receipts and disbursements 

expected to occur during the budget period. 

cash discount An amount that a purchaser of merchandise may 

deduct from the purchase price for paying within the discount 

period 

cash equivalents short-term, highly liquid investments that are 

readily convertible into known amounts of cash and so near their 

maturity date that they present insignificant risk of change in 

value from interest or money market rate changes; generally, only 

investments with original maturities of three months or less are 

considered as possible cash equivalents. 

cash-basis accounting Accounting procedures whereby revenues 

are recorded when cash is received from operating activities and 

expenses are recorded when cash payments related to operating 

activities are made 

centralization when top management controls the major functions 

of an organization (such as manufacturing, sales, accounting, 

computer operations, marketing, research and development, and 

management control). 

certificate of deposit (CD) An investment security available at 

financial institutions generally offering a fixed rate of return for a 

specified period of time 

chained target costing bringing in suppliers as part of the 

coordination process to attain a competitively priced product that is 

delivered to the customer in a timely manner. 

change in accounting estimate Modification to a previous 

estimate of an uncertain future event, such as the useful life of a 

depreciable asset, uncollectible accounts receivable, and warranty 

expenses; applied currently and prospectively only 

changes in accounting principles Cumulative income or loss 

from changes in accounting methods (such as depreciation or 

inventory costing methods) 

chart of accounts A list of all the general ledger account titles and 

their numerical code 

clean surplus accounting Income that explains successive equity 

balances 

closing procedures A step in the accounting cycle in which the 

balances of all temporary accounts are transferred to the retained 

earnings account, leaving the temporary accounts with zero 

balances 

coefficient of determination (R2) a measure of the percent of 

variation in the dependent variable that is explained by variations 

in the independent variable when the least-squares estimation 

equation is used. 

commitments A contractual arrangement by which both parties to 

the contract still have acts to perform 

committed fixed costs (capacity costs) costs required to maintain 

the current service or production capacity or to fill a previous legal 

commitment. 

common cost a cost incurred for the benefit of two or more cost 

objectives—an indirect cost. 

common segment costs costs related to more than one segment 

and not directly traceable to a particular segment. These costs are 

referred to as common costs because they are incurred at one level 

for the benefit of two or more segments at a lower level. 

common size statement a financial statement that has had all 

its accounts converted into percentages. As such, a common size 

statement is very useful for detecting items that are out of line, that 



deviate from some present amount, or that may be indications of 

other problems. 

common stock The basic ownership class of corporate capital 

stock, carrying the rights to vote, share in earnings, participate 

in future stock issues, and share in any liquidation proceeds after 

prior claims have been settled 

common-size financial statement A financial statement in which 

each item is presented as a percentage of a key figure such as sales 

or total assets 

comparative financial statements A form of horizontal analysis 

involving comparison of two or more periods’ financial statements 

showing dollar and/or percentage changes 

compensating balance A minimum amount that a financial 

institution requires a firm to maintain in its account as part of a 

borrowing arrangement complex capital structure 

comprehensive income The total income reported by 

the company, including net profit and all other changes to 

stockholders’ equity other than those arising from capital (stock) 

transactions; typical components of other comprehensive income 

(OCD are unrealized gains (losses) on available-for-sale securities 

and derivatives, minimum pension liability adjustment, and foreign 

currency translation adjustments 

computer-aided design (CAD) a method of design that involves 

the use of computers to design products. 

computer-aided manufacturing (CAM) a manufacturing method 

that involves the use of computers to control the operation of 

machines. 

computer-integrated manufacturing (CIM) the ultimate 

extension of the CAD, CAM, and FMS concepts to a completely 

automated and computer-controlled factory where production 

is self-operating once a product is designed and the decision to 

produce is made. 

conceptual framework A cohesive set of interrelated objectives 

and fundamentals for external financial reporting developed by the 

FASB 

conservatism An accounting principle stating that judgmental 

determinations should tend toward understatement rather than 

overstatement of net assets and income 

consistency An accounting principle stating that, unless otherwise 

disclosed, accounting reports should be prepared on a basis 

consistent with the preceding period 

consolidated financial statements Financial statements reflecting 

a parent company and one or more subsidiary companies and/or a 

variable interest entity (VIE) and its primary beneficiary 

contingency A possible future event; significant contingent 

liabilities must be disclosed in the notes to the financial statements 

contingent liabilities A potential obligation, the eventual 

occurrence of which usually depends on some future event beyond 

the control of the firm; contingent liabilities may originate with 

such events as lawsuits, credit guarantees, and environmental 

damages 

continuous budgeting budgeting based on a moving time frame 

that extends over a fixed period. The budget system adds an 

identical time period to the budget at the end of each period of 

operations, thereby always maintaining a budget of exactly the 

same time length. 

Glossary G-4 

continuous improvement an approach to activity-based 

management where the employees constantly evaluate products, 

services, and processes, seeking ways to do better. 

continuous improvement (Kaizen) budgeting an approach to 

budgeting that incorporates a targeted improvement (reduction) in 

costs; management requests that a given process will be improved 

during the budgeting process. This may be applied to every 

budget category or to specific areas selected by management. 

Kaizen budgeting is based upon prior performance and anticipated 

operating conditions during the upcoming period. 

continuous improvement (Kaizen) costing establishing cost 

reduction targets for products or services that an organization is 

currently providing to customers. 

contra account An account related to, and deducted from, another 

account when financial statements are prepared or when book 

values are computed 

contract rate The rate of interest stated on a bond certificate 

contributed capital The net funding that a company receives 

from issuing and acquiring its equity shares 

contribution income statement an income statement format 

in which variable costs are subtracted from revenues to figure 

contribution margin, and fixed costs are then subtracted from 

contribution margin to calculate net income. 

contribution margin the difference between total revenues and 

total variable costs; this amount goes toward covering fixed costs 

and providing a profit. 

contribution margin ratio the portion of each dollar of sales 

revenue contributed toward covering fixed costs and earning a 

profit. 

controlling the process of ensuring that results agree with plans. 

conversion cost the combined costs of direct labor and 

manufacturing overhead incurred to convert raw materials into 

finished goods. 

convertible bond A bond incorporating the holder’s right to 

convert the bond to capital stock under prescribed terms 

convertible securities Debt and equity securities that provide 

the holder with an option to convert those securities into other 

securities 

copyright An exclusive right that protects an owner against the 

unauthorized reproduction of a specific written work or artwork 

core income A company’s income from its usual business 

activities that is expected to continue (persist) into the future 

corporation A legal entity created by the granting of a charter 

from an appropriate governmental authority and owned by 

stockholders who have limited liability for corporate debt 

cost allocation base a measure of volume of activity, such as 

direct labor hours or machine hours, that determines how much of 

a cost pool is assigned to each cost objective. 

cost behavior how costs respond to changes in an activity cost 

driver. 

cost center a responsibility center whose manager is responsible 

only for managing costs. 

cost driver a factor that causes or influences costs. 

cost driver analysis the study of factors that influence costs. 

cost estimation the determination of the relationship between 

activity and cost. 
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cost method An investment is reported at its historical cost, and 

any cash dividends and interest received are recognized in current 

income 

cost method An investment is reported at its historical cost, and 

any cash dividends and interest received are recognized in current 

income 

cost objective an object to which costs are assigned. Examples 

include departments, products, and services. 

cost of capital the average cost of obtaining the resources 

necessary to make investments. 

cost of goods sold The total cost of merchandise sold to customers 

during the accounting period 

cost of goods sold percentage The ratio of cost of goods sold 

divided by net sales 

cost of production report used in a process costing system; 

summarizes unit and cost data for each department or process for 

each period. 

cost pool a collection of related costs, such as departmental 

manufacturing overhead, that is assigned to one or more cost 

objectives, such as products. 

cost prediction the forecasting of future costs. 

cost prediction error the difference between a predicted future 

cost and the actual amount of the cost when, or if, it is incurred. 

cost principle An accounting principle stating that asset measures 

are based on the prices paid to acquire the assets 

cost reduction proposal a proposed action or investment intended 

to reduce the cost of an activity that the organization is committed 

to keeping. 

cost-volume-profit (CVP) analysis a technique used to examine 

the relationships among total volume of some independent 

variable, total costs, total revenues, and profits during a time period 

(typically a month or a year). 

cost-volume-profit graph an illustration of the relationships 

among activity volume, total revenues, total costs, and profits. 

coupon (contract or stated) rate The coupon rate of interest is 

stated in the bond contract; it is used to compute the dollar amount 

of (semiannual) interest payments that are paid to bondholder 

during the life of the bond issue 

coupon bond A bond with coupons for interest payable to bearer 

attached to the bond for each interest period; whenever interest is 

due, the bondholder detaches a coupon and deposits it with his or 

her bank for collection 

covenants Contractual requirements put into loan or bond 

agreements by lenders 

credit (entry) An entry on the right side (or in the credit column) 

of any account 

credit card fee A fee charged retailers for credit card services 

provided by financial institutions; the fee is usually stated as a 

percentage of credit card sales 

credit guarantee A guarantee of another company’s debt by 

cosigning a note payable; a guarantor’s contingent liability that is 

usually disclosed in a balance sheet footnote 

credit memo A document prepared by a seller to inform the 

purchaser that the seller has reduced the amount owed by the 

purchaser due to a return or an allowance 

credit period The maximum amount of time, usually stated in 

days, that the purchaser of merchandise has to pay the seller 

credit rating An opinion formed by a credit-rating agency 

(such as Standard & Poor’s, Moody’s or Fitch) concerning the 

creditworthiness of a borrower (a corporation or a government) 

based on an assessment of the borrower’s likelihood of default 

credit terms The prescribed payment period for purchases on 

credit with discount specified for early payment 

cumulative (preferred stock) A feature associated with preferred 

stock whereby any dividends in arrears must be paid before 

dividends may be paid on common stock 

cumulative effect of a change in principle The cumulative effect 

on net income to the date of a change in accounting principle 

cumulative translation adjustment The amount recorded in the 

equity section as necessary to balance the accounting equation 

when assets and liabilities of foreign subsidiaries are translated into 

$US at the rate of exchange prevailing at the statement date 

current assets Cash and other assets that will be converted to cash 

or used up during the normal operating cycle of the business or one 

year, whichever is longer 

current liabilities Obligations that will require within the coming 

year or operating cycle, whichever is longer, (1) the use of existing 

current assets or (2) the creation of other current liabilities 

current rate method Method of translating foreign currency 

transactions under which balance sheet amounts are translated 

using exchange rates in effect at the period-end consolidation date 

and income statement amounts using the average exchange rate for 

the period 

current ratio Current assets divided by current liabilities; a 

measure of liquidity 

customer level activity an activity performed to obtain or 

maintain each customer. 

customer profitability analysis a presentation showing the profits 

of individual or categories of customers net of the cost of serving 

and supporting those customers. 

customer profitability profile a graphical presentation showing 

the cumulative profits from the most profitable to the least 

profitable customer 

cycle efficiency the ratio of value-added to nonvalue-added 

manufacturing activities. 

cycle time the total time required to complete a process. It is 

composed of the times needed for setup, processing, movement, 

waiting, and inspection. 

