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Preface

It is our pleasure to introduce this textbook titled
"Stadies I n Accounting”, w’hicih carries our -exper’ien'ce m
teaching and 'pTact?i;cing 'accountin-g. The textbook contains
twao parts. Part I written by Dr. Hussein M. Essa and Part
Il written by Dr. Amr Abdel-Bar. The authors ;vish a"li

benetits to the targeted readers as well as our students.

Prof. Dr. Hussein M. Essa
' .Dr. Amr Abl‘:le'l-'Bar
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Chapter One |
Sales Revenue, Cash,
and Accounts Receivables

In this chapter we consider sales revenue and related
current assets. Combining these topics -in one chapter
presents their interrelated character. When sales are
recognized in the income statement, a corresponding
change occurs in the firm's asset composition. The firm
receives cither cash or the promise of cash. Income
statement and balance sheet are intertwined.

1. Recognition of Sales Revenue

Why is the timing of revenue recognition important?
Because it is critical to the measurement of net income.
Under the matching principle, the cost of the items sold is
reported in the same period i’ ‘which revenue is -
recognized. Net income is the excess of revenues over the
cost of goods sold and related expenses.

Managers often receive higher salaries or greater
bonuses for increasing sales and net income. Therefore,
they prefer to recognize sales revenue as soon as possible.
Owners and potential investors, on the other hand, want to
be sure that the economic benefits of the sales are
guaranteed before recognizing revenue, because of these
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Chapter One
different perspectives, accountants must carefully assess

when revenue should be recognized.

Under cash-basis accounting, accountants recognize
revenue when cash is collected for sales of goods and
services. Under accrual-basis accounting, however
recognition of revenue required a two-pronged test: (1)
goods or services must be delivered to the customers (that
is, the revenue is earned); and (2) cash or an asset virtually
assured of being converted into cash must be received

(that is, the revenue is realized).

Most revenue is recognized at the point of sale.
Suppose you buy a record at a local record store. Both
revenue recognition tests are generally met at the time of
purchase. You receive the inerchandiseb and the store.
receives cash, a' cash, a check, or a credit card slip.
Because both checks and credit card slips are readily
converted to cash, the store can recognize revenue at the
point of sales regardless of which of these three methods
of payment you use.

Sometimes the two revenue recognition tests are not
met at the same time. In such cases, revenue is generally
recognized only when both tests are met. Consider
magazine subscriptions. The realization test is met when
the publisher receives cash. However, revenues are not

-4-
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Sales Revenue, Cash, and Accounts Receivables

earned until magazines are delivered. Therefore revenue
recognition is delayed until the time of delivery.

2. Measurement of Safl;es Revenue, Cash and Credit
Sales:

After deciding when revenue is to be recognized, the

- accountant must determine how much revenue to record.
In other words, how should accountants measure revenue?
Ordinarily, accountants approximate the net realizable
value of the asset inflow from the customer. That is, the
revenue is measured in terms of the present cash
equivatent value of the asset received. For cash sales,
revenue is recorded equal to the cash received:

| Cash

XHKK

Sales Revenue |

a credit sale on open account is recorded much like a

cash sale except that the balance sheet account Accounts

Receivable is increased instead of Cash :

| Accounts Receivable

x> 4 |

KX

Sales Revenue

3. Merchandise Returns and Allowances:

Suppose revenue is recognized at the point of sale, -

but later the customer decider to return the merchandise.
He or she may be unhappy with the product for many

-5-
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Chapter One
reasons, including color, size, style, quality, and a simple
changing of the mind. The supplier (vendor) calls these
sales returns; the customer calls them purchase returns.
Such merchandise returns are minor for manufacturers and
wholesalers but are major for retail department stores. Or
suppose that instead of returning the merchandise, the
customer demands a reduction of the selling price for
some reasons, sales allowance means making a reduction
of the selling price (the original price previously agreed
upon), the buyer calls such a price reduction a purchase

allowance.

Gross sales revenue equal to the sales price must be
décreased by the amount of the returns and allowances to
give the net sales. But instead of directly reducing the
revenue (or sales) account, managers of retail stores use a
confra account, sales returns and allowances, which
combines both returns and allowances in a single account.
The journal entries (without explanation) are:

Accounts Receivable ‘90000

Sales 30000
‘Sales returns and allowances 80000

Accounts receivable . 80000

The income statement would be :

T
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Sales Revenue, Cash, and Accounts Receivables

Gross sales 900000
Deduct : Sales returns and allowances 80000
Net sales 820000

4, Discounts From Selling Prices:

There are two major types of sales discounts: trade
and cash: Trade discount ap[ply one or mere reductions to
_ the gross selling price for a particular class of customers in
accordance with a company's management policies.
Compaﬁies set trade discount terms for various reasons. If
common in the industry, the seller may offer trade
discounts to be competitive. Discounts may alsc be used to
encourage customer behavior.

In contrast to trade discounts. Cash discounts are
- rewards for prompt payment. The terms cf the discount
may be quoted in various ways on the invoice:

Credit Terms Meaning:

e 1n/30 The full billed price is due on the
thirtieth day after the invoice date.

.o 1/5, /30 A 1% cash discount can be taken for
payment within five days of the invoice
date; otherwise the full billed price is
due in thirty days after the invoice date.

s
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Chapter One

¢ ISEOM. The full price is due within 15 days
after the end-of-the- month of sale.
Thus, if the invoice is dated December

20, payment is due January 15.
S. Accounting for Net Sales Revenue:

Cash discounts and sales returns and allowance are
recorded as deductions from gross sales. Consequently, a

detailed income statement will often contain:

Gross sales KXX
Deduct ;
Sales returns and allowances XX
Cash discounts on sales XX
XXX

Net sales X

The journal entries follow :
Accounts Receivable XXX

Sales OCX
Cash XXX
Cash discounts on sales XXX

Accounts receivable XXX
6. Cash:

Cash has the same meaning to organizations that it
does to individuals. Cash encompasses all the items that

-8-
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Sales Revenue, Cash, and Accounts Receivables
are accepted for deposit by a bank, notably paper money
and coins, money orders, and checks. Banks do.not accept
postage stamps (which are really prepaid expenées), notes
receivable, or postdated checks as cash. Indeed, although
deposits - are often credited to the accounts ‘of bank

.customers on the date received, the bank may not provide
cash for a check until' it "clears” through the banking
system. If the check fails to clear because its writer has
insufficient funds, its amount is deducted from the
depositor's account. Many. companies combine cash and
cash equivalents on their balance sheets. Cash equivalents
are highly liquid short-term investment that can eééily be
converted into.cash with little delay. | |

7. Coﬁppe_nsating Balances:

Sometimes the entire cash balance in a bank account
is' not available for unrestricted use. Banks frequently
require companies to maintain compensating . balances,
which are required minimum balances on deposit to
compensate the bank for providing loans. The sized of the
minimum balance often depends on either the amount
borrowed or the amount of credit available, or both.
Compensating balances increase the effective interest rate
paid by the borrower. When borrowing LE 1000000 at
10% per year, annual interest will be LE 100000. With a
10% compensating balance, the borrower can use only LE
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Chanter (Ine
90000 of the loan, raising the effective interest rate on the

usable funds to 11,1% (LE 10000/ LE 90000).
8. Management of Cash:

Cash is usually a small portion of the total assets of
a company. Yet, managers spend much time managing
cash. Why? For many reasons. First, although the cash
balance may be small at any one time, the flow of cash can
be enormous. Weekly receipts and disbursements of cash
may be many times as large as the cash balance. Second,
because cash is the most liquid asset, it is enticing to
thieves and embezzlers. Safeguards are necessary. Third,
adequate cash I essential to the smooth functioning of
operations. Managers must  carefully plan for the
acquisition of cash. Finally, cash itself does not eam
income, so it is important not to hold excess cash.

- Most organizations have detailed, well-specified
procedures for receiving, recording, and disbursing cash.
Cash 1s usually placed in a bank account, and the
company's books are periodically reconciled with the
bank's records. To reconcile a bank statement means to be
consistent. The two balances are rarely identical. A
company accountant records a deposit when made and a
payment when the check is written. The bank, however,
may receive or recorded it because of postal delay, deposit

-10-
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on a bank holiday or weekend, and so on. The bank may
“also process a check days, weeks or even months after it
was used. |

9. Credit Sales and Accounts Receivable:

Credit sales on open account create an increase in
accounts receivable, which are amounts owed to the
company by its customers as a result of delivering goods
or services and extending credit for these goods or
services. Accounts receivable, sometimes called trade
receivables or simply receivables, should be distinguished
from deposits, accruals, notes, and other assets not arising
out of everyday sales. Mareover, the amounts included as
accounts receivable should be collectible in accordance
with the company's usual terms of sale.

10. Uncollectible Accounts:

Granting credit entails cost and benefits. One cost is
uncollectible accounts, or receivables that some credit
customers will never pay. Accountants often label this
major cost as bad debt expense. Another cost is
administration and collection. The benefit is the boost in
sales and profit that would otherwise be lost if credit were
not extended. That is, many potential customers would not
by if credit were unavailable. -

-11-
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Chapter One
- 11. Deciding When and How to Grant Credit:

Competition and industry practice affect whether
and how companies offer credit. Offering credit involves
costs such as credit administration and uncollectible
accounts. Companies offer credit only when the additional
earnings on credit sales exceed these costs. Suppose bad
debts are 5% of credit sales, administrative costs of a
credit department are LE 5000 per year, and LE 20000 of
credit sales (with eamings of LE 8000 before credit costs)
afe achieved. Assume that none of the credit sales would
have been made without granting credit. The eamings of
LE 8000 exceeds the credit costs of LE 6000 (5% X LE
260000 + LE 5000), so offering credit is worthwhile.

12. Measurement of Uncollectible Accounts:

The measurement of income from credit sales
becomes complicated because some debtors are cither
unable or unwilling to pay their debts. Such uncollectible
accounts are also called bad debts or "doubtful accounts".

Suppose ABC company has credit sales of LE
100000 (two hundred customers averaging LE 500 each)
during 20%1 were LE 60000. The December 31, 20%1
accounts receivable of LE 40000 includes the accounts of
eighty different customers who have not yet paid for their

20%1 purchases. How should ABC Company accounts for
-12-
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Sales Revenue, Cash, and Accounts Receivables

this situation? There are two basic ways: the specific
write-off method and the allowance method.

13. Specific Write-off Method:

To account for uncollectible accounts. a company
that rarely -_ex;peliie-négs a bad debt might use the specific
write-off method. Which assumes that all sales are fully

collectible until proved otherwise. When a speciif' C
customer account is identified as uncollectible. The
account receivable is reduced. Because no spemﬁc
customer's account is deemed to be uncollecnble at the
end of 20%1, the December 31, 20X1, ABC Company
balance sheet would show an Account receivable of LE .
40000. Now assume that during the second year. 20X2, the
retailer identified Ahmed and Amr as customers who are
not ;expécted to pay. When the chances of collection from
specific customers become dim, the amounts in the
particular accounts are written down and the bad debt.

ELM

expense, or "uncollectible accounts expenses”, ™is
recognized": | |
| Bad debts expense | 2000
| 'Accounts receivable, Ahmed' 11400
Accounts receivable, Amr | 1 600

-13-
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14. Allowance Method:

Most accountants oppose the specific write-off
method because it violates the matching principle. An
altermate method makes use of an estimate of uncollectible
accounts that can be better matched to the related revenue.
The allowance method has two basic elements: (1) an
estimate of the amount of sales that will ultimately be
uncollectible and (2) a contra account, which records the
estimate and is deducted from the accounts receivable.
The contra account is usually called allowance for
uncollectible accounts or allowance for doubtful accounts.
It measures the amount of receivables estimated to be
. uncollectible from as yet unidentified customers. The
associated journal entries are:

Accounts Receivable | 100000 |

Sales 10000¢
20x | Sales

Bad debt expense _ 2000

Allowance for Uncollectible accounts 2000
20%1 Allowances

Allowance for Uncollectible agcbunts 2000 ¢

Accounts receivable, Ahmed 1400

Accounts receivable, Amr 600
20%2 Write-offs ’

-14-
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Sales Revenue, Cash, and Accounts Receivables

The principal argument-in favor of the allowance is
its superiority in measuring accoual accounting income in
any given year. The allowance method results in the
following presentation in the ABC company balance sheet,
December 31, 20X1:

Accounts receivable 40000
Less: Allowance for uncollectible accounts 2000
Net accounts receivable 38000

15, Applying the Allowance Method Using a Percentage
of Sales:

A contra asset account is created under the
allowance method because of the inability to write down a
specific customer's account at the time bad debt expense is
recognized. A percentage of sales "method based on
‘historical relations between credit sales and uncollectible
is one method used to estimate the amount recorded in this
contra account. In our example, at the end of 20%1 the
retailer has LE 40000 in Accounts Receivable. On the
basis of expérience, a bad debt expense is recognized at a

rateof 2% oftotal creditsales, or 0.02xL E 10000, or LE 2000.

16. Applying the Allowance Method Using a Percentage
of Accounts Receivable:

Like the percentage of sales method, the percentage
of accounts receivable method uses historical experience.

-15-
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Chapter One '
but the estimate of uncollectible accounts is based on the

historical relations of uncollectible to year-end gross
accounts receivable, net sales. The additions to the
allowance for bad debts are calculated to achieve a desired
balance i the allowance account. This addition to the.
allowance equals the bad debt expense, as shown below.
Consider the historical experience in the following table:

Bad debts deemed
A.R. at end of year uncol. and written off
20x] 100000 3500
20%2 80000 2450
20x%3 90000 2550
20%4 110000 4100
20X5 120000 5600
20%6 1120600 2200
Six-year total 612000 20400
Average 102000 3400

Avérage percentage not collected = 3400/102000 =
3.33% '

At the end of 20X 7, assume the accounts recei\{.fable
balance is LE 115000. The 20%7 addition to the allowance
for bad debts is computed as follows:

-16-
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I- Determine the average losses as a percentage of the
average ending balance of accounts receivable, as
shown. Average bad debt losses are LE 3400. Divide
LE 3400 by LE 102000 to obtain 3,33%.

2- Apply the percentage not coliected to the ending
accounts receivable balance for 20X7 to determine the
balance that should be in the allowance account at the
end of the year: 3,33% x 115000 receivables at the end
of 20%6 is LE 3833. |

3- Prepare an adjusting entry to bring the allowance to the
| appropriate amount. Suppose the books show a LE 700
balance in the allowance account at the end of 20x7.
Then the adjusting entry for 20%7 is 3833-700, or 3133,

to record the bad debt expense. The j"oumal: entry is:

‘Bad debts expense | 13133
- Allowance for bad debts 3133

The percentage of accounts receivable. method
differs from the percentage of sales method in two ways:
(1) the percentage is based on the ending accounts
receivable balance rather than on sales, and (2) the dollar
amount calculated is the appropriate ending balance in the
allowance account, not the amount added to the account
for the year.

-17-
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17. ‘Applying the Allowance Method Using the Agmg of
Accounts Receivable: ,

A refinement on the percentage of accounts

receivable approach is the' aging of accounts receivable

method, which cbnsiders the composition of the end-of-

year accounts receivable. As time elapses after the sale,

ultimate collection becomes less likely. The seller majl
send the buyer a late notice thirty days after the sale, a

second reminder after sixty days, make a phone call after

ninety days, and place the account with a collection
agency after 120 days. Companies that 'analyie the age of
their accounts receivable for credit management purposes
naturally incorporate this evidence into estimates of the
allowance for uncollectible. For ex-ampl'e,' the LE 115000
balance in accounts receivable on December 31, 20%7,
might be aged as follows:

- 1-30 | 31-60 | 61-90 ver
Name Total days days days 9(? days

Ahmed 20000 | 20000

Amr 10000 | 10000

Mohamed | 20000( 15000{ 5000 :

Adel 22000 12000 10000

Hussein 4000 3000 1000
| Other 39000 27000] 8000 2000} 20 2000

Towl | 115000] 72000

Hnstoncal bad debt
Percentages

0.1%
25
-18-
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Bad debt allowance to be provided 3772 = 72 + 250 + 750
+ 2700

~ This aging schedule prbduces a different target
balance for the Allowance account than the percentage of
accounts receivable method did: 3772 versus 3833.
Similarly, the journal entry is slightly different. Given the
same LE 700 balance in the Allowance account, the
journal entry to record the Bad Debts Expense is 3772 —
700 or 3072:

Bad debts expense 3072
Allowdnce for Uncol. Accounts | 3072

Whether the percentage of sales, percentage of
accounts receivable, or aging method is used to estimate
bad debt expense and the allowance for Uncoliectible
Accounts, the subsequent accounting for write-offs is the
same, a decrease in Accounts Receivable and a decrease in
the allowance for Uncollectible Accounts.

18. Bad Debt Recoveries:

A few accounts will be written off as uncollectible,
but then collection occurs at a later date. When such bad
debt recoveries occur, the write-off should be reversed,
and the collection handled as a normal receipt on account.
In this way, a company will be better able to keep track of
the customer's true payment history. Return to the ABC
-19-
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Company example and assume that Amr's account for LE
600 is written off in February 20%X2 and collected in
October 20%2. The following journal entries produce a
complete record of the transitions in Amr's individual
accounts receivable account. '

Feb. | Allowance for Uncol. Accounts | 600 | 1
20%2 Accounts receivable - ;600
To write off uncollectible account ' |
Oct. | Accounts receivable - - 600
20x2 Aliowance for Uncol. Accounts | 600
{  Toreverse February 20%2 write-off |
QOct. {Cash jeo0 |
20%2 | Accounts receivable ' {600

-20-
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Quéstions I

. Describe the two alternatives for the timing of revenue
" recognition on a LE 50 million long-term government
«contract with work spread evenly over five year. Which
method do ‘you prefer? Explain.

. Distinguish between a sales allowance and a purchase
allowance.

. Distinguish between a cash discount and a trade
discount.

. "A compensating balance essentially increases the
interest rate on money borrowed". Explain.

. "Cash is only 3% of our total assets. Therefore we
should not waste time designing systems {0 manage
cash. We should use our time on matters that have a
better chance of affecting our profit". Do you agree?
Explain.

. Distinguish between the all'owanc.e‘ method and the
specific write-off method for bad debt.

. "The cash balance on a company's books should always
equal the cash balance shown by its bank". Do you
agree? Explain. '

. "Under the allowance method, there are three popular
| ways to estimate the bad debt expense for a particular
year”. Name the three.

-21-
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9. What 1s meant by "aging of accounts"?

10. Describe why a write-off a bad debt should be reversed
if collection occurs at a later date.

1. Distinguish between the percentage of sales appfoach
to applying the allowance method and the aging of
accounts receivable approach.

12. What is the cost-benefit relationship in deciding
whether or not to offer credit to customers.

-22-
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Demonstration Problems

I- Mohamed Hassan is marketing manager for Engine
Distributors, sold 12 engines to ABC Company the
sales contract was signed on April 27, 20X 1. The list
price of each engine was LE 1200, but a 5% quantity
discount was allowed. The engine were to be delivered
on May 10, and a cash discount of 2% of the amount
owed was offered if payment was made by June 10
Engine distributors delivered the engines as promised
and received the proper payment on-June 9.

Required:

A.How much revenue should be recognized in
~ April? In May? In June? Explain.

B. Suppose Engine Distributors has a separate
account titled "Cash discounts on Sales”. What
journal entries would be made on June 9 when
the cash payment is received?

C. Suppose Engine Distributors has another account
titled “Sales Retumns and Allowances". Suppose
further that one of the engines has a scratch, and
Engine Distributers allowed ABC Company to
deduct LE 100 from the total amount due. What
journal entries would be made on June 9 when
the cash payment is received? | |

-23-
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‘Chapter One
Solution to Problem One: _
A.Revenue of LE 13680 {12 x LE 1200 less a 5%

quantity discount of LE 720). Would be recognized in
May and none in April or June. The key is whether the
revenue is earned and the asset received from the buyer
is realized. The revenue is not earned until the
merchandise is delivered; therefore revenue can not be
recognized in April. Provided that ABC Company has a
good credit rating, the receipt of cash 15 reasonably
ensured before the cash is actually received. Therefore
recognition of revenue need not be delayed untii June,
On May 10 both revenue recognition tests were met,
and the revenue would be Tecorded on May's income
statement.

B. The original revenue recorded was LE 13680. The 2%
cash discount is 2% x LE 13680 =LE 27.3,6. Therefore
the cash payment is 13680 —273,6 = 13406;4 :

Cash 13406,80

Cash discounts on sales 273,60

_ Accountsteceivable | | 13680

C. The only difference from requirement B is a LE 100
smaller cash payment and a LE 100 debit to sales
refurns and allowance:

_24-
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| Cash | 133068
Cash discounts on sales | 2736
| Sales returns and allowances |  100.0° E
3 Accounts receivable | 1136801

2- El‘Salam Products, balance sheet showed the following
{in thousands) : e _

; 20%1 | 20%0 |
f Receivables : | 689672 { 649352 |

Y Less allowance for doubtful accounts | 11563| 8564
I Net | 1678109 { 640788

Regquired:

Suppose a large grocery chain that owed El Salam
LE 2 million accounted bankruptcy on May 20x1 El
Salam decided that chances for collection were virtu‘zil‘ly
zero. The account was immediately written off. Show the
balance as of May 2 20%1, after the write-off. Explain the
effect of the write-off on income for May 20X 1.

Solution to Problem Two:

Receivables (.689672 - 2000) 678672
Less allowance (11563 - 2000) 9563

T

678109 T~

Because E! Salam Balance has an account labeled
allowance for doubtfisl accounts, it must use the allowance

-25-
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Chapter One

method. The write-off will not affect the net carrying

amount of the receivables, which is still 678109,
Moreover, the income for May 20X1 will be unaffected.
Why? Because the estimated expense has already been
recognized in prior periods. Under the allowance method,
net assets and income are affected when the estimation
process occurs, not when the write-off happens.

-26-
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Chapter Two
Valuing Inventories, Cost of Goods Sold,
and Gross Profit

This chapter introduces the details involved in
assigning value to inventories and calculating the cost of
goods sold. These important measures are used to
determine a firm's gross profits. Since a firm's goal 1s
profitable sales, we need effective accounting techniques
to measure profitability. This chapter covers the methods
and procedures for valuing inventory on the balance sheet
and for recording costs of goods sold on income staternent.
The accounting procedures discussed-in this chapter are
reSponsés to a reporting need encountered in every nation
of the world. While the dominant practices differ slightly
from country to country, the issues remain. Even within a
country, many different procedures are encountered. Thus,
the reader of financial statements must understand
alternative practices in order to intelligently compare the
economic performance of different firms.

1. Gross Profit and Cost of Goods Sold:

For firms that purchase and resell merchandise, the
profitability of sales revenue is measured by calculating
gross profit, which is defined as the difference between
sales revenues and the cost of the goods sold. These

AP
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Chapter Two

calculations rely on the value of the ﬁms'.ihvemories,
which are goods that are being held for resale. Sales
revenue must cover the cost of goods sold and provide
profit sufficient to cover all other costs, including research
and development, selling and marketing, administration
and so on prior to sale, items held for sale are reported as
inventory, a cuirent asset in the balance sheet. When the
goods are sold, the cost of the inventory becomes an
expense, cost of goods sold, in the income statement.  This
expeﬁse is deducted fiom net sales to determine gross
* profit, and additional expenses are deducted from gross
profit to determine net income.

2. The Basic Concept of Inventory Accounting:

The key to calculating the cost of goods sold is
accounting for inventory. Conceptually, the process is
very simple. Suppose Nader sells t-shirts. Periodicaily, he
orders many shirts of various sizes and colors. He sells, he
orders more, and his business operating cycle continues,
after a year, to evaluate his succesé, Nader prepares
financial statements. To calculate the value of inventory
on hand, he obtains a physical count of inventory items
remaining at year end. He then develops a cost valuation,
which assigns a specific value from the historical cost
records to each item in ending inventory. With 100 shirts

remaining at a cost of LE 500 each, Nader's total ending
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mventory is LE 500. Suppose he had no shirts at the
beginning of the year, and total purchases for the year
'were LE 26000 his cost of goods sold is LE 25500 {26000
of available shirts minus 500 -of unsold shirts).

J. Perpetual and Periodic Inventory Systems: |

There are two fundamental ways of keeping
inventory records for merchandise: perpetual and periodic.
The petpetual inventory system keeps a running,
continuous record that tracks .inventories and the cost of
goods sold on a day-to day basis. Such a record %he'ip‘s
‘managers control inventory levels and prepare interim
financial statements. However, physical inventory counts
should be taken at least once a year to check on the
-accuracy of the clerical records. In the perpetual inventory
system, as sales are made, the journal entries are:

| Merchandise Inventory XXX e
1 Accounts Payable XXX
I Accounts Receivable XXX

Sales Revenue rxx'xl
{ Cost of goods sold XXX

Inventory KKK

Thus, in the perpetual inventory system, the sale and
the inventory reduction are recorded simultaneously. The
periodic inventory system, conversely, does not involve a

-39 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Chapter Two

day-to-day record of inventories or of the cost of goods
sold. Instead the cost of goods sold and an updated
inventory balance are computed ‘c_mly at the end of an
accounting period, when a physical count of inventory is
taken. The cost of the goods purchased is accurnulated by
recording the individual purchase transactions throughout
any given reporting period, such as a year. The accountant
computes the cost of goods sold by subtracting the ending
inventories (determined by physical count) from the sum
of the opening inventory and purchases. While the cost of
goods sold under the perpetual system is computed
instantaneously as goods are sold, under the periodic
system. The computation is delayed:

Beginning \ Ending Cost of
+ Purchases| - =
Inventory Inventory Goods Sold
Goods Available Inventory Left Cost of
for Sale Over Goods Sold

The periodic system computes cost of goods sold as
a residual amount. First, the beginning inventory is added
to the purchases to obtain the total cost of goods available
for sale. Then the ending inventory is counted, and its cost
is deducted from the cost of goods available for sale to
obtain the cost of goods sold. |
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4. Cost of Merchandise Acquired: |
(Measuring Cost of Merchandise Acquired)

Some of the complexity in inventory accounting
stems from the question of what constitutes the cost of the
merchandise. To be more specific, does cost include all or
part of the following: invoice price, transportation charges,
trade and cash discounts, cost of handling and placing in
stock, storage, purchasing department, receiving
department, and other indirect charges? In practice,
accountants usually consider the cost of merchandise to
include only the invoice price plus the directly identifiable
transportation charges less any offsetting discounts. The
accounting for purchase retums, purchase allowances, and
cash discounts on purchases is just the opposite of their
sales counter-parts. Using the periodic inventory system,
suppose groés purchases are LE 960000 and purchase
returns and allowances are LE 75000. The summary
journal entries are:

Purchases | 960000
Accounts ‘Payable | 960000

Accounts Payable - 1 75000
Purchase Retums & Allowances 75000
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Suppose also that cash discounts of LE 5000 are

taken upon payment of the remaining 960000 - 75000 =
885000 of payable. The summary journal entry is: |

Accounts Payable 885000 |
Cash discounts on purchases | 5000
Cash 880000

The accounts cash discounts on purchases and
purchase returns and allowances are deducted from
purchases in calculating cost of goods sold.

5. Inward Transportation:

The major cost of transporting merchandise is
typically the freight charges from the shipping point of the
seller to the receiving point of the buyer. When the seller
bears this cost, the terms are stated on the sales invoice as
F.O.B. (free on board) destination. When the buyer bears
this cost, the terms are stated as F.O.B. Shipping point. In
theory, any transportation costs become by the buyer
should be added to the cost of the inventory acquired. In
practice, several different items are typically ordered and
shipped simultaneously. Therefore it is often difficult to
allocate freight costs among the items. In addition,
management may want to compile freight costs separately
to see how they compare with regard to periods and modes
of transportation. Consequently, accountants frequently
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use a separate transportation cost account, labeled as
freight in, transportation in, inbound transportation, or
inward transportation. |

Freight in appears in the purchases section of an
income statement as an additional cost of the éoods‘
acquired during the period. On the other hand, freight out
represents the costs bome by the seller and is shown as a
"shipping expense” which is a form of selling expense.
‘Thus freight in affects’ the gross profit section of an .
income statement for the buyer, but freight out does not
and therefore appears below the gross profit line on the
seller's income statement. |

6. Principal Inventory Valuation Methods:

Each period, accountants must divide the cost of
beginning inventory and merchandise acquired between
cost of goods sold and cost.of items remaining in ending
inventory. Under a perpetual system, a cost must be
assigned to each item sold. Under a periodic system, the -
costs -of the items remaining in ending inventory must be
measured. Regardléss of the inventory system, cost of
individual items must be determined by some inventory
‘valuation method. Four principal inventory valuation
methods have been generally accepted: specific
identification, FIFO, LIFO, and weighted-average. If unit
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prices and costs did not fluctuate. All inventory methods

would show identical results. But prices change, and these
changes raise central issues regarding cost of goods sold
(income measurement) and inventories (asset measurement).

7. Four Major Methods:

A. Specific ldentification Method:

This method concentrates on the physical linking of
the particular items sold. It uses physical observation or
the labeling of items in stock with individual numbers or
codes this method is easy and economically justifiable for
relatively expensive merchandise like custom. artwork,
diamond jewelry, and automobiles. However, most
organizations have vast segments of inventories that are
too numerous and insufficiently valuable per umt to
warrant such individualized attention. Since the cost of
goods sold is determined by the specific item handed to
the customer, this method permits managers to manipulate
income and inventory values by filling a sales order from a
number of physically equivalent items with different
historical costs. |

B. First-in, First-Out (FIFOQ):

This method assumes that the stock acquired earliest
is sold (used up) first. it does not track the physical flow

of individual items. When the first cost represents goods
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sold, the last cost represent goods still on hand. By using
the latest cost to measure the ending inventory, FIFO tends
to provide inventory valuations that closely apprdximate
the actual market value of the inventory at the balance
sheet date. Int addition, in periods of rising prices, FIFO
leads to higher net income. Higher reported incomes may
favorably affect investor attitudes toward the company.
Similarly, higher reported incomes may lead to higher
salaries, higher bonuses, or higher status for the
management of the = company. Unlike specific
identification, FIFO specifies the order  in = which
acqmsition costs will become cost of goods sold, so
management can not affect income by choosing to sell one
identical item rather than another.

C. Last-In, First-Out (LIFO):

_ This method assumes that the stock acquired most

recently is sold (used up) first. While FIFO associates the
most recent cost with inventories: LIFO treats the most
recent cost as cost of goods sold, LIFO provides an
Income statement perépective in the sense that net income
measured using LIFO combines current sales prices and
current acquisition cost. In a period of rising prices and
constant or growing inventories, LIFO yields'lower net

icome.
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D. Weighted - Average Cost:

This method computes a unit cost by dividing the
total acquisition cost of all items available for sale by the
number of units available for sale. The weighted average
costing method produces less extreme results than either

. LIFO or FIFO relative to both the income statement and
the balance sheet.

8. How To Select Inventory Valuation Methods:

The four inventory methods have different benefits
and drawbacks. Among the issues facing management
when choosing a method are such questions. as: Which
method provides the highest reported net income? Which
method provides management the most flexibility to affect
reported eamings? How do the methods affect income tax .
obligations? Which method provides an inventory
valuation that approximates thé actual value of the
inventory?

9. Lower-Of-Cost-Or-Markeft Method:

Under the lower-of-cost-or-market method (LCM), a
market-price test is run on an inventory costing method.
“The current market price is compared with historical cost
derived under one of the four primary methods: specific
indentification, FIFO, LIFO. Average. The lower of the
two-current market  value or  historical  cost-is
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censer#a-tivel}r selected as the: basis for the valuation of
goods at a specific inventory date. When market value is
lower and is used for vatuing the ending inventory, the
effect is to increase. the amount reported as cost of goods.
“sold.

LCM is an example of conservatism. Conservatism:
means selecting methods of measurement that yield lower
" net income, lower assets, and lower stockholders' equity in
the early years. Conservatism was illustrated in accounts
receivable with the use of an allowance for bad debts. We
estimated and recorded losses on uncollectible accounts
before they were certain. With inventories, conservatism
dictates the use of the LCM method.
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|'Questions | '

13."There are two major | steps In accounting for
mvemorles” What are they? '

14.Distinguish between F.O.B. destination and F.O.B.
shipping point.

15."Freight out should be classified as a direct offset to
sales, no as an expense". Do you agree? Explain.

16. What are the two phasés of a sales transaction?

17.Distinguish between the perpetual and periodic
inventory systems. )

]8 "All advantage of the perpetual inventory system is
that a physical count of inventory is unnecessary. The
periodic method requires a physical count to compute
cost of goods sold". Do you agree? Explain.

i

19.Name the four inventory methods that are generally
accepted. Give a brief phrase describing each.

20."An inventory profit is a fictitious profit". Do you
. agree? Explain.

21."Purchases of inventory at the end of a fiscal period
can have a direct effect on income under LIFOQ". Do
you agree? Explain.

s
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22

23,
24,

25.

26.

27.

28.

"Conservatism always results in lower reported
profits”. Do you agree? Explain.

What does market mean in inventory accounting?

"The lower-of-cost-or-market method is inherently
inconsistent". Do you agree? Explain.

Express the cost of goods sold section of the income
staternent as an equation.

If a company uses a FIFO cost flow assumption, will
it report the same cost of goods sold using the périodic
inventory method that it reports using the perpetual
method? Why or why not?

Assume that the physical level of inventory is constant
at the beginning and end of year and that the cost of
inventory items is rising. Which will produce -2
higher-ending inventory value, LIFO or FIFO? -
Will LIFO or FIFO produce higher cost of goods sold
during a period of falling prices? Explain.
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Demonstration Problems
1- El-Zamalek Company operates about 158 super
drugstores. They also have a chain of discount auto
supply stores and own 17 paper cutter stores. Some
results for fiscal 20X0 were as follows (in thousands):

-« Sales LE 574061
¢ Cost of merchandise sold LE 400756
o Net eamings LE 10363

Beginning merchandise inventory LE 76093
Ending merchandise inventory  LE ~83308

Required:

I- Calculate the 20%0 gross profit percentage for EL-
Zamalek Company.

2- Calculate the inventory turnover ratio.

3- What gross profit would have been reported if
inventory tumover in 20X0 had been 7, the gross profit
percentage calculated in requirement 1 had been
achieved, and the level of inventory was unchanged?

Solution to Problem Two:

1- Gross Profit = Sales - Cost of merchandise sold
= LE 574061 - LE 400756
=LE 173305 _
Gross profit percentage = Gross Profit + Sales
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= LE 173305 +~ LE 574061
=30,2%

cost of merchandise sold

2- Inventory Tumover = - e
' Average merchandise inventory

_LEA400756
= (LE 83308+ LE 76093)
\ 2
LE 400756
LE 79701

= 50

3- Cost of merchandise sold = Inventory turnover x
‘Average merchandise inventory
= 7 x.LE 79701
= LE 557907

Gross profit percentage = (sales - cost of merchandise
sold) / sales

30,2% =(S-LE 557907)+ S
0302 xS = S LE 557907

S- (0,302x5) = LE 557907
Sx(1-0302) = LES557907

S = LE 557907 +(1 - 0,302)
s = LE 799294

Gross profit = Sales - Cost of merchandise sold
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= LE 799294 - LE 557907
= LE 241387 |

The increase in inventory turnover from 5,0 to 7,0
would raise gross profit from LE 173305 to LE 241387.

Problem

I- W Ld had the following inventory transactions during

the month of January.
I-1 beginning inventory, 5000 units ¢ 2.00 LE 10000

Week 1, purchases 2000 units @ LE 2.10 4200
Week 2, purchases 3000 units @ LE 2.20 6600
Week 3, purchases 1000 units @ LE 2.30 2300
Week 4, purchases 1000 units (¢ LE 2.40 2400

On January 31, a count of the ending inventory was
completed, and 6500 units were on hand. Compute cost of
gobds sold and ending inventory using LIFO, FIFO, and
weighted-average inventory methods.
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Chapter Three
Long-Lived Assets And Depreciation

This chapter shows how to account for -long-lived
assets. It discusses the differences in accounting for
various kinds.of assets-land, buildings and equipment.
Natural resources, and intangible assets. The main issue is
when to charge the cost of a long-lived assets as an
expense on income statement. For example. If an asset
lasts 10 years, how much of its cost should be assigned to
each of the 10 years it is used?

1. Overview of Long-Lived Assets:

Most business entities hold some major assets, such
as land, buildings. Equipment, natural resources, and
patents. These resources are often described as long-=lived
assets because they are held for an extended time. A
distinguishing feature of these assets is their underlying
purpose : to facilitate the production and sale of goods or
services to customers. That is, these assets by themselves
are not available for sale in the ordinary course of
business. Thus a delivery truck is a long-lived asset for
nearly all companies; an exception is a truck dealer, who
would regard trucks as merchandise invéntgly_ '
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2. Tangible and Intangible Assets:

The major long-lived assets are often divided into
tangible and intangible categories. Tangible assets (also
called fixed assets or plant assets) are physical items that
can be seen and touched. Example are land, natural.
resources, buildings, and equipment. In contrast,
intangible assets are rights or economic benefits, such as
franchises, patents, trademarks, copyrights. And goodwill,
that are.not physical in nature. With the exception of land,
the acquisition costs of all long-lived assets are typically
charged to expense over a period of years in some
systematic way. Such expenses are called depreciation,
depletion, or amortization. Depending on the type of asset
in question.

The word amortization is a general term thdt means
the systematic reduction of a lump-sum amount therefore
there is nothing inherently wrong with using it to describe
the allocation of the costs of all long-lived assets to time .
periods. However, when referring to long-lived assets,
amortization usually means the allocation of the costs of
intangible assets to the periods that benefit from these
most tangible assets, such as buildings, machinery, and
equipment, are 'depreciated. Exceptions are land, which
remains on the books at its original acquisition cost, and
natural resources, which are depleted. Depletion is the
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process. of allocating the cost of natural resources to the
periods: in: which the resources:are: used..
3. Acquisition cost of Tangible Assets:

The acquiSi‘fib11- cost of all long-lived: assets 1s their
cash equivalent purchase price; including incidental costs..
The acquisition' cost of "land includes charges to the
purcﬁa‘ser-' for the cost of land surveys, legal fees, title
commissions, transfer taxes, and even the demolition: costs:
~ of old structures that might be ton. down to get the: land:
ready for its: intended use. Land such as plant sites or
building sites. is: ordinarily accounted for separat"ely‘ from:
other tangible: assets. Under historical cost accounting.
- Land:is.carried indefinitely at its original cost. As a result,
if land is held for many years: of persistent inflation, its
carrying: amount is likely to be far below: its current market
value.

Unlike. land, buildings and equipment wear out or
become obsolete. In other words, the services provided by -
buildings and’ equipment are consumed. 'Depreciatiohr
recognizes. the. consumption of these services. The cost of
buildings. Plant, and equipment should include all costs of
acquisition-and preparation: for use.
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4. Depreciation Methods:

Depreciation is one of the main factors
distinguishing accrual accounting from cash-basis
accounting. Suppose a long-lived asset is purchased for
cash. Cash-basis accounting would recognize the entire
cost of the asset when it is purchased. In contrast, accrual
accounting allocates the cost in the form of depreciation
over the periods the asset is used. Equipment and similar
long-lived assets are initially recorded at cost. The major
accounting difficulties center on the choice of a pattern of
depreciation — that is , the allocation of the original cost to
the particular periods that benefit from the use of assets.

In  particular, note that accountants regard
depreciation as a process of allocating the acquisition cost
to the particular periods or products that are related to the
use of the depreciation is frequently misunderstood. It is
not a process of valuation. In everyday use, we might say
that an auto depreciates in value, meaning a decrease in its
current market value. But to an accountant, depreciation is
not a technique for approximating current values such as
replacement costs or resale values. It is simply cost
allocation.

The amount of the acquisition cost to be allocated
over the total useful life of the asset as depreciation is the
-46-
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depreciable value. It is the difference between the total

acquisition cost and the predicted residual value. The
residual value is the amount received from disposal of
long-lived asset at the end of its useful life. Synonyms for
residual value are terminal value, disposal value, salvage
value, and scrap value.

A crucial factor in determining the yearly amount of
depreciation is the prediction of an asset's useful life. The
useful life {or economic life) is the influenced by
predictions of physical wear and tear. However, the useful

‘lives are almost always more heavily affected by
economic and technological factors than by when
equipment may physically wear out. For example, the
rapidly fﬁcreasing speed and decreasifig cost of computers
have led business to replace functioning equipment long
before it wears out. Useful life estimates can significantly
affect depreciation expense and hence income. The listing
of depreciation amounts for each year of an asset's useful
life is called a depreciation schedule. We will use the
following symbols and amounts to compare various
depreciation methods.

C = total acquisition cost on De. 31, 20x2 - L.E. 41000
R = residual value L.E. - 1000
N = estimated useful life 4 year
D = amount of depreciation : | 777

AT -
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5. Straight — Line Depreciation:

Straight-line depreciation spreads the depreciable
value evenly over the useful life of an asset. It is by far the
most popular method for corporate reporting to
shareholders. The annual depreciation expense that would

- appear on the income statement is:

Acquisition Cost - Residual Value
Years of Useful Life

C-R
N

41000 —- 1000
4

= L.E. 10000 per year

6. Depreciation Based On Units:

D=

When physical wear and tear is the dominating
influence on the useful life of the asset, accountants often
based depreciation on units of service or units of
production rather than on the units of time so commonly
used. Depreciation based on units of service is called unit
depreciation. Suppose the asset in our example sere a large
truck that would be kept for a useful life of 200 thousand
miles. Depreciation computed on a mileage basis is:
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C-R
N

41000 — 1000
200000 miles

= (.20 permile
For some assets, such as transportation €quipment,
this depreciation pattern may have more dogical appeal
than the straight-line method. Hoewever, the unit
depreciation method is not widely used! Probably for two
major reasons:

» 'Straig‘.ht.-line depreciation = frequently produces
approximately the ~same yearly depreciation
amounts.

e Straight-line depreciation entails less data-collecti@in
costs. The entire depreciation schedule can be set at
the time of acquisition, and detailed records of units
of service are not necessary.

| A commonly encountered example of unit
depreciation relates to the use -of mining equipment.
Instead of writing such costs off on a time basis, mining
companies depreciate the equipment costs at a rate per ion
-of minerals extracted.
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7. Double-Declining-Balance Depreciation:

-Any pattern  of “depreciation that writes off
depreciable costs more quickly than the ordinary straight-
line method based on expected useful life is called
accelerated depreciation. Although an infinite number of
accelerated depreciation methods are possible, only two
are commonly used: declining-balance and sum of the
years' digits methods. The most popular form of
accelerated depreciation is the double - declining - balance
(DDB) method. DDB is computed as follows:

o Compute a rate by dividing 100% by the years of
useful life. This result is the straight-line rate. Then
double the rate. In our example. The straight-line rate
1S 100% / 4 years = 25%. The DDB rate would be 2 x
25% or 50%.

e To compute the depreciation for any Asset, ignore the
residual value and multiply the beginning book value
~ for the year by the DDB rate.

The DDB method can be illustrated as follows:
o DDB=2(i100%/N)
e DDB rate, 4-year life = 2 (100% / 4) = 50%

* DDB depreciation = DDB rate x Beginning book value
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e Foryear | : D=0.50 (41000) '

=L.E. 20500

e For year 2 : D=0.50 (41000 - 20500)
=1..E. 10250

e For year 3 : D =0.50 [41000 - (20200 + 10250)]
=L.E. 5125

e For year 4 ; D=0.50 (41000 - 35875)

=1L.E. 2563

8. Sum - Of - The - Years' - Digits Depreciation:

Another method of accelerated depreciation is the
sum-of-the-years' digits (SYD) method. DuPont is-among
the few companies currently using SYD for reporting to
stockholders. Sum of the digits is the total of the numbers
representing the years of life.

For example, assuming a four-year life, 1 +2 + 3 +
4 10. This sum becomes the denominator in a key
fraction as follows:

SYD depreciation = Fraction x Depreciable amount

For year 1 : D = '”i%’ (40000) = L.E. 16000

Foryear2:D= -13—0- (40000) = L.E. 12000

Foryear3:D~= —1%' (40000) =L.E. 8000
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For year 4 : D = “1“16" (40000) = L.E. 4000

9. Depletion of Natural Resources:

Natural resources such as minerals, oil, and timber
are sometimes called wasting assets. Depletion is the
gradual exhaustion of the original amounts of these
resources acquired. Depletion differs from depreciation
because depletion focuses narrowly on a physical
phenomenon and depreciation focuses more broadly on
any cause of the reduction of the economic value of a
fixed asset, including physical wear and tear pulse
obsolescence.

The costs of natural resources are usually classified
as fixed assets. However, the investment in natural
resources can be linked to a lump-sum acquisition of
massive quantities of inventories under the ground (iron
ore) or above the ground (timber). Depletion expense is
the measure of that portion of this "long-term inventory"
that is used up in a par‘ticu]ar period.

For example, a coal mine may cost LE 20 million
and originally contain an estimated one million tons. The
depletion rate would be LE 20 million / 1 million tons =
LE 20 per ton. If 100000 tons were mined during the fist
year, the depletion would be 100000 x 20, or 2 million;
and so forth. As the above. example shows, depletion is
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measured ‘on a wunits — of — ~;pm‘ducti0n basis. The annual
depletion may accounted for as a direct reduction of the
mining asset, or it may be accumulated in a separate
account similar to accumulated depreciation.
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Please Read This Article
" To Capitalize Or Not to Capitalize

Late in the aftemoon on St. Patrick's Day, 1992,
Chambers Development Company, a rapidly growing
waste-management firm, announced that 1t was changing
the way it accounted for certain costs associated with
landfill development. Instead of capitalizing indirect costs
associated with landfill projects and listing them with the
assets on the balance sheet, Chambers announced that it
would follow industry practice and repoit those
expenditures as expenses of the period in which they are
incurred. The change had the effect of to $1.5 million. To
some observers, an accounting decision such as what to
capitalize and what to charge immediately to expense is
not very interesting. However, stockholders of Chambers.
Development soon became extremely interested.
Chambers Development's stock price dropped from $30.50
to 11.50, a fall of 62%, in trading the day after the
announcement.

Chambers Development's management defended the
change, maintaining that the capitalization in previous
years had been warranted because Chambers had been a
company in development. Now as an operating company,
expensing seemed appropriate. At issues were cost such as
the salaries of executives for that portion of their time
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Long-Lived Assets And Depreciation

spent on developing new landfills. Also in question were -
the company's costs related to the public relations and
legal aspects of the landfills.

The firm's auditor approved both the previous
method and the change. In fact, speculétion arose that the
auditors forced the change because the amount of
capitalized development costs had become so large that
the amounts did not realistically represent costs that would
be recovered in the future. Therefore the costs did not
qualify as assets.

There is no ecasy answer as to what should be
capitalized. Chambers spent millions to gain - landfili
permits, and there certainly is value to such permits,
However, many accountants favor a conservative
approach that recognizes all questionable items as
exp—enses as soon as possibie. The one thing that is clear is
that decisions to capitalize expenditures can greatly affect
stockholders.
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Chapter Three
Demonstration Problems

Problem One:

"The net book value of plant assets is the amount
that would be spent today for their replacement”. Do you
agree? Explain.

Solution to Problem One:

Net book value of the plant assets is the result of
deducting accumulated depreciation from original cost. It
is a result of cost allocation, not valuation. This process
does not attempt to reflect all the technological and
economic events that may affect replacement value.
Consequently, there is little assurances that net book value
will approximate replacement cost.

Problem Two:

"Accumulated depreciation provides cash for the
replacement of fixed assets”. Do you agree with this
quotation from a business magazine? Explain.

Solution to problem Two:

Accumulated depreciation is a contra asset. It is the
amount of the asset already used up and in no way
represents a direct stockpile of cash for replacement.

«BE =
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Long-Lived Assets And Depreciation:

Questions |

. Distinguish between tangible and intangible assets,
. Distinguish between amortization, depreciation, and
depletion. | | ‘
. "the: accounting process of depreciation is allocation,
 not valuation”. Explain. |

Problem

1. Compute the first three years of depreciation for the

following assets: ,

a. Conveyor, five-years life, LE 37000 cost, straight-
line method, LE 2000 residual value.

b. Truck, six-year useful life, LE 18000 cost, DDB
method, LE 500 residual value.

¢. Copy machine four-year useful life, LE 6000 cost,
SYD method, LE 1000 residual value, |
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Practical Insight

A growing threat to the business community is the
© so-called credit swindler- the customer who is out to
defraud suppliers credit swindlers range from bad check
passers to big- time operators who set up shell companies
to obtain large quantities of goods from unsuspecting
suppliers and then sell the goods and go into bankruptcy or
disappear. These credit swindlers have certain
characteristics that can be recognized. It has been
suggested that 20 characteristic are common to credit
swindlers. Many legitimate business may have some of
these characteristics. But if one customer has several. Care
should be taken in extending credit these 20 characteristics
can be divided into (1) phystcal. (2) financial, and (3)
managerial categories.

The following [0 physical characteristics may

indicate that a potential customer is a credit swindler:

I. The company has a name very similar to a well-
established company.

2. The company has a prestigious — sounding name (such
as American, Universal).

3. The business is less than a year old (often less than six
months old).

4. The company has no exterior sign advertising its

business at its address.
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The customer rents its trucks and automobiles.

6. The customer rents its furniture (which can be quickly

10,

left behind). |
The customers phone is answered by an answering
service.

_ The customer's checks have low numbers, are drawn on

a distant bank, or have a post office box for an address
making the company difficult to trace.

The customer's credit references provide good
references without looking them up, indicating the
pdssible of a collaborator.

The customer's phones in order leaving on written
documentation of fraud. '

The following five financial characteristics may

indicate that a customer is not legitimate:

1.

8]

The customer suddenly makes a substantial increase in
the amount of purchases.

The customer's check balances or the .g:ustomer pays -
invoices with third party checks.

The customer's financial statements indicate liquity but
its payment history is poor.

The customer provides unaudited financial statements
‘when applying for credit.

-59.-
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Chapter Three

5. The customer's net worth is overstated (many

companies establish credit on the basis of a customer's
net worth).

The following five managerial characteristics may

indicate potential trouble:

The managers are relatively young and wear casual
clothing and much jewelry.

. Conversations with the managers are long and

excessively friendly.

. The customer's buyer is aggressive and threatens to

take the order elsewhere if immediate credit isn't
approved. '

The managers claim memberships in bogus social
organization.

. The complain excessively about service credit

collections.

A supplier should get as much information as

possible about a customer before granting credit. A
completed credit application and check an outside credit
agency is -a necessity. The more facts available, the better

the credit decision.

Source: Adapted from T.M. Reilly, "20 Telltale

Signs of Credit Fraud". Practical Accountant (April 1987),
PP. 68-69.

%60 -


http://cbs.wondershare.com/go.php?pid=5261&m=db

Long-Lived Assets And Depreciation

Practical -lénsight

Accountants see it all the time — managemsnt by
ignorant. An owner doesn't. realize his business is in
trouble until it 1s too late. "Many businesses go under",
says Aubrey D. Boutwell, a CPA, and the owners don't
even know what their problems are. All they know is they
end up with no money and can't pay their bills".

Seat-of the pants operators fail to monitor all aspects
of their businesses. They tend to think everything is fine it
sales are increasing and there is money in the bank.
Typically, they consider financial statements a necessary
evil to get a bank loan. They don't ments a ﬁecessa:y evil
to get a bank loan. They don't realize that what they do in
the business is reflected in the financial statements. They
don't pay much attention to the information accountants
g'ive them.

Keeping tabs on a small company's health isn't as
difficult as accounting — shy owners believe. It can be as
simple as keeping good records and compiling results each
month and analyzing them. Simple analysis can disclose
irportant information. for instance, a slight month - to —
month increase in payroll cost appears insignificant until it
is multiplied by 12.
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Which figures to keep an eye on varies by the type
of business, accountants say. In labor — intensive
businesses, payroll cost as a percentage of gross revenue is
very importént to watch.

Consulting, engineering, architecture, accounting, .
And law firms make or lose money mainly on how much
time the professional staff bill clients. It's easy to have
people spinning their wheels, spending time on things they
can't charge back to clients.

Small-business owners should realize they are
operating in a tough market. The market is becoming more
unforgiving all the time competition is becoming more

sophisticated than ever before.
oy

Size is no excuse-to run a sloppy operation. Firms of
all sizes are very profitable, but firms of all sizes go
‘bankrupt.

Source: Excerpted from "Watch the Numbers to
learn if the Business is doing well" the wall street journal
(August 26, 1975) Reprinted by permission of the Wall
Street Journal, Dow Jones & Company. Inc., 1985.
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CHAPTER ONE

CORPORATICONS

After studying this chapter you should be able to meet

these Learning Objectives:

Discuss the advantages and disadvantages of
organizing a business as a corporation.

Explain the rights of stocidheflders and the coles of
corporate directors and officers.

Contrast the balance sheet presentation of the
ownership equity in a corporation and in a sole
proprietorship.

Account for the issuance of .capi,tafi stock.

Contrast the features of common stock with those of
preferred stock.

Discuss the factors affecting the market price of

- preferred stock and of common stock.

Explain the meaning and significance of book value,

market value, and par value of capital stock.
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Chapter One
Introduction

In this chapter our study of businesses organized as
corporations. First, we describe the nature of a corporation,
explain the concept of a "separate legal entity,” and discuss
the advantages and disadvantages of the corporate form of
organization. Next, we focus attention upon the stockholders'
equity section of a corporate balance sheet. As part of the
contributed capital the Paid-in capital is distinguished from
retained earnings, and preferred stock is contrasted with
common stock. Distinctions are drawn among the concepts of
par _value, book value, and market value. Various
stockholders' equity transactions are illustrated and explained,
including the issuance of cabital stock and the declaration and
payment of cash dividends. Also covered are such topics as
subscriptions to capital stock, accounting for donated capital,

and the computation of book value per share.

Who owns Commercial International Bank (CIB) in the
A.R.E.? The owners of a corporation are called stockhelders.
Stockholders in CIB include over one million men and
women, as well as many pension funds, mutal investment
funds,  labor unions, banks, universities, and other

organizations. Because a corporation can be used to pool the
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Corporations

savings of any number of investors, it is an ideal means of
obtaining the capital necessary for large-scale business
activities,

Nearly, all large businesses and many small ones are
organized as corporations. There are many more sole
proprietorsh'ips and partnership than comorétions, but in
money (dollars or Egyptian bounds) volume of business
activity, corporations hold an impressive lead. Now because
of the dominant role of the corporation in our economy, it is
important for everyone interested in business, to have an
understanding of corporations  and - their = accounting
practices.

What is a Corporation?

A Corporation is a legal entity having an existence -
separate and distinct from that of its owners. In the eyes of
the [aw a corporation is an "artificial person" having many
of the rights and responsibilities of a real person

A Corporation, as a separate legal entity, may own
property in its own name, Thus, the assets of a corporation/

belong to the corporation itself, not to the stockholders. A
corporation has legal status in cowrt- that is may sue and be

sued as if it were a person. As a legal entity, a corporation

...
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Chapter-One ;
may enter into contracts, is responsible for its own debts. and

pays income taxes on its garnings.

Advantages of the Corporate Form of

Organization

The carporation offers a number of advantages not available
in other form of organization. Among these advantages are
the foliowing:

1) No personal lability for stockholders.

Creditors of a corporation have a claim against the assets
of the corporation, not against the personal property of the
stockholders. Thus, the amount of money which stockholders
risk by investing in a corporation is lmited to the amount of
their investment To many investors,- this is the most
important advantage of the corporate form.

2) Ease of accumaulating capital.

Transferable shares of stock evidence ownership of a
corpora]g The sale of corpora’ ownership in units of one or
more " shares permits both large and small investors to
participate in ownership of the business. Sbme corporations
actually have more than a million individual stockholders.

3) Readily transferable ownership shares. |
~ Shares of stock may be sold by one investor to another

. without dissolving or disrupting - the business orgamization.
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The shares of most large corporations may be bought or sold
by investors in organized markets. Investments m these
shéres have the advantage of liquidity, because investors -may
easily convert their corporate owner- ship into cash by
selling their stock.

.4) Continuous existence.

The continuous life of the corporation, despite changes in
ownership, is made possible by the issuance of transterabie
- shares of stock.

5} Professional managemeit.

The stockholders own the corporation, but they do not
manage it on a daily basis. To administer the affairs of the
corporation, the stockholders elect a board of directors. The
directors, in tura, hire a president and other corporate officers
to manage the business.

Disadvantages aof the Corporate Form - of
Organization

Among the disadvantages of the corporation are:

1} Heavy taxation.

The income of a partnership or a sole proprietorship is
taxable only as personal income to the owners of the

business. The income of a corporation, on the other hand, 1s
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Chapter One _
subject to income taxes, which must be paid by the

corporation.
If a corporation distributes its earnings to stockholders,

the stock- holders must pay persoual income taxes on the

amounts they receive..

2) Greater regulation.

A corporation comes into existence under the terms of
state laws, and these same laws may provide for considerable
regulation of the corporation's activities.

3) Separation of ownership and contrel.
The separation of the functions of ownership and

management may be an advantage in some cases, but a
disadvantage in others.

Formation of a Corporation

A Corporation is created by obtaining a corporate
charter from the stafe, which the company is to be
incorporated.” To obtain a corporate charter, an application
called the articles of incorperation is submitted to the state
corporations’ commissioner or other designated official. Once
the charter is obtained, the stockholders in the new corporation
hold a meeting to elect directors and to pass bylaws as a
guide to the company affairs. The directors in turn hold a

meeting at which officers of the corporation appointed.
}
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Organization Costs: The formation of a corporation is a
much more costly step than the organization of a partnership.
The necessary' costs include the payment of an mcorporatlon
fee to the state, the payment of fees attorneys for their services
in drawing up the articles of incorporation payments to
promoters, and a variety of other outlays necessary to the
corporation into existence. These costs are charged to an asset

account called Organization Costs,

The incurrimg of these organizations costs leads to the
existence of the corporate entity; consequently, the benefits -
derived from these costs may be regarded as extending over the
entire life of the corporation,

Rights of Stockholders: The ownership of stock in a
corporation usually éarrics the following basic rights:
(1) To vote for directors, apd thereby to be representéd in the
managemeﬁt of the business. When a corporation issues both
common stock and preferred stock, voting rights generally are
granted only to the holders of common stock. These two
different types of capital stock will be discussed in detail later
i this chapter |
(2) To share in profits by receiving dwrdends dec!ared by the
board of directors. However, the earning of a profitable

corporation may be distributed to stockholders in the form of
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cash dividends. The payment ef a dividend always requires
formal authorization by the board of directors.

(3) To share in the distrifbﬂtioﬁ of assets if the corporation is
liquidated. When a corporation ends its existence, the creditors
of the corporation must first be paid in full; any remaining
assets are divided among stockholders in proportion to the
number of shares owned.

Functions of the Board of Directors: The primary
functions of the board of directors are to manage the
corporation and to protect the interests of the stockholders. At
this level, management may consist principally of formulating
policies and reviewing acts of the officers.

Functions of Corporate Officers: Corporate officers are
the top level of the professional managers appointed by the
board of directors to run the business, These officers usually
include a president or chief executive officer (CEQ), one or
more vice presidents, a controller, a treasurer, and a secretary.
A vice president is often made responsible for the sales
function other vice presidents may be given responsibility for
such important functions as personnel, finance, and

production.
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The responsibilities of the controlier, treasurer, and secretary
- are most directly related to the accounting phase of business
operation. |
Stockhelders' Equity
The sections of the balance sheet showing assets and
liabilities are much the same for a corporation as for a sole
prdprietorship as well as partnership. The owner's equity
section is the principal point of contrast. In the balance sheet
of a corporation, the term stockholders’ equity is used instead
of owner's equity. The owners' equity in.a corporation, as in
other fype;s- of business organizations, is equal to the assets of
the, business minus the liabilities. However, state laws require
that the stockholders' equity section of a corporation balance
sheet clearly indicate the source of the owners' equity. The
two basic sources of owners' equity are (1) investment by the
stockholder (paid-in capital), and (2) earnings from profitable
operation of the business (retained earnings).
When stockholders invest cash or other assets in the business,
- the
corporation issues to them in é'xchéngé shares of capital stock
as evidence their ownership. In the simplest case, capital
invested by the stockholder is recorded in the corporation's

accounting records by a credit to an account entitied Capital
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Stock. The capital paid in by stockholders is regarded as

permanent capital not ordinarily subject to withdrawal.
The increase in stockholders' equity arising from profitable
operation
is called retained earnings. At the end of the year the balance
of the |
Income Summary account is closed into the Retained Eamings
account.

For example, if net income for the year is L.E. 90,000, the

closing entry will be as follows:

Dr. Cr.

Income SWmmary ..seweee. 90,000

Retained Eamings................. 90,000
(To closc the Income Summary account by transferring the
year’s nct income into the Retained Earnings account)
If the company operarés at a loss of, Say, L.E. 45,000, the
Income Summary account will have a debit balance. The

account must then be credited to close it. The closing entry

will be:
‘ Dr. Cr.
Retained Earnings ..oemesssensonssesees 43,000
Income Summary ..........ocoeeennenen. 45,000

(Ta closc the Income Summary account by transferving the

year's net loss mto the Retained Earnings account)
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Ifa cdrpofation has sufficient cash, a distribution of profits
may be
made to stockholders. Distributions of this nature are termed
dividends
and decrease both total assets and total stockholders' equity.
Because dividends are regarded as distributions of earni—;lgs;
the decrease in stockholders’ equity is recorded in the
Retained Earnings account. Thus, the amount of

retained earnings at any balance sheet date represents the

accumulated earnings of the company since the date of
incorporation, minus any losses, and minus all dividends.
Some people mistakenly believe that retained earnings
represents a

fund of cash available to a corporation. Retained eamnings is
not an _

asset; it is an element of stockholders’ equity. Although the
amount of retained eamings indicates the portion of total
assets, which are financed by earning and retaining net
income, it does not mdicate the form in which these resources
are c'urrently held. The resources generated by retaining profits
may have been invested in land, buildings, equipment and any

other kind of asset.
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Stockholders' Equity in the Balance Sheet:
For a corporation with L.E. 2,000,000 of capital stock and
L.E.?{)0,000 of retained earnings. the stockholders’ equity
section of the balance sheet will appear as follows:

Stockholders' equity:

Capital stock ' L.E. 2,000,000
Retain ed earnings 700,000

 Total Stockholders’ equity . L.E. 2,700,000

If the same company had been unprofitable and had
incurred  losses _agoregating LLE 150,000 since  its
organization, the stockholders' equity section of the

balance sheet would be asfollows:

Stockholders' equity:
Capital stock..... L.E. 2,000,000
Less: Deficit.(losses) . . .. - _150.000
Total Stockholders’ equity ~ L.E. 1,850,000
This second illustration tells us that L.E. 150,000 of the

original L.E. 2,000,000 invested by stockholders has been lost.
Note that the capital stock in both illustrations remains at the
fixed amount of L.E. 2,000,000, the stockholder original

investment.. The accumulated profits or losses since the
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organization of the corporation .are shown as retained
éa:r:nings or as a deficit and are not intermingled with ':t?irae-Paiidj_'
in capital. The tenn defied indicates a negative amount of
retained earnings.

Cash Dividends:

The term dividend, when used by itéei?f, is :géiaerailiy
understood 1o mean a distribution of cash by a corporation to
its stockholders. Dividends are stated as a specific amount per
share of capital stock, as, for example, a dividend of LE. 2
per share: The amount received by each stockholder who owns
100 shares will receive a check for L.E. 200.

Because a -dividend.:is dec}a're_e':l on _one date by the board of

directors and paid at another date, two separate journal entries

are mecessary.

To illustrate the entries for declaration and payment of a cash

‘diviidénd, assume that a corporation declares a dividend of

,L.:‘E.- 2.5 per share on 200,000 shares, outstanding stock. The

dividend is declared on December 15 and is payable on

January 26. The two entries would be as follows: - ..
Dr. Cr.

Dec. 15 : Retained Eamings .............. 500,000

Dividends Payable................. - 500,000

{To record declaration by the board of directors
Bl o
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Chapter One
of a cash dividend of L.E. 2.5 per sharc on the 200,000

shares of stock outstanding).

| Dr. Cr.
dJan. 26: Dividends Payable ...... 500,000
Cash. v 500,000
(To record payment of the L.E. 2.5 per share dividend
declared Dec. 15 on the 200.000 sharcs of stock
outstanding). ,
The account Dividends Payable, which was credited at the
date of
declaring the dividend, is a current liability. If a company has
more than one issue of capital stock (such as both common

stock and preferred stock), it may use a separate Dividends

Payable account for each issue.
What Is Capital Stock?

The caption capital stock in the balance sheet of a
corporation represents the amount invested by the owners of
the business. When the owners of a corporation invest cash or
other assets in the business, the corporation issues capital stock
as evidence of the investors' ownership equity. |

The basic anit of capital stock is called a share, but a
'corporation may issue capital stock  certificates  in
denominations of ! share, 150 shares, or any other number.

The total number of shares of capital stock outstanding at any
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given time represents 100% ownership of the corporation.

Outstanding shares are those in the hands of stockholders.

The number of shares owned by an individual investor
determines the extent of his or her ownership of the
" comporation.
Assume, for example, that Egypt Corporation&issues a total of
60,000 |
shares of capital stock to investors in exchange for cash. If you
were to
acquire 6,000 shares of the 60,000 shares, you would own a
10% interest in the corporation. ‘
Authorization and Issuance of Capital Stock:

The articles of incorporation specify the number of
shares of capital stock which a corporation is authorized to
issue and the par value (PV), if any, per share. Large issues of
capital stock to be offered for sale to the general public must
be approved in Egypt by state officials and ‘in the U.S.A. by
the SEC ‘as‘ well as by state officials. The corporation may
choose not to issue inumediately all the authorized sharers: in
fact, it is customary to secure authorization for a larger number
of shares than presently needed. In future years, if more cépital
is needed, the previously authorized shares will be readily

available for issue; otherwise, the corporation would be forced .
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to apply to the state for permission to increase the number of
authorized shares.
What is a Par Value? Par value (or stated value) represents
the legal -capital per share- the amount below which
“stockholders' equity cannot be reduced except by losses from
business operaticns or special legal action. A Corporation
.cannat decl'are.. a dividend if such action would cause the
stockholders’ equity to fall below the par value of the
outstanding shares. Par value, therefore, may be regarded as a
minimum cushion of equity capital existing for the protection
of creditors. | |
Because of the legal restrictions associated with par value,
state lawé require corporations to show separately in the
stockholders' equity section of the -ba}an‘ce sheet the par value
of shares issued.
A Corporation may set the par value of its stock at L.E.1 per
share, 1..E.4 per share, or any other amount that it chooses.
The par value of the stock is ne indication of its market
value; the par value merely indicates the amount per share to
be entered in the Capi!:al Stock account.
Issuance of Par Value Stock: |

When par value stock is issued, the Capital Stock accounf

is credits
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with the par value of the shares issued, regardless of whether
the issuance price is more or fess than par. Assuming that
60,000 shares of LE3 par value stock have been authorized
and that 20,000 of these authorized shares are issued at a price
of L.E.3 each, Cash would be debited and Capital Stock would
be credited for L.E. 60,000. When stock is sold for more than
par value, the Capitéel Stock account is credited with the par
value of the shares isswed, and a separate account called
Additiona! Paid-in Capital-in excess of PV?, is credited for
excess of sel-iiﬁg price over par. If, for example, our 26,000

shares were issued at a price of L.E. 7 per share, the entry

would be:
Dr. Cr.
o 140,000
Capital StoCk ..o 60,000
Additional Paid-in Capital.................. 80,000
(Issucd 20,000 sharcs of L.E. 3 par valuc stock at & price
L.E. 7 a share).

" The additional paid-in capital does not represent a profit to the
corporation. It is panh. of the invested capital and it will be
added to the capital stock in the balance sheet to show the total
paid-in capital. The stockholders’ equity section of the balance

sheet is 1llustrated below.

Corporations -

-81-



http://cbs.wondershare.com/go.php?pid=5261&m=db

Chapter One
Stockholders' equity:

Capital stock, L.E.3 par value, authorized 60,000 shares,

issued and outstanding 20,000 shares L.E. 60,000
Additional paid-in capital............ ... 80,000

Total stockholders’ equity ......... 140,000

No-Par Stock: Some corporations issue stock without
designating a par or stated value. When this “no-par" stock is
issued, the entire issue price is credited to the Capital Stock
account and is viewed as legal capital not subject to
withdrawal.

Common Stocks and Preferred Stocks

The account title capital stock is widely used when a

_carporation has issued only one fvpe of stock. In order to |
appeal to as many investors as possible, however, many
coﬁ:orations issue several types (or classes) of capital stock,
each providing investors with different rights and
opportunities,

The "basic” type of capital stock issued by every corporation
often is called commen stock. Commton stock possesses the
traditional rights of ownership voting rights, participation in
diizid'end_s, and a residual claim to assets in the event of

fiquidation. When any of these rights is modified the term
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preferred stock is used to descr'i‘be the resulting type of
capital stock. A few corporations issue two or more classes of
preferred stock, with each class having distinctive features,
designed to appeal to- a parﬁcular type of investor. In
summary, we may say that every corporation has common
stock, and that some corporations also have one or more types
of preferred stock.