Dashboards software programs that tabulate and display 

scorecard results using graphics that mimic the instrument displays 

on an automobile dashboard 

days sales in inventory Inventories divided by average cost of 

goods sold 

days sales in receivables a measure of both solvency and 

performance, the days receivable outstanding tells how long it 
takes to convert accounts receivable into cash or how well the firm 
is managing the credit extended to customers. The general equation 
for days receivable outstanding is: Ending receivables/Average 
daily sales. 



days’ sales in inventory Inventories divided by average cost of 

goods sold 

debenture bond A bond that has no specific property pledged as 

security for the repayment of funds borrowed 

debit (entry) An entry on the left side (or in the debit column) of 

any account 

debt-to-equity ratio A firm’s total liabilities divided by its total 

owners’ equity; a measure of long-term solvency 

decentralization the delegation of decision-making authority to 

successively lower management levels in an organization. The 

lower in the organization the authority is delegated, the greater the 

decentralization. 

declining-balance method An accelerated depreciation method 

that allocates depreciation expense to each year by applying a 

constant percentage to the declining book value of the asset 

default The nonpayment of interest and principal and/or the 

failure to adhere to the various terms and conditions of the bond 

indenture 

deferrals Adjustments that allocate various assets and revenues 

received in advance to the proper accounting periods as expenses 

and revenues 

deferred revenue A liability representing revenues received in 

advance; also called unearned revenue 

deferred tax liability A liability representing the estimated 

future income taxes payable resulting from an existing temporary 

difference between an asset’s book value and its tax basis 

deferred tax valuation allowance Reduction in a reported 

deferred tax asset to adjust for the amount that is not likely to be 

realized 

defined benefit plan A type of retirement plan under which the 

company promises to make periodic payments to the employee 

after retirement 

defined contribution plan A retirement plan under which the 

company makes cash contribution into an employee’s account 

(usually with a third-party trustee like a bank) either solely or as a 

matching contribution 

degree of operating leverage a measure of operating leverage, 

often computed as the contribution margin divided by income 

before taxes. 

denominator variance see fixed overhead volume variance. 

depletion The allocation of the cost of natural resources to the 

units extracted and sold or, in the case of timberland, the board feet 

of timber cut 

depreciation The decline in economic potential (using up) of 

plant assets originating from wear, deterioration, and obsolescence 

depreciation accounting The process of allocating the cost of 

equipment, vehicles, and buildings (not land) to expense over the 

time period benefiting from their use 

depreciation base The acquisition cost of an asset less estimated 

salvage value 

depreciation rate An estimate of how the asset will be used up 

over its useful life—evenly over its useful life, more heavily in the 

early years, or in proportion to its actual usage 

depreciation tax shield the reduction in taxes due to the 

deductibility of depreciation from taxable revenues. 

Glossary G-6 

derivatives Financial instruments such as futures, options, and 

swaps that are commonly used to hedge (mitigate) some external 

risk, such as commodity price risk, interest rate risk, or risks 

relating to foreign currency fluctuations 

descriptive model a model that merely specifies the relationships 

between a series of independent and dependent variables. 

design for manufacture explicitly considering the costs of 

manufacturing and servicing a product while it is being designed. 

differential cost analysis an approach to the analysis of relevant 

costs that focuses on the costs that differ under alternative actions. 

diluted earnings per share The earnings per share computation 

taking into consideration the effects of dilutive securities 

dilutive securities Securities that can be exchanged for shares 

of common stock and, thereby, increase the number of common 

shares outstanding 

direct costing see variable costing. 

direct department cost a cost directly traceable to a department 

upon its incurrence. 

direct labor wages earned by production employees for the 

time they spend working on the conversion of raw materials into 

finished goods. 

direct materials the costs of primary raw materials that are 

converted into finished goods. 

direct method (for cost allocation) a method of allocating service 

department costs to producing departments based only on the 

amount of services provided to the producing departments; it does 

not recognize any interdepartmental services. 

direct method (for statement of cash flow) a reporting format 

for the operating section of the statement of cash flows; where 

basically, the income statement is reconstructed on a cash basis 

so that the primary categories of cash inflows and outflows from 

operating activities are reported. 

direct segment fixed costs costs that would not be incurred if the 

segment being evaluated were discontinued. They are specifically 

identifiable with a particular segment. 

discontinued operations Net income or loss from business 

segments that are up for sale or have been sold in the current 

period 

discount bond A bond that is sold for less than its par (face) value 

discount on notes payable A contra-account that is subtracted 

from the Notes Payable amount on the balance sheet; as the life 

of the note elapses, the discount is reduced and charged to interest 

expense 

discount period The maximum amount of time, usually stated in 

days, that the purchaser of merchandise has to pay the seller if the 

purchaser wants to claim the cash discount 

discount rate the minimum rate of return required for the project 

to be acceptable. 

discounted cash flow (DCF) model The value of a security is 

equal to the present value of the expected free cash flows to the 

firm, discounted at the weighted average cost of capital (WACC) 

discounting The exchanging of notes receivable for cash at a 

financial institution at an amount that is less than the face value of 

the notes 

discretionary cost center a cost center that does not have clearly 

defined relationships between effort and accomplishment. 
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discretionary fixed costs costs set at a fixed amount each period 

at the discretion of management. 

dividend discount model The value of a security today is equal to 

the present value of that security’s expected dividends, discounted 

at the weighted average cost of capital 

dividend payout ratio Annual dividends per share divided by the 

earnings per share or by net income 

dividend yield Annual dividends per share divided by the market 

price per share 

dividends account A temporary equity account used to 

accumulate owner dividends from the business 

division margin the amount each division contributes toward 

covering common corporate expenses and generating corporate 

profits. It is computed by subtracting all direct fixed expenses 

identifiable with each division from the contribution margin. 

double-entry accounting system A method of accounting that 

recognizes the duality of a transaction such that the analysis results 

in a recording of equal amounts of debits and credits 

earned When referring to revenue, the seller’s execution of its 

duties under the terms of the agreement, with the resultant passing 

of title to the buyer with no right of return or other contingencies 

earned capital The cumulative net income (losses) retained by the 

company (not paid out to shareholders as dividends) 

earnings per share (EPS) Net income less preferred stock 

dividends divided by the weighted average common shares 

outstanding for the period 

earnings quality The degree to which reported earnings represent 

how well the firm has performed from an economic standpoint 

earnings smoothing Earnings management with a goal to provide 

an earnings stream with less variability 

EBIT Earnings before interest and taxes 

EBITDA Earnings before interest, taxes, depreciation and 

amortization 

economic profit The number of inventory units sold multiplied 

by the difference between the sales price and the replacement cost 

of the inventories (approximated by the cost of the most recently 

purchased inventories) 

economic value added (EVA) Net operating profits after tax less 

a charge for the use of capital equal to beginning capital utilized 

in the business multiplied by the weighted average cost of capital 

(EVA = NOPAT — [r,, X Net operating assets]) 

effective interest method A method of amortizing bond premium 

or discount that results in a constant rate of interest each period and 

varying amounts of premium or discount amortized each period 

effective interest rate The rate determined by dividing the total 

discount amount by the cash proceeds on a note payable when the 

borrower borrowed at a discount 

effective rate The current rate of interest in the market for a bond 

or other debt instrument; when issued, a bond is priced to yield the 

market (effective) rate of interest at the date of issuance 

efficient markets hypothesis Capital markets are said to be 

efficient if at any given time, current equity (stock) prices reflect 

all relevant information that determines those equity prices 

electronic data interchange (EDI) the electronic communication 

of data between organizations. 

employee severance costs Accrued (estimated) costs for 

termination of employees as part of a restructuring program 

employee stock options A form of compensation that grants a 

select group of employees the right to purchase a fixed number of 

company shares at a fixed price for a predetermined time period 

enterprise resource planning (ERP) enterprise management 

information systems that provide organizations an integrated set of 

operating, financial, and management systems. 

equity carve out A corporate divestiture of operating units 

equity method The prescribed method of accounting for 

investments in which the investor company has a significant 

influence over the investee company (usually taken to be 

ownership between 20-50% of the outstanding common stock of 

the investee company) 

equivalent completed units the number of completed units that is 

equal, in terms of production effort, to a given number of partially 

completed units. 

ethics the moral quality, fitness, or propriety of a course of action 

that can injure or benefit people; also, the values, rules, and 

justifications that governs one’s way of life. 

executory contract A contract where a party has a material 

unperformed obligation that, if not performed, will result in a 

breach of contract 

expenses Decreases in owners’ equity incurred by a firm in the 

process of earning revenues 

external failure costs quality costs incurred when nonconforming 

products or services are delivered to customers. 

extraordinary items Revenues and expenses that are both unusual 

and infrequent and are, therefore, excluded from income from 

continuing operations 

F 

face amount The principal amount of a bond or note to be repaid 

at maturity 

facility level activity an activity performed to maintain general 

manufacturing or marketing capabilities. 

factoring Selling an account receivable to another company, 

typically a finance company or a financial institution, for less than 

its face value 

fair value Value that an asset could be sold for (or an obligation 

discharged) in an orderly market, between willing buyers and 

sellers; often, but not always, is current market value 

fair value method Method of accounting that records on the 

balance sheet, the asset or liabilities fair value, and records on the 

income statement, changes in the fair value 

file a collection of related records. 

financial accounting an information processing system that 

generates general-purpose reports of financial operations (income 

statement and cash flows statement) and financial position (balance 

sheet) for an organization. 

Financial Accounting Standards Board (FASB) The 

organization currently responsible for setting accounting standards 

for reporting financial information by U.S. entitites 

financial assets Normally consist of excess resources held for 

future expansion or unexpected needs; they are usually invested 

in the form of other companies’ stock, corporate or government 

bonds, and real estate 



financial leverage The proportionate use of borrowed funds in the 

capital structure, computed as net nonoperating obligations (NNO) 

divided by average equity 

financial reporting the process of preparing financial statements 

(income statement, balance sheet, and statement of cash flows) for 

a firm in accordance with generally accepted accounting principles. 

financial reporting objectives A component of the conceptual 

framework that specifies that financial statements should provide 

information (1) useful for investment and credit decisions, 

(2) helpful in assessing an entity’s ability to generate future 

cash flows, and (3) about an entity’s resources, claims to those 

resources, and the effects of events causing changes in these items 

financial statement analysis the process of interpreting and 

evaluating financial statements by using the data contained in 

them to produce additional financial measures. Financial statement 

analysis involves comparing financial statements for the current 

period with those of the previous periods, studying the internal 

composition of the financial statements, and studying relationships 

within and among the financial statements. 

financial statement elements A part of the conceptual framework 

that identifies the significant components—such as assets, 

liabilities, equity, revenues, and expenses—used to guide financial 

statement preparation 

financing activities business activities that involve (1) resource 

transfers between the entity and its owners and (2) the securement 

of loans from and the repayment of them to nonowners (creditors). 

financing activities Methods that companies use to raise the funds 

to pay for resources such as land, buildings, and equipment 

finished goods inventory The dollar amount of inventory that has 

completed the production process and is awaiting sale to customers 

finished goods inventory The dollar amount of inventory that has 

completed the production process and is awaiting sale 

first-in, first-out (FIFO) method One of the prescribed methods 

of inventory costing; FIFO assumes that the first costs incurred for 

the purchase or production of inventory are the first costs relieved 

from inventory when goods are sold 

first-in, first-out (FIFO) method in process costing A costing 

method that accounts for unit costs of beginning inventory units 

separately from those started during the current period. The first 

costs incurred each period are assumed to have been used to 

complete the unfinished units left over from the previous period. 