The following stockholders’ equity section illustrates the
ba!anc_é sheet presentation for a corporation having both

preferred and commeon stock:

Stockholders' equity:

- 6% cumulative preferred stock. L.E. 100 par value,
authorized 90,000  shares, issued 50,000  shares
L.E. 5,000,000

- Common stock, L.E. 4 par value, authorized 2 million

.....................................

shares, issued ! million shares. 4,000,000

Additional paid-in capital:

Preferred stock XXXXXXX
Common stock . XXXXXXX
Total stockholders' equity .......... L.E. 9.000,000

Notice that the par value and-additional paid-in capital (if it
existed) are shown separately for each type of stock. This

implies that separate capital stock accounts and additional
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patd-in vapital accounts are used in recording the issuance of

cach type of stock.

Characteristics of Preferred Stock:
The characterstics of preferred stocks vary from one issue to
the another. The term preferred stems from the fa-ct_ that these
stocks almost have "preference” or priority over the common
stock in receiving dividends and in the event of liquidation.
Among the features usually associated with issue of
preferred stock are the following:
1) Preferences to dividends:
2} Cumulative dividend rights ’ |
3) Preferences as to assets in event of the liquidation of the-
company |
4} Callable at the option of "t'he corporation
5) Convertible Preferred Stock
Preferred stocks ‘s}ar_y widely with respect to the special
rights and privileges granted. Careful study of the terms of the
individuaﬂ preferred stock contract is a necessary step in the

evaluation of any preferred stock.

1.Preferences to dividends: Stock preferred as to

dividends is entitled fo receive each year a dividend of
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épgciﬁéd amount before any dividend paid on the common
stock. The dividend is usually stated as Egyptian pou‘nds
émount per share. Some preferred stocks state the dividend
preference as a percentage of par value. For example, a 7%
preferred stock with a pai' value of L.E. 100 per share would
mean that L.E. 7 must be paid yearly on each share of
preferred stock before any dividends are paid on the common
stocks.

2. Cumulative dividend rights: The dividend preference
- carried by most preferred stock in a cumulative one. If all or
any part of the regular divided on preferred stock is due, but
not paid yet in a given year, the amount of these dividend is
said to be in arrears and must be paid in a subsequent year
before any dividend can be paid on the common stock.

For a noncumulative preferréd stock, any unpaid or ozni&ed
dividend is lost forever. Because of this factor, invéstors view
the nohcumulative feature as an unfavorable element, and very
few ﬁoncumulative preferred stocks are issued.

3. Preﬂ'rences as to assels: Most preferred stocks carry a
preference as to assets in the event of liquidation of the
corpofation. If the business is terminated, the preferred stock is

entitled to payment in fall of its par value or a higher stated
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liquidation value before any payment is made to the common
stock. This priority also includes any dividends in arrears.

4. Callable at the option of the corporation: Most'_
preferred stocks include a call prevision. This provision
grants the issuing corporation the right to repurchase the stock
from the stockholders at a stipulated call price. The call price
is usually slightly higher than the par value of the stock. For
example, L:E. 100 par value preferred stock may be callable at
L.E. 110 or L.E. 115 per share. In addition to paying the call
price, a corporation that redeems its preferred stock must pay
any dividends in arrears. A call provision gives a corporation
ﬂe'xibility in adjusting its financial structure.

5. Convertible Preferred Stock: In order to add to the
atiractiveness of preferred sfock as an investment,
corporations sometimes offer a converﬁon privilege which
entitles the preferred stockholders to exchange their shares for
common stock in a stipulated ratio. If the corporation prospers
its common stock will probably rise in market value; and
dividends on the common stock will probably rise in market -
value, and dividends on the common stock will prebably

increase.
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Varket Price of Preferred Stock

Investors 'buy preferred stocks primarily to receive the
dividends that | | |
these shares pay. Thus, the dividend rate is one important
factor in determining the market price of a p}eferred stock.

But what happens to the market price of an 6% preferred
stock, originally issued at a par value of L.E. 100, if
government policies and other factors cause long-term interest
rates to rise to, say, 12% or 15%? If investments oﬂ’eriﬁg a
return of 15% are readily available, 'investc')rs will no longer
pay L.E. 100 for a share of preferred stock, which provides a
dividend of only LE.G 'per year. Thus, the market price of the
preferred stock will fall to about half of its original issue price,
or about L.E. 50 per share. At this market price, the stock
offers a 15% return {called the dividend -yield} to an investor
purchasing the stock (L.E. 6 per year - LLES0O = 1-5%).
However, if the prevailing long~tenn mterest rates dec!ihe o’
the 6% range, the market price of this 6% preferred stock
should rise quickly to approximately par value. In coﬁclusion,
the market price of preferred stock varies inversely with
interest rates. As interest rates rise, preferred stock prlces

deelme as interest rates fall, preferred stock prices rise.
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Market Price of Common Stock

Interest tates also have 2 significant effect upon the mark
prices of common stocks. However, common stock dividends
are not fixed in amount. If the company prospers, these
dividends are likely to increase- perhaps every year. Therefore,
investors' “expectations as to the profitability of future
operations greafly affect the market value of common shares.
In additien, many large corporations grow by acquiring small
companies with excellent future prospects. This generally is
accornplished by offering 1o buy all * or most * of the smaller
company's common stock at a price that will induce the
existing stockholders to sell. As preferred steckholders usually
have no voting rights, an investor seeking. control of a business
entity need not acquire these shares.

Issuing Capital Stock:

When a large amount of stock is to.be issued, most

corporations use the services of an investmém—banking firm,
frequently referred to as underwriter. The underwriter
guarantees the issuing corporation a specific price for the stock
and makes a profit by selling the shares to the investing public
-at a slightly higher price. The corporation records the issuance
of the stock at the net amount received from the underwriter.

The use of an underwriter assures the corporation that the
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entire stock issue will be sold without delay and that the entire
amount of find- to be raised will be available on a spmiﬁc
date.

Issuing Stock with Assets Other Than Cash:
Corperations generally sell their capital stock for cash and use
the cash to buy the wvarious types of assets needed in the
business. Sometimes, 2 corporation may issue shares of its
capital stock in a direct exchange for land, buildings, or other
- assets. Stock may also be issued in. payment for services
rendered by attomeys, accountants, and promoters in the
“formation of the corporation.

‘When'a corporation issues capital stock in exchange for
services or for assets other than cash, the transaction should be
recorded at the curzent market value of the goods or services
recc%ived. For some types of assets such as land or buildings,
the services of a firm of professional appraisers may be useful
in establishing current market value. Often, the best evidence
as to the market value of these goods or services is the market
value of the shares issued in exchange. For example, assume
that a company issues 10,000 shares of its L.E.I par value
common stock in exchange for land. Competent appraisers
may have more than one opinion as to the market value of the
land. But let us assume that the company's stock is currently
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selling on a stock exchange for L.E. 70 per share. It 1s logical

to say that the cost of the land to the company L.E. 700,000,
the market value of the shares issued in exchange.,
Once the valuation has been decided, the entry to record the
issuance of the stock in exchange for the land is as follows:
| i Dr. Cr.
Land...cecesensainsanenes 700,000
Common Stock.. — 20,000
Additional Paid-in Capital: Common Stock.. 680,000
{{To record the issuanéé':.of 10,000 sharcs of L.E. 1 par valuc common
stock én cxchange for land. Current market value of stock (L.E. 70 per
sharce) used as basis for valuing the land)).
Subscriptions | to Capital Stock: Installment Payment
System
Small, newly formed corporations sometimes offer
investors an opportunity to subscribe to shares of the
company's capital stock. Under a subscription plan, the
im;estors agree to.purchase specified numbers of shares at a
stated price at a future date, ofien by making a series of
installment paymeuts. The stock is issued after the entire
subscription price has been collected.
In summary, selling stock through subscriptions is similar
to selling merchandise on a "layaway" plan. One reason

for this procedure is to attract small investors. Another
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reason is (o appeal to investors who prefer not to invest

cash until the corpofation is ready to start business

operations. |

When stock is subscribed, the company debits Stock

Subscription- Receivable for the subscriptioﬁ price, credits
Capital Stock Subscribed for the par value of the subscribed
shares, and credits Additional Paid-in Capital for any excess of
the subscription price over par value. (These account titles are
- modified if the subscribed shares are designated as com'mon‘
stock or preferred stock.) Later, as installments are collected,
the entry is a debit to Cash and a credit to Stock Subscriptions
Receivable. When the entire subscription price has been
collected, the stock certificates are issued, The issuance of the
stock is recorded by debiting Capital Stock Subscribed and |
‘crediting Capital Stock. The following illustration '
demonstrates the accounting procedures for stock
subscriptions. '
In this example, 20;000 shares of L.E.3 par value common
stock are subscribed at a price of L .E.12. Subscriptions for
11,000 of these shares are then collected in full. A partial

payment is received on the other 9,000 shares.
Dr. Cr.

Stock Subscriptions Receivable... 240,000

» Common Slror:k Jubscribed.................... 60000
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Additional Paid-in Capital: Common Stock.... 180,600
(Received subscriptions for 20,000 sharcs of L.E.3 par value
stock at pricc of L.E. 12 a sharc). '
When the subscriptions for [ 1,000 shares are collected in full,

certificates for 6,000 shares will be issued. The following

entries are made:

_ Dr. Cr,
Cashicunnammmmmnn. o 132,000
Stock Subscrniptions Recetvable....... 132,000

7‘((‘ ollected subscriptions in full for 11,000 sharcs at L.E.12 each).

Capital Stock Subscribed ...... 33,000

Common Stock .........m.@.......\. 33,000

{Issued certificates for 11,000 fully paid L.E.3 par valuc shares).
The subscriber to the remaining 9,000 shares paid only half
of the amount of the subscription but promised to pay the
remainder within a month. Stock certificates will not be
issued until the subscription is collected in full, but the
partial collection is recorded by the following entry:

Dr. Cr.
Cash. e, - 54,000

Stock Subscriptions Receivable. .. 54,000
(Collected partial payment on subscription for 9,000 sharcs).

From the corporations point of view, Stock Subscriptions

Receivabie a current asset, which ordinanly will be collected
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~within. -a short time. If financial statements are- prepared

between the .date of obtaining_ subscriptions and. the date of
issuing the stock, the Capital Stock Subscribed: account is
regarded as legal capital and will appear in the stockholders’
equity section of the balance.’shéet.
Stock Transfer Agent.and Stock Registrar:

Large, publicly owned cdrporations use an
independent stock transfer agent and a stock registrar to
maiﬁtain their stockholder records and to establish strong
internal control over the issuance of stock certificates. These
transfer agents and registrars usually are large banks or trust
companies. When stock certificates are to be transferred from
one owner to another, the old certificates are sent to the
transfer agent, who cancels them, makes the necessary entries
in the stockholders subsidiary' ledger and prépares anew
certificate for the new owner of the.shares. This new cemﬁcate
then must be reg._,lstered with the stock reg,lstrar before it
"epresems valid and transferable ownerslup of stock in the
corporation. ,
Small, closely held corporanons ;,enerally do not use the
services of mdepeﬂdent registrars and transfer agents. In these
companies, a corporate officer usually mamtams the |
stockholder records. To prevent the accidental or fraudulent
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issuance of an excessive number of stock certificates, even a

small corporation should require that each certificate be signed
by at least two designated corporate officers.
Book Value per Share of Common Stock
Since the number of shares determines the equity of
each stockholder in a corporation he or she owns an
accounting measurement of interest to many stockholders 1S
the book value per share of common stock. Book value per
share Is equal to the net assets represented by one share of
stock. The term net assets means total assets minus total
liabilities; in other words, pet assets are-equal to total
stockholders’ equity. Thus, in a corporation, which has issued
common stock only, the book value per share is computed by
dividing total stockholders' equity by tire number of shares

outstanding.

Te illustrate, assume that a cémoration has S,OOO shares
of capital stock outstanding L.E.3 par value share, s
the stockholders' equity section of the balance sheet is as
follows:
Capital stock, L.E.3 par valuc (5,000 sharcs outstanding) L.E. 15.G00
Additional paid=in capital ....................ccocee 30,000

Retained CAMIRES ..o 65,000

Total stockholders' equity .......................... L.E 110,600
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The book value per share is L.E. 22: it is computed by dividing
the stockholders' equity of L.E. 110,000by the 5,000 shares of
outstanding stock. In computing book value, we are net
“concerned with the number of authorized shares but merély
with the outstanding shares, because the total of the

outstanding shares represents 100% of the stockholders'
equity. '
The Book Value: when a Company has both

Preferred and Common Stock
Bock value i is. usually computed, only for common stock.
If a company has both preferred and common = stock
outsj;gndiﬁg,_ the computation of book value per share of _
 common stock requires two steps. First, the redemption value
or call price of the enti.re hreferred stock issue and any
dividends arrears are deducted from total stockholders’
equity. Second, the remaining amount of stockholders' equity
is-divided by the number of common shares outstanding to
determine book value per common share. This procedure

" reflects the fact that the common stockholders are the residual

owners of the corporate entity.
To ilfustrate, assume that the stockholders' equity of Cairo Corporation

~ at December 31, 2001 is as follows:
9% preferred stock L.E. 90 par callable at L.E. 100 . L.E. 900.000
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Common stock. L.E. 15 stated valuc, authorized 100.000 sharcs,

issucd and outstanding 40,000 sharces 600.000
Additional paid-in capital: common stock................. 480,000
Retainod CATBINES. .ooocvveeenceceeeeeceeen 160,000

Total stockholders' equity .............. .. LE._ 2,140,000

Because of a weak cash position, Cairo Corporation has paid
no dividend during year 2001. As of becember 31, dividends
in arrears on the cumulative preferred stock total L.E. 90,000.

All the equity belongs to the common stockholders,
except the L.E.1, 000,000 call price (L.E.100 x 10,000 shares)
applicablé to the preferred stock and the L.E. 90,000 of
dividends in arrears on preferred stock. The calculation of

book value per share of common stock is shown below:

Total stockholders® equity ......... — L.E. 2,140,000
Less: Equity of preferred stockholders:

Call price of preferred stock ............ L.E. 1,000,000

Dividends in arrears... ..o 90,000 1,090,000
Equity of common stockholders ........... 1,050,000
Number of common sharces outstanding . ... 40,000

Book value per sharc of common stock:
(L.E.1, 050,000 divided by 40,000 sharcs) LE 2625
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“The R-e"!aftiio-ns‘hfi;p between Book Value and Market

Price:

To some extent, book value is used in évé!ua.ting ﬂ1e
reasonableness of the market price of a stock. However, it
must be used with great caution; the fact that a stock is selling
at less than ';boo}lc. value does not necessarily indicate a Bangain.
‘The book value of a stock is a historical concept, representing
the amounts invested by stockholders plus the amounts carned
and retained by the corporation.
If a stock is selling at a price well above book value, investors
believe that management has created a business worth
:substanlt.ia'll,y more than the historical cost of the resources
fentpusted 10 its care. This is a sign of a successful éorpora't-ion.
If t}_ie -excess of market price over book value becomes very
great, however, investors should consider whether the
company's probpects really justify a market price so much
above the underlying book value of the company's resources.
On the other hand, if the market price of a stock is less than
book value, investors believe that the company's resources are
worth less than their cost while under the controi. of current
management, Thus the relatlonshlp between book value and
market price is one measure of mnvestor’s confidence in a

company's management.
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KEY TERMS INTRODUCED IN CHAPTER (3)

Additional paid-in capital: HaeYis 2le
Board of directors.; B oY) alae
Book value per share peae JS 4y pdall Al

Call price: cle B! jae
Capital stock: peet e )
Conunont stock: Agall gl
Deficit: s
Dividend: NEPERY

Legal capital: Sl Juah L
Orgunization costs: peanalll A
Paid-in capital: e JLah 5 8530 5 Ao ghaal illaal
Par value or stated value: eyl Aol
Preferred stack: 5 haal agua¥)
Retained earnings: PELSLEVEY
Stock certificate: penY Bl
Stock registrar: R
Stock transfer agent: et Gy dsy
Stockholder: agas¥! Aas

DEMONSTRATED PROBLEM FOR REVIEW
At the end of year 2002, the stockholders' equity section of

Ain Shams Corporation’s balance sheet was as follows:
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Stockholders' equity:
L.E.8 preferred stock, L_E. 100 par value, callable 'at L.E. 107, 500,000

Shares authorized ........coo..vivveronenee.. b o L.E. 13,000,000
Common stock LE 4 par value. 5,000,000 shares authorized:
Issucd L.E. 12,000,000
Subscribed.. oo 240,000 _ 12.240.000
Additional paid-in capital: |
S R oo LEE. 110,000
Common (including subscfibcd shares) 20,000,000 20,110,000 ’
Retamed camings _ -3 4'50,000

Total stockholders’ equity ... L E. 48,800,000

‘Assets of the corporation include subscription receivable,
L.E. 9,200,000. i B
On the" basis of this information, | answer the following
questions and show any necessary supporting computations.
a) How many shares of preferred stock have been issued?
b) What is the total annual dividend reqmremeut on the
~ outstanding preferred stock?
¢) How many shares of common stock have been issued or
subscribed? N
d) What was the average price per share received by the
corporation for its common stock, including shares

subscribed?
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e} Whai is the average amount per share that subscribers to
common stock have yet to pay on their-subscriptions?
f) What is the total amount of legal capital, including shares

subscribed?

g) What is the total paid-in capital, including shares
subscribed? | '
h) What is the book value per share of common stock?

-(Assume no dividends arrears}.

THE PROBLEM SOLUTION:

a) 130,000 shares (L.E.13, 000, 000 total- par value, dmded by
L.E.100 par value per share)

b) L.E.1, 040,000 (130,000 shares x L.E.8 per share)

¢) 3,060,000 shares (L.E.12, 240,000 total par value, divided
by L.E.4 par value per share)

d) Par value of common sharcs issucd and subscribed LE. 12,
240,000

Additional  paid-in  capital on common sharcs
20,000,000

....................

Total issuc price of common shares

(Including subscribed).............. L.E. 32,240,000

Sharces issued and subseribed (part ¢)ooneivciicrens 3,060,000

Average issue price per share (L.E .32, 240,000

divided by 3,060.000 sharcs).......... ~ LE. 1053
¢) Subseriptions receivable .. ...ooceo oo LE. 9,200,000.
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Shares subscnbed (LE, 740 000 tetal par value, divided bv

L.E.4 par value per share) ..o 60000
Average amount due per share (L E.9 ,200, 000 divided by’
60 000 shares)............ '

f) LEZ25 240,000 (L.E. I3, 000,000 preferred, L.E.

12,240,000 commony | )

g) L.E.45, 350,000 (L.E.25; 240,000 legal capital, plus L.E.

20,110,000 additional paid-in capital)

h) Total stockholders cquity................... L.E. 48:800,000

Less: -Claims of preferred stock -

s’ liability for debts of the business.
a) Transferability of =ownef$hip interest,
'b) Continuity of existence.

c) Income tax.

EXERCISES N :
E3-1:_ Listed below are mnc techmcal accoummg terms

mtroduced or emphasized in this chapter

Retained earnings Preferred stock Par value
Deficit ' Common stock Book value
Dividend in arrears  Paid-incapital - MarKet value

Paeh of the fol!owing statemnents may (or may not) describe

cone of these technical terms. For each statement, indicate the
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term described, or answer "None" if the statement does not

carrectly describe any of the terms.

a) That portion of stockholders' equity arising from the

issuance of capital stock.

b) The type of capital stock most likely to increase in value as

a corporation becomes increasingly profitable.

c¢) The net assets represented by one share of common stock.

d) A distribution bfcash by a corporation to itS Owners.

e) The type of capital stock for which the dividend usually is

fixed in amount.

f) Cash provided by profitable operations, that is available for

distribution to stockholders as dividends.

g) The per-share value of commmon stock that reflects

investors' expectations of future profitability.

h) A dividend paid to common a stockholder that is smaller

than the dividend paid in the prior year.

E3-2: Cairo, Inc., began operations in 2001. In that year, the

corporation earmned net income of L.E. 195,000 and paid
~ dividends of L.E. 2.25 per share on its 40,000 outstanding

shares of capital stock. [n 2002, the corporation incurred a net

loss of L.E. 127,000 and paid no dividends.
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Instructmns o

a) Prepare the Joumal entry to close the Income Summary
account at December 31, 2002 (the year of the L.E. 127,000
net Ioss)

b) Compute the amount of retamed earmn;:s or deficit which
will appear in the companys balance shg:ﬂ at December 31,
2002. “

E3-3: Nasser City Corpéi-ation has 60,000 shares outstanding
~of L.E2 pér value common stock, which were issued for
Ll22 per share. The.:net incdﬁie in :t-hé first year of
operat&ons was L.E. 235, 000. On December %I the board of
-dlrectors declared a dividend of L.E. 1.50 per share, payable

on January 31 of the following year.

Instructions:

a) 'Pr,epa"re the }oumal entriés at Decenilber 31 of the first year
(1) to ciose- t.Be Income Summarjr acc'ount and (2) to record
declaration of the dividend.

b) Prepare the journal entry to record payment of the dividend

on January 31 the second year.
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¢) Compute the amount of retained eamings reported in Nasser

City balance sheet at December 31, the end of the ﬁrst_year of

operations.
d) Assume that the board of directors of Nasser City did not
meet on December 31 as above, but waited until January
I5 of the second year béeause the chairman on vacation,
On January-15, they declared the dividend of L.E. 1.50
per share payable on February 15. Compute the amount of
retained earnings that would have been reported in Nasser

City balance sheet at December 31, the end of the first

~ year of operations in this situation.

E 3-4: ABC Inc. was formed, the company was authorized to
issue 5,000 shares of L.E. 100 par value, 8% cumulative
preferred stock, and 100,000 shares of L.E. 2 stated value
common stock. The preferred stock is callable at L.E 106.
Half of the preferred stock was issued at a price of LLE 103
per share, and 70,000 shares of the common stock wer-e sold
for L.E 13 per share, At the end of the current year, ABC Inc.
has retained eamings of L.E. 297,000. |

Instructions;

Prepare the stockholders' equity section of the company's

balance sheet at the end of the current year.
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E3-5: The stockholders" equity ‘seclti'or‘x: from the December
31, 2002, balance sheet of Abassia Corporation of Furniture
appears below:. | '

'_Stockh-ok_iers-‘ equity:

Preferred stock. 8% cumulative, L.E 40 par,

50,000 shares authorized and issued.................... L.E 2,000,000
Preferred stock, .lé% noncumulative L.E 100 par, |
6,000 shares authorized and issued... ... ... 600,006 .
Common stoc_k L.E 5 par 700,000 shares
authorized and issued. 5,500,000 |
- Additional paid-in capital: common.._......_..._ ... . 2,400,000
Retained CAMINGS ... it e i) 880,000
Total stockholders equity” ... . .. L.E 9,380,000
Instructions:

Assume thgf all the stock was issued on January' 1, 2000; and
~that no dividend were paid during fiiefirst two: years of
operations. During 2002 Abassia Corperation declared. and
paid total cash dividends of L.E 816,000.

a) Compute the amount of cash- dividends paid during 2002 to -
each of the three classes of stock. 7

b) Compute the dividends paid per share during 2002 for each
of the three{ classes of stock. '

c) Abassia Corporation generated a net loss of L.E 180,000
(in 2000 and eamed net income of L.E 765.000 in 2001,
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Compute the amount of net income (or net loss) generated by

Abassia Cerporation 2002.

E3-6: Royal Company has outstanding two classes of L.E.100
par value stock: 7,000 shares of 9% cumulative preferred and
35,000 shares of common. The company had a L.E.40, 000
deficit at the beginning of the current year, and preferred
dividends had not been paid for two years. During the current

year, the company earned L.E._400,000.

Instructions:

What will be the balance in retained earnings at the end of
the current year, if the company pays dividends of L.E.2 per
share on common Stock?

E3-7:  The year-end balance sheet of 10" of Ramadan
Carporation includes the following stockers' equity section:

Stockholders' equity:

L.E. 8.25 cumulative preferred stock, L.E. 100 par valuc,

callablc at L.E. 105 .. ... ...l L.E.12, 600,000
Common stock, L.E 5 par value, 5,000,000 sharcs
21150 (1) £S5 (TR O Ty S ————— 20,000,000
Additional paid-in capital:
L ke e s PR — . 240,000
COMMON. ..o ien e ene e 31,200,000
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Retained carnings........... SO POUSOSTOPIN - 57,160,000
Total stockholders eqUItY .o L E120 600,000
lnstructlonS'

-

From this information, compute answers to the following
-questions:

a) How many shares of preferred stock have been issued?

b) What is the total amount of the annual dividends paid to
preferred stockholders?

<) A,What was the average issuance price per share of
common stock? -

d} What is the amoutit of legal capital and the amount of
total paid-in capital

e) .What is the book value pet share of common stock?

E3-8: GIZA Manufacturim, issued 45,000 shares of

common stock in exchange for land with a fair market value
of L E. 870 000.

Instructions:
Prepare the )oumal entry to record the fransaction under
each of the following independent assumptions:
a) The stock has a L.E.2 par value.
b} The stock has a L.E 10 par value.

¢} The stock has no par value or stated value.

. -107 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

" Chapter One
E3- 9: To raise capital for a new Football field. Al-Ahle.

Club offered shares of its common stock fo club members
on a subscription plan.

Requirements:

Prepare journal entries in the club’s accounting records to

record the following transactions:

Sept. 14‘Merﬁbers subscribed to 30,000 shares of L.E.2 par
value common stocks at a subscription price of L.E. 25 per
share.
Dec. 20 Collected L.E.300,000 cash in full payment of
12,000 of the subscribe shares. Issued stock certificates for

these shares.

E3-10: Presented below is the information necessary to
compute the net assets (stockholders” equity) and book value
per share of common stock for AL-Road Advertising, Inc..

9% cumulative preferred stock, L.E. 100 par (callable at

LE. H10..... R S R R P e e L..E.400, 000
Common stock, L.E. 4 par, authorized 300,000 shares ... 550,000
Additional paid-in capital........................ 780,200
JEHEIE... b it st P 140,200

Dividends in arrears on preferred stock, | full year ... 27.000
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- Inmstructions:

a) Compute the amount of net assets (stockholders equuy)

b) Compute the book value per share of common stock.

' PROBLEMS

P3 -1: lntemauonai Business Machmes Corporauon (IBM)
the world's largest manufacturer of computcrs has had a long
track record of growmg saies and eamings. In December 2001,
hewever [BM announced pro;ected revenue. gmwth ef only
: 6% for 2002 below the computer industry average n
addmon heavy competition would enable IBM to hold gross -
.p_mﬁt margn;s at just S1% to 53%, several points below what
analysis had expected. According to ~comp_any- management,
this .élower;t}lja_n-gxpected growth projection will not affect the
. company’s ~ability or commitment to continue paying
dividends at the current rate. '

Instructions:

What would you expect the immediate eﬂ"ect of ‘t’his
announcemcnt to be upon the following values. of IBM’ 'S
common stock? Explam

a) Par value

b) Market value

<) Book value:
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P3-2: TWA a successtul small business and decided to
organize a new corporation and continue in the same business
but in a big scale. In January, TWA organized the new
corporation and authorized to issue 600,000 shares of L.E. 4
par value common stock. During January TWA Inc,
completed the following transactions:

Jan. 9 Issued 9,000 shares of common stock to 'various

investors for cash at L.E. 22 per share.
Jan., 12 Issued 28,000 shares of common stock to TWA in

exchange for assets with a current market value as follows:

S s L.E. 196,000

Land.......cooceiiii i 321,000

Equipment.............c..ccovvvveeeeee... 213,000
BUilding c. oo 409,000

~ Jan. 14 Received an invoice from an attorney for L.E. 9,950
for services relating to the formation of TWA Inc.,. The
invoice will be paid in 30 days. - |

Jan. 15 Received subscriptions for 9,000 shares of common
stock at L.E. 33.2 per share; 2,000 of the shares were
subscribed by TWA and other investors subscribed 5,000.

Jan. 31 Collected from TWA the full amoun{ of its other

subscription to 2,000 shares of common stock and issued a
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stock certificate for these shares. (No collection has yet been
made from the subscribers to the other 5,000 shares.) |
The corporation will begin operations in February, no revenue
was eamed and no expenses were incurred during January. No
deprecxauon of plant assets ~and no amomzatlon of
_-orgamzatlon cost will be recogmzed until Febnlary, when
- operations get under way. '
lnstructlons-

a) Prepare journal entries to record the transacnons for
January in the accounting records for TWA, Inc. - ‘

b) Prepare a classified balance sheet for the corporation at
January 31, A\
P3-3: The year-end balance sheet of Alexandria Inc,
includes the following stockholders' equity--‘-éection “(with
‘certain details omitted):

Stockholders' equity:

~ L.E.8 cunmulative precferred stdck. L.E.100 par valuc, callabic. at

" L.E.103, 200,000 shares authorized....................... L.E. 6,600,000

Common stock, L.E.2 par valuc, S,'OO0,000 sharcs authorized: "
LT 51« PSR L.E. 3,600.000
SubSCHIDAA . -eroeeereseeseeeeeeerrrrns. .1, 400,000 5,000,000 -

Additional paid-in capital: '
Prcfcrrcd L.E. 240,000
Common (including subscribed sharcs) . 25.000.000 25.240.000

Retained CarNINES. ..o 3.690.000
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Total stockholders equity .......... ccovevevene. L.E.39,930,000

Assets of the corporation imclude subscriptions receivable,
L.E.5, 600,000.
Instructions:
On the basis of this information, answer the following
questions and show any necessary supporting computations.
) How many shares of preferred stock have been issued?
b) What is the total annual dividend requirement on the
outstanding prefefred stock?
¢) How many shares of common stock have been issued or
subscribed?
d) What was the average price per share received by the
corporation for its common stock, including shares
subscribed? |
e) What is the average amount per share that subscribers to
common stock have yet to pay on their subscriptions?
f} What is the total amount of legal capital, including shares
subscribed? |
'g) What .is the total paid-in capital, i;xcluding shares
subscribed?
. h) What is the book value per share of common stock?

(Assume no dividends in arrears.)
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1) Fotal dividends of L.E.780,000 were declared on 1the ©

prcfefre(i' and common stock during the year, and the balance
of retained eamings at the beginning of the year was
L.E.2,302,000. What was the amount of net income for the

year?

P3-4: Memo -Maher organizéd’_ MM Sport "Company m
January 1999. the corporation immediatély issﬁe_d at L.E.9 per
share one-half of its 300,000 authorize shares of L.E.3 par
commeon stock.f On Jani_xé:_*y 2, 2000, the corporation fsbld.at
par the entire 5,000 éuthorized shares of 9%, L.E.100 par
value, cumulative preferred stock '\ \C
On -Janua.i_'y 2, 2001, the company again needed money and
issued 6,000 shares of an authorized 10,000 shares of L.E.10,
no-par, :éuniulatiife pfeferred stock for a total éf L.E, 61’2,000.
The company suffered Ibsées in its first two years 'repor'tiﬁg a |
deficit of L E. 180 000 at the end of 2000 Dunng 2001 and
2002 combmed the company earned a total of L. E 990, 000
: Dmdends of L.E. .50 per share were paid on common stock n
2001 and L.E.1 70 per share in 2002
Instructions: ' ' |
Prepare the stockholders’ equity section of the baiang:e sheet at
Decenﬁﬁer 31, 2002. lnclud‘e‘a supporting schedﬁié”sﬁowiug |
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your conputation of retained earnings or deficit at the balance
sheet date.

P3- 5: Shown below are selected transactions of Auto Car
Inc., for the year ended December 31,2002:
‘Jan, 19: Issued capital stock to Hessian in exchange for land.
Two firms hired to appraise the land have different opinions
as to the fair market value of the real estate. Hessian,
however, agrees to accept 30,000 shares of L.E.2 par value
capital stock as a fair exchange. Auto Car Inc.,, stock is widely
traded and is quoted at L.E.19 per share on a national stock
exchange on this date. |

June 10: At their June meeting, the board of directors
declared a dividend of L.E. .9 per share-payable on July 15, to
owners of the corporation's 300,000 outstanding shares of
capital stock.

July 15: Paid the dividend declared on June 10.

Dec. 10: At their December meeting, the board of directors
declared a dividend of L.E. 1.1 per share, payable on January
5 of the following year. No capital stock has been issued
since the January 19 transaction.

Dec. 31: Recorded income tax expense for the three months
ended December 31, 2002, L.E. 22,900. These taxes will be
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paid on January [5, 2003. (Income taxes for the'ﬁfsT nine
months of 2002 have aiready been recorded and paid.
_Q_gg___gl Closed the Income Summary account at the end, oF
a profitable perlod Net income, L.E. 425,000.
Instructmns

a) Prepare joumal entries to record the above transactions.

b) Assume the balance sheet of Auto Car Inc., at Deccmber
31, 2001, reported retained earnings of L.E. 3,255,000.
Compute the amount of retamed earnings to be reported m
the corporation's balance sheet at December 31, 2002 Show _
‘ computation.

P3-6: Early in 1998, Nasser Press was org,amzed with
authorization to issue 100,000 shares of L.E. 100 par value
preferred stock and 500,000 shares of L.E. I par value
common stock.” Ten thousand sliares; of the prefen'ed stock
were issued at par, and ]76,000 shares ofr common stock
were sold for L.E. I'S‘per snare. The pfefened stock pays an
8% cumulative dividend and is callable at L.E. 105, -Duriﬁg
the first four years of operatiene (-1998 through 2001), the
corporation -eamed a total of L.E. 1,025,000 and paid
dividends of L.E. 75 per share each year on the comiion
stock. In 2002, however, the corporation reported a net loss
L.E. 340,000 and paid no dividends. :
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Instructions:;

a) Prepare the stockholders' equity section of the balance sheet

at December 31, 2002. Include a supporting schedule showing

your computation of the amount of retained eamings or deficit.
b} Draft a footnote to accompany the financial statements

disclosing X )
P3-7: The year-end balance sheet of Data Show Products
includes the following stockholders' equity section (with

certain details omitted):

Stockholders' equity:
8% cumulative preferred stock, L.E.100 par value, callable at
L.E.105, 100,000 shares authorized ... LE.
2,400,000

Common stock L.E.2 par value, 900,000 shares authorized
900,000
Additional paid-in capital: common stock.............. minmmsaoen
8,325,000 | |
Retained ERAINGS copnemmemsenmpessessny
2,595,000 | |
Total  stockholders' equity.........................
L.E.14,220,000

Instructions:
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Sales Revenue, Cash, and Accounts Receivables
From this information, compute answers to the following

~ questions: _

_a) How many shares of preferred stock have been issued?

b) What is the total .amount of the annual dividends paid to
preferred stockholders? k

- ¢) How many shares of common stock are outstanding?

d) ‘What was the average issuance price per share of common
stock? o
) What is the amount of legal capital?

f) What is the total amount of paid-in capital?
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CHAPTER TWO

CASH FLOW STATEMENT

After studying this chapter, you will be able tb: ,
o ldentify the elements and the preparation of a
statement of changes in financial position.
o How to tie together much of the financial activity of an
| organizatioﬁ into a single statement. |
¢ Way a firm usually prepares four statements ét'the end
of its accounting period.

o ldentify the schedule of'change$ in working capital. |

Earlier in the text we stated that a firm usually prepares
four statements at the end of its accdux’ifiﬁg period an incéme
statement, a statement of retainéd eariings, a balance sheet,
and a statement of changes in financial position. We have
already discussed the preparation and uses of the first three
statements. The purpose of this chapter is to discuss the
preparation and uses of the fourth-—the statement of changes
in financial position. We shall see that this statement is derived
from analyzing the other three statements, and thus servesto
tie together much of the financial activity of an organization .

into a single statement.
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A companion statement to the statement of changes in

financial position is the schedule of changes in working
capital, and this too will be discussed here.

The income statement, statement of retained eamings,
and balance sheet often fail to answer essential questions, such
as: Why does such a profitable firm pay such meager
dividends? How much was spent for new plant and equipment
during the year, én—d where did the funds come from to
purchase it?

Answers to these questions can be found in the statement of
changes in financial position, which is one of the topics of this

chapter.

THE CONCEPT OF FUNDS

The tert funds must be defined before changes in
financial position can be measured. Funds are often defined as
“working capital or cash”. Both definitions are acceptable
bases on which to prepare 2 statement of changes in financial

position.

Funds Defined as Working Capital
Funds have typically been defined as working capital.

Working capital is equal to current assets minus current
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liabilities. Using the working capital definition of funds. any

: ‘tr_.a%nsactfion that increases or decreases working capital is
included in the statement of changes in financial position. Tlhe
borrowing of cash by the use of long-term bonds would be |
included .becausé the transaction increases total current assets

- but does not affect current liabilities, thus 'in;:reasing working
capital. The purchase of a plant asset on a short-term credit

basis would be included because it reduces working capital by
increasing total current liabilities but does not affect current

assets. Defining funds as working capital also permits
exclusion of many routihie transactions. Examples are
collection of an account receivable or payment of'an account
payable. The first transaction merely substitutes one current
asset {cash) for another {accounts receivable). The secohd
transaction reduces.a current asset (cash) and reduces a current
liability (accounts payable). Both transactions change the
composition of working capital, but not its amount.

Funds Defined as Cash

Funds ntay also be defined as.cash, When funds are
defined as cash, any transaction that increases or decreases
cash is included in the statement of changes in financial
position. Many examples can be given, including transactions

involving cash received from the collection of accounts
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receivable and from the sale of plant assets, as well as cash
payments to retire long-tern or short-ferm debt. When the cash
basis of funds is strictly applied, only transactions that affect
cash are reported.
Other significant financing and investing activities.

Strict adherence to the cash or working capital concept of
.funds could lead to the omission of significant transactions
from the statement of changes in financial position. For
example, a firm might increase its assets by issuing common
stock in exchange for land and buildings. Since this transaction
did not change the amount of working capital {no current asset
or liability was affected) nor did it change the amount of cash,
it would not appear on the statement of changes if either of the
above concepts of funds was strictly applied. But in
developing the principles underlying the presentation of the
statement of changes, APB Opinion No. 19 requires a firm
to report all significant financing and investing activities,
regardless of whether cash or working capital is used to
measure basic fund flows. This method of presentation is
referred to as the all-financial resources concept. Because the
above tramsaction is a significant investing and financing
event. it would be reported on the statement of changes in

finaneial position.
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" Major Sources and Usés of Funds B

No matter how the term fund is defined, there are some
basic sources and uses of funds in a business. A source of
Jfunds is a transaction that brings cash or working"capital into’
‘the businéés, while a use of funds is a transaction that removes
cash or working capital from the business. The major source of
fundsin a ﬁn_ﬁ is operations. Sales create inflows of funds,
while expenses cause outflows. In general, then, het income
produces a positive flow of funds, while a net loss drains funds
out of a firm. The major sources and uses of funds are

portrayed graphically in lllustré't‘iron Pl
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Hiustration 11.1: Sources and uses of funds

USES OF FUNDS
SOURCE OF FUNDS ‘

" Operaticns
operatxéns (i1f negative
(If prDSLtive draln)

Inflow)
Eorrdwinq
Repayrnent
Borrowing
Furchase
Disposal of : ‘ of.
Distributidns to
ownersg
Contriputio T
ns
-
ot owners
L Yy v y [ v

POOL OF FUNOS
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companies have a positive funds flow from operations as -

shown below.

- | - Company A- Company B
Net income (loss)........... LE30000 LE.(6000)
A Add depreciatidn expense -

(Which did not ‘

require use of fuads) ... 15000 15,000
Positive funds flow from operations L.E.45.000
L.E.9,000

Only if B's loss had exceeded L.E.15,000 would there have

been a negative flow of funds from-operations for the -

company.

There are other-expenses and losses: that are added back to

“net income because they.do not reduce the amount of funds
_ that flow into the company. These items include depletion
expense, amortization of intangible assets such as patents and
goodwill, amortization 6!? discount on bonds payable,
amortization of premiums on long-term bond investments, and
losses from 'dispbsals of noncurrent assets. These addbacks are
often called nonworking capital (nonfund) charges or

€XPENSES.
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To illustrate why amortization of discount on bonds
payable is added back to net income, consider the following

journal entry that would be recorded to amortize that discount.

Interest Expense ........ 800
~ Interest Payable ..........c....... 740
Discount on Bonds Payable ......... .. 60

(To record interest expense and amortize bond discount).

The debit to interest expense reduces net income by
L.E.800, but the effect on working capital or funds is only
L..E.740, the amount credited to the current liability account,
Interest Payable. Therefore, the deductien from net income for
interest expense was L. E.60 larger than the actual effect on
working capital. The L.E.60 is the amount of bond discount
amortization that must be added back to net income.

To illustrate the addback of the losses from disposals of
noncurrent assets, assume that Khater Company sold a piece of
equipment for L.E.9,000. The equipment had cost L.E.15,000
and had accumulated depreciation of L.E.4,500. The journal

entry to record the sale is:
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Cash ............. 8.000
_ Accumuiéted Depreciation ...... 4,500
Loss on Sale of Equspment ......... 1,500
- Equipment..... 15000

(To record dtsposal of equipment at a loss).
The oanly "funds” account in the above journal entry is Cash.
The L.E.9,000 inflow from the sale of the equipment will be
shown on the funds statement as a source of funds. The loss
amount does not reduce working capital and_i‘s added back in
co‘nvérting net income to funds from operafions. ‘
- There are also items called noﬁWorking capital (nonfund)
 credits or revenues that must be deducted from net income in
order to compute funds provided by operations. Such items
include amortization of bond premmms gams from dlsposals
of noncurrent assets, income from investments carried under
the equity method, and amortization of discounts on long-term
bond investments. In regard to the latter, the journal entry to
record interest earned on long-term bond investments
purchased at a discount is as follows:
Cash (Interest Receivable) | 1,170

Bond Investment ..._....... 30

Interest Revenue 1,200
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(To record interest earned on bond investment and amortize

the bond discount).

The funds effect is the L.E.1,170 but L.E.1,200 was included
in net income. So the L.E.30 investment discount needs to be
deducted from net income to show the actual funds effect. The
1..E.30 is a nonfund producing revenue item.

The next section of the chapter covers the various
procedures used to j)repare the statement of changes in
financial position on a working capital basis. Then, the
statement of changes in financial position focusing on cash

flows is presented.

STATEMENT OF CHANGES IN FINANCIAL
POSITION WORKING CAPITAL BASIS

A statement of changes in financial position reports the
flows of cash or working capital into and out of a business in a
given time period. The statement will also show significant
financing and investing activities that do not involve cash or
working capital flows. The Accounting Principles Board
decided that a statement of changes in financial position is to

be provided for each period for which an income statement is
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presented.” The financial statements and additional data for the

company's statement of changes in financial position on a
working capital basis. To prepare the statement, the change in
working capital is first determined, and then all of the
noncurrent assets are analyzed for changes that affected

waorking capital.
Determining the Change in Working Capital

APB Opinton No. 19 states that a separate statement of
<changes in working capital should accompany the statement of
changes in financial position. A statement of change in
wor;k_—img capital Tists all current assets and current liabilities,
their beginning and ending balances and the changes in these
balances summarized into a net change in working capital

~ amount. Such a statement is presented in Hlustration (2).
Altemnatively, a schedule of changés in working capital

components that shows only the change
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[Nustration (2)

CHADEY COMPANY
Comparative Balance Sheets
December 31 2002, and 2003

W= N>

December 31
2002
Asselys

Cash coveeeen . JNR B - L.E.31,500
15,000 . ,
Accounts receivable...................... 45,000 30,000
[AVENtOTIES. ... ..ooeeeeeeeeeeeeneen 39,000 45,000
Plant 255€1S. . ciiiii it 105,000 74,000
Accumulated depreciation............ (15,000) (7.500)

Total assets .. ........ e L.E205,300 156,500
Liabilities and Stockholders' Equity
Accounts payable.................. L.E. 15,000 22,500
Accrued liabilities...................... 3.000 -0~
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Commmon stock— L.E.10 par........... 135,000 90,000
_Rétained CATTINGS...oeereeniainennene - 52,500 44.000

Total liabilities and stockholders' equity 205,50
126.500 |

(Continue) illustration (2)

CHADEY COMPANY

Income Statement

For the Year Ended December 31, 2002

| Sales ........ | L.E. 210,000
Costofgoods sold. ... 150.000
Gross margin ... o - 60,000

| Operating expenses and taxes....37,500
Depreciation ............ e, 1,500 45,000

Net income ......... e L.E. 15,000

Additional data:
1. Plant assets purchased for cash during 2003,L.E. 31 ,000.
2. Common stock with a par value of L.E. 45,000 was issued

at par for cash.
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3. Cash dividends declared in 2003, L.E. 6,500.

| in each working capital item may be presented' immediately :
under the statement of changes in financial position, as iﬁ -
Hlustration(3). This form will be used in the problems at the
end of the chapter.

In Hllustration 3, note that changes in current assets cause
working capital to change in the same direction, while changes
in current Habilities cause working capital to change in the .
opposite direction. Thus, both the L.E. 15,000 increase in
accounts receivable and the L.E. 7 500 decrease in accounts
payable increased working capital. The [..E. 6,000 decrease in
imventory and the L.E. 3;000 increase in accrued liabilities

‘decreased working capital. The schedule shows that C hadey's -
working capital inci‘eascd L.E. 30,000 during the year. The
L..E. 30,000 increase in working capital is what must be
explained by analyzing the noncurrent accounts. The .
statement of changes in financial position reports the causes
of the change in working capital.

Hlustration 3

-Statement of changes in working capital

CHADEY COMPANY
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Statement of changes in working capital

For the Year Ended December 31, 2004

December 31
Working Capital |
2004 003
Increase - Decrease - ' B, %=l :

| Current assets:

ICash = - - ~ +LE31,500 LE 15000
| L.E. 16,500

| Accounts receivable 45,000 30,600
| 15000 - = '

Inventories - . °39.000 - 45,000

J L .E.6,000

Total current assets: - 115,500 90,600

Current Liabilities: . ‘ :

| Accounts payable - LE.{5000 LE22500

| 7,500 |

Accmed liabilities 3.000 -0-

| 3000 . | .

|| Total curvent liabilities 18000 22500
| Working capital ~ L.ES7,500 LE67.500 . |
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Increase in working capital LE.
39.000 L.E.39.000

Analyzing the Noncurrent Accounts

At first, it may seem quite unusual to seek causes of the
change in working capital by looking at the noncurrent
(nonworking capital) accounts. But bear in mind that a
transaction that is recorded solely in two working capital
accounts can never increase or decrease working capital.
Consider the effects upon working capital of collections of
receivables, purchases of merchandise, aud.payn_lents of
accounts payable. These transactions change the composition
of working capital, but not its amount, The noncusrent
accounts must be analyzed for transactions affecting the
amount of working capital. In this case, there are four
noncurrent, accounts to analyze: Retained Eamings, Plant

Assets; Accumulated Depreciation, and Common Stock.

i. Becquse of the importance of working capital provided by
operations, the analysis of the noncurrent accounts begins by

~ reviewing the Retained Eamings account. Retained Earnings i's
the account to which net income or loss for the period was

closed. The L.E. 8 500 increase in this account consists of L.E.

-134-



http://cbs.wondershare.com/go.php?pid=5261&m=db

‘Cash Flow Statement

15,000 of net income.less L.E. 6,500 of dividends. The net

_ income amount can be found in the income statement. Both net
income and dividends must be entered on the statement of
changes in financial position in Illustration (3). The L.E. 6,500
of dividends reduced working capital when they were declared
and credited to a current liability éécount, Dividends Payable.
The declaration of dividends is a use of working capital, and is
shown under finanicial resources applied. The L.E. 15;000 net
income is used as the starting figure in determining working
capita! from operations. Net income of L.E. 15,000 is éntered

- on the statement in the financial resources provided section
under “Working capital from operations.”

2. The plant assets account increased by. L.E. 31,000 during
the year. The additional data indicate that L.E. 3 1,000 of plant

assets was purchased during the period. -
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Hlustration (4):
Statement of changes in financial position— working capital

basis.

. CHADEY COMPANY |
' Statement of Changes in Financial Position—Working Capital |
. Basis For the Year Ended December 31.2004 '

: Financial resources provided: -
By operations:
Net income ........ evaroreons
L.E.15,000
" Add nonworking capital expenses:
Depreciation........ ——
1,500 |
- Working capital from operations .. .
'L.E.22,500
[ssuance of common stock ..........
45,000
Total financial resources provided
'L.E.67,500

Financial resources applied:
Purchase plant assets.............. L.E.31.,000
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Dividends............. | 6.500
37.500 | |

~ Total financial resources applied -‘

Increase in working capital ..........

Schedule of changes in working capital components:
. Increase (decrease) in current assets: '

€A oo . 1  LE|
16,500 | | Lo
. ;Accoun'ts receivable ..........
'{ 15,000
' é!_nvent’dries ...... A -
5 L.E. 25,500
Increase (decrease) in current -liabi'}itiés: o
. Accounts payable ............... - L.E(7.500)
- Accrued liabilities....occoccccnre 3000
(4,500
Increase in working capital ............

- -137-
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A purchase of plant assets is a use of funds and is entered
under "Financial resources applied."

3. The LE. 7,500 increase in the accumulated depreciation
a'(icqurit equals the amount of depfeciation expense for the
period. Because depreciation does not affect or use up working

_ capital, it must be added back to net income to convert net

~ income to working capital from operations. Working capital
from operations is the amount of working capital generated by
the regular operations of the business and is usually computed
as net income adjusted for nonworking capital transactions.

Working capital from operations could be measured
directly by deducting only those expenses that affect working
capital from the amount of sales revenue. For the CHADEY
Company, the computation would be: L.E. 210,000 — L.E.
150,000 — L.-E-.' 37,500 = L.E. 22,500. But, in actual practice,
the indirect or addback method is used almost exclusively. The
indirect (or addback) method is a way of determining working
capital from operations that starts with net income and adjusts
for expenses and revenues that do not affect working capital.
Two reasons for this preference are: (a) details of the incoxﬁe
statement need not be 'repeatéd and (b} use of net income ties

in directly to the income statement.
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4. The L.E. 45,000 inprease in common stock resulted from the
. issuance of stock at par, as disclosed in the additional data. -
The L.E. 45,000 is entered as a source of working capital
under "Financial resources provided." k

. The analysis of the noncurrent accounts is now complete.
Note that the current accounts were not dealt with except to-
find the net change in working ca'pital‘ that is reliorted as the
final item in the statement of changgés in financial position.

The completed statemeﬁt of changes in financial position .

‘and schedule of changes in working capital components are
shown in lllustration (4). The headings "Sources of working -
capital" and "Uses of working capital’ could have been used
instead of the all-inclusive headings of Financial resources
provided and Financial résaarces appliéd.rThe latter headings
~ seem apf)r_opriate because of the APB i'equ'irement of reporting

" all significant investing and financing activities.

STATEMENT OF CHANGES IN FINANCIAL
POSlTION—CASH BASIS

Having presented a simiple illustration showing the
preparation of a statement Ofchangcs_in financial position that

focused on working capital, a statement of changes on a cash
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basis will be illustrated. Such a statement deals primarily with

" reporting the sources and uses of cash and 1s often referred to
simply as a cash flow statement.

A cash basis statement of changes in financial position
differs from one focusing on working capital primarily in the |
funds from operations section. A cash basis statement reports -
both cash and working capital from operations. Cash flow
Jfrom operations is the net amount of cash received or -
disbursed on items-which normaily appear on the income -
statement. It is obtained by converting accrual basis net -

income to a cash basis amount.

Cash Provided by Operations - -

There are two-steps_ in convertirig net'_inc_ome to cash basis
income. First, COnvért net ,‘incbme to woi'king capital from
operations by adding back or deduc-tingi from net income those
items that did not use up or provide working capital. Second, -
convert working capital from operations to cash from
operations by including the changes that occurred in current
accounts other than cash. Applying these two steps to the
CHADEY Company financial statements and other data in
Illustration (2) yields the following schedule:
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]
;

| Net i:_nc_:c-yme pr—
| L.E. 15,000

Add expenses not reducing workmg capxtal—-—deprecnatlon ¥
12.500 Workmg capital from operatxons ......... | |
L.E. 22,500 Effects of changes in components of operatmg,

working capital on cash:

%..;Incr»ease in accounts receivable ... CLE.(15,000) i
| Decrease ininventories .............. RO . 6,000
| Decrease in accounts payable .............. - (7,500}
Increase in accrued liabilities. ... - [ - 3.000 |
| (13.500) e
Cash pmv:ded by operations

LE." ’:

- The L.E. 15,000 increase in accounts receivable is deducted
from acerual basis net income to convert it t0 cash basis | |
income. if accounts receivable increased in a period, sales fo-
customers exceeded cdileétsions from customers. Accrual basis
sales revenue. . _ | |

. Toclarify the effect of the inventory change-upon the .
conversion, assume that all purchases are for cash. Cbs’t ;.of -

goods sold on a cash basis is the amount paid for merchandise
141 -
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during the period. Purchases would be L.E. 144,000, computed

as follows:

Ending inventory ................. L.E. 39,000
+Cost of goods sold.............. 150,000
Cost of goods available for sale....  L.E. 189,000
~—Beginning inventod ............. 45,000
Purchases .................. L.E. 144000

If all purchases are for cash, cost of goods sold under cash
basis is L.E. 144,000, which is L.E. 6,000 less than the L.E.
150,000 accrual basis amount, Thus, L.E. 6,000 must be added
to accrual basis: net income to convert it to cash basis.

However, because accounts payable clanged, purchases
were not for cash but on ac;count. Accounts payable decreased
during the year, so suppliers were paid more in cash during the
year than was purchased from them. Thus, expenses on a cash
basis were L.E. 7,500 greater than on an accrual basis. So, .L.E.
7,500 is dedycted from accrual basis net income to convert it
to cash basis. .

Alternatively, since cost of goods sold on a cash basis is the
amount of cash paid for goods. dﬁfirig the period, the following

| caicuiation could have beeh made rather than the two
" preceding computations: |
' — _142-
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Accounts payable, January 1 ........... L.E. 22,500
Purchases (from prior schedule) .......... 144.000
Total ... ~ L.E. 166,500
Accounts payable, December 31 _........ | 15,000
Cash paid to suppliers durihg the year... L.E. 151,500

Cash basis cost of goods sold is L.E.151,500, or L.E.1,500
more th;m the accrual basis amount. Therefore, net inéome on
a cash basis is L.E.1,500 less than the accrual basis amount.
The L.E.1,500 déductibn agrees with the net amduﬁt of the
| individual analyses: L.E.7,500 deducted for the decrease in
~ accounts payable, and L.E.6,000 added for the decrease in

inventory nets out to a L.E.1,500 deduction.

~ Accrued Iiabiliiies would be handled in a manner similar to'
accounts payable Prepa;d expenses would be treated the same
as accounts recewable or inventory. These conversion

procedures can be summanzed as follows:
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- accrual basis net

For changes in these Make these adjustments

10 working capital items: convert

1 income to cash basis net
- income |
Add Deduct

 Accounts receivable Decrease  Increase
inventories........ ' Decrease  Increase
Prepaid expenses... | | Decrease  Increase
Accounts payable... - Increase . Decrease |
Accrued liabilities | Increase Decrease

Notice in the above summary that in converting from accrual

to cash basis, all changes in current asset accounts are handled

in a similar manner. All changes in current liability accounts

are also handled in a similar manner, but that manner is

exactly the opposite from handling of the current asset

changes.

The complete adjustment or conversion procedure used in

the following comprehensive example is summarized below:
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Accrual basis net income
+ Expenses and losses not reducing working capitat
~ Revenues and gains not producing working capital
= Working capital from operations A
+ Decreases in current assets (except cashj and
increases in current liabilities
— Increases in current-assets (except cash) and decreases
in current liabilities

- = Cash from operations
Cash Basis Statement Preparation. .

The complete statement of changes in financial position
on a cash basis is presented in [llustration (5). A comparison of
this stéteni—ent’ with the one in Hustration (4) shows that the
two statements are virtually identical, except for thé section
"E‘ﬂ'ects of changes in components of operating working
capaa! on cash” in the cash basis statement in ustration (5).

There are two reasons for this similarity:

1. Most sources and uses of funds involve cash receipts
and disbursements and would be reported in the same way

whether cash or working capital was the focus of attention.
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. [ltustration (5):

Statement of changes in financial position—cash basis

CHADEY COMPANY
Statement of Changes in Financial Position—Cash Basis
For the Year Ended December 31.1985

Financial resources provided:
By operations:

Netincome ...

L.E.15,000

Add nonworking capital expenses:
Depreciation..................

7,500
Working capital from operations . . .

{ L.E.22,500

Effects of changes in components of operating working

Capital on cash:

Increase in accounts receivable L.E.(15,000)

Decrease in inventories 6,000

Decrease in accounts payéble . (7.500)

[ncrease in.accrued liabilities 3.000
L.E.(13,500)

S - 146 -
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9,000
Issuance of common stock .......... :
45,000
Total financial resources provided
| L.E.54,000
Financial -z_'esoutrces applied:
Purchase piant asséts..._'..-j....".. .

B I Ts (o1 ¢ -

37,500
Increase in cash

L.E. 16,500 |
Casﬁ, December 31, 2003
Cash, December 31, 2004

LE 31500

Increase in working capital ..........

Total financial resources appiied

L.E.31,000
6,500

2. The cash basis statement was prepared by focusing on

working capital first and then making the adjustments

necessary to convert working capital from operations to cash

from operations.
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A COMPREHENSIVE ILLUSTRATION

Presented and discussed below 1s a more complete example of
 the procedures followed to prepare a cash basis statement of
changes in financial position. A working paper (shown later in
Hlustration 8) is used to aid in preparing the statement. The use
of a working paper to prepare a work’iﬁgl capital basis
statement of changes in financial position is shown in the
solution to the demonstration problem. The working pa;;er in
Hlustration (8) could, with -dlaly minor reviéidn, be adapted to a

working capital focus.

The basic data for the example are found in {llustrations (6)
and (7), which present the income statement and comparative
balance sheets of The Texas Corporation. Assume the
following information about the noncurrent accounts is

available:

{.. There were no purchases of investments during the
year. Investments with a L.E. 4,000 cost were sold for
L.E. 4,850. ' -
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Hiustration (6):

Statement of income and retained earnings

THE TEXAS CORPOR'ATION} |
Statement of Income and Retained Earnings
For the Year Ended December 31,2004

Netsales . ..coooiiiiiiiiiii e
L.E.732,100 . |
- Cost of goods sold ...... e
435,575 | |
“Gross margin T SN ‘e .
11296,525

Operating expenses:

Salaries ...o..ooiie e [T ————
1L.E.107,500

' Depreciation expense B
(L.E.1,625 buildings,L.E.15,525, equipment)

17,150

Supplies .................... ....... 55

3,660 |

Advertising ........... S —— R ——— A
145,000 * |
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Taxes, payroll and other ...........occvevieenriiiinaacnan. *
13,000
Genera! administrative eXpenses ............oooevveiniannn.

61,850

Total operating expenses

248,200

Net income from operations
L.E.48,325
Other revenues:
Interest earned O |
975 |
Gain on sale of long-term investments ......  ........
850  1.825 |

50,150

Other expenses:

| IOIETESt @XPOISE «ooevniieeeieeieniaeeneaein e aniaereenea
1,900 | |

Los;s on sale of equipment ... ... .
450 2,350

Net income before INCOME tAXES. ... ..oo.eveeeeiieeiaerveeeeenne
47,800 -
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Deduct: INCOME AXES ....oeoiiiiieeniaacieneaanneaanae
22,625
i 1 15157 (- O — ot sonmes v e,
25,175 |
Retained earnings, January I ... ... —
42050 |
67,225

Deduct; Dividends declared ......... ...
9,000
Retained earnings, December 31 ...
LE, 58225 |

Ilustration (7); Comparative balance sheets

3. Land and buildings valued at L.E.32,500 (L.E.22,500 for the
buildings and L.E.10,000 for the land) were acquired, subject '
to a 10 percent mortgage note of L.E.17,500.

3."‘I)'pring the yea.r, the corporation disposed of equipment that
had an ori gin;al cost of L.E.10.000 and accumulated
depreciation of L.E.8,250. The equipmerit was sold for

L.E.1,300.
—_— -151-
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4. The common stock was sold for cash.

Ilustration (7): Comparative balance sheets

THE TEXAS CORPORATION
Comparative Balance Sheets
December 31, 2002, and 2003
2003 2002 Increase or

decrease®
Assets
Current assets:

Cash.................. 4. 1L.E.23,150 L.E.20,450 L.E.2,700
Accounts receivable, net...... 56,080 50,500 5,580
Marketable securities............... 1,560 -0- 1,500
VInventories......,....._..,....,......, 63,800 57,650 6,150
Prepaid expenses.......... RS 1,500 2350  800*
Total current assets...... 146.080 130,950 15,130
Investments............ L.E. 8.500 L.E.12.500 L.E.4,000*
Property, plant, and equipment. o
Land...........cooovnene. L.E.50,000 L.E.40,000 L.E.10,000
Buildings............... W—— 87.500 65,000 22500
Accumulated depreciation-building (14,875) (13,250) (1625)
Equipaent... .. ... S 99.000 87.500 11.500
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Accumulated deprecaanon—eqmpment (2’8 825) (21.550)(7.275) |
| Tetal Praoperty, plant, and. equspment ]92,800 15?,?00 35,100

| Total Assets............... M ;QLL&_Q Mg
| Liabilities and Stockholder's Equity

Current Liabilities: i

| Accounts payable...... LE41,210 LE39.435 LE.1,77S

Accrued fabilities......... 4945 6115 1,i70*

Estimated income tax Hability... 6,000 7,050  1,050* |

Dividends payable ...... 4500  4.000 500
Total Current Liabilities 1.E.56655 L.E.56,600 L.E._ 55

| Long-term liabilities:

‘Mortgage note payable, 10% {on
| Land and buildings)......... L.E.17,560L.E.~0- LE.17,500

| Bonds payable, 8% due 2005...... 20000 20000 -0

| Totar Long-term liabilities 137.500 20000 17.500 |
Total Llabllmes { |

| Stockholder's equity:

| Common stock, stated value,
{L.E.50 per share.. ... 1.E; i95 ,000 L.E.182,500L.E.12, 500
| Retained earnings............... 58.225 42, 050 16,175 i

i

Total .S.fockhalder.’.v equity 253225 _224.550 28,675 |

:
i

: Total Liabilities and ;
| Stockholder’s Equity L E347.380 LE.301,150L. E.46.230
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The working paper in [llustration (8) for The Texas
Corporation is used to analyze the transactions and prepare the
statement of changes in financial position.

Hiustration (8):

Working paper for statement of changes in financial

position—cash

THE TEXAS CORPCRATION
Working Paper for Statement of Changes
in Financial Position- Cash Basis
For the Year Ended December 31, 2003

Account | Analysis of Transactions Account

Balances | for 2003 Balances

12/31/02 Debit Credit 12/31/03

Debit

Cash 20,450 (1) 2,700 23,150
Accounts receivable | 50,500 | (10 5,580 56,080
Marketable securities | -~0- (16) 1,500 - 1,500
Inventories 1 57,650 |(11)6,150 63,800
Prepaid expenses 2.350 (12) 200 1,550
Investments 12,500 {(2) 4,000 8,500
Land 40,000 | (3) 10,000 50,000
"Buildings 65,000 |(3) 22.500 87.500
Equipmens 87.5000 [(5) 21,500 |(4) 99 000
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10,000
Total 335,950 391,080
Credit
Accumulated
depreciation- 13,250 14,875
buildings 3 1(6) 1.625
Accumulated , T
7 depreciation- 21.550 28,825
equipment (4) 8,250 [(6)
. | | 15,525
Accounts payable . 39,435 (13) 41,210
o s |
Accrued Liabilities 6115 (@170 | 4,945
Income tax liability 7,050 | (15) 1,050 6.000
Dividends payable 4,000 1(i7) 8500 | (39) 9,000 |  4.500
Mortgage note? -0- 3) ' 17,500
payable 17,500
[Bonds payable 20,000 50,000
Common stock 182,500 | (7) 12,500 | 195,000
Retained carnings | 42.050 | (31 0.000 |(8) 25.175 | 38225
Total 335.950 97900 | 97.900 391.080
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The discussion that follows will describe the items and trace

their effects in the entries made on the working paper.

The steps in preparing the working paper are as follows:

1. Enter the balance of each balance sheet account at the

beginning of the peridd in the first column and at the ‘end of

the period in the fourth column. Notice the debit items are

listed first, followed by the credit items.
2. Total the debits and the credits in the first and fourth

columns to determine that the debits equal credits in each

column.

Hlustration (8) (concludréd)

Analysis of

‘Accoun:t Account
Balances | Transactions for 2003 Balances
12/31/02 12/31/03
. Dehit Credit
Financial resources provided: '
By operations: . .
Net Income (8) 25,175
Depreciation-buiidings {6) 1,625
Depreciation-equipment (6) 15,525
Loss on sale of equipment {4) 450
{2) 850

. Gain on sale of investment
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. Cash Flow Statement
i increase in accounts 'recei'»"a‘b]e I : -i{ 10} 5,580
| {ncrease in Inventories ] {116,150 '
1 Decrease in prepaid expenscs 1 {12) 4,850 ' 5
‘ ll}f]ﬂcrease in :accéun‘is payable ;:(;133‘;1,_,.735 J
Decrﬁase in accrved liabilities : (i4) 2,270 7 7

|-Decrease n income tax liability ! ) “5})71;95‘0 L
Other sources ; i
Ty Err——— (374850

Assumption -o‘f;mortgage note 143) 17,560
| Sales of equipment 1{4) 'i,306 ‘

Issuance of comimion stock

{7 12500

| Financial resources applied:

| Purchase of marketable securities

6 1,500 -

1 Acquisition of land and buildi{lgs 1¢3) 32,500
[ Acquisition af equipment (521500
: Payment of cash dividends ‘ (17) 8,500 ‘

lnéreasc, incash for year A 2700
[ Totl ' 81300 | 81300 |

3. Write "Financial resources provided” immediately below, the

total of the credit items. Skip sufficient fines on which to

record all sources of funds. Then write "Financial resources

. applied.”
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4. Analyzing entries are entered in the second and third

columus. The entries, which may be made in any order, serve
two functions: (a) they explain the change in each account and
(b) they record the sources and uses of funds. These entries
will be discussed individually.

5. Total the debits and credits in the second and third columns.
There will be one pair of totals for the balance sheet items and
another pair for the sources and uses of funds. The bottom
portion of the working paper is used to prepare the formal

statement of changes in financial position.
Completing the Working Paper

The working paper in llustration (8) is completed by
analyzing the change iﬁ each noncash balance sheet account.
An increase or decrease in cash can be explained by changes in
the noncash balance sheet accounts because every increase or
decrease in cash was aécompanied by a change in a noncash
balance sheet account. After entries have been properly made
to analyze él] changes in noncash balance sheet accounts, the
working paper will.show all sources and uses of cash. The
explanations below are keyed to the entries on the working

paper by numbers.
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Entry 1. The beginning and ending cash balances are
compared to determine the change for the year, which is a
L.E.2,700 increase. An entfy is made on the working paper
debiting Cash for L.E-2,700 and crediting Increase in Cash for
Year under "Financial resoufc-es applied." This entry indicates
that of the cash flowing into the company durin g the year,
L.E.2,700 was used to increase the Cash balance. The entry
also sets out the change in cash that the statement seeks to
explain. No further attention need be paid to cash in
completing the working paper.

Attention is now directed toward changes in other balance
sheet accounts. These accounts can be dealt with in any order.
But, in order to group certain items, the noncurrent accounts
are analyzed first. | |
Entry 2. The first noncurrent account is Investments. The
additional information di_sclos:s that investments were sold at

a gain that was recorded in the following manner:

Cash ..o, 4,850
Investments..................... : 4.000
Gain on Sale of Investinents..... 850
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CHapter Two:
Since cash changes and their causes are the focus of the
working paper, the following entry is made: on: the working

paper to show the source of cash.

Sale of Investmients ............. 4,850
Investments.......ocouvvereeen 4.000
Gain on Sale of Investments ... 850

The working paper now shows L.E 4,850 cash provided by
sale of investments and a L.E 850 reduction in cash provided
by operations. The gain on sale of investments is removed
from cash provided by operations and included as part of the
cash provided by sale of investments. If the L.E 4,850 cash
received from the sale is reported and the gair is not removed
from cash provided by operations, the L.E 850 gain is shown
or counted twice. Note that the working paper entry is identical
to the original journal entry for the sale, except for the L.E
4,850 debit. Instead-of debiting Cash, a properly described
source of cash is debited. The sources and uses of cash are
shown in the lower section of the working paper. The L.E
4000 credit accounts fully for the éiecrease in the Investments

account.
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Entry 3. The changes in the: Land and Buildings accounts:

resulted:from the folowing entry:

Land oo e 10:000

Buildings. ... 22,500 - |
Cash oo 15,000
Mortgage the“l.’,a-y;t?)l_e; 17,500

The tmnsacnon requlres two enmes on the- workmg paper.