fiscal year The annual accounting period used by a business firm 

fiscal year The annual accounting period used by a business firm 

five forces of competitive intensity Industry competition, 

bargaining power of buyers, bargaining power of suppliers, threat 

of substitution, threat of entry 

fixed assets An alternate label for long-term assets; may also be 

called property, plant, and equipment (PPE) 

fixed costs Costs that do not change with changes in sales volume 

(over a reasonable range); with a unit level cost driver as the 

independent variable, fixed costs are a constant amount per period 

of time 

fixed manufacturing overhead all fixed costs associated with 

converting raw materials into finished goods. 

fixed overhead budget variance the difference between budgeted 

and actual fixed overhead. 
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fixed overhead volume variance the difference between total 

budgeted fixed overhead and total standard fixed overhead 

assigned to production. 

fixed selling and administrative costs all fixed costs other 

than those directly associated with converting raw materials into 

finished goods. 

flexible budget variance computed for each cost as the difference 

between the actual cost and the flexible budget cost of producing a 

given quantity of product or service. 

flexible budgets budgets that are drawn up for a series of possible 

production and sales volumes or adjusted to a particular level of 

production after the fact. These budgets, based on cost-volume or 

cost-activity relationships, are used to determine what costs should 

have been for an attained level of activity. 

flexible manufacturing systems (FMS) an extension of 

computer-aided manufacturing techniques through a series of 

manufacturing operations. These operations include the automatic 

movement of units between operations and the automatic and rapid 

setup of machines to produce each product. 

forecast The projection of financial results over the forecast 

horizon and terminal periods 

foreign currency transaction The $US equivalent of an asset or 

liability denominated in a foreign currency 

foreign exchange gain or loss The gain (loss) recognized in the 

income statement relating to the change in the $US equivalent of 

an asset or liability denominated in a foreign currency 

for-profit organization an organization that has profit as a 

primary mission. 

forward earnings earnings expected to be reported in the next 

period. 

franchise Generally, an exclusive right to operate or sell a specific 

brand of products in a given geographic area 

free cash flow This excess cash flow (above that required to 

manage its growth and development) from which dividends can be 

paid; computed as NOPAT — Increase in NOA 

full absorption cost see absorption costing. 

full costing see absorption costing. 

full costs include all costs, regardless of their behavior patterns 

(variable or fixed) or activity level. 

full disclosure principle An accounting principle stipulating the 

disclosure of all facts necessary to make financial statements useful 

to readers 

fully diluted earnings per share See diluted earnings per share 

functional currency The currency representing the primary 

currency in which a business unit conducts its operations 

functional income statement a type of income statement where 

costs are classified according to function, rather than behavior. It is 

typically included in external financial reports. 

fundamental analysis Uses financial information to predict future 

valuation and, hence, buy-sell stock strategies 

funded status The difference between the pension obligation and 

the fair market value of the pension investments 

future value the amount a current sum of money (or series of 

monies) earning a stated rate of interest will accumulate to at the 

end of a future period. 
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G 
general and administrative expense budget presents the 

expenses the organization plans to incur in connection with the 

general administration of the organization. Included are expenses 

for such things as the accounting department, the computer center, 

and the president’s office. 

general journal A journal with enough flexibility so that any type 

of business transaction can be recorded in it 

general ledger A grouping of all of an entity’s accounts that are 

used to prepare the basic financial statements 

generally accepted accounting principles (GAAP) A set of 

standards and procedures that guide the preparation of financial 

statements 

goal a definable, measurable objective. 

going concern concept An accounting principle that assumes that, 

in the absence of evidence to the contrary, a business entity will 

have an indefinite life 

goodwill The value that derives from a firm’s ability to earn more 

than a normal rate of return on the fair market value of its specific, 

identifiable net assets; computed as the residual of the purchase 

price less the fair market value of the net tangible and intangible 

assets acquired 

gross margin The difference between net sales and cost of goods 

sold: also called gross profit 

gross profit margin (GPM) (percentage) The ratio of gross 

profit on sales divided by net sales 

gross profit on sales The difference between net sales and cost of 

goods sold; also called gross margin 

held-to-maturity securities The designation given to a portfolio 

of bond investments that are expected to be held until they mature 

high-low method of cost estimation utilizes data from two time 

periods, a representative high activity period and a representative 

low activity period, to estimate fixed and variable costs. 

historical cost Original acquisition or issuance costs 

holding company The parent company of a subsidiary 

holding gain The increase in replacement cost since the 

inventories were acquired, which equals the number of units sold 

multiplied by the difference between the current replacement cost 

and the original acquisition cost 

horizon period The forecast period for which detailed estimates 

are made, typically 5—10 years 

horizontal analysis Analysis of a firm’s financial statements that 

covers two or more years 

IASB International Accounting Standards Board, independent, 

privately funded accounting standard-setter based in London, 

responsible for developing IFRS and promoting the use and 

application of these standards. 

IFRS International Financial Reporting Standards, a body of 

accounting standards developed by the International Accounting 

Standards Board and used for financial reports across much of the 

world 

impairment A reduction in value from that presently recorded 

impairment loss A loss recognized on an impaired asset equal to 

the difference between its book value and current fair value 

imposed budget see top-down budget. 

income statement a summary of economic events during a period 

of time, showing the revenues generated by operating activities, the 

expenses incurred in generating those revenues, and any gains or 

losses attributed to the period. 

incremental budgeting an approach to budgeting where costs 

for a coming period are budgeted as a dollar or percentage change 

from the amount budgeted for (or spent during) some previous 

period. 

indirect department cost a cost reassigned, or allocated, to a 

department from another cost objective. 

indirect method A presentation format for the statement of cash 

flows that refers to the operating section only; that section begins 

with net income and converts it to cash flows from operations 

indirect segment costs see common segment costs. 

inspection time the amount of time it takes units to be inspected. 

intangible assets A term applied to a group of long-term assets, 

including patents, copyrights, franchises, trademarks, and goodwill, 

that benefit an entity but do not have physical substance 

integer programming a variation of linear programming that 

determines the solution in whole numbers. 

interdepartmental services services provided by one service 

department to other service departments. 

interest cost (pensions) The increase in the pension obligation 

due to the accrual of an additional year of interest 

internal auditing A company function that provides independent 

appraisals of the company’s financial statements, its internal 

controls, and its operations 

internal controls The measures undertaken by a company to 

ensure the reliability of its accounting data, protect its assets 

from theft or unauthorized use, make sure that employees are 

following the company’s policies and procedures, and evaluate 

the performance of employees, departments, divisions, and the 

company as a whole 

internal failure costs quality costs incurred when materials, 

components, products, or services are identified as defective before 

delivery to customers. 

internal rate of return (IRR) (often called the time-adjusted 

rate of return) the discount rate that equates the present value of 

a project’s cash inflows with the present value of the project’s cash 

outflows. 

inventory carrying costs Costs of holding inventories, including 

warehousing, logistics, insurance, financing, and the risk of loss 

due to theft, damage, or technological or fashion change 

inventory shrinkage The cost associated with an inventory 

shortage; the amount by which the perpetual inventory exceeds the 

physical inventory 

inventory turnover Cost of goods sold divided by average 

inventory 

inventory turnover (in dollars) often regarded as a measure of 

both solvency and performance, inventory turnover tells how long 

it takes to convert inventory into current monetary assets and how 

well the firm is managing investments in inventory. The general 

equation for inventory turnover is: Cost of goods sold/Average 

inventory cost. 



inventory turnover (in units) the annual demand in units divided 

by the average inventory in units. 

investing activities The acquiring and disposing of resources 

(assets) that a company uses to acquire and sell its products and 

services 

investing creditors Those who primarily finance investing 

activities 

investment center a responsibility center whose manager is 

responsible for the relationship between its profits and the total 

assets invested in the center. In general, the management of an 

investment center is expected to earn a target profit per dollar 

invested. 

investment returns The increase in pension investments resulting 

from interest, dividends, and capital gains on the investment 

portfolio 

investment tax credit a reduction in income taxes of a percent 

of the cost of a new asset in the year the new asset is placed in 

service. 

invoice A document that the seller sends to the purchaser to 

request payment for items that the seller shipped to the purchaser 

invoice price The price that a seller charges the purchaser for 

merchandise 

IOU A slang term for a receivable 

irrelevant costs costs that do not differ among competing decision 

alternatives. 

IRS Internal Revenue Service, the U.S. taxing authority 

issued stock Shares of stock that have been sold and issued to 

stockholders; issued stock may be either outstanding or in the 

treasury 

J 

job cost sheet a document used to track the status of and 

accumulate the costs for a specific job in a job cost system. 

job order production the manufacturing of products in single 

units or in batches of identical units. 

job production see job order production. 

joint costs all materials and conversion costs of joint products 

incurred prior to the split-off point. 

joint products two or more products simultaneously produced by 

a single process from a common set of inputs. 

journal A tabular record in which business transactions are 

analyzed in debit and credit terms and recorded in chronological 

order 

just-in-time (JIT) inventory Receive inventory from suppliers 

into the production process just at the point it is needed 

just-in-time (JIT) inventory management a comprehensive 

inventory management philosophy that stresses policies, 

procedures, and attitudes by managers and other workers that result 

in the efficient production of high-quality goods while maintaining 

the minimum level of inventories. 

just-in-time (JIT) inventory philosophy Receive inventory from 

suppliers into the production process just at the point it is needed 

Kaizen costing see continuous improvement costing. 

kanban system see materials pull system. 
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L 

labor efficiency variance the difference between the standard cost 

of actual labor inputs and the flexible budget cost for labor. 

labor rate (Spending) variance the difference between the actual 

cost and the standard cost of actual labor inputs. 

land improvements Improvements with limited lives made to 

land sites, such as paved parking lots and driveways 

last-in, first-out (LIFO) method One of the prescribed methods 

of inventory costing; LIFO assumes that the last costs incurred for 

the purchase or production of inventory are the first costs relieved 

form inventory when goods are sold 

lean accounting a system of product cost assignment where costs 

are assigned to value streams of multiple products rather than to 

individual products 

lean production a philosophy of inventory production and 

management that emphasizes increased coordination throughout 

the value chain, reduced inventory, reduced production times, 

increased product quality, and increased employee involvement and 

empowerment 

lease A contract between a lessor (owner) and lessee (tenant) for 

the rental of property 

leasehold The rights transferred from the lessor to the lessee by a 

lease 

leasehold improvements Expenditures made by a lessee to alter 

or improve leased property 

least-squares regression analysis uses a mathematical technique 

to fit a cost estimating equation to the observed data in a manner 

that minimizes the sum of the vertical squared estimating errors 

between the estimated and actual costs at each observation. 

lessee The party acquiring the right to the use of property by a 

lease 

lessor The owner of property who transfers the right to use the 

property to another party by a lease 

leveraging The use of borrowed funds in the capital structure of a 

firm; the expectation is that the funds will earn a return higher than 

the rate of interest on the borrowed funds 

liabilities The obligations, or debts, that an entity must pay in 

money or services at some time in the future because of past 

transactions or events 

life-cycle budgeting an approach to budgeting when the entire life 

of the project represents a more useful planning horizon than an 

artificial period of one year. 

life-cycle costs from the seller’s perspective, all costs associated 

with a product or service ranging from those incurred with initial 

conception through design, pre-production, production, and 

after-production support. From the buyer’s perspective, all costs 

associated with a purchased product or service, including initial 

acquisition costs and subsequent costs of operation, maintenance, 

repair, and disposal. 