. First, Land and Bulldmg,v. are debited for L:E 10 ,600 and LE
22,500, respectively, and a cash apphed itemn described as

"Acquisition of Land and Buildings" is credited for L.E

- 32,500. Second, a source of cash called "_Ass_ulimpticn. of

Mortgage Note"'i's: debitéd and Mortgage Note Payable is
credited for L.E. 1.7',500. In other words, the: trénsac-tioh IS

” treated as if the 1norfgage. note was, issued forcésh: aﬁd- t‘h'en"
L.E32,500 cash had been spent to acquire land and buiildings.
This transaction is an example of a si;,niﬁcénf financing and
mveshng, activity that must be included on the statement even
though it did not directly affect funds
Entry 4. The Equipment account shows a net mcrease of LE

11,500 resulting from two transactions: a L.E 10,000
retirement and a L.E 21,500 ,DUI’C]'laSC‘. The net change in the

account must be analyzed to show both cash provided and cash
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applied. The amount shown under "Other sources” from the

sale of equipment is the amount received for the equipment.

These data were included in the additiona! information given.

The computation can be summarized as follows:

Cost of equipment sold .............. L.E 10,000
Less: Accumulated deprecxatlon 8,250

Book value of equipment sold ........ L.E 1,750
Less; Loss on sale ............... 450
-Cash received RER L.E_1.300 1,300

The complete working paper entry for sale of equipment is:

Sale of Equipment............cccccveee 1,300

‘Accumulated Depreciation—Equipment 8,250

Loss on Sale of Equipment............. : 450
Equipment................... 10,000

This entry records cash provided by the sale of equipment
“and explains part of the changes in Equipment and
Accumulated Depreciation—Equipment. The loss is added
back to net income as a noncash deduction in arriving at net
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income. The loss has eiactly the same effect as depreciation or
the write-off of any noncash asset.

Entry 5. This entry debits the Equipfnent account and credits -
Acquisition of Eqﬁipment for the L.E 21,500 cash spent to
acquire new equipment. ‘ '

Entry 6. This entry adds L.E 1,625 building depreciation and
L.E 15,525 equipment depreciation back to net in;come and
credits the respective accumulated depreciation accounts. The
L.E 15,525 credit to the accumulated depreciation account for
equipment less the L.E 8,250 debit to this account in Entry 4
explains fully the incréase in this account from L.E 21,550 to
L.E 28,825, ’

Entry 7. This entry shows the L.E 12,500 cash received from
the sale of common stock as an "Other source” of cash. The
entry also explains compiétely the change in the Common
Stock account. If stock had been sold for more than its stated
value of L.E 50.per sﬁar’e, the excess would be recorded in a
separate Paid-In Capital in Excess of Stated_ Value account.
The total amount of cash received from the issuance would
have been reported on'the statement of changes in financial
position as a single figure (even though two accounts would
have been affected) because only the total amount received is

~ significant.
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Entry 8. The statement of retained earnings and income

statement reveal that net income for 2003 was L.E 25,175,
Entry 8 records the L.E 25,175 as the starting point in
measuring cash from operations and credits Retained Earnings
as a partial explanation of the change in that account.

Entry 9. This entry debits Retained Earnings and credits -
Dividends Payable for the L.E 9,000 of dividends declared.
The entry also completes the explanation of the change in
Retained Earnings {1..E 42,050 + L.E 25,175 - L.E 9,000 = |
L.E 58.225). | |

In regard to this entry, the credit was méd;a to Dividends
Payable for the L.E 9,000 of dividends declared rather ihan to

~a financial resources applied item because the statement of

changes is focusing on cash. The amount of dividends declared
would be reported on the statement of changes if the statement
wete prepared under a working capital basis. To find the
amount of dividends paid, the change in the Dividends Payable
account must be included in the analysis, which is done in
entry 17 below. _

If Retained Earnings had changed for reasons other than net
income or cash dividends, the causes of the changes must be

determined in order to decide whether they shouid be reported

in the statement of changes in financial position. Transactions
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Suéh. as stock divid'end's and stock splits would not be reported

because they lack significance from an ana=l.yticali\éi;_:wpoint,
and because these items.never affect cash or working capital. -

- But an entry must be made on the working paper to eﬁcplé-illn the

changes caused by a stock dividend or split, even if cash was
not affected. All changes in all noncash accounts must be '
explained tb-’ show that a change affecting cash was not.
b,verl'ool_(ed. | .

The next task: is. to analyze changes in current accounts
other.than Cash. Most of these accounts are closely related to

operations, and their changes are included in converting net .

' mcome to cash from opera:tons The changes in the current
- accounts-are analyzed in the manner.previously dlscussed

: Entm 10. The LE 5,580 increase: in. accounts receivable must

be deducted from net income when converting it to cash from _
bperétic.ns-, If accounts receivable increased, sales to customers.
exceeded cash received from custp'meré.t Accrual basis revenue:
and net.income: are larger than revenue ('reéeipts.)r_and. net:
income on a cash basis. To convert net income to cash. basis,
the.L.E 5,580 must be deducted: _ ‘ _

The working paper technique used makes the recording of .
these effects.almost mechanical. Accounts Receivable must be
debited for L.E 5,580 to.increase it from L.E 50,500 to L.E
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56,080. If Accounts Receivable is debited, a credit must be
entered for an item that can be entitled "Increase in Accounts
Receivable." The increase is a deduction from net income in
converting it to cash from operations.

Entry Il is virtually a duplicate of entry 10, except that it
involves inventories rather than receivables.

Entry 12 is similar to the above two entries, except that it is
reversed because prepaid expenses decreased.

Entry 13 records the effects of an increase in accounts
payable on net income in converting it to cash from operations.
Entries 14 and 15 record the effects of decreases in two other

current liability accounts (accrued liabilities and income tax
liability) in converting net income to cash from operations.
Entry 16. The increase in marketable securities res'ilts from a
purchase of such investments. The purchase of marketable
securities is not related to net income in any way. Thus, the
increase in this account is treated as an application of cash
rather than an adjustment of net income. Marketable Securities
is debited and a cre_:dit entered for the purchase in the cash
applied section of the working paper.

Entry 17. This entry records the amount of dividends that
were paid during the period. Entry 9 recorded L.E 9,000 of

dividends declared in the Dividends Payable account, which
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increased its balance to L.E 13,000 (L.E 4,000 + L.E 9,000).
But the habitity for di'vidends was only L.E 4,500 at the end of
the perlod So L.E.8,500 of cash must have been paxd to
stockholders as dividends. Thus, entry 17 debits Dividends
Payable and credits financial resources applied to Payment of
Cash Dividends.

The analysis of the noncash accounts is now complete. To
be sure that a change has not been overlooked, the debits and’
credits in the middle two columns opposite the 2002 balances
are added to or subtracted from those balances, line by line. If
the working paper has been properly prepared, the results will
be the 2003 balances listed in the fourth column. For example,
the L.E 21,500 debit is added to the beginning balance for
Equipment, and the L.E 10,000 credit deducted to get an
ending balance of L.E 99,000. Next, the debits and credits for
the balance sheet account entries and for the funds statement
" items are added to make sure that they are equal in both
'sections. Note that entries made in the working paper are used

only to derive cash flows into a-nd out of the firm. These
entries are not entered in the firm's accounting systems
because the transactions that caused the fund flows have

already been recorded.
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The Formal Statement

The data in the lower section of the working paper are now
used to prepare the formal statenient of changes in financial
position shown in Hlustration (9). A standard format has not
been prescribed for this statement. Both the APB and FASB
have recommended experimentation using alternative forms,

Several features qf illustration (9) should be noted. The two
sections are headed "Financial resources provided" and
"Financial resources applied" reflecting the reporting of ail
significant financing and investing activities as required by
APB Opinion No. 19. The headings are appropriate ‘since an
exchange involving assumption of liability on a mortgage note
for land and buildings is reported. Note that the étatement

reports both working capital and cash provided by operations.

Losse§ on the Working Paper

If a firm incurs a net loss for a period, the entry on the working
paper debits Retained Eamings and credits Net Loss under the
heading "Financial resources provided by opefations’." Then
the net loss is adjusted for the nonfund items. After these
adjustments, the firm may have funds provided by or applied
to operations. If funds weré applied to operations, all data

relative to the net loss and its adjustments will be shown in the
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"Resources applied" section of the formal statement of changes
in financial position.
Hlustration {9):

Statement of changes in financial position—cash basis

THE TEXAS CORPORATION Statement of Changes in
Financial Position—Cash Basis

For the Year Ended December 31,2002

| Financial resources provided:

By operations: :
| Netincome........ccocormmrvrcnnn. L.E. 25,175
Add: Charges not requiring outlay of funds: |
Depreciation—building......._...... L.E.1,625
Depreciation—equipment............. 15,525

Loss on sale of equipment ........... 450  17.600 |

| 42,775
Deduct: Credits not providing funds: ;

Gain on sale of investments o 850
| Working capitai provided by operations ... 41,925
| Effect of changes in components of operating :
working capital on cash:

| Increase in accounts receivable .......... L.E.(5,580)

Increase in mventories.................. (6,150}
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Decrease in prepaid expenses ...........
Increase in accounts payable ............
Decrease in accrued liabilities ...........
Decrease in income tax liability .. ..
Cash provided from operdtions ..............

Other resources provided:

Assumption of mortgage note .............

Sale of equipment...........c...........

Issuance of common stock-................
Total financial resources provided ..

Financial resources applied:

Acquisition of equipment ................

Payment of cash dividends .................

Total financial resources applied ...
Increase in cash for the year .....
Cash: Beginning of yeér ...................
Cash: End of year ..........cccocoeeeeee

800

1,775
(1,170)
(1.050) (11.375)

30,550

Sale of investments.............c..c..... | L.E.4,850
17,500
1,300
12,500 36,1540

66,700

1,500
32,500
21,500

8.500
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Working Paper for Statement of Changes on a Working

Capital Basis

Entries 2 through 9 in [llustration (8) analyze noncurrent
account changes that had a cash effect. Since cash is an
element of workin g capital, the samerent'ries, with one
exception, woul_d be made in preparing a statement of changes
focusing on working éapital. The exception is entry 9 which
‘under a working capital focus would be entered on the
working paper as a debit to Retained Earnings and a credit to

~ Working Capital Applied to Dividends. (For a comprehensive
tllustration of this wofking paper technique, see the solution to
the demonstration problem.) The first line of a working paper
for a statement of changes foc_usirig on working capital for The
Texas Corporation would show L..E.74,350 of working capital
at the end of 2002 and L.E.89,425 at the end of 2003. Entry |
Would debit Working Caﬁital for L.E.15,075 and credit
Increase in Working Capital on the last line of the working
paper. This single working capital amount would be
substituted for the nine current asset and current liability
accounts listed on the working paper for a cash basis statement

of changes.
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Also, note in The Texas Corporation illustration that entries

for net income and nonworking capital charges and credits are
grouped to make it easy to compute working capital from
operations. This amount is L.E.41.925 which was computed by
totaling the first five items (down through gain on sale of
investments) in the lower sec-ﬁon of the working paper in
[ltustration 8. _,
USES OF THE STATEMENT OF CHANGES IN
FINANCIAL POSITION

The statement of changes in financial position
summarizes the financing and investing activities of a firm for
a period. It reports upon past management decisions regarding
such matters as issuance of capital stock or salz of long-term
bonds. The statement directly reports information that is
otherwise obtainable only in bits and pieces from the balance
sheets and statements of income and retained eamings.
Included in the statement is information on cash or working
capital flows that are vital to a firm's financial health. Such
information is useful to management and all other interested
parties, especially creditors and investors.

Management Uses
Management can use the statement of changes to

determine why there are cash or working capital shortages if
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the company has been experiencing problems in these areas.

Management may, after study of the information, clla-ngc'iis
dividend policy to conserve funds. Or the‘s'tate,me‘nt may show
a flow of funds from operations large enough to finance all

_ pro;ected capital needs internally rather than through
borrowmgs or stock issues. Smce the statement presents all
significant financing and mvestmg-actlvmes-,. management.can
see the effects of its past major policy decisions in quantitative
form by reviéwing the statement of changes.

Creditor and Investor Uses --. |

Information on the statement of changes in financial position

. may provide creditors and investors with valuable clues to: .- .
I. The extent to which internally generated funds cover -
projected capital needs. |

" 2. The likelihood of the company paying or increasing future.
dividends. '

3. Management's preferences toward financing and: investing.
activities.. |

4. The firm's ability:to make principal and interest payments
on its debt. |

5. Whether, in the light of available resources, a planned -

expansion is feasible.
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WORKING CAPITAL OR CASH FLOWS
In the past, statements of changes in financial position
have generally focused on working capital flows. Such:
statements were prepared for several reasons. Information was
needed about the flows of liquid assets (working capital)
through a firm; such flows are the lifeblood of 2 business.
Possible changes in accounting principles and the use of
accrual accounting yielded net income amounts that often were
not good measures of such liquid asset flows from operations.
 Attention focused on working capital rather than cash because
little significance was attached to the composition of working
capital. Working capital turned over quickly enough so that, if
not now in cash form, it would be shortly.

Recent events suggest that in the coming years, statements
of changes in financial position will focus incréasingly upon
cash flows. In the recent periods of high rates of inflation and
depressed economic conditions, many firms experienced
severe cash flow, not working capital, problems. The FASAB
noted the importance of cash flows in the Conceptual
Framework Project, and made the statement "that the repoiting
of meaningful components of cash flows is generally more
useful than reporting changes in working capital.” Sliortly after

publication of this statement, the Financial Executives Institute
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recommended that its members adopt the cash basis in
prepariﬁg a statement of changes in financial position,

Approximately 95 percent of the companies with securities
traded on th'e New York Stock Exchange and the American
Stock Exchange are represented in the Financia! Executives
Institute,

The shifting of attention from working capital flows to cash
flows also is supported by developments in modern finance.
The investment decision is seen more clearly as one in which
cash outlays are compared with expected cash returns,
appropriately discounted for time and risk. Management,
investors, and creditors are all alike in that each invests cash to
get future cash returns. Thus, information is needed to enable
users to make predictions of the amounts, timing, and
uncertainty surrounding expected cash receipts.

Information on prior cash ﬂbws provides a better basis for
making predictions of cash flows than does information on
past working capital flows. This statement is true because it |
has been shown that past cash flows often differed sharply
from working capital flows. For example, a rapidly expanding
business will most likely find that it is increasing its working

capital by expanding inventories and accounts receivable, yet
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never seeming to have enough cash to meet current bills. Cash

flow analysis is necessary to reveal such problems.

The statement of changes in financial position 1s one of the
four major statements prepared by business firms. Its purpose
is analytical in that it attempts to explain how financial
resources were acquired during a period, how financial
resources were used, and what the net effect was on the
company's working c—api'tal or cash position. Being an
analytical tool, the statement of changes in financial position is
an excellent means for assessing the quality of an
organization's management. '

In: preparing the statement of changes in financial position,
the first step is to prepare a schedule of changes in working
capital. Then, each noncurrent balance sheet account is
analyzed to see what effect changes in it had on working
capital during the period.. These changes in noncurrent account
balances are ofganized in -
terms of representing either financial resources provided or
financial resources applies during the period.

Some firms prefer to prepare the statement of changes in
financial position or a cash basis instead of a working capital
basis. This statement focuses on cash flow into and out of an

organization. A key element in the preparation of the cash
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fbaSla 'statemem is 1to adj ust :the income statement fr@m an

chan ge‘_s..nn ;_:39nc—urment eballance :sheet ;ac-cmmtts ak :analy-ze_d for
their fe}ffecgs on the -?Cas”h,;éccount, :émc_'i the resulting cash
inflows and cash outflows are organized into a formal cash
- ibasis statement 50'f:¢ha:;_gés in financial ;pés'iﬁ-@n. '
TERMS INTRODUCED IN THIS CHAPTER
All-financial resources concept—a ;mét_hod of pnesematlioh_-:o'f
" a :s’tziteme-nt of changes in Eﬁnan’dia‘il_ position where il
significant financing and investing activities are presented
regardless of whether cash or working capital isused to
measure.basic fund flows. |
Cash _flow from ==aperations~—;—rhe net amount of cash received
«lor d-is‘bur-sed for a given period on items that normally appear
_on the income statergent. Usually obtained by converting

accrual basis net :uincomé to a.cash'basis amount.

Cash ﬂmé .:statemem;:anotshér title for a-statement of changes -

in 'Jﬁﬁanc'i-a'fl PO s‘itiioﬁ prepared under =cas'h":ba$is,; sometimes
. used as a title for a statement or schedule showing ¢ash flows
" into and out of a business, together with beginning and ending .
cashbalances. . LA -
Financial resources applied——the most alt:inclusive title used

- to describe the uses made of a firm's resources ina périod. in
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‘certain instances, the more restrictive titles of working capital
applied or cash applied may be substituted.

Fz‘néncia! resources provided—the most all-inclusive title
used to describe the sources of the resources flowing into a
firm in a period. In certain instances, the more restrictive titles
of sources of working capital or sources of cash may be
appropriate.

Funds—broadly, the financial resources of a firm; often
defined as working capital or cash.

Indirect (or addhack) method— a way of determining cash or
working capital from "operations that starts with net income
and adjusts for expenses and revenues that do not affect cash
or working capital.

Non working capital (nonfund) charges or expenses—
expenses and losses deducted in arriving at net income that do
not reduce working capital; examples are

depreciation, depletion, and amortization of patents and
goodwill. |

Nonworking capital (nonfund) credits or revenues —
revenues and gains included in arriving at net income that do
not provide working capital; an example is discount amortized
and included in interest revenue earned on bond investments
purchased at a discount.
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Source of funds—a transactibn that brings cash or working
capital into the business.

Statement of changes in financial position—a statement that
reports the flows of cash or working capital into-and out ofa
business in a given tinte period; will also show significant
financing and investing activities that do not involve cash or
working capital flows.

Statement of changes in working capital—a statement listing
all current assets and current liabilities, their beginning and
_ending balances, and the changes in the balances summarized
into a single amount—the net change in working capital.

The schedule of changes in working capital components
shows only the change in each working capital item |
summarized into a single amount.

Use of funds—a transaction that removes cash or -wo,rking
capital from the business.

Working capital-—a possible definition of funds; the excess of
current assets ov current liabilities. ,

-Working capit&l Jrom operations—working capital generated
by the regular operatic of a business; usually computed as net
income plus nonworking capital expenses deducted in arriving

at net income, minus nonworking capital revenues include
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QUESTIONS

[. Theterm funds is used in many different ways in
accounting. Indicate several of these uses other than those
given in this chapter. What are the concepts of funds as the
term is used in a statement of changes in financial position?

2. Ifthe net inconie for a given period is L.E.25,000,
does this mean that there is an increase of cash of the same
amount? Why or why not?

3. Explain the difference between the direct and indirect

methods for computing working capital from operations.

4. What are the major sources of funds in a business?

What are the major uses of funds?

5. Does the declaration or the payment of dividends affect
working capital? Why? |

6. Why might a company have a positive inflow of cash
from operations even though operating ata net loss?

7. What are nonfund (nonworking capital or noncash)
expenses? Of what significance are they?

8. Describe the treatment of a gain on the sale of

equipmeﬁt in preparing a statement of changes in financial

position.

-180-



http://cbs.wondershare.com/go.php?pid=5261&m=db

‘Cash Flow Statement
9. Why, might an analysis of working capital flow be

. unsuitable for short-run planning?

10. Why 1s it unlikely that cash flow from operations will

be equal to net income for the same period?
~I1. in what respects does cash flow analysis differ from
working capital flow analysis?

1'2 1n the preparation of a funds statement under Ihe
workmg capital basis, why are the noncurrent accounts
analyzed rather than the current accounts? ‘

- 13, Depreciation is often referred to as a source of funds.
{s it a source of funds? Explain. -‘ |
14, Give two reasons why analysts seem to prefer cash

flow statements to statements that report working capital

flows.
EXERCISES
E-1. Indicate how. the following data should be reported

in a statement of chzinges in financial position. A company
purchased land valued at L.E.30,000 and a building valued at
L. E.60,-.000 by payfnent of L.E.15,000 by check, signing a
L.E.22,500 interest-bearing note due in six months, and by
assuming a L.E 52,500 mortgage on the property.

E-2. - A company sold for L.E.2,500 equipment having an
original cost of L.E.3,500 and on which L.E.Z,OOO of
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depreciation had been recorded. The gain was included in net

income.
How should this data be shown in the statement of

changes in financial position and why?

E-3. The following data are from the Automobile and the

Accumulated Depreciation— Automobile accounts of a certain

company:
Automobile
Date _ Debit Credit Balance
Jan. '} Balance brought forward ....... 1..E.8,000
July | Traded for new auto.......L.E.8,000 -0
New auto ........cccovmene L.E.8,800 8,800

Accumulated Depreciation—Automobile

Jan. 1 Balance brought forward ....... : L.E.6,000

July | One-half year's depreciation ... E.1,000 7,000
Auto traded ...............L E.7,000 -0

Dec.SI One-half year's depreciation .... 1,100 1,100
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The old auto was traded for a new one with the difference
in values paid in cash. The income statement for the year -
shows a loss on the exchange of autos of L .E.600.
Indicate the dollar amounts, the descriptions of these
amounts, and their exact locations in a statement of changes in

financial position.

E-4. -~ Following are balance sheet data for the Cooper

Corporation.

December 31, December

31,
2004 2003

201 Mo — L.E. 23,500  L.E. 13,000
Accounts receivable..................... 70,500 67,000

[NVENLOTIES. ..coveeeee s s eeeneas 41,500 51,000

Prepaid expenses..........cccoo e 4500 5,500
Plant assets (net of accumulated depreciation) 117,500 115,000

Accounts payable...........cc.ccoeees 61,000 63,500
~ Accrued expenses payable ......... 20,000 : 20,500
Capital stock .......cccovveveeceeeee. 150,000 150,000
Retained €arnings............coo..... 26,500 17,500
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Required;

Calculate the change in working capital for the year
1985.
E-5. Refer'to the information in Exercise E-4. Assume

that the depreciation recorded in 1985 was L.E.7,500.
Compute the cash applied to purchase of plant assets assuming

no assets were sold or scrapped in 1985.

E-6. Use the data in Exercise E-4. Assume the net
income for 1985 was L.E. 12,000, that depreciation was
L.E.7,500, and that dividends declared and paid were |
L.E.3,000. Prepare a statement of changes in financial position

using the working capital basis.

E-7. Referto the data in Exercises E-4 and E-6. Prepare a

statement of changes in financial position under the cash basis.

E-8. Given the net income for the year was 1L..E.30,000,
patent amortization was L.E.750, toss on sale of patents was
L.E.1,500, depreciation was L.E.3,000, gain on sale of

equipment was L.E.900, and accumulated depreciation on
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equnpment was L E.15,000. Compute working capltal from

operations.

o E‘ 9 A company s ﬁnanc1al ‘statements for a given year

show sales of L.E.750,000, net income of L._E.75,000, and
accounts receivable on January I of L.E.66,000:and
1..E.70,500 on: Decembér’ 31 Ct;mpilt'er the effect 6f't-he: above
‘ infﬂtmmiibn: on net income as a measute of cash from

operations.

E-le. The income: statement of a company shows. cost of
~ goods: so-l‘d' of .E.525,000 and net income.of L.E. 75,000,

inventory on:Jahuary‘ 1 was L.E.76,500 and on December 31

was L.E'..94-,’5Q_O=, accounts payable for merchandise purchases:

were L.E.57,000 on January | and L.E.63,000.0n December

- 31 C'ofnputethc c‘ffec‘ts.of'tbe: above information on riet
income

- as a measure of cash from operations.

E-11.  The operating expenses and taxes (in¢cluding
L..E.15,000 of depreciation) of a company for a given year
were L.E.150,000. Net income was L.E.75,000. Prepaid
msurance decreased from L.E.4,500 to L.E.3,000 during the
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year, while accrued wages increased from L.E.6,000 to
L.E.9,000 during the year, Compute the effects of the above on

net income as a measure of cash from operations.

E-12. . Assume that the data in Exercises E-9, E-10, and E-
t1 above are for the same company. Prepare the section of the
statement of changes in financial position showing conversion
of net income to cash from operations. Show both working

capital and cash from operations.

E-13.  Dividends payable increased by L.E.1,500 during the
year in which total dividends declared were L.E.30,000, What
amount of dividends appears in the statement of changes in
financial position under the working capital basis? What
amount appears in the same statement prepared under the cash

basis?
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Chapter Three
Business Combinations

Learning Objectives:

After studying this chapter you should be able to meet
" these learning objectives:

== e = e o

« Business combinations: Why and How?.

o Distinguish between the suggested definitions for terms
commonly used in business combinations.

e Determine how to account and reporting for business
combinations.

o Methods for business combinations.
e Methods of Accounting for business combinations.

 Review exercises and problems.

B — —— ——— R ——

- 187 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Chapter Three-

Introduction:

Business combinations are events or transactions in which
two or more business enterprises, or their net assets, are
brought under common control in a single accounting entity.
Other terms frequently applied to business combinations are
mergers and acquisitions. |

The Financial Accounting Standards Board has suggested
the following definitions for terms commonly used. in
discussions of business combinations.

Combined enterprise. The accounting entity that results
from a business combination.

Constituent companies The business enterprises that enter
into a business combination. :
Combiner: A constituent company entering into a purchase-
type business combination whose owners as a group end up
with control of the ownership interests in the combined
enterprise. :
Combinee. A constituént company other than the combiner
in a business combination. '

Business combinations may be divided into two
classes—friendly takeovers and hostile takeovers. In &£
friendly takeover, the boards of directors of the constituent
companies generally work out the terms of the business
combination amicably and submit the proposal to
stockholders of all constituent companies for approval.
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¥

Scope of the Chapter

In the first section of this chapter I discuss reasons for the
popularity of business combinations and techniques for
arranging them. Then, the two methods of accounting for
business combinations, that is, purchase and pooling of
interests, are explained and illustrated ( without any
emphasis on pooling of interests method). In the final
section 1 evaluate the defects of purchase accounting and
‘pooling-of-interests accounting, and current proposals for
changes in accounting standards for business combinations.

Business Combinatiens:

Why do business enterprises enter into a business
combination? Although a number of reasons have been

- . cited, probably the overriding one for combiners in recent

years has been growth. Business enterprises ‘have major
operating ' objectives other than growth, but that goal
increasingly has motivated combiner managements to
‘undertake business combinations. Advocates of this external
method of achieving growth point out that it is much more
rapid than growth through internal means. There is no ques-
tion that expansion and diversification of product lines, or
enlarging the market share for current products, is achieved
readily through a business .combination with -another
enterprise. However, the disappointing experiences of many
combiners engaging in business combinations suggest that
much may be said in favor of more gradual and reasoned
growth through internal means, using available management
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and financial resources.

Other reasons often advanced in support of business
combinations are obtaining new management strength or
better use of existing management and achieving manu-
facturing or other operating economies. In addition, a
business combination may be undertaken for the income tax
advantages available to one or more parties to the com-
bination.

Antitrust Considerations

One obstacle faced by large corporations that
undertake business combinations is the possibility of
antitrust litigation. The U.S. government on occasion has
opposed concentration of econemic power in Jarge business
enterprises. Consequently, business combinations frequently
have been challenged by the Federal Trade Commission or
the Antitrust Division of the Department of Jjustice, under
the provisions of Section 7 of the Clayton Act, which reads
in part as follows:

No corporation engaged in commerce shall acquire,
directly or indirectly, the whole or any part of the stock or
other share capital and no corporation subject to the
jurisdiction of the Federal Trade Commission shall
acquire the whole or any part of the assets of another cor-
poration engaged also in commerce, where in any line of
commerce in any section of the country the effect of such
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acquisition may be substantially to lessen competition or
to tend to create a monopoly.

Methods for Arranging Business Combinations:

The four common methods for carrying out a business
combination ~ are  statutory  merger,  statutory
consolidation, acquisition of commeon stock, and
acquisition of assets. '

Statutory Merger:

As its name implies, a statutory merger is executed
under provisions of applicable state laws. In a statutory -
merger, the boards of directors of the constituent companies
approve a plan for the exchange of voting common stock -
.(and perhaps some preferred stock, cash, or long-term debt)
of one of the corporations (the survivor) for all the -out-
standing voting common stock of the other corporations.

To summarize, the procedures in a statutory merger
are as follows:

I. The boards of directors of the constituent companies -
. work out the terms of the merger.

2. Stockholders of the constituent companies approve the
. terms of the merger, in accordance with applicable
corporate bylaws and state laws.

3. The survivor issues its common stock or other
consideration to the stockholders of the other constituent
companies in exchange for all their outstanding voting
common stock ot those companies.
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4. The survivor dissolves and liquidates the other
-constituent companies, receiving in exchange for its
common stock investments the net assets of those
companies.

Statatory Consolidation:

A statutory consolidation also is consummated in
accordance with applicable state laws. However, in a
consolidation a new corporation is formed to issue its
common stock for the outstanding common stock of two or
more existing corporations, which then go out of existence.
The new corporation thus acquires the net assets of the defunct
corporations, whose activities may be continued as divisions of
the..-new corporation. To summarize, the procedures in a
statiitory consolidation are as fotlows:

1. The beards of directors of the constituent companies work
out the terms of the consolidation. '
2. Stockholders of the constituent companies approve the
terms of the consolidation, in accordance with applicable
corporate bylaws and state laws.

3. A new corporation 1s formed to issue its common stock
to the stockholders of the constituent companies in
exchange for all their outstanding voting common stock
of those companies.

4. The new cotporation dissolves and liquidates the
constituent companies, receiving in exchange for its
common stock investments the net assets of those

.companies. '

Acquisition of Common Stock:
One corporation (the irvestor) may issue preferred or
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common stock, cash, debt, or a combination thereof to
‘acquire from present stockholders a controlling interest in
- the wvoting common stock of another corporation {the
investee). This stock acquisition program  may be
. accomplished through direct acquisition in the stock market,
through negotiations with the principal stockholders” of a
closely held cormporation, or through. a tender offer to
stockholders of 2 publicly owned corporation. A tender gf-.
fer is a publicly announced intention to acquire, for a statéd
amount of consideration, a2 maximum number of shares of"
the combinee's common stock "tendered” by holders thereof
to an agent, such as an investment banker or a commercial
bank. The price per share stated in the tender offer usually is
well above the prevailing market price of the combinee's
common stock. If a controlling interest in the combinee's
~ voting common stock is acquired, that corporation becomes
affitiated with the combiner parent company as a
- subsidiary, but is not dissolved and liquidated and remdins
@ separate legal entity. Business combinations arranged
through common stock acquisitions require authorization by
the combiner's board of directers and may require
ratification by the combinee’s stockholders. Most hostile
takeovers are accomplished by this means.

Acquisition of Assets:

A business enterprise may acquire from another
enterprise all or most of the gross assets or net assets of the
other enterprise for cash, debt, preferred or common stock,

. or a combination thereof. The transaction generally must be
approved by the boards of directors and stockholders of the
constituent companies. The selling enterprise may confinue
its existence as a separate entity oF it may be dissolved and
liquidaied; it does not become an uffiliute of the combiner.
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Establishing the Price for a Business Combination: -

An important early step in planning a business
combination in deciding on an appropriate price to pay. The
amount of cash or debt securities, or the number of shares of
preferred or common stock, to be issued in a business
combination generally is determined by variations of the
following methods:

1. Capitalization of expected average annual earnings of
the combinee at a desired rate of return.

2. Determination of current fair value of the combinee's

net assets (including goodwill).

The price for a business combination consummated for cash
or debt generally is expressed in terms of the total dollar
amount of the consideration issued. When common stock is
issued in a business combination, the price is expressed as a
ratio of the number of shares of the combiner's common
stock to be exchanged for each share of the combinee's
common stock.

Ilfustration of Exchange Ratio

The negotiating officers of Palm Corporation have agreed
with the stockholders of Shams Company to acquire all
20,000 outstanding shares of Shams commion stock for a
total price of L.E. 1,800,000. Palm's common stock
presently is trading in the market at L.E.65 a share.
Stockholders of' Shams agree to accept 30,000 shares of
Palm's common stock at a value of L.E.GO a share in
exchange for their stock holdings in Shams. The exchange
ratio is expressed as 1.5 shares of Palim's common stock for
each share of Shams's common stock, in accordance with
the following computation:
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Number of shares of Palm Corporation common stock to be
issued 30,000 Number of shares of Shams Company
common stock to be exchanged 20,000 Exchange ratio:
30,000+20,000 1.5:1 |

Methods of Accou ntihg for Business Combinations:

Purchase Accounting:

Because the majority of business combinations involve
an identified combinor and one or more combinees, many
accountants consider it logical to account for a// business
combinations, regardless of how consummated, as the
acquisition of assets. Thus, assets (including goodwill)
acquired in a business combination for cash would be
recognized at the amount of cash paid, and assets acquired
in a business combination involving the issuance of debt,
preferred stock, or common stock would be recognized at
the current fair value of the assets or of the debt or stock,
whichever was more clearly evident. This approach is
known as purchase accounting for business combinations
and was widely used prior to the increase in popularity of
~pooling-of-interests accounting. -APB  Opinion No. 16,
"Business Combinations," set forth the concept of purchase
accounting as follows.

Accounting for a business combination by the purchase
method follows principles normally applicable under
historical-cost accounting to record acquisitions of assets
and issuances of stock and to accounting for assets and
liabilities after acquisition.
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Determination of the Combiner:

Because the carrying amounts of the net assets of the
combiner are not affected by a business combination, the
combiner must be accurately identified.

Computation of Cost of a Combinee:
The cost of a combinee in a business combination

.accounted for by the purchase method is the total of (1)
the amount of consideration paid by the combiner, (2)
the combiner's direct “'ouf-of-pocket" costs of the
combination, and (3) any confingent consideration that.
is determinable on the date of the business combination.

{1) Amount of Consideration:
This is the total amount of cash paid, the current fair value

of other assets distributed, the present value of debt
securities issued, and the current fair (or market) value of
equity securities issued by the combiner.

(2)Direct Out-of-Pocket Costs:

Included in this category are some legal fees, some
accounting fees, and finder's fees. 4 finder's fee is paid to
the investment banking firm or other organization or
individuals thaf investigated the combinee, assisted in
determining the price of the business combination, and

-196-



http://cbs.wondershare.com/go.php?pid=5261&m=db

Business wCombmaImns
otheerse rendered serwces to bring about the combination.

Cost‘s of registering with the SEC and issuing debt
securities in a business combination are debited to Bond
Issue Costs; they are not part of the cost of the combinee.
‘Costs of registering with the SEC and issuing equity
securities are not direct costs of the business combination
but are offset against the proceeds from the issuance of the
securities. Indirect out-of-pocket costs of the combination,
such as salanies of officers of constituent companies
involved in negotiation and completion of the combination,
are recogmzed as expenses incurred by the constituent
companies. ‘

| Ailecation -of Cost of a Combinee

APB Opinion No. 16 pmwded the following principles for
allocatmg, cost of a combinee in a purchase-type business
combination, _

First, all identifiable assets acquired ... and liabilities
assumed in 2 business combination ... should be ass:;,ned a
portion of the cost of the acquired company, normally equa!