LIFO conformity rule IRS requirement to cost inventories using 

LIFO for tax purposes if they are costed using LIFO for financial 

reporting purposes 

LIFO liquidation The reduction in inventory quantities when 

LIFO costing is used; LIFO liquidation yields an increase in gross 

profit and income when prices are rising 

LIFO reserve The difference between the cost of inventories 

using FIFO and the cost using LIFO 
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linear algebra method (reciprocal) method a method of 

allocating service department costs using a series of linear 

algebraic equations, which are solved simultaneously, to allocate 

service department costs both interdepartmentally among service 

departments and to the producing departments. 

linear programming an optimizing model used to assist managers 

in making decisions under constrained conditions when linear 

relationships exist between all variables. 

liquidation value per share The amount that would be received 

by a holder of a share of stock if the corporation liquidated 

liquidity How much cash the company has, how much ts 

expected, and how much can be raised on short notice 

list price The suggested price or reference price of merchandise in 

a catalog or price list 

long-term liabilities Debt obligations not due to be settled within 

the normal operating cycle or one year, whichever is longer 

lower of cost or market (LCM) GAAP requirement to write 

down the carrying amount of inventories on the balance sheet if 

the reported cost (using FIFO, for example) exceeds market value 

(determined by current replacement cost) 

maker The signer of a promissory note 

managed fixed costs see discretionary fixed costs. 

management accounting a discipline concerned with financial 

and related information used by managers and other persons 

inside specific organizations to make strategic, organizational, and 

operational decisions. 

management by exception an approach to performance 

assessment whereby management directs attention only to those 

activities not proceeding according to plan. 

management discussion and analysis (MD&A) The section of 

the 10-K report in which a company provides a detailed discussion 

of its business activities 

managerial accounting The accounting activities carried out by 

a firm’s accounting staff primarily to furnish managers and other 

employees with accounting data for decisions related to the firm’s 

operations 

manufacturers Companies that convert raw materials and 

components into finished products through the application of 

skilled labor and machine operations 

manufacturing costs The costs of direct materials, direct labor, 

and manufacturing overhead incurred in the manufacture of a 

product 

manufacturing cost budget a budget detailing the direct 

materials, direct labor, and manufacturing overhead costs that 

should be incurred by manufacturing operations to produce the 

number of units called for in the production budget. 

manufacturing margin the result when direct manufacturing 

costs (variable costs) are deducted from product sales. 

manufacturing organizations organizations that process raw 

materials into finished products for sale to others. 

manufacturing overhead all manufacturing costs other than 

direct materials and direct labor. 

margin of safety the amount by which actual or planned sales 

exceed the break-even point. 

marginal cost the varying increment in total cost required to 

produce and sell an additional unit of product. 

marginal revenue the varying increment in total revenue derived 

from the sale of an additional unit. 

market (yield) rate This is the interest rate that investors expect 

to earn on the investment in this debt security; this rate is used to 

price the bond issue 

market cap Market capitalization of the firm, or value as 

perceived by investors; computed as market value per share 

multiplied by shares outstanding 

market method accounting Securities are reported at current 

market values (marked-to-market) on the statement date 

market segment level activity performed to obtain or maintain 

operations in a market segment. 

market value The published price (as listed on a stock exchange) 

market value per share The current price at which shares of 

stock may be bought or sold 

master budget the grouping together of all budgets and 

supporting schedules. This budget coordinates all the financial and 

operational activities and places them into an organization wide set 

of budgets for a given time period. 

matching principle An accounting guideline that states that 

income is determined by relating expenses, to the extent feasible, 

with revenues that have been recorded 

materiality An accounting guideline that states that transactions 

so insignificant that they would not affect a user’s actions or 

perception of the company may be recorded in the most expedient 

manner 

materials inventory The physical component of inventory; the 

other components of manufactured inventory are labor costs and 

overhead costs 

materials price variance the difference between the actual 

materials cost and the standard cost of actual materials inputs. 

materials pull system an inventory production flow system in 

which employees at each station work to replenish the inventory 

used by employees at subsequent stations. The building of excess 

inventories is strictly prohibited. When the number of units in 

inventory reaches a specified limit, work at the station stops until 

workers at a subsequent station pull a unit from the in-process 

storage area. 

materials push system an inventory production flow system in 

which employees work to reduce the pile of inventory building up 

at their work stations. Workers at each station remove materials 

from an in-process storage area, complete their operation, and 

place the output in another in-process storage area. Hence, they 

push the work to the next work station. 

materials quantity variance the difference between the standard 

cost of actual materials inputs and the flexible budget cost for 

materials. 

materials requisition form a document used to record the type 

and quantity of each raw material issued to the factory. 

maturity date The date on which a note or bond matures 

measuring unit concept An accounting guideline noting that the 

accounting unit of measure is the basic unit of money 

merchandise inventory A stock of products that a company 

buys from another company and makes available for sale to its 
customers 



merchandising firm A company that buys finished products, 

stores the products for varying periods of time, and then resells the 

products 

merchandising organizations organizations that buy and sell 

goods without performing manufacturing operations. 

method of comparables model Equity valuation or stock values 

are predicted using price multiples, which are defined as stock 

price divided by some key financial statement number such as net 

income, net sales, book value of equity, total assets, or cash flow; 

companies are then compared with their competitors 

minimum level budgeting an approach to budgeting that 

establishes a base amount for all budget items and requires 

explanation or justification for any budgeted amount above the 

minimum (base). 

minority interest See noncontrolling interest 

mission the basic purpose toward which an organization’s 

activities are directed. 

mixed costs costs that contain a fixed and a variable cost element. 

model a simplified representation of some real-world 

phenomenon. 

modified accelerated cost recovery system (MACRS) See 

accelerated cost recovery system 

movement time the time units spend moving between work or 

inspection stations. 

multiple element arrangements sales (revenue) arrangements 

containing multiple deliverables and, in some cases, multiple cash- 

flow streams 

mutually exclusive investments two or more capital expenditure 

proposals where the acceptance of one investment automatically 

causes the rejection of the other(s). 

N 

natural resources Assets occurring in a natural state, such as 

timber, petroleum, natural gas, coal, and other mineral deposits 

net asset based valuation model Equity is valued as reported 

assets less reported liabilities 

net assets The difference between an entity’s assets and liabilities; 

net assets are equal to stockholders’ equity 

net book value (NBV) The cost of the asset less accumulated 

depreciation; also called carrying value 

net financial obligations (NFO) net total of all financial 

(nonoperating) obligations less financial (nonoperating) assets 

net income The excess of a firm’s revenues over its expenses 

net loss The excess of a firm’s expenses over its revenues 

net nonoperating expense (NNE) Nonoperating expenses 

and losses (including the portion of net income attributable to 

noncontrolling interests) less nonoperating income and gains 

net nonoperating expense percentage (NNEP) Net nonoperating 

expense divided by net nonoperating obligations (NNO) 

net nonoperating obligations (NNO) All nonoperating 

obligations (including noncontrolling interests) less nonoperating 

assets 

net operating asset turnover (NOAT) Ratio obtained by dividing 

sales by net operating assets 
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net operating assets (NOA) Current and long-term operating 

assets less current and long-term operating liabilities; or net 

operating working capital plus long-term net operating assets 

net operating profit after tax (NOPAT) Sales less operating 

expenses (including taxes) 

net operating profit margin (NOPM) ratio obtained by dividing 

net operating profit after tax (NOPAT) by sales 

net present value the present value of a project’s net cash inflows 

from operations and disinvestment less the amount of the initial 

investment. 

net operating working capital (NOWC) Current operating assets 

less current operating liabilities 

net realizable value The value at which an asset can be sold, net 

of any costs of disposition 

net sales The total revenue generated by a company through 

merchandise sales less the revenue given up through sales returns 

and allowances and sales discounts 

net sales volume variance indicates the impact of a change in 

sales volume on the contribution margin, given the budgeted 

selling price and the standard variable costs. It is computed as the 

difference between the actual and the budgeted sales volumes times 

the budgeted unit contribution margin. 

net working capital Current assets less current liabilities 

nominal rate The rate of interest stated on a bond certificate or 

other debt instrument 

noncash investing and financing activities Significant business 

activities during the period that do not impact cash inflows or cash 

outflows 

noncontrolling interest The portion of equity (net assets) in a 

subsidiary not attributable, directly or indirectly, to a parent. A 

noncontrolling interest (formerly called minority interest) typically 

represents the ownership interest of shareholders other than those 

of the parent company. 

noncurrent liabilities Obligations not due to be paid within one 

year or the operating cycle, whichever is longer 

nonoperating expenses Expenses that relate to the company’s 

financing activities and include interest income and interest 

expense, gains and losses on sales of securities, and income or loss 

on discontinued operations 

non-value-added activity an activity that does not add value to a 

product or service from the viewpoint of the customer. 

no-par stock Stock that does not have a par value 

NOPAT Net operating profit after tax 

normal operating cycle For a particular business, the average 

period of time between the use of cash in its typical operating 

activity and the subsequent collection of cash from customers 

note receivable A promissory note held by the note’s payee 

notes to financial statements Footnotes in which companies 

discuss their accounting policies and estimates used in preparing 

the statements 

not-for-profit organization an organization that does not have 

profit as a primary goal. 

not-sufficient-funds check A check from an individual or 

company that had an insufficient cash balance in the bank when 

the holder of the check presented it to the bank for payment 
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oO 
objective function in linear programming models, the goal to be 

minimized or maximized. 

objectivity principle An accounting principle requiring that, 

whenever possible, accounting entries are based on objectively 

determined evidence 

off-balance-sheet financing The structuring of a financing 

arrangement so that no liability shows on the borrower’s balance 

sheet 

operating activities business activities related to a company’s 

normal income-earning activity (research, develop, produce, 

purchase, market, and distribute company products and services) 

operating asset turnover The ratio obtained by dividing sales by 

average net operating assets 

operating budget detailed plans to guide operations throughout 

the budget period. 

operating cash flow to capital expenditures ratio A firm’s net 

cash flow from operating activities divided by its annual capital 

expenditures 

operating cash flow to current liabilities ratio A firm’s net 

cash flow from operating activities divided by its average current 

liabilities 

operating creditors Those who primarily finance operating 

activities 

operating cycle The time between paying cash for goods or 

employee services and receiving cash from customers 

operating expense margin (OEM) The ratio obtained by dividing 

any operating expense item or category by sales 

operating expenses The usual and customary costs that a 

company incurs to support its main business activities; these 

include cost of goods sold, selling expenses, depreciation expense, 

amortization expense, research and development expense, and 

taxes on operating profits 

operating lease A lease by which the lessor retains the usual risks 

and rewards of owning the property 

operating leverage a measure of the extent that an organization’s 

costs are fixed. 

operating profit margin The ratio obtained by dividing NOPAT 

by sales 

operational audit An evaluation of activities, systems, and 

internal controls within a company to determine their efficiency, 

effectiveness, and economy 

operations list a document that specifies the manufacturing 

operations and related times required to produce one unit or batch 

of product. 

opportunity cost the net cash inflow that could be obtained if the 

resources committed to one action were used in the most desirable 

other alternative. 

optimal solution in linear programming models, the feasible 

solution than maximizes or minimizes the value of the objective 

function, depending on the decision maker’s goal. 

optimizing model a model that suggests a specific choice between 

decision alternatives. 

order level activity an activity performed for each sales order. 

order-filling costs costs incurred to place finished goods in 

the hands of purchasers (for example, storing, packaging, and 

transportation). 

order-getting costs costs incurred to obtain customers’ orders 

(for example, advertising, salespersons’ salaries and commissions, 

travel, telephone, and entertainment). 

organization chart an illustration of the formal relationships 

existing between the elements of an organization. 

organization costs Expenditures incurred in launching a business 

(usually a corporation), including attorney’s fees and various fees 

paid to the state 

organization structure the arrangement of lines of responsibility 

within the organization. 

organizational cost drivers choices concerning the organization 

of activities and the involvement of persons inside and outside the 

organization in decision making. 

organizational-based cost systems used for financial reporting, 

these systems focus on organizational units such as a company, 

plant, or department rather than on processes and activities. 

organizing the process of making the organization into a well- 

ordered whole. 

outcomes assessment see performance measurement. 

outlay costs costs that require future expenditures of cash or other 

resources. 

output/input budgeting an approach to budgeting where physical 

inputs and costs are budgeted as a function of planned unit level 

activities. The budgeted inputs are a function of the planned 

outputs. 

outsourcing the external acquisition of services or components. 

other comprehensive income (OCI) The change in stockholders’ 

equity other than those arising from capital (stock) transactions 

and those included in net income; typical OCI components are 

unrealized gains (losses) on available-for-sale securities and 

derivatives, minimum pension liability adjustment, and foreign 

currency translation adjustments 

outstanding checks Checks issued by a firm that have not yet 

been presented to its bank for payment 

outstanding stock Shares of stock that are currently owned by 

stockholders (excludes treasury stock) 

owners’ equity The interest of owners in the assets of an entity; 

equal to the difference between the entity’s assets and liabilities; 

also called stockholders’ equity or equity 

P 

packing list A document that lists the items of merchandise 

contained in a carton and the quantity of each item; the packing list 

is usually attached to the outside of the carton 

paid-in capital The amount of capital contributed to a corporation 

by various transactions; the primary source of paid-in capital is 

from the issuance of shares of stock 

par (bonds) Face value of the bond 

par value (stock) An amount specified in the corporate charter 

for each share of stock and imprinted on the face of each stock 
certificate, often determines the legal capital of the corporation 

parent company A company owning one or more subsidiary 

companies 



parsimonious method to multiyear forecasting Forecasting 

multiple years using only sales growth, net operating profit margin 

(NOPM), and the turnover of net operating assets (NOAT) 

participation budget sce bottom-up budget. 

partnership A voluntary association of two or more persons for 

the purpose of conducting a business 

password A string of characters that a computer user enters into a 

computer terminal to prove to the computer that the person using 

the computer is truly the person named in the user identification 

code 

patent An exclusive privilege granted for 20 years to an inventor 

that gives the patent holder the right to exclude others from 

making, using, or selling the invention 

payback period the time required to recover the initial investment 

in a project from operations. 

payee The company or individual to whom a promissory note is 

made payable 

payment approval form A document that authorizes the payment 

of an invoice 

pension plan A plan to pay benefits to employees after they retire 

from the company; the plan may be a defined contribution plan or 

a defined benefit plan 

percentage of net sales method A procedure that determines the 

uncollectible accounts expense for the year by multiplying net 

credit sales by the estimated uncollectible percentage 

percentage-of-completion method Recognition of revenue by 

determining the costs incurred per the contract as compared to its 

total expected costs 

performance measurement the determination of the extent to 

which actual outcomes correspond to planned outcomes. 

period costs expired costs not related to manufacturing inventory; 

they are recognized as expenses when incurred. 

performance obligation a promise in a contract with a customer 

to transfer a good or service to the customer; includes promises 

that are implied by business practices, published policies, or 

explicit statements if those promises create an expectation of the 

customer that the entity will perform. 

period statement A financial statement accumulating information 

for a specific period of time; examples are the income statement, 

the statement of stockholders’ equity, and the statement of cash 

flows 

permanent account An account used to prepare the balance sheet; 

that is, asset, liability, and equity capital (capital stock and retained 

earnings) accounts; any balance in a permanent account at the end 

of an accounting period is carried forward to the next period 

physical inventory A year-end procedure that involves counting 

the quantity of each inventory item, determining the unit cost of 

each item, multiplying the unit cost times quantity, and summing 

the costs of all the items to determine the total inventory at cost 

physical model a scaled-down version or replica of physical 

reality. 

planning the process of selecting goals and strategies to achieve 

those goals. 

plant assets Land, buildings, equipment, vehicles, furniture, and 

fixtures that a firm uses in its operations; sometimes referred to by 

the acronym PPE 
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pooling of interests method A method of accounting for business 

combinations under which the acquired company is recorded on 

the acquirer’s balance sheet at its book value, rather than market 

value; this method is no longer acceptable under GAAP for 

acquisitions occurring after 2001 

position statement A financial statement, such as the balance 

sheet, that presents information as of a particular date 

post-closing trial balance A list of general ledger accounts and 

their balances after closing entries have been recorded and posted 

postdated check A check from another person or company with a 

date that is later than the current date; a postdated check does not 

become cash until the date of the check 

practical capacity the maximum possible activity, allowing for 

normal repairs and maintenance. 

predetermined manufacturing overhead rate an overhead 

rate established at the start of each year by dividing the predicted 

overhead costs for the year by the predicted volume of activity in 

the overhead base for the year. 

preemptive right The right of a stockholder to maintain his or 

her proportionate interest in a corporation by having the right to 

purchase an appropriate share of any new stock issue 

preferred stock A class of corporate capital stock typically 

receiving priority over common stock in dividend payments and 

distribution of assets should the corporation be liquidated 

premium bond A bond that is sold for more than its par (face) 

value 

present value the current worth of a specified amount of money 

to be received at some future date at some specified interest rate. 

present value index the present value of the project’s subsequent 

cash flows divided by the initial investment. 

prevention costs quality costs incurred to prevent nonconforming 

products from being produced or nonconforming services from 

being performed. 

price discrimination illegally charging different purchasers 

different prices. 

price earnings ratio a measure of performance, price earnings 

ratio compares the current market price with earnings per share 

of stock and arrives at a multiple of earnings represented by the 

selling price. 

price fixing the organized setting of prices by competitors. 

price-earnings ratio Current market price per common share 

divided by earnings per share 

pro forma income A computation of income that begins with 

the GAAP income from continuing operations (that excludes 

discontinued operations, extraordinary items and changes in 

accounting principle), but then excludes other transitory 1tems 

(most notably, restructuring charges), and some additional items 

such as expenses arising from acquisitions (goodwill amortization 

and other acquisition costs), compensation expense in the form 

of stock options, and research and development expenditures; pro 

forma income is not GAAP 

process a collection of related activities intended to achieve a 

common purpose. 

process manufacturing a manufacturing environment where 

production is on a continuous basis. 
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process map (or process flowchart) a schematic overview of all 

the activities required to complete a process. Each major activity is 

represented by a rectangle on the map. 

process reengineering the fundamental redesign of a process to 

serve internal or external customers. 

processing time the time spent working on units. 

product costs all costs incurred in the manufacturing of products; 

they are carried in the accounts as an asset (inventory) until the 

product is sold, at which time they are recognized as an expense 

(cost of goods sold). 

product level activity an activity performed to support the 

production of each different type of product. 

product margin computed as product sales less direct product 

costs. 

production order a document that contains a job’s unique 

identification number and specifies details for the job such as the 

quantity to be produced, the total raw materials requirements, the 

manufacturing operations and other activities to be performed, and 

perhaps even the time when each manufacturing operation should 

be performed. 

productivity the relationship between outputs and inputs. 

profit center a responsibility center whose manager is responsible 

for revenues, costs, and resulting profits. It may be an entire 

organization, but it is more frequently a segment of an organization 

such as a product line, marketing territory, or store. 

profitability analysis an examination of the relationships between 

revenues, costs, and profits. 

profit-volume graph illustrates the relationship between volume 

and profits; it does not show revenues and costs. 

project-level activity an activity performed to support the 

completion of each project. 

promissory note A written promise to pay a certain sum of money 

on demand or at a determinable future time 

purchase method The prescribed method of accounting for 

business combinations; under the purchase method, assets and 

liabilities of the acquired company are recorded at fair market 

value, together with identifiable intangible assets; the balance is 

ascribed to goodwill 

purchase order A document that formally requests a supplier 

to sell and deliver specific quantities of particular items of 

merchandise at specified prices 

purchase requisition An internal document that requests that the 

purchasing department order particular items of merchandise 

purchases budget indicates the merchandise or materials that 

must be acquired to meet current needs and ending inventory 

requirements. 

Q 
qualitative characteristics of accounting information The 

characteristics of accounting information that contribute to decision 

usefulness; the primary qualities are relevance and reliability 

quality conformance to customer expectations. 

quality circles groups of employees involved in the production 

of products who have the authority, within certain parameters, 

to address and resolve quality problems as they occur, without 

seeking management approval. 

quality costs costs incurred because poor quality of conformance 

does (or may) exist. 

quality of conformance the degree of conformance between a 

product and its design specifications. 

quality of design the degree of conformance between customer 

expectations for a product or service and the design specifications 

of the product or service. 

quantitative model a set of mathematical relationships. 

quarterly data Selected quarterly financial information that is 

reported in annual reports to stockholders 

quick ratio defined as quick assets (cash and cash equivalents, 

short-term investments, and current receivables) divided by current 

liabilities. See acid test ratio. 

raw materials inventories the physical ingredients and 

components that will be converted by machines and/or human 

labor into a finished product. 

realized (or realizable) When referring to revenue, the receipt of 

an asset or satisfaction of a liability or performance obligation as a 

result of a transaction or event 

recognition criteria The criteria that must be met before a 

financial statement element may be recorded in the accounts; 

essentially, the item must meet the definition of an element and 

must be measurable 

record a related set of alphabetic and/or numeric data items. 

registered bond A bond for which the issuer (or the trustee) 

maintains a record of owners and, at the appropriate times, mails 

out interest payments 

relational (cause-and-effect) cost center a cost center that has 

clearly defined relationships between effort and accomplishment 

(cause and effect). 

relevance A qualitative characteristic of accounting information; 

relevant information contributes to the predictive and evaluative 

decisions made by financial statement users 

relevant costs future costs that differ between competing decision 

alternatives. 

relevant range the range of activity within which a linear cost 

function is valid. 

reliability A qualitative characteristic of accounting information; 

reliable information contains no bias or error and faithfully 

portrays what it intends to represent 

remeasurement The computation of gain or loss in the translation 

of subsidiaries denominated in a foreign currency into $US when 

the temporal method is used 

residual income for investment center excess of investment 

center income over the minimum rate of return set by top 

management. The minimum dollar return is computed as a 

percentage of the investment center’s asset base. 

residual net operating income (ROPI) model An equity 

valuation approach that equates the firm’s value to the sum of its 

net operating assets (NOA) and the present value of its residual 

operating income (ROPI) 

residual operating income Net operating profits after tax 

(NOPAT) less the product of net operating assets (NOA) at the 

beginning of the period multiplied by the weighted average cost of 

capital (WACC) 



residual operating income (ROPI) model An equity valuation 

approach that equates the firm’s value to the sum of its net 

operating assets (NOA) and the present value of its residual 

operating income (ROPI) 

responsibility accounting the structuring of performance reports 

addressed to individual (or group) members of an organization 

in a manner that emphasizes the factors they are able to control. 