" to their fair values at date of acquisition.

Second, the excess of the cost of the acquired company over
the 'fsum 50{ the amounts assigned to identifiable _assets -
acquired less liabilities assumed should be recorded as

goodwill.

Identifiable Assets and Liabilities

APB QOpinion No. 16 provides guidelines for assigning
values to a purchased combinee’s identifiable assets and
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liabilities.” Among these were present values for receivables
and liabilities; net realizable values for marketable
securities, finished goods and goods in process inventories,
and for plant assets held for sale or for temporary use:
appraised values for intangible assets, land, natural
resources, and non-marketable securities; and replacement
cost for inventories of material and plant assets held for
long-term use.

Goodwill:

Goodwill frequently is recognized in purchase-type business
combinations because the total cost of the combinee exceeds
the current fair value of identifiable net assets of the
combinee.

Negative Goodwill:

In some purchase-type business combinations {known as
hargain purchases), the current fair values assigned to the
identifiabie net assets acquired exceed the total cost of the
combinee. A bargain purchase is most likely to occur for a
combinee with a history of losses or when common stock
prices are extremely low. The excess of the current fair
values over total cost is applied pro rata to reduce (but not
below zero) the amounts initially assigned to noncurrent
assets other than long-term investments in marketable
securities. If the foregoing proration does not extinguish the
hargain-purchase excess, a deferred credit, sometimes
termed negative goodwill, is established. Negative goodwill
means an excess of current fair value of the combinee's
identifiable net assets over their cost to the combiner. It is
amortized over the period benefited, not to exceed 40
years."
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llustration of Purchase Accounting for Statutory
Merger, with Good will

On December 31, 2003, Moon Company (the combinee)
was merged into Sound Corporation (the combiner or
survivor). Both companies used the same accounting prin-
ciples for assets, labilities, revenue, and expenses and both
had a December 31 fiscal year. Sound issued 150,000 shares
of its L.E.10 par common stock (current fair value L.E.25 a
share) to Moon's stockholders for all 100,000 issued and
outstanding shares of Moon's no-par, L.E.10 stated value
common stock. In addition, Sound paid the following out-
of-pocket costs associated with the business combination:

Accounting fees:

For investigation of Moon Company as prospective = L.E.
combinee 5,000

For SEC regtstratlon statement for Sound common 60 ,000
stock

,Lega! fees: -
For the business combination . 10,000 -

For SEC registration statement for Sound common 50,000 -
stock

Finder's fee 51,250

Printer's charges for printing securities and SEC 23,000
registration statement
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SEC registration statement fee | 750

Total out-of-pocket costs of business combination ~ L.E.200,00
There was no contingent consideration in the fnerge'r

contract. |

Immediately prior to the merger, Moon Company’s
condensed balance sheet was as follows:

MOON COMPANY (combinee)

Balance Sheet (prior (o business combination)

December 31, 2003
Current assets L.E.1.000,000
Plant assets (net) . ' 3,000,000
Other assets _ 600,000
Total assets L'.E.4.600.000 \

Li’ébilities & Stockholders' Equity
Current liabilities L..E.. 500,000
Long-term debt ' 1,000,000
Common stock, no-par, L.E.I0 stated 1,000,000

value
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Additional paid-in capital 700,000
Retained earnings 1,400,000
‘Total liabilities & stockholders' équity L.E4,600,00
| | 0

Using the guidelines in 4PBR Opinion No. 15,
,"Business Combinations", and the board of directors
of Sound Corporation determined the current fair
values of Moon Company's identifiable assets and
liabilities (identifiable net assets) as follows:

Current assets | L.E. 1,150,600
Plant assets ~ 3,400,000
Other assets | ‘ 600,000
Current liabilities (500,000)
Long-term debt (present value) | {950,000)
Identifiable net assets of combinec - L.E 3,700,000

The condensed journal entries that follow are required- for
Sound Corporation (the combiner) to record the merger with
Moon Company on December 31, 2003, as a pufch‘ase—type
business combination. Sound uses an investment ledger
account to accumulate the total cost of Moon. Company prior
to assigning the cost to identifiable net assets and goodwill.
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SOUND CORPORATION (combinor)
Journal Entries
December 31, 2003

Dr. Cr.

Investment in  Moon Company 3,750,000
Common Stock (150,000 X L.E.25)

Common Stock (150,000 X L.E.10) 1,500,000
Pgtd -in Capital in Excess of Par 2,250,000

Investment in  Moon  Company

Common Stock 66.250

(L.E.5,000 + L.E.10,000 + L.E.51,250)

Paid-in Capital in Excess of Par 133.750

(L.E.60,000 + L.E.50,000 + L.E.23,000

+750) | |

Cash . 200..‘000

(To record payment of out-of-
pocket costs incurred in merger with
Moon Company. Accounting, legal, and
finder's fees in connection with the
merger are recognized as an investment
cost; other out-of-pocket costs are
recorded as a reduction in the proceeds
received from issuance of common stock).

Current Assets . 1,150,000
Plant Assets 3,400,000
Other Assets 600,000

-202 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Business Combinations

SOUND CORPORATION (combiner)

Journal Eatries (concluded)

December 31,2003
Discount on Long-Term Debt 50,000
Goodwill ' 116,250
Current Liabilities '
Long-Term Debt 50,000
[nvestment in Moon Company Common Stock 1,000,000
' (L.E.3,750,000 + L E.66,250) 3,816,250

(To allocate total cost of liquidated Moon Cotpany to identifiable
assets and liabilities, with the remainder to goodwull Amount of
goodwill is computed as follows:

_Total cost of Moon Company .
(L.E.3,750,000 + L.E.66,250) L.E.3816250
Less:Carrying amount of .
Moén's identifiable net
assets (L.E.4,600,00 -

L.E.1,500.,000)

L.E.3,100,000
Excess (deficiency) of '
current fair values of
identitiable net assets
OVer carrying amounts:

Current assets -
150,000

Plant assets . 400,000\. |
Long-term debt 50:000 3,700,000
Amount of goodwill § L.E. 116,250
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Note that no adjustments are made in the foregoing journal
entries to reflect the current fair values of Sound's identifiable
net assets or goodwill, because Sound is the combiner in the
business combination.

- Moon Cempany (the combmee) prepares the condensed
journal entry below to record the dissolution and !1qu1danon of
the company on December 31, 2003.

- MOON COMPANY (combinee)

Journal Entry
A December 31, 2003

Current Liabilities 500,000
Long-Term Debt 1,000,000
Common Stock, L.E.10 stated value - 1,000,000
Paid-in Capital in Excess of Stated Value 700,000
Retained Eamings , 1,400,000

Current Assets : 1,000,000

Plant Assets (net) 3,000,000

Other Assets 600,000
" To record liquidation of company in :
conjunction with merger with Sound

Corporation.

Iilustration of Purchase Accounting for Acquisition of Net
Assets, with Bargain-Purchase Excess
On December 31, 2003, Tamr Corporation acquired the
net assets of Fahmy Corporation directly from Falmy for

-
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L.E.400,000 cash, in a puréhase-type business combination.
Tamr paid legal fees of L.E-40,000 in connection with the

combination.

The condensed balance sheet of Fahmy prior to the
business combination, with related current fair value data, is
presented below: |

, FAHMY CORPORATION (comhmee)
Balance Sheet: {prior to business combination)
December 31, 2003

Carrying Current
ﬁ Amounts Fair Values
Assets: | o
Current assets L.E. 190,000 L.E. 200,000
Investment in marketable debt 50,000 60,000
securities (held to maturity) . N
. Plant assets {net) - 870,000 900,000
Intangible assets {net) 90,000 - 100.000 -
Total assets - - L.E.1,200,000 L.E.1,260,000
_Liabilities and Stockholders' Eqmty w
- Current Liabilities L.E. 240,000 L.E. 240,000
Long-term debt - 500.000 ° 520,000
Total liabilities ' L.E. 740.000 L.E. 760,000
Common stock, L.E.1 par L.E. 600,000 ‘
Deficit , (140,000)
Total stockholders’ L.E. 460,000
equity o _
“Total liabilities & - L.E.1.200,000

stockholders' equity
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Thus, Tamr acquired identifiable net assets with a current
fair value of L.E500,000 (L.E.1,260,000 - L.E.760,000 =
L.E.500,000) for a total cost of L.E.440,000 (L.E.400,000 +
L.E.40,000 = L_E.440,000). The L.E.60,000 excess of current
fair value of the net assets over their cost. to Tamr
(L.E.500,000 - L.E.440,000 = L.E.60,000) is prorated to the
blant assets and intangible assets in the ratio of their respective
current fair values, as follows:

$9000.000 .
$900.000 + $100.0000

To plant assets: L.E.60,000 x L.E.54.000

$100.000 6,000
To intangible assets: L.E.60,000 % $900.000 - $100.0000

Total excess of current fair value of identifiable net assets over L.E.60,000
combiner's cost

No part of the L.E.60,000 bargain-purchase excess is
allocated to current assets or to the investment in marketable
securities.

The journal entries below and on the next page record
Tamr Corporation's acquisition of the net assets of Fahmy
Corporation and payment of L.E.40,000 legal fees:
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TAMR CORPORATION (combinor)
Journal Entries
December 31, 2003

investment in Net Assets of Fahmy Corporation 400,000
Cash 400,000

/

(To record acquisition of net assets of Fa

Corporation). |
investment in Net Assets of Fahmy Corporation 40,300

Cash : 4 40,000
(To record payment of legal fees incurred in
acquisition of net assets of Fahiny_
Corporation).
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TAMR CORPORATION (combinor)
Journal Entries (concluded)

December 31,2003

Current Assets !nvestments in Marketable 200 000

Debt Securities
Plant Assets (L.E.900,000 - L.E.54,000)

. Intangible Assets (L.E. 100,000 -
L.E.6,000)

Current Liabilities

Long-Term Debt

Premium  on  Long-Term  Debt -

(L.E.520,000 - L.E.500,000)

Investment in Net Assets of Fahmy
Corporanon

- {L.E.400,000 + L.E.40,000)

(To allocate total cost of _net assets

identifiable net assets, with excess of curr

of the net assets over their cost prorated

assets other than investments in mar

securities).

60,000
846,000
94,000

240,000

500,000

20,000
440,000

- -208-



http://cbs.wondershare.com/go.php?pid=5261&m=db

s : o &

. Business Combinations
Independence of Constituent Companies
On the dates of initiation and consummation of a business
. combination, no constituent company may have more than a
10% ownership of the-'outstanding voting common stock of
another constituent company. Otherwise, the companies could
not be considered independent of each other, becatise
‘ownership of more than 10% of an investee's common stock’
often enables the investor to have some degree of influence
over the investee. “ |

Substantially All Veoting Commeon Stock

This condition ‘requires that at -least 90% of the
combinee's outstanding voting common stock be exchanged
for the issuer's voting common stock. The following are ex-
cluded from the computation of the number of shares
exchanged:

I. Shares aéqui'red before the date the business
combination is initiated and heild by either the
issuer or its su-bsi'diarieé on that date. |

2. Shares acquired by either the issuer or its
subsidiaries after the combination is initiated,
other -than in exchange for the issuer's voting

common stock.

3. Shares of the combinee still outstanding on the date
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the combination is consummated.

In addition, any voting common stock.of the issuer owned
or acquired by the.combinee before the business combination
must be considered. These issuer shares are converted to
equivalent shares of the combinee for the 90% test.

To illustrate the application of the "independence" and
"90% of voting common stock” tests, assume that on March
13, 2003, Patton Corporation and Sherman Company initiated
a plan of business combination. Under the plan, 1 /2 shares of
Patton’s voting common stock (1,000,000 shares issued and
outstanding prior to March 13, 2003) were to be exchanged for
each outstanding share of Sherman's common stock (100,000
shares issued and 99,500 shares outstanding prior to March 13,
2003).

At this time, Patton owned 7,500 shares of Sherman's
commoh.stock, and Sherman owned 6,000 shares of Patton’s
voting common stock; in addition, 500 shares of Sherman's
common stock were in Sherman's treasury. Neither Patton's
ownership of 7.54% of Sherman's outstanding common stock
(7,500 - 99,500 = 7.54%) nor Sherman's ownership of 0.6% of
Patton's outstanding common stock (6,000 + 1,000,000 =
0.6%) exceeds the 10% limitation of the independence'q;"

constituent companies requirement. On March 26, 2003,
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Patton acquired in the open market for cash 1,000 shares
(1.005%) of ‘Sherman's outstanding commou stock; and on
June 30, 2003, Patton issued 136,500 shares of its voting
common stock in exchange for 91,000 outstanding shares of
Sherman's common stock to complete the business com-

‘Business Combinations

bination.
Computation of the 90% requirement follows: .

Total Sherman Company shares issued, June 30, 2003

" Less: Shares in Sherman's treasury

Total Sherman shares outstanding, June 30, 2003

" Less:

Sherman shares owned by Patton Corporation, Mar. 13,. 7500

2003

. Sherman shares acquired by Patton for cash. Mar. 26, 2003 1000
Equivalent number of Sherman shares represented by
Patton's s

common stock owned by Sherman, Mar. 13, 2003

(6,000 - 11/2) 4,000
Effective number of Sherman shares acquired June 30,
2003, , '

in exchange for Patton’s common stock

Application of 90% reguirement (99.500 X 90%)

100,000
500

99,500

12,500

87,000
89.550
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- Thus, the 91,000 shares of Sherman Company common |
stock actually exchanged on June 30, 2003, are in effect |
restated to 87,000 shares. Because the restated amount is less |
than 90% of Sherman's 99,500 shares outstanding, the business |
combination does not qualify for pooling accounting.

Financial Statements Following a Business Combination

Under both purchase accounting and pooling accounting,
the balance sheet for a combined enterprise issued as of the
date of a business' combination accomplished through a
statutory 'merger, statutory consolidation, or acquisition of
assets includes all the.assets and liabilities of the constituent
compames In a balance sheet following a purchase-type

. business combmatlon assets and liabilities of the combiner are
at carrying amount, assets acquared from the combinee are at
current fair value (adjusted for any bargain-purchase excess),
and retained earnings is that of the combiner only. In a
balance sheet following a pooling-type business combination,
assets and liabilities of all constituent companies are at
‘carrying amount, and refdgined earnings is the total for all

constituent companies.

The form of the combined enterprise’s income statement
for the accounting period in which a business combination is
completed depends on whether purchase accounting or pooling
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© accounting is used-to record the combination.
- Under Purchase Methed:

-+ . The incomie statement of the combined enterprise for the
accounting period in which a purchase-type business
~ combination occurred includes the operating results of the

combinee affer the date of the combination only. For example, .

- under purchase accounting, Sound Corporation's postmerger
income statement for the year ended December 31, 2003,
would be identical to Sound's premerger income -statement

" shown on bage 193, except that net income would be
L.E.700,000 and operating expenses would be L.E.1,683,333.

~(The L.E.'ZO0,000 o'ut-cf-pocket'- costs - of the Dbusiness
combination are not recognized as expenses in purchase
accounting;. L.E.66,250 is part of the total cost to Sound of

‘Moon's net assets, and L.E.133,750 is a reduction in Sound's
paid-in capital in excess of par.) |

Under Purchase Method:

The Accounting Principles Board required disclosure of
the following aspects of a purchase-type business combination
in a note to the financial statements for the period in which the
business combination took place: name and brief description

of the com-binee; period for which combinee's operating

-results are included in the income statement of the combined
enterprise; cost of the combinee, including number of shares

Business Combinations
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and value per share of common stock issued, and nature of and
accounting  treatment  for  contingent  consideration;
amortization policy for goodwill recorded in the combination; |
and pro forma operating results for the combined enterprise for
the current and preceding accounting periods as though the
combination had occurred at the beginning of the preceding
period. Subsequently, .the Financial Accounting Standards
Board waived the pro forma disclosures for nonpublic
enterprises whose debt and equity securities are not pubticly
traded.™

The following note to the financial statements of The
Ain-Shams Companies, Inc., a publicly owned company,
illustrates the required disclosures for a purchase-type business

combination:

On October 15, 2004, The Ain-Shams Companies
completed the exchange of its Shepard's/ Ain-Shams
legal publishing unit for the Times Mirror Higher
Education Group (TMHE) and other consideration,
including L.E.34 million in cash. The valuation of
the properties exchanged was L.E.485 million. The
acquisition of TMHE was accounted for as a
purchase and the net assets and results of operations
of TMHE have been included in the consolidated
financial statements since the date of acquisition.
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The excess of the transaction value over the tangible
assets acquired was allocated to identifiable
publishing intangible assets (L.E.231 million) being
amortized over 18 to 30 years and goodwull (L.E. 168'
“million) bemg amortized over 40 years.

‘The company recorded a pretax gain on the sale
of Shepafd's/Air;-Shams of L.E.4i87 million
(L.E.260.5 million net of taxes, or L.E.2.61 per

diluted share).
¥

~In connection with the acquisition of TMHE,
the company recorded acquisition reserves of
L.E.26.6 million. Such costs were primarily for
'emp!oyee severance as well as professional fees and
various other costs associated with the acquisition.
In addition, one-time S:hargeé of L.E.25 million
related to the integration of the company's College
Division -with the acquired TMHE business were
recorded in 2004. Such costs were attributed to
employee severance, asset write-offs and other costs

to integrate and consolidate the operations.

The foflowing unaudited pro forma information
presents the consolidated results of operations of the
company. for 2004 as if the exchange of businesses
had occurred at the beginning of 2004. Pro forma
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results for 2004 are: operating revenue of L.E3.2
billion, net income of L.E.225 million and diluted
earnings per common share of L.E.2.25.

These pro forma resuits are not necessarily
indicative of those that would have occurred had the
exchange of businesses taken placé at the beginning
of 2004.

Other Topics in Accounting for Business Combinations
Purchase-Type Statutory Consolidation

Because a new corporation issues common stock to effect a
- statutory consolidation, one of the constituent companies in a
purchase-type statutory consolidation must be identified as
the combiner, wnder the criteria described before. Once the
combiner has been identified, the new corporation recognizes
net assets acquired from the combiner at their carrying
~amount in the combiner's accounting records; however, net
assets acquired from the combinee are recognized by the new
corporation at their current fair value.
To illustrate, assume the following balance sheets of the
constituent companies involved in a purchase-type statutory
consolidation on December 31, 2003:
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LAMSON CORPORATION AND DONALD COMPANY
Separate Balance Sheets {prior to business combination)
December 31,2003

‘ " Lamson l Donald
{ Corporation | Company

Assets

Cuarrént assets L.E. 600,006 L.E. 400,000
Plant assets {net) o 1,800,000 1,200.000
QOther assets 400,000 306,009
Total assets _ 1.E.2,800,000 L.E.1.900000
Liabilities & Stockholders' Equity

Current liabilities L.E. 400,000 L.E. 300,000
Long-term debt 500,000 200,000
Common stock. L_E.10 par 430,000 £20,000

. Additional paid-in capital , 300,060 400,000
Retained earnings ‘ 1,570,000 380,000
Total liabilities & stockholders' equity L.E.2,800,000 L E.1,900,000

The current fair values of both companies’ liabilities were
equal to carrying amounts. Current fair values of identifiable
assets were as follows for Lamson and Donald, respectively:
current assets, 1..E.800,000 and 1 .E.500,000; plant assets,
L.E.2,000,000 and L.E.1,400,000; other assets, L.E.500,000
and L.E.400.000. '

On December 31, 2003, in a statutory consolidation approved
by shareholders of both constituent companies, a new
corpoaration, LamDon Corporation, issued 74,000 shares of no-
par, ‘no-stated-value common steck with an agreed value of
L.E.60 a share, based on the following valuations assigned by
the negotiating directors to.the two constituent compames’
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identifiable net assets and goodwill:

Lamson Donald
| Corporation| Company
Current fair value of identifiable net assets:
Lamson: L.E.800,000 + L.E.2,000.000
+ L.E.500,000 - .
L..E.400,000 - L.E.500,000 L.E.2,400,00
0
Donald: L.E.500,000 + L.E.1,400,000
+ L.E.400,000 -
L.E.300,000 - L.E.200,000 L..E.1,800,00
0
Goodwill 180,000 60,000
Net assets' current fair value L.E.2,580,00]L.E.1,860,00
0 4]
Number of shares of LamDon common ]
stock to be issued to constituent
companies' stockholders, at L.E.60 a 43,000 31,000

share agreed value

Because the former stockholders of Lamson Corporation
receive the larger interest in the common stock of LamDon
Corporation C"/*, or 58%), Lamson is the combiner in the
purchase-type business combination. Assuming that LamDon
paid L.E.200,000 out-of-pocket costs of the statutory
consolidation after it was consummated on December 31,
2003, LamDon's journal entries would be as follows:

/""\
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LAMDON CORPORATION

Journal Entries December 31, 2003

Investment in“Lamson Corporation and Donald
Company Common Stock (74,000 X L.E.60),
Cormon Stock, no par

(To record consolidation of Lamson C orporatlon and

Donald Company as a purchase).

Investment in Lamson Corporation and Donald

- Company Common Stock Comuinon Stock, no par Cash
{To record payment of costs I ncurred in consolidation of
Lamson Corporation and Donald Company. Accounting,

legal, and finder's fees in connection with the
‘consolidation are recorded as investment cost; other out-
of-pocket costs are recorded as a reduction in the
proceeds received from the issuance of common stock).

- Current Assets (L.E.600,000 + L.E.500,000) A

Plant Assets {L.E. 1,800,000 + L.E.1,400,000)

Other Assets (L.E.400,000 + L.E.400,000)

4,440,000

110,000
90,000

1,100,000
3,200,000
800,000

Business Combinations

4,400,000

200,000
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LAMDON CORPORATION
Journal Entries (concluded)

, . December 31, 2003
Goodwill 850,000

Current Liabilities (L.E.400,000 + L.E.300,000)
Long-Term Debt (L.E.500,000 + L.E.200,000)

Investment in Lamson Corporation and Donald
Company :

Common Stock (L.E.4,440,000 + L.E.110,600)

(To allocate total cost of investment to identifiable assets
and liabilities, at carrying amount for combiner Lamson
Corporation's net assets and at current fair value for
combinee Donald Company's net assets). (Income fax
effects are disregarded.) '

Amount of goodwill is computed as follows:

Total cost of investment '

(L.E.4,440,000 + L.E.110,000) LE
Less: Carrying amount of 4.550.000
Lamson's identifiable net )
assets ' (1,900,000}
Current fair value of Donald's '
identifiable net assets (1.800,000)
Amount of goodwill LE. 850,000
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— Business Combinations:

Note in the fOregoi-ng journal entry that because of the
combiner's net assets' being reco;,n{ ized at carrying amount and
because of the L.E.110,000 direct out-of-pocket costs of the
business combination, the amount of g goodwilt is L.E.850,000,
rather than L.E.240,000 (L.E.IS0,000 + L.E.60,000 =
L.E.240,000), the amount assigned by the ﬁegotiazing directors

- to goodwill in the determination of the number of shares of
common stock to be issued in the combination.
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Exercises and Problems:

E-1:  The balance sheet of Mero Company on January 31,
12004, showed current assets, L.E.100,000: other assets,
L.E.800,000; current liabilities, L.E.80,000; long-term debt,
L E.240,000; common stock (10,000 shares, L.E.10 par),
L.E.100,000; and retained earnings, L.E.480,000. On that
date, Mero merged with Samero Corporation in a business
combination in which Samero issued 35,000 shares of its
L.E.1 par (current fair vatue L.E.20 a share) common stock to
stockholders of Mero in exchange for all their outstanding
common stock. The current fair values of Mero's liabilities
were equal to their carrying amounts; the current fair values
of Mero's current assets and other assets were L.E.120,000
and L.E.850,000, respectively, on January 31, 2004. Also on
that date, Samero paid direct out-of-pocket costs of the
business combination, L.E.40,000, and ‘costs of registering
and issuing its common stock, L.E.70,000.

Instructions: _

| Prepare journal entries for Samero Corporation to record its
merger with Mero Company as a purchase.

E-2: The condensed balance sheet of XYZ Company on March
31, 2004, is shown below:
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XYZ COMPANY
Balance Sheet (prior te business combination)
March 31,2004
Assets |
~ Cash L.E. 20,000

Other current assets 140,000
Plant assets (nef) 740,000

Total assets 1. E.9006.000

Liabilities & Stockholders’ Equity
Current {1abilities L.E. 80,000

Long-term debt . 200,000
Common stock, L.E2 180,000

par

Additional paid-in 120,000
capital

Retained eamings 320,000
Total liabilities & - L.E.900.000

stockholders' equity
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On March 31, 2004, Master Cmpmramm paid LE, 700,600

cash for all ithe net assets of XYZ {except cash) in a purchase- )

type business combination. The <amrying amounts of XYZ's
other current assets and current liabilities were ihe same as
their current fair vatues. However, current fair values of
XYZ's ;plant assets and long-term debt were L.E.920; 000 and
LE. Il% 000, mesPecttwc]y Also on March 31, Master paid the.
following out-of-pocket costs for the business combination
with XYZ: :
Legal fees L.E.10,600 |

Finder's fee | 70,000 -

CPA firm's fee for audit of XYZ Company's

March3i 20@4 ﬁmanc:al statements - 20 4000

Total out-of:pocket” costs —of business combmatxon
. 10,000 :

Prepare a working paper to compute the amount of g,oodwﬂ] ,

. or Elak::trgaim-;:n:n'r:il'nalse excess in the business combination of
. Master Corporation and XYZ Company on March 31, 2004.
{Dlsrwegard income taxes )

E-3: The Iba}lance sheet of Combinee Company on January
31, 2004, was as follows:
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- COMBINEE COMPANY

Balance Sheet (p,ri.or to business combination)

January 31, 2004
Assets Liabilities & Stockholders' Equity
Current assets  L.E. 300,000 Current liabilities
L.E. 200,000 '
Plant assets 600,000 . . Long-term debt
300,600 '
Other asséts 100,000 Common stock, no
par or stated value ' 100,000
Retained earnings 400,000

Total liabilities &

Total assets L.E.1,000,000 stockholders' equity
L.E. 1,000,000

On January 31, 2004, Combiner Company issued
L.E.700.000 face amount of 6%, 20-year bonds due January
31, 2024, with a present value of L.E.625,257 at a 7% yield,
to Combinee Company for its net assets: On January 31,
2004, the current fair values of Combinee's liabilities equaled
their carrying amounts; however, current fair values of
combinee's assets were as follows:

Current assets - L.E.320,000
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Planf assets 680,000
Other assets 120,000

Also on January 31, 2004, Combiner paid out-of-pocket costs
of the combination as follows:

Accounting, legal, and finder's fees incurred for combination
L.E. 80,000 .

Costs of registering 6% bonds with SEC 110 000 |

- Total out-of-pocket costs | L.E. 190,000
[nstructions; '

Prepare journal entries (omit explanations) for Combiner
- Company to record its acquisition of the net assets of
Combinee Company.

P-1: On March 31, 2004, Combiner Company issued
100,000 shares of its L.E.1 par common stock (current fair
value L.E.5 a share) for the net assets of Combinee

Company. -Also on that date, Combiner paid the following
out-of-pocket costs in connection with the combination:

Finder's, accounting, and legal fees relating to. business
- ¢ombination L.E. 70,000.

Costs associated with SEC registration statement L.E. 50,000

The balance sheet of Combinee on March 31, 2004, with
related current fair values, was as follows:
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COMBINEE COMPANY

Balance Sheet (prior to business combination)
March 31, 2004 _
Carrying | Cunrent
- Amounts l Fair Valu_es_
Assets | o : | LEZGU,OOO
Current assets L.E.200,000 L.E.260,000 |
Plant assets (pet) 406,000 | N 748(}‘,{)0.0 B
Other assets.r 7140-,000. . 150,600
Totalt assets VL.E.‘?40,0.070- " e
| Liabilities & Stockholders' Equity
‘Current liabilities | L.E. 80,000 ~ L.E. SO,GOO
Long-term debt 260,000 260,000
Commeon stock, no 150,006 : |
par or stated value
Retained eamings 250,000
Total liabilities & L.E.740,000
stockholders' equity
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;lnstructmns'

Prepare Joumaii entries for Combiner Com pany on March 4 1

2004, to record the business combination with Combinee

Company as a purchase: - |

P-2: On September 26, 2004 Acquirer Corporation paid

L E. 160,000 cash to Disposer Company for all its net-assets

except cash, and L..E.10,000 direct out-of-pocket costs of the
- purchase-type business combination. There Was no

contin gent €ONSI derauon -

Cumut .-fa!!r values of D-lSpGSETi:S :ic'%leﬂr!iﬁziqu‘e net ‘assets on

September 26, 2004, were as follows: '

fCJurreiﬁ't Fair Values

Cash’ ) | | LE. 10,000
Other ic«u-r:ﬁeﬁt assets : 120600
Plant assets 156,000
Intangible assets p 30,000
_‘Current liabilities, 90,000

Long-term debt {face amount 1. E 60,000) 56,000

Instructions:

Prepare journal entries (omit explanations) for Acquirer
Corpmratmn on September 26, 2004, to record the purchase-
type business combination.
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Job Order Costing System

o Chapter Four
-~ JOB ORDER COSTING SYSTEM

- After studying Chapter 4, you will be able to:

@ Identify the circumstances in which a job order costing

systern is used.

[ Describe how direct materials, direct labor, and fabtory

overhead are costed to products in job order costing.
® Calculate factory overhead rates.

® Identify the principal differences between various

concepts of plant capacity.

L Explain why services or products should be costed by
using an overhead rate computed at normal operating

capacity.

@ Show how a comparison between the actual and estimated

~ costs can aid management in cost control,
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[ addition to kmowing how costs can be used for

planming, ccntrof and decision making, management also
needs to know the costs of providmg a smgfe unit of a product
or service, or the costs of undertaking a certain project.
Detemnining the cost of a service rendered or a product

manufactured has a major impact on flie measurement of net

income and on the fnventory valuation for the balance sheet.

Product or service costs can also be applied, at least to some

extent in planmning and conitrol.

The manager of a production function, for example, may

estimate the cost to manufacture a. specified quantity of

product. In some cases, the manager will controf the costs as
the job moves towards completion. In: other situations, it may
not be possible to exercise: control on a project or production
order basis because of the nature of the manufacturing

operation.

. The principles underfying cost accounting are applied
not only for manufacturing companies, but also for
wholesalers, retailers; and service organizations. One
difference is that a nonmanufacturing cotnpany may not
incorporate the costs of specific: customer orders in the generai

accounting system, instead, a separate accounting of those
: — -232- :
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costs” may be prepared for informatfont purposes. For example,
a hospztal w1l] make ani analysxs showmg the cost to render a
 given type of medical treatment or the cost. of outpatient care.
This cost analysis may or may not be shown in the general
a'ccdunti'ng system. ‘A g:pntra'_ctqf,. on, the other l'}a-nds,. will
accumﬁl’éte' costs in: the general ac’:couﬁt‘iﬁg: _rec@rdsf by project.
If a new bridge is being constructéd for the state, for example,
the ¢ontractor will identify thie costs for the bridge ﬁfijj‘ect.'

| !-n: a not-for-profit organization, the cost 6f '
manufactunng a product line or the cost lo operate a
department may not be relevant. The cost objective of a
" university ay bé' the esfi'matibn‘, m'easurepdéht‘:',. and control of
the cost-of a program to educate better mathematics. teachers.
Or a museum may want to determine the cost of havi:ng" a
partlcular exhibit: for a seasof, in any srtuatton there will be
direct costs that can be readx!y ldennﬁed withi the objectwe

- and indirect. costs that must be allocated u:un‘g' some: reasonable'
| -bas:s for allocation.. The principles used i accounting, for the
costs of a manufacturer can often' be. adapted‘ for a wide variety

of apphcanons

it
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Manufacturing costs are accumulated and assigned to

products through the use of one of two basic cost accounting

systems:
1. The job order cost system.

2. The process cost system.

This chapter will concentrate on the job order cost
system, and process co accounting will be covered in Chapter
. :

THE JOB ORDER COST SYSTEM

The job order cost system is used when products are
manufactured in identifiable lots or groups or when products
are manufactured according to customer specifications. A
printer, for example, may receive an order to print 5,000
copies of a summer school bulletin. This bulletin is prepared a:
directed by the scl1601, and it differs in form and content from
the printing work done for other customers. The printer's cost
is accumulated by customer order. ‘Manufacturers and
contractors, like the printer, may work on a project or order

basis and identify cost by project or order.
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In a job order cost system, the production cost of each
job is accumulated separately on a form referred to as a job or
production order. Each order is usually divided into three basic |
sections—materials, labor, and overhead thus, the three cost
elements are accounted for separately. An additional section is
usually provided in which a summary of each of the cost
element; is shown and a unit cost is defennined. This section is
completed when the job is finished. The file of production
orders in process constitutes a subsidiary ledger in support of
the work 1n process account in the 'gene.ral' fedger. A

production order is shown at the top of the following page.
COSTING DIRECT MATERIALS AND DIRECT LABOP

Direct materials and direct labor are the materials and
labor that can be identified with the products without
allocation. These costs are measured and 'assigned directly to

the production orders.

When materials are purchased on account for
L.E.75,000, an entry 1s made to debit Materials and to credit

Accounts Payable as follows:
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Materials - 75,000
Accounts Payable —— 75,000
Purchase of materials to be used in production.

As direct materials are used n production, requisition
tickets are _preparéd to show the type of material and the cost
of the material withdrawn .for use on specific job orders.
Assume that the requisition tickets for.a week show that direct
materials costing L.E.60,000 have been transferred from the

materials inventory to production.

PRODUCTION ORDER
Cusfomer Job Order
Description . Date Started—~
Quantity Dute Completed -~
Materials - Labor Overbead

Date | Code | Ammount | Date | Code. |- Amount

‘Birect Labar Hours e s s
Overhead Rate

Applied Overhead o

Suramary

Direct Materisls
Direct Labor
Factory Overliead ettt e

Total Cost R X~

Unit Cost o

Figure 3.1 A Production Order
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o JiEa'c'ih.wi%i_cket is a basis for the reduction of the specific -
.I type of material in the materials subsidiary. records, and the
total of TiL.iE:ﬁﬁ,@O@ is recorded as a credit to Materials —— the
‘control account of materials :-‘inwemexy. The work in process
-account is a focal account for the entry of the costs of
production. The costs of the three cost elements—direct
. matena?ls dmect labor, and factory overhead—are funneled
thrcaugh this account. Thus, each ticket also Ibecomes the basis’
for- chargmg matena!s :used 10 specrfic job eorders and fhe tota)
of L. 'Er60 @0@ is rdeblted to ithe control account Work in
‘Precess The Joumal entry to cost matena1s aused in preductlon '

for the ~week is gwen as fo‘llows

‘Wark in Process-— : — : 60,000
© Matesials ML © 60000

Direct imaterials requisitioned for production.