The focus is on specific units within the organization that are 

responsible for the accomplishment of specific activities or 

objectives. 

retailers Companies that buy products from wholesale distributors 

and sell the products to individual customers, the general public 

retained earnings Earned capital, the cumulative net income and 

loss, of the company (from its inception) that has not been paid to 

shareholders as dividends 

retained earnings reconciliation The reconciliation of retained 

earnings from the beginning to the end of the year; the change in 

retained earnings includes, at a minimum, the net income (loss) 

for the period and dividends paid, if any, but may include other 

components as well; also called statement of retained earnings 

return The amount earned on an investment; also called yield 

return on assets (ROA) A financial ratio computed as net income 

divided by average total assets 

return on common stockholders’ equity (ROCE) A financial 

ratio computed as net income less preferred stock dividends 

divided by average common stockholders’ equity 

return on equity (ROE) The ultimate measure of performance 

from the shareholders’ perspective; computed as net income 

divided by average equity 

return on investment The ratio obtained by dividing income by 

average investment; sometimes referred to by the acronym ROI 

return on investment for investment center a measure of the 

earnings per dollar of investment. The return on investment of 

an investment center is computed by dividing the income of the 

center by its asset base (usually average total assets). It can also be 

computed as investment turnover times the return-on-sales ratio. 

return on net operating assets (RNOA) The ratio obtained by 

dividing NOPAT by average net operating assets 

return on sales (ROS) The ratio obtained by dividing net income 

by net sales 

revenue center a responsibility center whose manager is 

responsible for the generation of sales revenues. 

revenue recognition principle An accounting principle requiring 

that revenue be recognized when earned and realized (or realizable) 

revenue variance the difference between the budgeted sales 

volume at the budgeted selling price and the actual sales volume at 

the actual selling price. 

revenues inflows of earned resources from providing goods and 

services to customers; reflected as increases in equity 

Robinson-Patman Act prohibits price discrimination when 

purchasers compete with one another in the sale of their products 

or services to third parties. 

rolling budget see continuous budgeting. 

sale on account A sale of merchandise made on a credit basis 
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sales budget a forecast of sales revenue for a future period. It may 

also contain a forecast of sales collections. 

sales mix the relative portion of unit or dollar sales derived from 

each product or service. 

sales price variance the impact on revenues of a change in selling 

price, given the actual sales volume. It is computed as the change 

in selling price times the actual sales volume. 

sales volume variance indicates the impact on revenues of change 

in sales volume, assuming there was no change in selling price. It 

is computed as the difference between the actual and the budgeted 

sales volumes times the budgeted selling price. 

salvage value The expected net recovery when a plant asset is 

sold or removed from service; also called residual value 

scatter diagram a graph of past activity and cost data, with 

individual observations represented by dots. 

secured bond A bond that pledges specific property as security 

for meeting the terms of the bond agreement 

Securities and Exchange Commission (SEC) The commission, 

created by the 1934 Securities Act, that has broad powers to 

regulate the issuance and trading of securities, and the financial 

reporting of companies issuing securities to the public 

segment income all revenues of a segment minus all costs directly 

or indirectly charged to it. 

segment margin the amount that a segment contributes toward the 

common (indirect) costs of the organization and toward profits. It 

is computed as segment sales less direct segment costs. 

segment reports income statements that show operating results 

for portions or segments of a business. Segment reporting 

is used primarily for internal purposes, although generally 

accepted accounting principles also require disclosure of segment 

information for some public corporations. 

segments Subdivisions of a firm for which supplemental financial 

information is disclosed 

selling expense budget presents the expenses the organization 

plans to incur in connection with sales and distribution. 

semi-variable costs see mixed costs. 

sensitivity analysis the study of the responsiveness of a model to 

changes in one or more of its independent variables. 

serial bond A bond issue that staggers the bond maturity dates 

over a series of years 

service cost (pensions) The increase in the pension obligation due 

to employees working another year for the employer 

service costing the process of assigning costs to services 

performed. 

service department a department that provides support services to 

production and/or other support departments. 

service organizations nonmanufacturing organizations that 

perform work for others, including banks, hospitals, and real estate 

agencies. 

setup time the time required to prepare equipment to produce a 

specific product. 

share-based payment Payment for a good or service using the 

entity’s equity securities; an example is restricted stock used to 

compensate employees 

Sherman Antitrust Act prohibits price fixing. 
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significant influence The ability of the investor to affect the 

financing or operating policies of the investee 

simplex method a mathematical approach to solving linear 

programming models containing three or more variables. 

sinking fund provision A bond feature that requires the borrower 

to retire a portion of the bonds each year or, in some cases, to 

make payments each year to a trustee who is responsible for 

managing the resources needed to retire the bonds at maturity 

solvency The ability to meet obligations, especially to long-term 

creditors 

source document Any written document or computer record 

evidencing an accounting transaction, such as a bank check or 

deposit slip, sales invoice, or cash register tape 

special purpose entity (See variable interest entity) 

spin-off A form of equity carve out in which divestiture is 

accomplished by distribution of a company’s shares in a subsidiary 

to the company’s shareholders who then own the shares in the 

subsidiary directly rather than through the parent company 

split-off A form of equity carve out in which divestiture is 

accomplished by the parent company’s exchange of stock in 

the subsidiary in return for shares in the parent owned by its 

shareholders 

split-off point the point in the process where joint products 

become separately identifiable. 

spread The difference between the return on net operating 

activities (RNOA) and the net nonoperating expense percentage 

(NNEP) 

standard cost a budget that indicates what it should cost to 

provide an activity or produce one batch or unit of product under 

efficient operating conditions. 

standard cost variance analysis a system for examining the 

flexible budget variance, which is the difference between the actual 

cost and flexible budget cost of producing a given quantity of 

product or service. 

stated value A nominal amount that may be assigned to each 

share of no-par stock and accounted for much as if it were a par 

value 

statement of cash flows a financial statement that reports the 

major sources and uses of cash classified into operating, investing, 

and financing activities and that indicates the net increase or 

decrease in cash; the statement also includes a schedule of any 

significant noncash investing and financing activities that occur 

during the period. 

statement of cost of goods manufactured a report that 

summarizes the cost of goods completed and transferred into 

finished goods inventory during the period. 

statement of equity See statement of stockholders’ equity 

statement of financial position A financial statement showing a 

firm’s assets, liabilities, and stockholders’ equity at a specific date; 

also called a balance sheet 

statement of owner’s equity A financial statement presenting 

information on the events causing a change in stockholders’ 

equity during a period; the statement presents the beginning 

balance, additions to, deductions from, and the ending balance of 

stockholders’ equity for the period 

statement of retained earnings See retained earnings 

reconciliation 

statement of stockholders’ equity The financial statement that 

reconciles all of the components of stockholders’ equity; see 

statement of owner ’s equity 

static budget a budget based on a prior prediction of expected 

sales and production. 

step costs costs that are constant within a narrow range of activity 

but shift to a higher level with an increased range of activity. Total 

step costs increase in a step-like fashion as activity increases. 

step method A method of allocating service department costs that 

gives partial recognition to interdepartmental services by using a 

methodology that allocates service department costs sequentially 

to both the remaining service departments and the producing 

departments. 

stock dividends The payment of dividends in shares of stock 

stock split Additional shares of its own stock issued by a 

corporation to its current stockholders in proportion to their current 

ownership interests without changing the balances in the related 

stockholders’ equity accounts; a formal stock split increases the 

number of shares outstanding and reduces proportionately the 

stock’s per share par value 

storyboard a process map developed by employees who perform 

the component activities within a process. 

straight-line depreciation A depreciation procedure that allocates 

uniform amounts of depreciation expense to each full period of a 

depreciable asset’s useful life 

strategic business segment a segment that has its own mission 

and set of goals to be achieved. The mission of the segment 

influences the decisions that its top managers make in both short- 

run and long-run situations. 

strategic cost management making decisions concerning specific 

cost drivers within the context of an organization’s business 

strategy, its internal value chain, and its place in a larger value 

chain stretching from the development and use of resources to the 

final consumers. 

strategic plan a guideline or framework for making specific 

medium-range or short-run decisions. 

strategic position how an organization wants to place itself in 

comparison to the competition. 

strategic position analysis an organization’s basic way of 

competing to sell products or services. 

strategy a course of action that will assist in achieving one or 

more goals. 

structural cost drivers fundamental choices about the size and 

scope of operations and technologies employed in delivering 

products or services to customers. These choices affect the types of 

activities and the costs of activities performed to satisfy customer 

needs. 

suboptimization when managers or operating units, acting in their 

own best interests, make decisions that are not in the best interest 

of the organization as a whole. 

subsequent events Events occurring shortly after a fiscal year-end 

that will be reported as supplemental information to the financial 

statements of the year just ended 

subsidiaries Companies that are owned by the parent company 

subsidiary ledger A set of accounts or records that contains 

detailed information about the items included in the balance of one 

general ledger account 



summary of significant accounting policies A financial 

statement disclosure, usually the initial note to the statements, 

which identifies the major accounting policies and procedures used 

by the firm 

sum-of-the-years’-digits method An accelerated depreciation 

method that allocates depreciation expense to each year in a 

fractional proportion, the denominator of which is the sum of the 

years’ digits in the useful life of the asset and the numerator of 

which is the remaining useful life of the asset at the beginning of 

the current depreciation period 

sunk costs costs resulting from past decisions that cannot be 

changed. 

T 

T account An abbreviated form of the formal account that is 

set in the shape of a T; use is usually limited to illustrations of 

accounting techniques and analysis 

target costing establishes the allowable cost of a product or 

service by starting with determining what customers are willing to 

pay for the product or service and then subtracting a desired profit 

on sales. 

temporary account An account used to gather information 

for an accounting period; at the end of the period, the balance 

is transferred to a permanent stockholders’ equity account; 

in contrast, the revenue, expense, and dividends accounts are 

temporary accounts 

term loan A long-term borrowing, evidenced by a note payable, 

which is contracted with a single lender 

terminal period The forecast period following the horizon period 

theory of constraints every process has a bottleneck (constraining 

resource), and production cannot take place faster than it is 

processed through the bottleneck. The theory’s goal is to maximize 

throughput in a constrained environment. 

throughput sales revenue minus direct materials costs. See also 

theory of constraints. 

time-adjusted rate of return see internal rate of return. 

times interest earned ratio Income before interest expense and 

income taxes divided by interest expense 

top-down budget a budget where top management decides 

on the primary goals and objectives for the organization and 

communicates them to lower management levels. 

total compensation cost The sum of gross pay, payroll taxes, and 

fringe benefits paid by the employer 

trade credit Inventories purchased on credit from other companies 

trade discount An amount, usually based on quantity of 

merchandise purchased, that the seller subtracts from the list price 

of merchandise to determine the invoice price 

trade name An exclusive and continuing right to use a certain 

term or name to identify a brand or family of products 

trademark An exclusive and continuing right to use a certain 

symbol to identify a brand or family of products 

trading on the equity The use of borrowed funds in the capital 

structure of a firm; the expectation is that the funds will earn a 

return higher than the rate of interest on the borrowed funds 

trading securities Investments in securities that management 

intends to actively trade (buy and sell) for trading profits as market 

prices fluctuate 
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trailing earnings Earnings reported in the prior period 

transfer price the internal value assigned a product or service that 

one division provides to another. 