Factory payroll is recorded by a debit to Payroll with -
. offsetting.. credit. Employees . Income Tax Payable; other

11_izilﬁ‘ﬁity accounts for payroll deductions, and- Wages }P.aydble '

as follows.
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Payroll ----- ' - - 180.000

" Employees Income Tax Payable---------- 18,000
FICA Tax PAjable c-ce-mecememsememsemssn 7,000
Union T_).u’_és-if’:ayal:iilé- e rammins 1,000
- Wages Payable -reeweicmers — 74,000

To record fictory ﬁayroll for the month.

In this example, for the sake of simplicity, it has been
assumed that all laboris direct labor. In practice, there will be
some idle time and set-up tin for production workers. Hence, a
portion of the payroll, even a payroll for only production
workers, will consist of pay for some hours that cannot 1
charged to- any production order. This cost will. be a part of
factory overhead, along witl; the cost of hospitalization, sick
pay, or other benefits that cannot be identified with 6rders of
production. ‘

Labor time tickets of labor time reports will show how
much of the labor time and cost is to be charged to each job
order underlying work in process. lun this example, the payroll
cost represents 1.0,000 direct lébor hours at L.E. each. The

. work in process con&ol account will be debited for a total of
10,000 direct labor hours at L.E. 10 each, or for L.E.100,000.
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Work ini Process 100,000
Payroll ---- 100,000

Direct labor costed to production.

Production supervisors, in planning their operations,
;nay estimate the direct materials and direct labor cost for each
of the orders for which they are responsible. They.
subsequéntly méasure the actual cost and compare it with the
estimates, taking into account the stage of completion for each

order. For example, a report on production may be prepared as

follows.
Direct Materials
Dollar Percentage

Order Variance of
Nusmber Estimate Actual  Over(Under) Completion
1017 LE.22,000 LE2{,000 LE(1,000) 100%
1018 19,500 20,000 500 100
1019 10,000 - 14,000 4,000 50

1020 5,000 5,000 -0- 25

Total.  LEJS6500 LE0000  LES3300

* Estimatcs adjusted to percentage of completion basis.
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The variance column shows the differences between
estimated and actual emounts. The total estimates for each

~ order have been adjusted by the percentage completed so that a

valid comparisorr can be made with the actual amounts. The

total direct materials cost of Order #1019 was estimated to be

L.E.20,000. The brd;er' is 50 percent complete as to direct

materials. Hence, the estimated cost at 50 percent is

L.E.10,000 (50% of L.E.20,000).

A report that compares actual direct labor hours with the

estimated hours can reveal whether or not more hours are

being used on an order than expected. Again, the estimates are

made: comparable with the actual results by determining: the

percentage of work comp'l‘et‘éd and applying that percentage to

‘the total estimate. For example, Order #1020 is only 10

percent complete withh respect to direct labor. The total

estimate on that order for direct labor hours must have been
4,500 hours if 450 hours is 10 percernit of the total estimate.
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Direct Labor Hours

Direct Labor  Percentage:
Order 7 ) Hour Variance of
e17 4,450 . . 4,000
1018 1,800 2,600
1019 3,300 3,500
1020 450 500 - 50 10

P ] o

Total 10,000 ;é;

* Estirhates adjusted to percentage of completion: basis.

The report on direct labor hours can be converted to a
direct labor cost repbzt by multiplying the direct labor hours by
the &Iiﬁraec:tﬂl‘;ﬂl:uori hour rate (in this case, L.E.10), as shown in the

following report.
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Direct Labor Cost

Direct Labor  Percentage

Orider Hour Variance of
Number’  Estimate Actual Over (Under) . Completion
1017 L.E44,500 LE40000 L.E(4,500)  80%
1018 18,000 20,000 - 2000 50

1019 33,000 35,000 2,000 S0

1020 4,500 5,000 500 {0

Total  L.EJ00000 LEI00000 -0

* Estimatcés adjtistcd to percentage of completion basis.

Supervisors are able to use such cost information as they
follow each order from its incé-ption to completion. As a cost
‘overrun (unfavorable variation from estimate) develops, they
can take corrective measures. The preceding. example shhws
that Order Number 1019 is S0 percent completed with respect
to bqth direct materials and direct labor, and that more
materials and more hours were used than anticipated. Knowing
what caused the overrun may enable the supervisor to find

,‘ways to reduce cost. Or, it may be found that the estimate was

_ unrealistically low; in this case, budgets are revised.
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COST OF PROVIDING SERVICES

An entity that provides services instead of tangible
products may r operate with a formal cost accounting systen,
but will nevertheless measure performance by class -of service
and by customer groups. A hotel, for example, may provide an
exercise room for some of its patrons. The cost of supplies
used exclusively for the exercise room, such as rubbing lotions
a bandages, along with the salaries and wages of the room's
employees, such the manager and exercise class instructors,
~are identified with the exercise finction. Also, a portion of the
cost of special eqﬁipment used (depreciation) and other
overhead costs increased by operating this service will be
included. These costs can be used as a basis for deciding how
much must -ad‘ded to the bill to cover costs and allow for profit.
Also, as the service provided, does the amount of customer
patronage justify continuance of the service? Can other
features be provided at a certain cost to attract miore customer

attention?
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IBM CUTS COSTS TO STAY COMPETITIVE

What [BMers find especially worrisome i ihe
company's near-freeze on outside hiring, which halts the influx
of new blood—and new ideas—so crucial to moving ahead in
the high-tectmology arena. "Ifs difficult to stff au,ﬁ new
projects,” complains a software design manager at IBM's Santa
Teresa, Califorsiia lab. A Kingston, New Yok technical
manager, deprived of a budget for personal computers and
software, is more stoic: "We just learn how to make do with

less™

But even deep cost-outting is only a temporary measure.
1t will take a stream of new products to power IBM out of the
doldrums. At headquarters, says a longtime 1BM consultant,

the pressure to come up with them is "intense."

IBM in Burope is also cutting overhead. In France if's

pruning wage increases and slowing hiring. And if's shifting .

people around.

- It will take more than new faces to turn the tide. But

almost no one is counting IBM out. As a former 1BMer puts it
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"They've got some big problems right now. but they'll be
back."

‘COSTING FACTORY OVERHEAD

Factory ov,erhead‘ unlike direct materials-and direct
labor, cannot be requisitioned or measured directly as a cost of-

any particular production’ order or service. Factory overhead

consists.of a variety of costs such as indirect materials. indirect

labor, insurance, and taxes, all of 'which -are indirectly related

- to the products. The indirect nature of overhead costs with

. respect to the'products, or services creates a difficulty in cost .

accounting.

As a practlcal solutron factory overhead 1s attached to

products or services by means of a factor that can 1 be drrectly ;

related to the products This factor serves 8s a bndge between

factory overhead and the products Oﬁen the factor chosen for

' overhead allocation 1s direct labor hours machme hours, or

| direct labor cost. Factory overhead is budgeted for the year,

and the factor selected is also budgeted. The budgeted factor is

dmded mto the budgeted overhead to obtam an overhead rate.

Products then are assigned overhead cost by multiplying the o

. actual quantities of the factor by the rate ‘calculated.

~Job Order Costing System -
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Ay reported in : Gordon Bock, Mark Marcmont. and Thane Peterson, “JBM Hay
Troubles Across the Atlantic, Tou, “Business Week (17 November 1986) @ 155-157.

The factor chosen as a basis for overheaci allocation.
should be related logically to both the overhead and the
product. If machinery plays an important role in the
manufacturing operation, the overhead cost likely consists of
power cost, lubrication, maintenance, repairs, depreciation,
and other costs closely related to machine operation. The
benefits received by the products can probably be best
measured against the cost of the machine hours used in ﬁxeir
production. Therefore, overhead cost should be allocated to the
products on a machine hour basis. For other departments in the
-plant that are more labor intensive than capital intensive, direct
fabor cost or direct labor hours may be more appropriate for

overhead allocation.
Computing the Overhead Rate

The -calculation of an overhead rate is illustrated by
assuming that several factory overhead budgets have been
prepared for various levels of operating activity. A series of

budgets for various levels of operating activity is called a
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Q
flexible budget. as illustrated in the table at the top of the next

page.

[ this example, the 10,000 budgeted direct labor hours

level has been selected as the factor for obtaining a product

costing rate. Note that the variable cost is L.E.3 per hour at any

level of operation; whereas the fixed rate depends upon the

number of direct labor hours used in the computation. The

total rate per 10,000 direct labor hours is computed as L.E.8

per hour.
Budgcted factory overhead L.E. 80,001 ‘
~ =L.E.8 per direet labor hour
Budgeted direct {abor hours 10,000
Budgeted direct labor bours - —wommmmeeees 6,000 K000 o0 12,00
Budgeted factory averkead :
Variahle:
- Indirect materialy ———esom——aen LE7506 . LE{OOKN LE2.000 LESG
Repairs and maintenange —--w-—- sT00 7,60 %500 H.400
T LT Fee— 4800 6400 8,000 9600
Total TL.E&NE  LE24000  LE3DOH  LEJSGMO
Fixed:
[ndireet lahoc and supervision —- L.E.iﬂ.lm(l LEI&nt L.E.I8660 L.E186800
Repairs and muintenaace ---——— 6\,50(} £.500 6,500 6.500
T L [ — 5,500 3,500 5500 5500
R L O— 800 so00 .00 #4000
Depreciation of equipment -~ (2.006 {2000 12,000 f2.004
7T J——— LESGLOD LES.M LESKUG LESION
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Total huigered oy erhead———rw—- s LEGRM0 LETAGH  LERGIG) LSS,

Repeins per directigborihogr

" Wurahte. _ LE 3068 LEZOO  LEB000 LES
Fixed : B33 %250 H000 4
“Total LEMNEAR i-E9,250 LESAG  LET

* Lievel Sclected for wate to cost the products.

During the year, the products passing through the plant
were charge( with budgeted factory overhead. Assume that
10,000 hours of direct labor were used dunng the year. While
the manufaommng operation was going on vameus entries were
made te cost the preducts. In aggregate, it would be as i one

summary entry were made as follows.

Witk in Process T e 30,000
Ajppl’iéd Factory Overhead--mmmmmms- - 80,600

~ Alllgcation of factory mucj':rhead cost to the orders.
10,000 hours at L..E.8 each:

As each order goes through productien, it is charged

with a portien of the overhead at the rate of LEE.8 for each

- direct labor hour charged to the jorder. The cost shewn for
Order Number 1018 may mow be summarized at this stage of

its.production as follows.
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Direct materials--—or--- - LE20,000
Direct 1abor (2,000 hours at L.E.10 each}------- 20,000
"IFactm'y overhead {2,000 hours at LES each) --- -16 000

Total COSt mmmmmsermmmimmencs o - ’LE'

Cost. for direct labor and everhead is accumulated for
ordérs antil they are completed. At completion, the cost of the
orders is transferred out of work in process and into finished

" goods.

Why' does the accountant go to so much trouble in
- assigning factory ovethead cost to. the products, instead of

B wai?o’siqg until the end. of the year when all of the actual factory

overhead has been collected, the actual direct labor hours have
sbeen-deténnined, an actual overhead rate has been calculated,
and actual cost has been allocated to the orders produced that

-year? Why bother with a budget and a ?budget rate?

‘When a budget rate is used, product costs can be -
determined quickly. There is no need to wait until the end of a
month or other fiscal period to déterm’ine the cost of making a

“certain order or batch of product units. The cost is available
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while production is in process, thus making it easier to control

_ operations as they occur.

Also, product cost does not fluctuate as it would if
actual overhead rates were used in computing monthly cost.
Seasonal wvarniations throughout the year would cause the
overhead cost per unit to be higher or lower depending upon
the volume produced. Interim financial reports might show
various unit product cost, total cost, and profit depending upon
seasonal operations. These variations can be leveled out by

using a budget rate.
Costing Variable Overhead

In the following example, the total cost originally
“estimated for a production order was L.E.29,000. Direct labor
cost amounts to L.E.10 per hour and variable overhead cost is
at the rate of L.E.3 per hour. Fixed overhead will not be
éssigned to the product in this example. It was estimated that
1,000 direct labor hours would be used to produce this order.
However, a careful review of operations, with revisions in the
production process, reveals that the order can be completed in

950 direct labor hours.
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Original Estimate Revised Estimate

1,000 direct labor hours 950 dircci labor hours
T T T LE 16000 [0t IMRLHDTymrmrermms s crrecamrm LE 16000
Pireet labar {1000 x 1, £ 10kmemers 10,000 Diréet labror (936 x LE[0) —oen—- 4503
Varigble overhead (1,000 x L.123)-- 3 UiH} Variable overhead (950 x LLEL3 ) 1E50)
Toal LE..29.000 Total L. 28350

By saving 50 hours of direct labor, the compaﬁy can
reduce the cost of this order by L.E.650. Management
recognizes that substantial savings in cost are possible by
finding ways to reduce labor time or other factors related to
variable overhead. One very important function of
management is to review operations closely with the objective
of re'ducing' production time and cost. Small savings in time
can be traﬁslated into substantial cost savings when volume of

production is considered.
Costing Fixed Overhead

Assume now that the full .cost of the order is to be
computed with an apportioned share of the fixed overhead
included. The fixed overhead canriot be controlied by job or
project. It is allocated to the orders by the-use of an hourly
‘costing rate. The budget for fixed overhead in this example is

L.E.50,000, and the company is generally expected to operate
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at 10,000 direct labor hours a year. The fixed overhead rate per

direct labor hour is then L .E.5.

L.E.50,000 fixed overhead

] 0,000 direct fabor hoursI

Fixed overhead rate

Ty

per direct fabor hour

The full cost estimate of the production order is given as

follows.

Original Estimate
1,000 direct labor hours

Direct materiats LE 16000
Erireet fabior {1000 x TE H0)weree 16,006
VarisblE (1,800 & 1..E.3)~ 3,000

Fixed overhead (1.6 x E.E. Si-m_ 5.060

Totat- - LE., 34000

Revised Estimate

950 direct Iabor hours
Direct uraterials . L 16000
Direct fabor (950 x L1010} - PR
Vartuble overhead (950 x L3 -— 2850
Fixed uverhead (950 2 LF. $jmemem 4,750
Total Lk, 33100

If the company actually operated at 10,000 direct hours

during the year, all of the fixed overhead of L.E.50,000 would
be apportioned to the orders using a rate of L.E.S_per hour.
Suppose,. however, that there were only 8,000 hours of
operation. Then, only L.E.40,000 of the fixed overhead would
be césted to the products by using the fixed overhead rate of
L.ES an hour that was established for 10,000 hoﬁrs.

Fixed overhead rate =L.E.40,000 fixed overhicad

, 8000 actual howrs x L.E.S
: ‘ costed (6 products

per dircet Iabor hour
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Budgeted fixed overhead \ : i L.E.SO;O‘O_G
Fixed overhead costed 10 products- -~ : -‘4'{_),:000
e Capacnty VANANCE ~momemmmmmemimm e L.E.10,000

g
L

The di‘ﬁ'erence betﬁeen t’he budwetéd fixed overhead and
the fixed overhead costed to products by the use of the
predetermmed ﬁxed overhead rate is designated as a capac1ty
variance, or volume variance, Capacrty variance is discussed

further in Chapter 6.
Disposition of the Overhead Variance

While ‘the products were being costed with budgeted
factory overhead, actual overhead costs were being incurred
and recorded as debits to Factory overhead. At the end of the
year, after all adjusting entries have. been made, the factory

overhead accounts would have balances as follows.

FACTORY OVERHEAD APPLIED FACTORY OVERH EAD

81,500 T 80,000

~ Not all of the actual factory overhead was charg,ed to
products by means of the budget There was a difference, or

variance, of L.E.1,500. Thls dlff'erence can be closed to Cost
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of Goods Sold at the end of the year or, if desired, can be

allocated to Cost of Goods Sold, Finished Goods, and Work.in
Process on the basus of relative cost. If too little overhead has
‘been costed to the products, the variance is called an
underapplied, underabsorbed, or unfavorable variance. On the
other hand, if 100 much overhead has been costed to the
products, the variance is called an overapphed overabsorhed,
or favorable variance. The entry to close out the actual

overhead, the applied overhead, and the variance is givén as

follows.
Applied Factory Ovethead ----—-----=----- 80,000
Cost of Goods Sold : - 1,500
“Factory QOverhead : ' 81,500

.T',o close out applied and actual
overhead accOuntS", with  the

variance being charged to cost of

.Goods Sold.
APRLIED FACTORY OVERHEAD FACTORY OVERHEAD
ng. 80000 | 80,000 §1.500 | Closing 81,500
~__COST QF GOODS SOLD
Closing  1.500
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* Applied :

Variable overhead applied :

10,000 hours x L.E.3 per hour «=-vmmmmemcemnceadenn. L.E.30,000

Fixed overhead applied :

- 10.000 hours x L.E.5 per hour -- 50,000

_ Total overhead applied - - ---- L.E.80,000

Actual overbead--—ses e 81,500
Underapplicd overhead =-mcs-. ot CLE.LS00

If the overhead had been overapplied in the example

given, the vaﬁance would have been credited to Cost of Goods

© Sold.

THE CONCEPT OE CAPACITY

There are several definitions of capacity — the amount
of product of service that a company can render within a given -
interval of time. A restaurant manager, for example, may
define capacity as r_hé number of patrons that ca:ll be served

over the dinner hour, or the manager of a motel may look upon
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capacity as the number of rooms available to rent on a given
night. Often, the following definitions of capacity are found to

be useful.
I. Ideal capacity
2. Practical capacity
3. Expected capacity

4. Normal capacity

Ideal capacity, as the term would imply, is the
 maximum amount of product that can be manufactured or
maximum service that can be rendered with available facilities.
This is often too perfect a goal to be realized and is generally
recognized to be the absolute limit. Certain interruptions and
inefficiencies in production are to be expected.

Practical capacity is full utilization of facilities with
allowance made for interruptions and inefficiencies. For
example, production will be slowed down or stopped at times
because of breakdowns, shortages of labor and materials, or
retooling. These possibilities are taken into account in arriving

at praé_tical plant capacity. |

Expected capacity is the level of operation budgeted or ‘

estimated. This may be at or below practical plant capacity. It
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next month or year.

Normal capacity is  generally 4 balance between
. practical plant capacity and sales demand in the long run. Over

a period of ye'ars, the peaks and valleys of customer demand

are leveled out by averaging, and the point of average plant

utilization: is considered to be normal capacity.

The overhead rate used in costing products or services is

computed at the normal level of operations. If a portion of the

fixed overhead is not costed to the products by using a rate

determined at normal capacity, management js-'infcimne& by the
capacity (or volume) variance that the company is operating
below the average or normal level. Perhaps, this can be
corrected by a greater sales effort or by better coordination

between production and sales.

It m'éiy seem at first ﬂia-t factory overhead per unit shoutd

~ be calculated at the expected level of operation for the next .

year. After all, why should a normal overhead rate per unit be

used when you already know that the company may be

operating at below that level? A rate computed at the expected

level of operation will come closer to costing all of the

s Joby Order Costing Spstem:
s the level at wh;ch management expects to operate during the
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overhead to the products, and product cost will be more in line

with actual cost. [f the company plans to operate below normal
capacity, an overhead rate computed at the expected level of
operations will result in more of the fixed overhead being
assigned to each unit of product.

For example, assume that the normal level of operation
is 200,00( machin¢ hours and that 100,000 units of product can
be manufactured ii that time. The fixed overhead for the year
is budgeted at L.E.500,000. The nor mal fixed overhead per

unit of product is then L.E.5 as computed as follows.

Budgeted fixed overhead, L.E 500,600
: =L.E.S. fixed overbead per unit

Units produced at normal capacity. 100.000

vBut management expects. to operate at only 100,000
machine hours next yea and produce 50,000 units of product.
An overhead rate at expected capacity would be L.E.10 per
unit of product.

Budgcicd fixed overhead. L.E.500.000
=L.E. 10, fixed overhead per unit

Units produced at expected capacity. 50.000

The problem with using an overhead rate based on
expected, rather than normal capacity, occurs when the selling
price of the product is determined. If selling prices are set by
adding a markup to total cost, the price wil bé lﬁgher when
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fewer units are produced. With a higher price under
'competitive conditions, customers may be lost, thereby'_

aggravating a condition that is already below normal. .

For this reason, the objective is not necessarily to assign
all overheac costs to the products. The products should bear
the normal overhead costs,' and the unabsorbed df‘
overabsorbed fixed overhead shoﬁld be. fecognized as £
variance. This approaches the ideal of obtaining a standard
'product cost, and not a cost that includes all of the fixed
overhead. Explicit recognition of the variance provides
management with information to control the operation or to
make decisions. The capacity variance 1s a measurement of the .
underutilization or overﬁtilization 6f the plant and should not

~ be buried in a higher product cost.

A JOB ORDER COST ILLUSTRATION

Summarized cost data for the year ended April 30, 1989,
are presented at the bottom of page 91 for Clark Machine
Company to illustrate job order cost procedures using

historical cost.

Historical cost is the actual cost that has'beenr incurred.

and in this chapter it will be ‘assumed that the actual or

Job Order Costing System
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historical cost is to be assigned to the products to the extent
that this is possible, in Chapters 5 and 6, a standard cost
accounting system will be discussed. Realistically, standards
of cost and performance are established, and standard cost is
identified with the products. Actual cost is measured and
compared with the standard, and the difference serves as a

basis for better control and planning.

It should be bome in mind that the entries given are in
composite form and that in practice there are many repetitious
entries to record individual transactions that take place during

the fiscal year.

The sequential order of the cost transactions should also
be understood. Fo; 'ei(ampie, the budget of factory overhead
and the overhead rate calculation were made before the
beginning of the fiscal year. The overhead rate must be
calculated from a budget of factory overhead so that the
products to be manufactured can be assigned the proper
overhead cost, as nearly as it can be determined. Only at the
end of the year did the cdm'pany know that 220,000 direct
labor hours were used, and that the actual factory overhead
cost was - L.E.1,336,200. Throughout the Yyear, the

manufacturer purchased materials and incurred labor and
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factory overhead costs as products were continually being

worked on, completed, and sold. At the same time, costs were
being attached to the products and released as expenses when

the products were sold.

Clark Machme Company
Transactmnal Data
For the Yea-r Ended April 30, 1989

I. Materials were purchased during the fiscal year at a cost of
- L.E.840,000.

2. Direct materi'al's requisitioned  for prod'uction cost
LE631 400 included in this amount is the materials cost
for Job 216 of L.E.3480. Indirect materials costing

- L.E.47,200 were also requisitioned.

3. Factory payrolls in total -amounted to L.E.1.874,000. The
income taxes withheld from the employees' wages totaled
L.E.393,400, and the deduction for FICA taxes withheld
amounted to L.E. 06,600, |

4, A distribution of the factory labor cost of L.E.1,874.000
shows that L.E.1,760.000 was direct labor while the
remaining £.E. 114,000 was indirect labor, The portion of
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_the direct labor cost that pertained to Job 216 was
L.E.1,600. |

5. Factory overhead at the normal operating level of 250,000
direct labor hours has been calculated at L.E.6 an hour.

During the yéar, 220,000 direct labor hours were used.

6. The factory overhead, in addition to the indirect materials
and the indirect labor, amounted to L.E.1,175,000.Included
in this amount wés depreciation of L.E.120,000. The
balance of the _overhead was acquired through accounts
payable. Job 216 was completed with 200 direct labor .
hours. The production order for Job 216 is shown on page

92.

7. Jobs costing L.E.2,945200 were completed and

* transferred to stock during the year.
8. The cost of orders sold during the year was L.E.2,320,000.

9. Applied Factory Overhead and Facl:.tory Overhead were
closed out at the end of the fiscal year with the variance

being closed to Cost of Goods Sold."
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PRODUCTION ORDER
Customer Roth Supply Co. Jab Order ....218
Description Welded Parts Code #7385  puye Started 11989
Quantity 1000 Dute Compleied 1127189
Materials Labaor Overhicad
Date | Code | Amount | Date | Code [ Amount '
Jan.18/ 62 LE.3,1300an. 14 140 |LE112) 200
: to 23 Birect Labor Hours oo 88X e
Qverhead Rate ~LEE00
Applied Overbead LWEEo 1,200
23 68 a50 Han. 24 60 480 Summary
to 27
Direct Muterials L.E. 3,480
Ditect Labor 1,600
Factory Overiiead --.--..._1_'_299...-
, : Total Cost ;.-.5;§:.ﬁ:?.3.9_.
Total |L.E.3,480 Total | 200 IL.E.1,6Q? Guit Cost Lg_ﬁ,gB? .

Figure 3.2 A Completed Production Order

The transactions were entered in the accounts as

follows.

1. Materials purchased :

Materials ~---vemneon- 840,000 _
Accounts Payable -------------- ‘ 840,000
Purchase of materials.

(The cost of each type of
material was also entered on
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the  appropriate  naterials
inventory ledger cards).

2. Materials Requisitioned :

Work in Process 631,400
Factory Overhead 47,200
Matenals : 678,000
Materials  issued to ‘
production.

(Requisition forms were the
basis for entries reducing the
materials inventory ledger and
for posting direct materials
costs to each job order and
posting indirect materials costs
to the factory overhead
subsidiary ledger).

3. Factory Payrolls :

Payroll ' 1,874,000
Employees Income Tax .P.a.)'!'ab.le 393,400
FICA Tax Payable--- , . 106,000
Wages Payable — 1,374,000

Aggregate Factory Payrolls

4. Distribution of labor Cost:

W.ork in Process ------sme-nenmmen-- 1,760,000
Factory Overhead ---------oeceo-- 114,060
Payrall-- neoe - 1,874,000
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Payroll  distribution for
the year. o

(A classification of labor time

by jobs was shown by labor
time tickets. These tickefs were
the basis for distribu-tion of
direct labor cost to individual
job orders and for posting
indirect labor cost to the
factory overhead subsid-iary
ledgen).

5. Factory Overhead App'ligd :

Work 11 Process -~ rmmmnn '1,320,009'
Applied Factory Oyeth_ead:--— | : 1,320,000

(Factory Overhead Applied to
Products on Direct Labor Hour
Basis. 220,000 hours x L.E6
rate = 1. E.1,320,000).

6. Actual Factory Overhead (in additien to indirect
materials and indirect labor): |

Factory Overhead ---------—--uvem 1,175,000 |

Accumulated Depreciation--- " 120000
Accounts Payable------------ | 1,055,000
Actual factory overhead
recorded.

(Entries were made to record
specific costs in the factory
overhead ledger).
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7. Work completed during the year and transferred to

s_toék :

Finished Goods =«==-- 2,945.200
Work in process -==------«s==- 2,945,200

Transfer of cost of compieted
orders to Finished Goods.

(Completed job orders were
removed from the file of job
orders in process and held as a
subsidiary ledger supp-orting
the finished goods inventory.
Separate ledger cards may be
kept for the finished goods -
inventory if sales are not made
on a strict order basis).

8. The cost of products Sold :

Cost of Goods Sold ---===-crereev 2,320,000
Finished Goods —----mmemm-ammvu : 2,320,000

To record the cost of products
sold to customers.

{(Deductions were recorded in
the finished goods inventory
fedger cards. Entries were also
made to bill the customers for
the sales). '
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9. Applied Factory Overhead and Factory Overhead -
Closed : | |

Applied Factory Overhead-—---- 1,320,000

Cost of Goods Sold ~---~e--aenaeer 16,200
Factory Overhiead-------==----= 1,336,200
To close factory overh- |
ead accounts.

{Actual overhead not absor-bed
as a part of the product cost is
closed to Cost of Goods Soid).

SUMMARY

One of the objectives in cost accounting is to detenniner-
the cost to render a given service, to manufacture a given
quaﬁtity of product, or to complete some project. The cost of
the direct materials and the direct labor can be measured and
identified with the service or product; but the factory
ovcrheéd, consisting of indirect materials, indirect labor, heat
and light, insurance, and so on, can only be related to the

service or product by allocation.

Factbry overhead is budgeted at the normal operating
level and divided by a budgeted factor that is related both to
overhead cost and to the products. The factor selected may be
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direct labor hours if the overhead consists largely of indirect
labor costs, such as supervision and fringe benefit costs. The
"direct labor hours" factor serves as a bridge between the
product and the overhead, with its large portion of indirect
labor costs; direct labor has a connection with both indirect
labor and with the product. _On the other hand, machine hours
may be more appropriate if a large part of the overhead is
lubrication, maintenance, and other costs genera]iy related to
machine operation. Both the overhead cost and the factor are
budgeted at a normal level of operations, and the rate obtained
by making the division is used to allocate overhead to services

or products.

Actual costs are accumulated, and comparisons of actual -
and estimated costs for each service or job order help
management to control costs. Actual overhead incﬁrred can be
compared with the overheaci applied to the services or
products. If any factory overhead is unabsorbed through
allocation (or if overhead ‘is overabsorbed), management can
use this infonnat‘idn to control the opefation. A favorable or
unfavorable capacity variance is a measure. of how well the

plant is being utilized.

- 268 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Job Order Costing System

PROBLEM FOR YOUR REVIEW

Johnson Schuman owns and operates a- plumbing and
heating company. Two overhead rates are used in'é.}-)plying'
ox}erhead. costs to' the jobs. One is based on direct labor lﬁou&,
and the other is based on machine hours. The machine is a |
backhoe used in digging service lines. | O’verhea& costs of 3
operatifng' the backhoe aré kept separately, so that only thé jobs |
reqﬁi—r‘iﬁg" the use of the backhoe are cﬁarged- an overhead rate
per machine hour.

Oiférhead for the year has been budgefed' for a normal
operating capacity 6,000 direct labor hours and 1,800 machine
hoﬁrs: thours of 'backho'e‘ob’efatien)‘. The overhead bﬁdgets are

given as follows.

Budget at | Budget at
6,000 direct 1,800 niachine
labor hours - hours
Budgeted Factory Overhead :
Supplies ' L.E. 3,800
Indirect labor - ' 24,000
Supervision ' 50,000
e | R S— 18,200
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Telephone = . 2,600

Heat and light - 3200

Rent - building - | - 15,000

Insurance and taxes -=--------——- . 4000 L.E. 1,400
Fuel ——- 1,800 4,800
Depreciation — equipment ------ 2,200 - 8,600
Miscellaneous : - 1,200 '
Lubrication - | 1,600
Maintenance : 3,700
Repairs £,500

Total overhead budget-—--- LEI26000 L.E. 21,600

On February I, the cost of work in process was L.E.440
and consisted of only one job, the jdb for W. Hartenstine.

Details with respect to the cost of the Hartenstine jol are given

as fo]lows.

Direct materials - L.E.1I2
Direct labor: — 160
ngrhead - : : 168
Cost af February '1 L.E.440

Costs and other data pertaining to jobs worked on

Juring-February are as follows.
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Dircct Direct Labor Machine

Materials  Labor Hours Hours

W, Hartensting -- LE 135 LE320 16 -
C. Lasheresvan-aas —eme - 246 560 28 .
P. Romero - - 230 240 12 -
{machine hours) ~----ns-nuun e 128 - - 5
M. Tellerico 84 60 | 3 -
All other jobs : 842 14000 500 160
Totals - 1,837 15,305 539 165

The direct labor cost is L. EZO per hour of ordmary

labor and L.E.25 per hour of backhoe opcratton

All orders were finished during February with the

exception of the Tellerico order which was still in process.

Required:
(1} Compute an overhead rate per direct labor hour and an

overhead rate per m
chine hour.

(2) Pre;ﬂare a journal entry to record the cost of the work done
in February. '

(3) Preparé a journal entrj} to -t:’*éns‘fer,work completed in -
February to the finished goods inventory.
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(4) Give the costs of each job listed, identifying costs by the
cost elements: direct materials, direct labor, overhead-
tabor, and overhead-machine.
Solution : '
(1) Budget of overhead for

Direct labor hours, L..E.126,000
Budget of direct iabor hours, 6,000

=L.E.21 per direct labor hour

Budget of overhead for

Machine hours, L..E.21,600

: : e =]..E.12 per machine hour .
" Budget of machine hours, 1,800 -

(2) Work in Process -- : -~ 30,561

Maternials ‘ : 1,537
B ) | —— 15,305
* Applied Overhead — 1abor—--e=e-mes 11,739
Applied Overhead — maching---- | 1,980

Costing jobs for work done in February o
Overhead ~ labor —--weeemee 559 hrs. x L.E.21 rate

Overhead — machine -~ 165 hrs. x L.E.12 rate
(3) Finished Jobs 30,794

Work in Process —mn - 30,794
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To transfer cost of werk completed in

February to Finished Jobs.

Work in process at February 1 - LE. 440
Add February Costs - : _ 30,561

| 31,001
Less cost of incomplete Teifléﬁicejﬁb—-—---——?—; 207

Cost work completed in February «eeereeemnr-en L E 30,794

‘Work in process at February 28

Tellerico Job :

‘Direct materials L.E. 84

Direct labor = - 60
Overhead labor (3hrs. x L.E.21 rate) - 63

Total cost - L. E.207

4 Direct - Direct Overhead Overhead Total

Materials Lasbor -Labor - machine, Cost .
W. Hartensting-——- L.E. 247 LE.480. L.E. 504 L.E — LE.1231

-C. Lasher-=----—==--un- 246 560 588 — 1,394

P. Romero-o-vemreeem- |

(machine hours cost)23e 240 /2 - - } 907
- 128 — 60

M. Tellerico--wan-vse- . 84 60 63 — 207

All other jobs =---n--- 842 14000 10,500 1920 27,262

Total costs —w----- L.E1649 L.EI5465 L.E11,907 L.E3.98¢ L.E3LO0
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Combine the cost of February 1 Work in Process for

Hartenstine with current cost of the job to get the total cost of

the Hartenstine job.

For each job, multiply the direct labor hours given by

the L.E.2! overhead rate per direct labor hour.

For each job, where appropriate, multiply the machine

hours by the L.E.12 overhead rate per machine hour.

. TERMINOLOGY REVIEW

Jéh t-t;dcr cost system (79) Overapplied or overabsorbed variance (88)
Job or prodaction erder (79) Capacity (89)

Work in process account (80) Ideal capacity (89)

Cast overrun (82) Practical capacity (89)

Overhcad rate (84) Expected capacity (89)

Flexible budget (84) Normal capacity (89)

Capacity ot volume variance (87)

Underapplicd or uvaderahsorbed variance (88)
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QUESTIONS FOR REVIEW

L. Are costs of production charged to expense when
incurred?

2. Name the three cost elements. Can all three cost elements

be identified directly with the product? Explain.
3. What are the two basic cost accounting systems?

4. Describe briefly how costs flow through the accounts in

job order costing.