transitory items Transactions or events that are not likely to recur 

translation adjustment The change in the value of the net assets 

of a subsidiary whose assets and liabilities are denominated in a 

foreign currency 

treasury stock Shares of outstanding stock that have been 

acquired (and not retired) by the issuing corporation; treasury stock 

is recorded at cost and deducted from stockholders’ equity in the 

balance sheet 

trend percentages A comparison of the same financial item over 

two or more years stated as a percentage of a base-year amount 

trial balance A list of the account titles in the general ledger, their 

respective debit or credit balances, and the totals of the debit and 

credit amounts 

unadjusted trial balance A list of general ledger accounts and 

their balances taken before accounting adjustments are made 

uncollectible accounts expense The expense stemming from the 

inability of a business to collect an amount previously recorded 

as a receivable; sometimes called bad debts expense; normally 

classified as a selling or administrative expense 

unearned revenue A liability representing revenues received in 

advance; also called deferred revenue 

unit contribution margin the difference between the unit selling 

price and the unit variable costs. 

unit level activity an activity performed for each unit of product 

produced or sold. 

unit level approach an approach to analyzing cost behavior that 

assumes changes in costs are best explained by changes in the 

number of units or sales dollars of products or services provided 

for customers. 

units-of-production method A depreciation method that allocates 

depreciation expense to each operating period in proportion to the 

amount of the asset’s expected total production capacity used each 

period 

useful life The period of time an asset is used by an entity in its 

operating activities, running from date of acquisition to date of 

disposal (or removal from service) 

Vv 

value the worth in usefulness or importance of a product or 

service to the customer. 

value chain the set of value-producing activities stretching from 

basic raw materials to the final consumer. 

value chain analysis the study of value-producing activities, 

stretching from basic raw materials to the final consumer of a 

product or service. 

value stream consists of the production processes for similar 

products. Each value stream in a lean company not only has lean 

processes; it also has a lean accounting system because most costs 

should be directly traceable to one of the value streams. 

value-added activity an activity that adds value to a product or 

service from the viewpoint of the customer. 

variable cost ratio variable costs as a portion of sales revenue. 
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variable costing an approach to product costing that treats 

variable manufacturing costs as product costs and fixed 

manufacturing costs as period costs. 

variable costs Those costs that change in proportion to changes 

in sales volume; equaling zero dollars when activity is zero and 

increasing at a constant amount per unit of activity. 

variable interest entity (VIE) Any form of business organization 

(such as corporation, partnership, trust) that is established by a 

sponsoring company and provides benefits to that company in 

the form of asset securitization or project financing; VIEs were 

formerly known as special purpose entities (SPEs) 

variable manufacturing overhead all variable costs, except 

direct labor and direct materials, associated with converting raw 

materials into finished goods. 

variable overhead effectiveness variance the difference between 

the standard variable overhead cost for the actual inputs and the 

flexible budget cost for variable overhead based on outputs. 

variable overhead spending variance the difference between the 

actual variable overhead cost and the standard variable overhead 

cost for the actual inputs. 

variable selling and administrative costs all variable costs other 

than those directly associated with converting raw materials into 

finished goods. 

variance a comparison of actual and budgeted (or allowed) costs 

or revenues which are usually identified in financial performance 

reports. 

vertical analysis Analysis of a firm’s financial statements that 

focuses on the statements of a single year; restates amounts in the 

current financial statements as a percentage of some base measure 

such as sales 

virtual integration the use of information technology and 

partnership concepts to allow two or more entities along a value 

chain to act as if they were a single economic entity. 

voucher Another name for the payment approval form 

waiting time the time units spend in temporary storage waiting to 

be processed, moved, or inspected. 

warranties Guarantees against product defects for a designated 

period of time after sale 

wasting assets Another name for natural resources; see natural 

resources 

weighted average cost of capital (WACC) The discount rate 

where the weights are the relative percentages of debt and equity in 

the capital structure and are applied to the expected returns on debt 

and equity respectively; an average of the after-tax cost of long- 

term borrowings and the cost of equity 

weighted average method in process costing, a costing method 

that spreads the combined beginning inventory cost and current 

manufacturing costs (for materials, labor, and overhead) over the 

units completed and those in ending inventory on an average basis. 

work in process inventory The cost of inventories that are in the 

manufacturing process and have not yet reached completion 

work ticket a document used to record the time a job spends ina 

specific manufacturing operation. 

working capital The difference between current assets and current 

liabilities 

work-in-process inventories partially completed goods consisting 

of raw materials that are in the process of being converted into a 

finished product. 

zero coupon bond A bond that offers no periodic interest 

payments but that is issued at a substantial discount from its face 

value 

zero-based budgeting a variation of the minimum level approach 

to budgeting where every dollar of expenditure must be justified. 

z-score The outcome of the Altman Z-score bankruptcy prediction 

model 
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Abbott Laboratories, Inc., 5:16, 7:13-15 

ABC. See activity-based costing 

Abercrombie & Fitch, 10:26 

absorption cost 

defined, 17:5 

overview, 17:25—29e, 28e 

transfer price and, 23:11-—12 

accelerated depreciation, 5:20e—22, 6:29 

accounting 

constructing financial statements, 2:25—28 

quality of ,5:30-33 

for transactions, 3:4e—7 

accounting adjustments. See accrual accounting 

accounting cycle, 3:3e, 20-21 

accounting rate of return, 24:13-14 

accounting standards. See also IFRS Insight; 

IFRS (International Financial Accounting 

Standards) 

choices in, 1:16—17 

financial statements, 2:29 

globalization of, 13:5 

international standards, overview, 1:7, 8-9 

principles and governance, 1:25—30 

Sarbanes-Oxley Act, 1:9 

accounting year, 1:10 

accounts, closing of, 3:20-21 

accounts payable 

accounts payable days outstanding, 8:6 

accounts payable turnover (APT), 8:5—-6 

balance sheet, 2:7e—9, 8e 

current liabilities, 8:4—5 

forecasting, 11:6, 24 

net operating capital and, 12:11 

operating items, balance sheet, 4:8e—lle 

settling, 2:27 

statement of cash flows, 3:17—20, B:9-10 

accounts receivable 

accounts receivable turnover (ART), 6:10-11 

analysis of, 6:8-12 

asset turnover and, 4:15—16e 

balance sheet, 2:5e 

Cisco Systems, Inc., overview, 6:1—2 

collecting, 2:27 

footnote and MD&A disclosures, 6:7—8e 

forecasting, 11:6, 22 

global accounting, 6:35 

operating items, balance sheet, 4:8e—I le 

overview, 6:3-5 

quick ratio, 4:27 

reducing net operating capital, 12:11 

statement of cash flows, 3:17—20, B:8-9 

uncollectible amounts, 6:5e—7e, 6e 

accrual, defined, 2:8 

accrual accounting 

accruals, estimating, 8:8—9 

accrued expenses, 2:24, 3:8—11, 9e 

accrued revenues, 2:24, 3:9e, 11 

income statements, 2:12—13 

overview, 3:3e-4, 8—9e 

prepaid expenses, 3:9 

transaction analysis, 2:22—28, 3:5—7 

trial balance, 3:12—15, 14e 

unearned revenues, 3:9-10 

accrued liabilities 

balance sheet, 2:7e-9, 8e 

current liabilities, 8:4, 6-8 

forecasting, 11:6, 25 

operating items, balance sheet, 4:8e—lle 

statement of cash flows, B: 10-11 

accumulated depreciation, 6:28, 11:23-24, B:12 

accumulated income or loss, 2:9 

accumulated other comprehensive income 

(AOC), 7:6e-7, 29, 9:29 

Accumulated Other Comprehensive Income (or 

Loss), 9:19-21 

accumulated post-employment benefit obligation 

(APBO), 10:20-21 

ACP (average collection period), 6: 10-11 

acquisition 

acquired growth, pitfalls of, 7:24 

intangible assets, 7:20—22 

intercorporate investments, 7:11—15 

passive investments, 7:5 

revenue growth forecasts, 11:9 

activity 

activities list, 17:9 

as cost drivers, 13:13—14e, 16-17 

value chain, 20:4e—Se 

activity-based budgeting, 21:5 

activity-based costing (ABC) 

activity-based management, 18:17 

cost environment, changes in, 18:3e-4 

customer profitability analysis, 18:14e—l6e 

department overhead rates, 18:7—8 

implementation issues, 18:13—14 

indirect costs and, 18:1—2 

limitations of, 18:12 

overhead, applying, 18:8-11 

overview of, 18:4-6e 

plantwide overhead rate, 18:6—7 

vs. traditional costing, 18:12—13 

activity-based management (ABM), 18:17 

actual cost, goal attainment and, 13:10-11 

actuarial losses (and gains), pensions, 10:13 

Acura Division of Honda, 23:3 

additional paid-in capital, 2:9, 9:29 

Adelphia Communications (ADELQ), 1:16, 1:30 

adjusted trial balance, 3:14 

adjustments, accounting. See accrual accounting 

adjustments, accounts, 2:21—28 

administrative costs, 15:5. See also service 

departments 

administrative expense budget, 21:1 le 

administrative expenses, 5:3-4 

advance payments, 5:11—13 

advertising expense, 6:22 

AFS (available-for-sale), 7:6e—7 

after-tax profits, 15:12e 

aging analysis, 6:5e—7e, 6e 

AIDO (average inventory days outstanding), 

6:21-24 

AirTran, 14:19 

alliances, strategic, 7:3-4e, 11-15 

Amazon.com, 13:8, 20:17, 21:2 

American Bankers Association (ABA), 19:1 

American Institute of CPAs, 13:5, 18:16 

America West, 14:19 

amortization, B:8, 8:17—19, 18e, 10:15n8, 

23-24, 11:24 

analyst reports 

financial statements, use of, 1:6 

forecasts, meeting or beating, 5:33 

Morgan Stanley, balance sheet forecasting, 

11:22-27 

Morgan Stanley, expense forecasting, 11:17— 

19, 18e 

Morgan Stanley, income statement, 11:7—8e 

Morgan Stanley, Procter & Gamble forecast, 

11:37-S1 

Morgan Stanley, revenue forecasts, 11:13-16 

Oppenheimer valuation, J&J, 12:15—17 

overview, 2:31 

Anheuser-Busch, 20:4 

annuities, 8:29-30, 24:25—26e 

antidilutive securities, 5:30n9 

AOCI (accumulated other comprehensive 

income), 7:6e—7, 29, 9:29 

Aon Corporation 

cash dividends, 9:16 

common stock, 9:6 

contributed capital, 9:4 

earned capital, 9:15 

noncontrolling interest, 9:21—24, 23e 

other comprehensive income, 9:19—21 

owner financing, overview, 9:1—2 

restricted stock, 9:13-14 

stock-based compensation, 9:9—14 

stockholder’s equity, 9:34e 

stock issuance, 9:7 

stock repurchase, 9:8—-9 

treasury stock, 9:9 

Apple, Inc. (AAPL) 

accounting adjustments, 3:9-15 

articulation of financial statements, 2:19—20e 

balance sheet, 2:4-6, Se, 3:16 

budgeting and planning, 21:1—-2 

business strategy, 1:4 

debt level, 2:10 

Form 10-K, 2:30 

income statement, 2:11—14, 12e, 13e, 

3:15-16 

liabilities and equity, balance sheet, 2:6—11, 

Te, 8e 

market and book value, 2:6, 11 

operating activities, 1:13 

outsourcing decisions, 16:11 

overview, 2:1—2, 3:1-2 

return on assets, 1:19 

revenue forecasts, 11:11—12 

statement of cash flows, 2:15—18, 16e 
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statement of stockholders’ equity, 2:14e-15, 

SI / 

transaction analysis, 2:21—28, 3:5—7 

trial balance, 3:12-15, 14e 

unearned revenue, recognition of, 5:11—13 

APT (accounts payable turnover), 8:5—6 

ARA, 16:11 

Arthur Andersen, 13:19 

articulation of financial statements, 2:19—20e 

asset financing 

balance sheet, overview, 1:10e—12 

leases, 10:4—11, 5e, 8e, 9e, 10e 

leverage across industries, 4:17-19 

long-term nonoperating liabilities, 8:12—15e, 

14e 

special purpose entities, 10:24—27 

assets. See also cash; depreciation; off-balance- 

sheet financing; property, plant and 

equipment (PPE) 

acquisition of, 3:6 

asset base, investment centers, 23:16 

balance sheet, overview, 1:10e-12 

capitalization of asset costs, 6:26—-27 

Cisco Systems, Inc., overview, 6:1—2 

consolidation disclosures, 7: 19—20e 

costs, flow of, 2:4 

current ratio, 4:26-27 

deferred tax assets, 5:22, 35-37, 36e 

depreciation, 5:20e—22 

DuPont disaggregation analysis, 4:30—33e 

economic value added, 12:17—18 

forecasting, 11:6, 19-27, 20e, 22e 

global accounting, 6:35—36 

impairments, 6:31—32 

intangible, 7:20—22 

leases, 10:5e 

pension assets, 10:12—14 

return on, 1:18—19e 

return on net operating assets (RNOA), 4:1, 

5-7 

sales and impairments, 6:30-32 

statement of cash flows, 2:15—18, 16e, 3:17— 

20, B:11-12 

transactions, posting, 3:4e—5 

trial balance, 3:12-15, 14e 

asset turnover (AT), 1:18-19e, 4:11—-14, 13e, 

30-33e, 6:11 

asset write-downs, 5:16-19 

Atlanta Braves, 24:27 

AT&T, 23:3, 4 

audit reports, 1:26-28e 

authorized shares, 9:6 

automated production processes, 13:6 

automobiles, pricing for, 20:1—2 

available-for-sale (AFS), 7:6e—7 

average collection period (ACP), 6:10-11 

average cost, inventory, 6:16, 18e—20 

average inventory days outstanding (AIDO), 

6:21—24 

avoidable common costs, 23:6e—7 

backflush costing, 19:14 

balanced scorecard, 23:19—22, 20e 

balance sheet. See also accrual accounting; off- 

balance-sheet financing 

accounts payable, overview, 8:5 

accounts receivable, overview, 6:3—5, 7e 

accrued liabilities, 8:7, 8:8-9 

articulation of, 2:19-20e 

assets, 2:4-6, 5e 

cash dividends, 9:16 

cash flow from financing activities, B:12—13 

cash flow from investing activities, B:11—12 

cash flow from operating activities, B:6e—-11, 

Te 

closing accounts, 3:20-21 

consolidated disclosures, 7:19-20e 

consolidation reporting, 7:26 

debt issuance, 8:15—21, 18e 

depreciation, 6:28, 6:29 

flow of costs, 2:3e4 

forecasting, 11:19-27, 20e, 22e, 30—33e, 32e 

global standards, 2:29, 4:19-20 

Google, investments, 7:2 

growth dynamics, 11:6e 

intercorporate investments, 7:12 

inventory, 6:13, 15-20, 18e 

Johnson & Johnson, 12:13-15 

leases, present value, 10:9e-10 

lease types, 10:4—Se 

liabilities and equity, 2:6-11, 7e, 8e 

noncontrolling interest, 9:22 

nonoperating return, 4:23 

operating items, 4:8e—Ile 

overview, 1:10e—-12 

passive investments, 7:5, 7 

pension plans, 10:12—14, 23-24 

preparation, 3:16 

property, plant, and equipment (PPE), 6:26 

restricted stock compensation, 9:14 

short-term debt, 8:11 

statement of cash flows, B:13—15e 

stock-based compensation, 9:11 

stock dividends, 9:17e-18 

stockholder’s equity, 9:3-4e 

stock issuance, 9:7 

stock repurchase, 9:8-9 

transaction analysis, 2:21—28 

Bank Administration Institute (BAI), 19:1 

Bank of America, 15:20 

banks, financial statement use, 1:6 

banks, product costing, 19:1—2 

Barnes and Noble, 16:11, 21:2 

barriers to entry, 1:21 

barter transactions, 5:8 

basis, manufacturing overhead, 17:7 

batch-level activity, 14:18 

Bausch & Lomb, 22:3-4 

Bayer Construction, 5:9-11 

BDO Seidman, 1:26 

Bearing Point, 9:17e-18 

before-tax profits, 15:12e, 17-19 

Bell Atlantic Corporation, 8:1 

below-the-line items, 5:28—30 

benchmarking, 20:17—18 

benefit cost, pension plans, 10:15n7 

benefits, 10:20-21. See also pension plans 

Berkshire Hathaway 

acquisition criteria, 4:1 
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assessing SEC filings, 1:23-25 

audit report, 1:27e 

balance sheet, 1:10-12 

earnings per share, 5:30 

income statement, 1:12e—13 

McLane Company, Inc., 1:21 

overview, 1:1—2 

statement of cash flows, overview, |:15e 

statement of stockholders’ equity, overview, 

1:14e 

Best Buy Co. Inc. (BBY), 1:10, 19, 5:4, 17:3, 

2G 

big bath, 5:17, 8:8 

bill of materials, 17:9 

Black-Scholes option calculations, 9:10 

Blake, Franke, 22:1—2 

Blockbuster, Inc., 15:1 

BMW, 24:8 

board of directors, 1:28e 

Boeing, 13:9, 13:11, 16:13-14, 20:6 

Boise Cascade, 20:3 

Bombardier, 24:1—2 

bonds 

bond valuation, 8:30e—31 

issued at par, 8:15-17 

noncurrent liabilities, 2:9 

overview, 8:12 

pricing, 8:12—14 

repurchase, 8:19-20, 32e, 33 

book value 

bond repurchase, 8:19-—20 

book value per share, 9:24 

market-to-book ratio, 2:15 

purchases above book value, 7:18—19e 

subsidiary not wholly owned, 7:17—18e 

subsidiary wholly-owned, 7:17e 

vs. market value, 2:10—11 

Borders, 21:2 

Boston Scientific Corp., 23:10 

bottom-up budget, 21:18 

Bowater Incorporated, 17:9 

break-even point 

multi-level contribution income statement, 

15:19-20 

multiple-product cost-volume-profit analysis, 

15:14-17e, 16e 

profit planning and, 15:8—12e, lle 

Bristol-Myers Squibb (BMY), 1:16, 5:16, 7:24, 

9:26 

British Telecom (BT), 9:29 

budgetary slack, 21:19, 20 

budgets. See also capital budgeting 

activity-based approach, 21:5 

Apple, overview, 21:1—2 

budgeted financial statements, 21:13-14e 

budget period, 21:19 

cash budget, 21:11—13e 

employee participation, 21:18-19 

ethics, 21:20 

finalizing, 21:15 

flexible budgets 

development of, 22:7—9, 8e 

direct materials, 22:11—13 

overhead cost variance, 22:15—17 

standard cost variance analysis, 22:9-11 

forecasts, 21:19 

Note: The letter “e” refers to an exhibit on the stated page, and the letter “n” indicates that the information is included in a footnote on the given page. 

For example, 15n7 means footnote 7 on page 15. 
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general and administrative expense, 21:11 

goal attainment and, 13:10-11 

income reconciliation, budget vs. actual, 

2223; 

incremental approach, 21:5-6 

manufacturing and production costs, 21:15— 

18en Ge, live 

master budget, overview, 21:7—9e, 8e 

minimum level approach, 21:6—7 

open book management, 21:20-21 

for outcomes, 21:6 

output/input approach, 21:4—5 

purchase budget, 21:10e, 17e 

reasons for, 21:3-4 

sales budgets, 21:9e—10, 17e 

selling expense budgets, 21:10-lle 

buffer zone, balance sheet, | 1:6e 

Buffett, Warren 

acquisition criteria, 4:1 

on audit committees, 1:29 

on financial reports, 1:13 

overview, |:1—2 

on pro forma income, 5:34 

return on equity, 4:4 

burden. See manufacturing overhead 

Burger King, 15:3 

business activity reports, 1:4—5e 

business analysis, 1:20e—22 

business failure, causes of, 15:4 

Business Insight 

accounting quality, 1:9 

acquired growth, pitfalls of, 7:24 

analyst forecasts, meeting or beating, 5:33 

analyst forecasts, security valuation, 12:7 

audit committees, Buffett on, 1:29 

cash, nonoperating assets, 4:9 

cash, objectivity of, B:16 

cash and securities forecasting, 11:24 

controlling and noncontrolling interest, 2:28 

counter-party risk, 7:31 

debt levels, 2:10 

earn-outs, valuation of, 7:22 

financial reports, Buffett on, 1:13 

free cash flows, 12:5 

gross vs. net revenue, 5:9 

imputed discount rate, leases, 10:8 

net income and stockholder equity, 4:4 

net operating asset turnover (NOAT), 4:12 

net operating profit margin (NOPM), 4:12 

noncontrolling interests, 7:18 

parent company acquisition, 7:26 

pensions and income analysis, 10:20 

Pfizer restructuring, 5:17 

pro forma income, 5:34 

ratios across industries, 5:4 

restructuring liabilities, 7:22 

revenue recognition standard, 5:13 

Sears cookie jar reserve, 6:10 

Starbuck’s addbacks, operating cash flow, 

Bala 

Starbuck’s financing activities, B:13 

Starbuck’s investing activities, B:12 

statement of cash flows, Apple, 2:18 

tax rates, net operating profit after tax, 4:7 

tax shield, 4:7 

Verizon’s zero-coupon debt, 8:16 

Walt Disney Company, 5:11 
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current ratio, 4:27 

finished goods inventory, 19:12 

inventory costs, 17:3 

noncontrolling interest, 4:4, 25-26 

overview, 14:1—2 

return on net operating assets (RNOA), 10 

warranty liabilities, 8:8—9 

weighted average cost of capital, 23:17-18 

weighted average cost of capital (WACC), 

12:6n7 

weighted average process costing, 17:23—24 

Wells Fargo Bank, 19:1—2 

wholly owned subsidiaries, 7:17e—18e 

Wii, 16:1—2 

Winn Dixie, 22:6 

working capital management, 2:18 

work in process, defined, 6:18 

work-in-process inventories 

cost of production report, 17:20—23 

defined, 17:3-4e 

job costing, 17:10—16e, lle, 14e 

product cost reporting, 17:6e 

production files and records, 17:10 

work tickets, 17:10 

WorldCom, Inc., 1:9, 17, 30, 2:4, 5:33, 6:26, 

13:18 

write-down, inventory, 6:16-17 

write-downs, asset impairments, 6:31—32 

write-offs, 5:16-19, 6:6e—Je 

x 
Xerox (XRX), 1:17, 9:28-29, 20:6, 17 

Xilinx, 9:27—29 

XM Satellite Radio, 15:18, 19 

Y 
yield rate, 8:12, 21-27 

Young, David, 22:6 

Zz 
zero-based budgeting, 21:6—7 

zero-coupon debt, 8:16 

Note: The letter “e” refers to an exhibit on the stated page, and the letter “n” indicates that the information is included in a footnote on the given page. 
For example, 15n7 means footnote 7 on page 15. 
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