5. In a job order cost system, what objective evidence
(business form) is used to identify the cost of direct
materials with a specific production order? What form is
used to identify direct labor with a production order?

6. Expléin why a budget is used in costing factory overhead
rather than waiting to assign actual overhead cost after the
end of the year.

7. What is the basis for selecﬁng a factor to be used in
costing féc-tory overhead?

8. What is the total cost saving if 80 direct labor hours can be
saved when direct labor cost per hour is L.E.7, and
variable overhead that varies per direct labor hour is L.E.5

an hour?
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9.

10.

11,

What account is credited when_ factory overhead cost is

assigned to work in process?

How is the difference between the actual factory overhead
and the overhead assigned to the products handled at the
end of the year?

If the company does not expect to operate at normal
capacity during the next year, why should the products be
costed by using an overhead rate determined at normal

capacity?

 EXERCISES

(1) Cost of Orders. Goodman -Repair Services specializes in

the routine maintenance and repair of power lawn mowers
and other small machines. Three orders (#721, #722, and
#723) wer:e; started and completed in March. Materials
costing L.E.37 were used on order #721, materials costing
L.E.16 were used on order #722, and materials costing
L.E.7 were used on order .#723. Labor is paid at 'é uniform
rate of L.E.9 per hour, and overhead is applied at Sb'
ﬁercent of labor cost: During the month, 3 labor hours
were used for' order #721, 2 Ijom'lrs for order #7?_2, and 4

hours for order #723."
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Required: ]
Compute the cost of each order, showing separately the

cost of materials, Iabor, and overhead.

(2) Tracing the Cost Flow. Latshaw Drill Company used

L.E.617,000 in direct materials in April for the production
of various orders. Direct labor cost for the month was
L.E.350,000. Factory overhead is costed to production at
60 percent of direct labor cost, |

Required: |

Prepare jOu‘m‘ai entries to record the costs entered in
production.

(3) Tracing the Cost Flow. During the fiscal year, Fletcher

Instruments, Inc. purchased direct materials costing
L.E.385,000 and - used direct materials costing
- L.E.296,000 in production. Indirect materials costing
L.E.28,000 were used and recorded as factory overhead.
Factory payrolls-amounted to L.E.240,000 in direct labor
and L.E.52,000 in indirect labor. Factory overhead, in
addition to indirect materials and indirect labor, amounted
to L.E.43,000 (record as a credit to Accounts Payable).
Factory overhead 1s applied to the prdduction orders at 50
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~percent of direct {abor cost. The cost of production orders

completed during the fiscal year was L.E.428,000. The
cost of goods sold was L.E.342,000, and sales revenue
was L.E.487,000. No inventories were on hand at the

beginning of the fiscal year.

Required:

(1) Prepare T-accounts for the following accounts.
Materials Applied Factory Overhead
Payroll Accounts Payable
Work in Process Wages Payable
Finished Goods Accounts Recéivable

Cost of Goods Sold  Sales
Factory Overhead |
Enter the transactions directly into the T-accounts.
Refer to the job order cost illustration in this chapter
as an example. Close the factory overhead variance
directly into Cost of Goods Sold.

(2) Preparc a summary statement showing sales revenue,
cost of goods sold, and gross margin for the fiscal

~ year.

(4) Eactory Overhead Rates. Jensen Supply Company

normally operates at 450,000 direct labor hours a year. Al
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(3)

this level of operation, variable overhead has been
budgeted at L.E.360,000, and fixed overhead has been
budgeted at L.E.900,000.

Required:

(1) Compute the total factory overhead rate per direct
labor hour at nonnal capacity.

(2) Determine the variable portion of the overhead rate at
normal capacity. What would the variablé overhead
rate be if normal capacity had been established at
400,000 direct labor hours? Assume that variablé cost
varies in direct proportion with hours of operation.

(3) Determine the fixed' portion. of the overhead rate at

| normal capacity. What would the fixed overhead rate .
be if 400,000 diréct labor hours ,were.considered
nonﬁal capacity? Explain why the rate difters

depending upon the level set as normal capacity.

Factory Overhead Rates. Mendez Specialities Comp-any
has prepared a flexible budget of factory overhead for the

year. The budget is summarized as follows.

Budgeted machine hours «e L XU pAL A 256,000

Variable overfhiead — LEGO, 000 L.E. 400,000 1.E.500,000
Fixed overhead -——————e 609,00(} ' GO0.080 Gh0,000
Tatal overhead ———eeeame  1_E 90001 L.E.1.6800.000 L.E1L100.600
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Required:

(D

(2)

If 200,000 machine hours are considered to be a
normal level of operation, determine the factory
overhead costing rate. Give the variable and fixed
portions of the rate.

Assume that the company operated at an actual level
of ISO-,OOO machine hours. How much wvanable

overhead would be apportioned to the products by

using the rate determined at 200,000 machine hours?

Would all of the variable - overhead budgeted for

. 150,000 machine hours be absorbed?

(3)

4)

Assuming again that the company operated at
150,000 machine hours, how much of the fixed
overhead would be apportioned to the products by
using the rate determined at 200,000 machine hours?

Explain why all of the budgeted fixed overhead
would not be absorbed at 150,000 ‘machine hours.
What name is given to the difference between the
budgeted fixed overhead and the fixed overhead

absorbed by the products?

(6) Factory Overhead Costing. Bronson Tool Company has

estin

1ated that variable factory overhead varies at the rate
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~of L.E.6 per machine hour. Fixed factory overhead has
been budgeted at L.E.500.000 for the year.

Normal cépacity' has been established at 100,000
machine hours for the year. |

The company actually operated at 95,000 machine
hours for the year. Variable ovethead for the year was

L.E.570,000, which is exactly the amount that would be

budgeted for 95,000 machine bours. Actual fixed

overhead was L.E.500,000 as budgeted.

Required:

(1} Compute the factory overhead costing rate, breaking
it info a variable and a fixed rate.

{2y Determine the balance of actual overhead in Factory
Overhead (the factory overhead control account)
before closing. ,

(3) Determine the balance of Applied Factory Overhead
before closing.

(4) Was there a capacity variance for the year? If so,
explain why and determine the amount of the

variance,

(7) Factory Overhead Rates.  Schramm Parts Company
operates  with two  manufacturing  departments.
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(8)

Department 1 is more labor intensive, and the overhead
rate for that department is based on direct labor hours.
Department 2 uses more machinery and eqﬁipment, and
the overhead rate for Department 2 is based on machine

hours.

Budgeted hours and budgeted overhead at normal

capacity are given as follows for each department.

Departments
1 2
Budgeted direct labor hours -———c— - 50,000 -
Budgeted machine hours ~—--ne-emeeeeee -—- 150,000
Budgeted overhead L.E.250,000 L.E. 450,000

Order #878 required 50 hours of direct labor in

Department 1 and 30 machine hours in Department 2,

Required:

(1) Compute the -factory overhead rates for each of the
two departments.

(2) Determine the factory overhead applied to Order

#878 in each of the two departments.

Journal Entries for Overhead. Garcia Printing Company

has budgeted shop (factory} overhead at L.E.250.000 for

the year at 200,000 nonmal hours of operation. Actual
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overhead for the year amounted to L.E.253,000. Included
in this amount is depréciation of L.E.16,000. All overhead
~costs with the exception of depreciation were credited to
~ Accounts Payable. The company operated at 190,000
hours during the year. o o
Required:
(1) Prepare a journal entry to record the actual overhead
cost incurred during the year. o
(2) Prepare a journal entry to record the overhead applied .
to the job orders. |
(3) Prepare a journal entry for the end of the year to close
actual and applied overhead. Close the variance to
Cost of Goods Soch‘ |

(9) Analysis of Job Orders. Data from three production
orders completed Daniel Products Company are given as

follows.
Production Orders
: | 163 164 163
Direct materials ——-c—rer— L ES5,600  L.E.J800  L.E2.600
Direct labor 4,500 2,700 3,000
Factory overhead applied —-- 2.400 9500 1,200
Total cost L.E.12,500 L.E.7,400 L.E.6,800
Direct labor hours —-e—oenee 600 300 400
Number of units produced —-- 1,000 - 500 200
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Reqa'ired:
(1) ‘What was the direct labor rate per hour on each of the
~orders? | |
{(2) What was the overhead rate per hour on each of the
orders, aséumin_g this rate is based on direct labor
hours?
(3) Compute the total cost per unit of product on each

order,

(10) Capacity_Levels and Overhead Rates. LaRue Fixture

Company operates at 120,000 machine hours a year at
normal operating capacity. Variable overhead has been
budgeted at L.E.5 per machine hour and fixed overhead
for the year has been budgeted at L.E.480,000.

Next year, management estimates that the company

. will operate at only 100,000 machine hours.

The production manager states that the overhead rate

should'rbe‘ calculated at 100,000 hours to be realistic.

The sales manager objects, stating that the company
. Has trouble.enough now getting orders; and inasmuch as
" pricing is based on cost, the use of a higher overhead rate

. would only aggravate the problem.
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Reguired:

(1} Compute a machine-hour overhead rate at normal
capacity and at the expected level of capacity next
year.

(2) Comment on the posmons taken by the pzoduct;on

| manager and the saies manager.

(11) Journal Eatries for Flow of Cost Highland Machine

Company purchased materials at a cost of L.E.546,600 in
1989. Direct materials costing L.E.396,000 were
requisitioned for the various job orders. Factory payrolls
for the yeaf totaled L.E.350,000. Income tax of
- L.E.74,000, FICA tax of L.E.28,000, and union dues of
L.E. 12,000 were withheld from wéxges. Assume that all of
the factory payroll was direct labor for the job orders.
Factory overhead was applied to production at the rate of
L.E.8 per machine hour. During the year, the company
operatéd at 60,000 machine hours. Actual factory
o\verhead ‘for the year, including -depreciation of
L.E.58,000, was L.E.476,000. Credit the actual factory

overhead, excluding depreciation, to Accounts Payable.
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Regquired:
Prepare journal entries to record the transactions for which
information is given. Close the factory overhead variance

to Cost of Goods Sold.

(12) Flow of Cost. At the beginning of 1989 Nunzio Company

had the following inventofy balances.”

Materials Inventory-- e L-\.E.27,000
Work in Process Inventory -- - 48,000
_Finished Goods In,ventory‘-- : 34,000

During the year materials costing L.E.176,000 were
purchased. Materials requisitioned for job orders cost
L.E.93,000, and indirect’ materials costing L.E.38,000

were charged to Factory Overhead.

Factory payrolls were L.E.212,000 with income taxes
withheld of L.E.43,000 and FICA taxes withheld of
'L.E.17,000. Indirect labor included in the payrolis at
L E.74,000 was charged to Factory Overhead. All other

labor was direct labor charged to the jobs.

Factory overhead was applzed to the jobs at the rate of

L.E.8 per machine hour.
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_Dd;ing the year, the company operated at 45,000
machine hours and incurred factory overhead costs of
L.E.260,000 (in addition to the indirect materials and
indirect labor as stated above). Depreciation of L.E.47,000
was included _in‘ the L.E.260,000 of factory overhead

costs.

Products c-ést.ing L.E.465,000 were completed during
the year, and the cost of goods sold was L.E.480,000.

Required:

(1) Set up T-accounts as follows and enter beginning
balances where appropriate.
Materials Inventory
Accumulated Depreciation
Work in Process Inventory
In¢ome Taxes Withheld
Finished Goods Inventory
FICA Takes Withheld
Payroli
Wages Payable

_ Accounts Payable
Factory Overhead
Accounts Payable
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Applied Factory Overhead
Cost of Goods Sold

(2} Enter transactions directly into the T'—accﬁounts.‘ Close
-Factory Ovethead and Applied Factory Overhead
with the variance closed to Cast of Goods Sold.

PROBLEMS

3-I. Factory Overhead Rates. McEIm.y' Metals: Company
manufactures a product line that has a direct ‘materials
cost of L.E.14 per unit and a direct labor cost of L.E.7
per unit. Factory overhead is applied to brod’uct‘i‘on_‘ on
the basis of machine hours with two units of product
produced each machine hour. Under normal conditions,
the company operates at 200,000 machine hours each

-year and produces 400,000 units. of product. -

The following is a summarized flexible budget.

Machine hourg——— 150.000 200,000 . 250,000
Variable overbead.—- .£.600,000 1..£.800,000 1..£.1,000,000
Fixed overhead——-_ 600,000 600,000 600,000

Total averhead i.£.1,200,000 i.-£.1,400,000 r.k.1,600,000
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Required:

(1) Compute the overhead rate per machine hour at
normal operating capacity.

(2) Determine the total unit cost of the product at the
normal operating capacity of 200,000 machine hours.

(3) If normal operating capacity were 250.000 machine
hours, what would be the total overhead rate per
machine hour?

(4) If the company operated at 250,000 machine hours
and made 500,000 units of preduct during the year,
what would the capacity variance be? Would the
fixed overhead be overapplied or underapplied? (Use

200,000 machine hours as normal.)

Overhead Rates for a Service Enterprise. Mountain
View Hostel was purchased by a naturalist who hopes to
show people the value of wildlife and also provide them
with a pleasant vacation retreat. Costs have been
-budgeted fc the year and are to be allocated over the 120
days of the tourist season. The hostel has a normal
capacity of 100 persons per day. Using the cost
information, the owner hopes to develop a billing rate”

per person per day that will yield modest profit.
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w ot s i

Required: - L
- ~(1) Compute an"overhead rate per direct labor hour at .
" fidtinal bperating i:apa’cit'y.- C - o
(2 Compute ah overidad rate per diredt labo? hour at the
~ expected level of operating capacity. SR
(3) Determine the overhead variance when the rate’ is

ﬁgured at normal capac:ty and when the rate is

$reo gt

ﬁgured at expected capacity. |

(4) Point out the fa]lacy in Kahl's argument.

) (5) -Is Kahi cﬂmt in _s;atmg, that ‘the variance is worse
_-because -of- the relatively large fixed ovérhead?

_Explain.

34, C‘dsf of Cdntrgct - Dorsey Contractmg Company
repaves hlghways and does excavation work On

January l l989 the Eastern Hmhway Pro;ect was in

process wnth cOsts as given in. the following table.

Materials --- - - L.E.760,000
Labor -- : -- 380,000
2 Overhead ---- i '. 1.90,000

- During 1989, the company incurred costs for various

projects as-follows.

i
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Fouxtern State Murket

ighmay —— - Clover Estates Rounte 631 Street Totul
Murterials - LE215000 1.E.1,780.000 LE170,000 L3 T10,000 L350, 000 1.E.62)5
‘ Labor 170,30 1420000 £90.000 TARDOBL - 260000 392¢
Overhend — BSROW Tro.000 2980 T4LG00 £30,0100 L6
Total— LE470,000 L.E3S10.0M (.E.1.055000 L.E.S.540000 LEI4u000 L.EI2EtS

Overhead is costed to the projects at 50 percent of
labor cost. Actual overhead cost for 1989 was
L.E.2,120,000.

All projécts, with the exceptions of the State
University project and the Market Street Project, were

completed during the year.

‘Dorsey Contracting Company uses Confracts in
Process instead of a work in process account. Projects
completed do not pass through a finished goods account,

but are charged directly to Cost of Completed Projects.

Included in the actual overhead cost is
L.E.420,000 for indirect matenals, L.E.930,000 for
indirect labor, and L.E.580,000 for depréciatibn. All other
overhead cost is credited to Accounts Payable.

Required:
(1) Journalize the costs charged to Contracts in Process.
(2) | Journalize the actual overhead costs.
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(3) Journalize the costs transt'erred to Cost of Completed
Projects.

(4) Close the actual and applied overhead costs with the
vaniance closed directly to Cost of Completed
Projécts. |

(5) Determine the total cost a;)f .the Eastern Highway
Project and the cost o Contracts in Process at the énd

of the year. (Shdw detail by project and cost element.)

3-5. Cost of Service. Starr Library, located in a_small

western city, depends upon donations and membership

dues for support. The membership dues are applied to
the annual cost of operation, and donations are used to
make additions to the library.

In 1988, the library planned to add bookmobile
service for subscribers living in outlying areas. Each
person will pay an annual subscription fee, with cost to be
based on miles driven and number of persons served in
each district. | |

Miles driven an3 number of persons to be served by

the bookmobile have been estimated for 1989 as follows.
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Miles per ‘Number of

District
_ Year Subscribers
Dry Canyon 6,000 600
* Sand Valley —- : 1,000 200
Castle District 2,000 400
Little Stream 5,000 800
Totals 7 14,000 2,000 .

Costs of van 'cper‘ation each year, including
deprecfation, have been estimated at L.E. 7,000 plus the
salary of a driver at L.E.28,000. These costs afe to be
apportioned first on the basis of mileage driven per district

and then by the number of subscribers per district.

The library board believes that the subscribers in
oﬁtlying‘ areas should also bear their share of general
library overhead estimated at L.E.180,000 for 1989. A
total of 50,000 subscribers (inciuding those in outlying

areas) are to share this cost.

Required:
Based on the information given, determine the fee for-

a subscriber in each district served by-the bookmobile.

3-6. Overhead- Rate with Uncertainty. Miles Parts
Company is planning a factory overhead budget. There

is some uncertainty with respect to utility costs, and
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computations are to be made for each of two likely

situations.

Variable overhead costs per machine hour have been

estimated as follows. : _
: : . . Per Hour
Indirect materials and snpplies LE, 1,600
Machine maintenance 0300
Heat and light - 0.400 Or 0500
Power 0.2900r0.250

If heat and light costs are higher, power costs will

 also be higher.

A fixed overhead budget is given as follows.

Supervision L E.80,000
Indirect labor : 95,000
Faxes and insurﬁn_pe : 8500
Repairs and maintenance : 7,300
Heat and light 14,200
Depreciation 35,000

Totsl fixed overhead %b,udiget"m»—-m—- L.E.240,000

There s also some uncertainty about the number of .

machine hours to be designated as normal capacity. Some

of the ‘members of management believe that 70000 hours

_should be designated as mmla"i_,i while others believe that

80,000 hours are a more reasonable estimate of normal

capacity.
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Required:

Prepare - budgets for either of the utility cost
asfsumptlions for both of the possible normal capacity

s

estimates.

3-7. Costs_of il;zdividual Orders. Duning- the month of
‘ March, Cresson Machine Company started production
orders 116 1.'-1 7, and 118. Order 115 was in process at
 the beginning-of the month with direct materials cost of
L E.37,000, direct iabor cost of LE. 20 ,000, and applied
factory overhead of LE24 J000.- Dunng the month :

_ dmect matenals were requisitioned, and dtrect labor was

1dent1ﬁed w:th the orders as follows

Orde Direct .' Direct
r No. “Materizls . :La‘bor.
HS — _ - — . LE25000
116 ' —  LE4L000 - 40,000
17— 52,000 50,000
118 46000 15000

Factory overhead is applied to the orders at 120
percent of direct labor cost. T
Orders 115, 1 i 6, and 11 7 were cor_hp‘léted and sold

in March. Order 118 was incomplete on March 31.
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Required.
(1) Determine the cost of each order by cost element.

(2) What was the total cost of direct materials
requisitioned in March and charged to Work in

~ Process?

(3) Determine the cost of goods sold in March.

(4) What was the Work in Process balance on March 317

3-8.. Incomplete  Data. Gottlieb Fixtures, Inc. keeps
accounting and cost records on a personal computer.

During the month of January, data were lost as a result
of errors made by a mew operator. Fortunately, some

data were retrieved and are set forth as follows in T-

account form,

PAYROLL FACTORY OVERHEAD

150,000 l ' 175,000 !
WORK IN PROCESS FACTORY OVERHEAD
INVENTORY APPLIED

Bal, dan.d ﬁz.mml
Materials ll'!,lm{ll

FINISHED GOODS INVENTORY COST OF GOODS SOLD

Bal. JJan.l 31,000 1 346,000 I

-298 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Job Order Costing System

The payroll included L.E.30,000 in indirect labor,
which is part of the factory overhead of L.E.175,000.

Factory overhead is applied to the products at 150

percent of direct labor cost.

The balance of Work in Process on January 31 was
- L.E.77,000. ‘

Requfred:

(1) From the informatiqn given, detenniﬁe the direct.
labor and the factbry overhead applied to production
in Januafy. .

(2) What was the cost of work completed and transferred
to the finished goods inventory fm; the month?

(3) How much shou!dfthe finished goods inventory co‘st.
on January 317

(4) Determine the factory overhead variance in Jénuary.

Has overhead been overapplied or underapplied?

3.9, lncémnlete Data. You find that the cost records at
Maltese Tool Company have been poorly maintained.
Some information has  been entered, but other
information is missing. Fortunately, the information

given is correct.
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-The costs for jobs 686, 687, and 688 are to be
detenni:ned.. The direct-materials cost is L.E.528 for job
686 and L.E.71S for job 687. The cost of direct materials
requisitioned during the month for all other jobs, except
job 688, cost L_E.4,820. No jobs were in process at the
beginning of the month. The total cost of direct matenals

requisitioned during the month was L.E.6,913.

Labor is paid at a uniform rate of L.E.10 an hour. Job
686 required 82 direct labor hours, and job 688 required
43 direct labor hours. There was a total of 760 direct labor
hours for the month. The direct labor cost of all other jobs,
with the exception of the three jobs being considered, was
L.E.5,850.

Two machine hours are used for each direct labor
hour. Overhead is applied at a rate of L.E.4 per machine
hour. The actual oferhead cost for the month was
L.E.6,230. Jobs 686, 687, and 688 were completed during

the month

Required:
(1) Compute the costs for jobs 686, 687, and 688. Show

costs by cost element.
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2). Determine the amount of factofy overhead applied to -
all orders during the month. |

(3} What was the amount of . the factory overhead
variance? |

(4). You have recewed a telephone call from- the plant
manager requesnng the total cost per unit on job 686 '

There were 50 units of product on this order.

3-10. Effect of Overhead Cost on Product Cest Fixed

fa'c'tory,' overhead is a large part of total product cost for
Precision Tech, Inc. A flexible overhead budget for the .
year is given as follows in summary form. -

© Michine hours

. 2comte 150000 300,000 350,000
Varible overbead © - E-E.600.000 1.E.750,000 11900000  1.F.1.0S0.000
Fixed overhead - . 1500000 1.500,000 1500000 . . LS00000
Total overhead LE2100000 LE2250000 L-E.2,400,000 L.E.2.550,000

The company has followed the practice of billing
customers at 150 percent of total matenals labor, and
factory overhead cost. ' o

An opportunity to reduce variable -overhead .cost to
L.E.2.50 per machine hour has been found.

Under normal conditions, - the: company operates at
300,000 machine hours a year. Management believes that

the normal level of operation should be . increased td_
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350,000 machine hours, inasmuch as the compary has
been operating at approximately this level for the past few

years.

The factory superintendent would like to see the
effect on product cost.and selling price if the saving'in
variable overhead and the revised éonccpt of normal hours
of operation are put into use. One standard order is to be
used as a model. The direct materials and direct labor

costs of this order are as follows.

Direct materials eeeeee L E-1,100
Direct labor : 200

This order requires 50 machine hours, and consists of

200 units.

Required: |
{1} At the present time;, what is the variable overhead cost

per machine hour? Is this true at all machine-hour -
levels? o

(2) What is the fixed overhead cost per machine hour at
300,000 machine hours?

(3) What is the fixed overhead cost per machine hour at
350,000-machine hours?
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(4) Use the order given as a model. Compute the total

cost, unit cost, and unit selling price for each of the

alternatives listed as follows.

(a) Variable overhead cost is L.E.3 per hour and
300,000 machine hours is the normal level of

~ operation.

(b) Variable overhead cost is L.E.3 per hour and
350,000 machine hours is the normal level of
operation. |

(¢) Variable ovemcad cost is L.E.2.50 per hour and

< | 300,000 machine hours is the normal level of
operation.

(d) Variable overhead cost is L.E.2.50 per hour and
350,000 machine hours is the normal level of

—

operation.

3-11. Labor Hours and Variable Overhead. Ordinarily,

Zarro Components, Inc. uses 120,000 labor hours to
manufact'ure‘()(}(),(‘)OO units of product. Labor cost is at

- the rate of L.E.10 per hour. At a normal capacity of -
120,000 labor hours, the budget of factory overhead is

as follows. :
Variable overhead -- . S L.E.300,000
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Fixed overhead 600,000
“Total overhead budget L.E.900,000

The production manager has found a way to reduce
the fabor time so that 6 wnits can be manufactured per
hour instead of .

“this will not only help to reduce labor cost”, the

manager says, “but it will also reduce overhead”.

The ‘sup.e_tinteﬁdent of the plant agtées that this
reduction in labor cost will mean a lot, but argues that
~ overhead cost is a fixed item and camot be reduced by
saving labor time. | o
Reguired: '

(1) Do you agree with the production mauager or the
superintendent? Give your reasons.

- {2) What is the total labor and overhead coest when
120,000 labor hours are used? _

.' {3) What is the total labor and overhead cost when
130,000 1abor hours are used and are considered to be
1n6nnail‘? '

sost. There is some

3-12. Fixed Overhead and Pmduct_a
disagreement at the Chapman Plant of McLaughlin
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Micro Pmducis Inc. with respect to how the fixed
overhead cost should be identified with the products.

The ptoduction manager beﬁé-qveé that . ?ﬁ:{sed
~ overhead should be assigned to the products on mhebams
. of a normal capacity of 500,000 machine hmﬁrs]p;r year. -
The cost accountant states that 500,000 maqhime hours
is not normmal and that 480,000 machine hours is a better
measurement of normal capacity. "
Amother point of view expressed is that it will make -
little. difference which number of hours is &esiignated ;|
nonmal. The cost per unit of ;pmucf will be the same in
any event, since the major portion of the product cost is
the cost of direct materials. -
Cost data for three typical erders are as follows.

Ovder
1 2 3

- Birect materisls cost per umnit of
product : - LE20 LE27  LE26

‘Variable overhead cost per unit
product 7 2 -2 2
- Number of units oa order ——-— 1,000 1,500 2,000

Labor time per order————r—  200hrs, 300hrs. 100hrs.
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There are two machine hours for every direct labor
hour. The direct labor cost per labor hour is L.E.10. in
addition to the variable overhead pér unit of product
here is a variable overhead of L.E.8 per machine hour..
Fixed overhead for the year has been budgeted at
L.E.3,000,000. N ‘

The company has followed the practice of billing

customers at 150 percent of the total cost of the order.

Required:
(1) Determine the total and unit costs for each OF the
 three orders under both assumptioﬁs as to normal
operating capacity.

(2) What price per unit would be billed to the custo_mers-
for each of the three orders under both assumptions as
to normal capacity?

(3) Comment on the statement, "It will make little
difference which number of hours is designated as

normal. The cost per unit of product will be the same

in any event."”

3-13. Job Order Cost_Transactions. A summary of

manufacturing cost transactions for Coursen Motors,

Inc. for 1989 is as follows.

-306 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Job Order Costing System

(a) Materials costing L.E.1,146,000 were purcha-sed
from suppliers on account.

(b) Materials were requisitioned during the year as’

follows. _
Direct materials L.E.786.,000
tudirect materials (factory overhead)-.—— 143,000

Included were direct materials requisitions of
L.E.19,000 for order I15.

(c) The factory payroll for the year amounted to
L.E.437,000. FICA taxes withheld amounted to
L.E.33,000, income taxes withheld amounted to
L.E.87,000, and thé amount paid to the employees
was L.E.317,600.

(d) The factory labor was utilized as follows.
Direct labor S— 1..E.298,000
. Indirect labor (factory overhead)--------- -— 7 193,000
Included in the direct labor cost was L.E.17,000

identified by labor time tickets with order 115.

(e) Factory overhead was applied to production at 150
percent of the direct labor cost.

(f) Factory overhead cost during the year, n addmon'
to the cost of indirect materials and indirect labor
previously referred to, amounted to L.E.173,000.

Included in -this amount was depreciation of
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L.E.52.000. Credit the balance of this cost to

Accounts Payable. _ _
(g) Orders costing L.E.1,218,000 were completed
" during the year. Order 115 is included among the
‘completed orders. |
(h) Goods costing L.E.1,075000 were Soid to
customers on credit terms for L.E.1,830,000.
Required: _ _
(1) Journalize the tran-séctions and close the factory
~0§erhead. variance to Cost of Goods Sold.
(2) C'crmpu_té the tbtai‘ cost and cost per unit of order 115
. assuming that 10,000 units were produced on that

order.

3-14. Factory Overhead Cost Control. Nancy Perkins is
B the supérvi‘sor of Department § in the Leesburg plant of

Johnston Instrument Company. She is responsible for
the cost of direct materials, direct labor, and variable
overhead costs incurred in this department. The fixed
overhead cost is not under her jurisdiction.

During the month of May, actual factory overhead

costs for Department 5 were as follows.

Actual Variable Overhead
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 Indirect materialgs—-----e-e-emraseees © LE.19,400
Supplies e s s - 14,200
Telephone =cesmssumsscosssmmaiinnainones - 700
Heat and lighteesesmesmocmemnsininann, 1,600
L et 7,000

Repairs and maintenance «--mi---o-sv-- 3,200 -

Total vatiable overheadsssmrems LE«E&,!GO

Actual Fixed Overhead .
Indirect 1abor-e-mwwonoconesmeasecansanas LE.61,000

T L U — 42,000

Heat and light <eeesssessamsoversieamnans 7,000
Repairs and mamtenance «--s==swmsweu- 9,000

Depreciation i “nm 21,000

Total fixed overhead -a-,-ae-f--—---u-' L_E.‘I40,0-06
Total actual overhead =---==-ss=nesee b 126100

The department operated at 45,000 direct labor

hours during the month of May.

‘A budget of factory overhead for 45,000 direct
labor hours is given as follows.
Budgeted Variable Overhead |

Indirect materials--« SUE—— I 2 %1001
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Supplies | 12,400
Telephone - - 700
Heat and light — 1,550
Power . 7,000
Repairs and maintenance P - 2,350

Total variable overhead------n-—--- m

Budgeted Fixed Overhead

Indirect labor : L.E.61,000
Supervision - 42,000
Heat and light --- 7,000
Repairs and maintenance --------------- 9,000
Depreciation - - 21,000
Total fixed overhead ~r—m——er L .E. 140,000
Total actual overhead ~----—-----—- L.E.180,000

Variable overhead is costed to the products at the
rate of L.E..90 per direct labor hour, and fixed overhead
is costed to the products at the rate of L.E.2.80 per direct

.. labor hour.

Required:
(1) How much overhead was costed to the products in

May? | |
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(2) Compute the total factory overhead variance for May.
(3) How much of thé total overhead variance can be
attributed to operating below the normal capacity?

(4) Prepare a responsibility cost report for Perkins
showing - all actual overhead costs, all budgeted
overhead costs, and variances for cach cost listed.

(5) Identify any items of overhead that are over «the

budgeted amount by more than 10 perceﬁt.

3-15. Automation and Coest. In 1988, Smithson Motors, Inc.
automated its production lines. As a result, virtually all
of the labor that was directly related to creating the
products has been eliminated. A smaller fabor force is
required, and the remaining workers are primarily
monitoring machine operation and product qual-ity-
What was once classified as direct labor has now been

reclassified as indirect labor.

Total budgeted manufacturing costs for the last year
as a labor intensive operation are compared with the
budgeted costs for a year of machine intensive
operation, as shown in the following table. In both
'years,_ the budgets are for a nomal level of operation.

When the company operated with more labor. overhead
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was assigned to the products on the basis of 400,000
direct labor hours. Under the automated operation, the

rate is based on 500,000 machine hours.

Budgetfs
Labor Intenxive Mauchine Intensive:
Opcration Opecration

" Direct materials LEASIO000  L.E.4,636,000
Direct fabor— 3,260,000 - ¢
Supervision ' 730,000 550,000
Tadirect fatior : 880,000 2,720,000
Payroll taxes and fringe benefits 421,006 344,000
Supplies and indirect materialy-——-—e 316,000 325,000
LuBrication: : 46,000 217,000
Power: : : 142,000 319,000
Maintenance — equipment - R 115,000 4'-36,,06&
Repairs— equipment " 132,000 117,000
Depreciation — eqUuipmente— e s 48,000 382,600
Taxes and insurauce: : 126,000 133,000
Heat and light 38,000 46,000
Other atilities . 17,000 19,000
Depreciation — plant 80,000 ' 80,000

One of the production managers states that the total
costs of manufacturing are higher than they were before
and that the company didn't save anything by

automating the production lines.
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The vice-president of production disagrees. "While

total costs may be higher," he agrees,

"the increased

productivity makes it possible for us to serve a growing

market with fower costs per unit of product.”

In the following table, cost data for a large order are

given under both production methods as a basis for

comparison,
Labor Intensive Muchioe Intensive
QOperation Operation
Direct materials L.E.640,000 L.E.615,000
Birect Iabor 680,000 0
Direct labar hours - 60,000 0
Machine bours 0 30,000
Number of Product Units ——m—e———m 100,009 100,000
Required:

(1} Compute an overhead costing rate for both the l[abor

intensive operation and the machine intensive

operation.

(2) Determine the total and unit cost of the large order

under both types of operation.

(3) Comment on the positions taken by

the production

manager and the vicepresident of production.

-313 -



http://cbs.wondershare.com/go.php?pid=5261&m=db

Chapter Four

CASE A—SNYDER ELECTRIC PRODUCTS, INC.

Snyder Electric Products, Inc. has automated much of its
production of specialized switches and transformers. Robots
are utilized in production, so much of the labor time is spent in
monitoring and testing for quality. Labor cost is to a large

extent on 2 salary basis and is now included as indirect labor
cost.

There is still some direct labor cost. However, the fixed
overhead cost (that now includes what was once classified as

direct labor) is a predominant part of total product cost.

in one area of the plant, the materials cost per unit of

product is L.E.8, and the direct labor cost is'L.E.1 per machine

hour.
Varizble overhead costs have been budgeted as follows.
Per Machine
Hour
Suppties and other indirect materialg---------- L.E.80
T R | 40
Repairs and maintenance of equipment-------- , 50

Total unit cost ---- ~eonn L.E.1,70
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Job Order Costing System

The fi xed factory overhead has been budgeted for the

_yearas f‘ollows

Factory supervision : -

Indirect labor : _—
Payroll taxes and fringe benefits <---—---ccnsm-n-

Supplies and other indirect materialg----------

Power

Heat and light

Repairs and maintenance of equipment-«~-----

Repairs and maintenance of plant -----s-eeeeev.

Taxes and insurance

TeIephone - mes e e

Miscellaneous factory overhead =----ameeeamean-

Depreciation emvama

Total budgeted fixed overhead ~~-------

L.E.475,000
1,560,000
278,000
162,000
330,000
185,000
367,000
84,000
68,000
43,000
12,000
636,000

1..E.200,000

The president of the company observes, "With such

relatively high fixed overhead cost, it is imperative that we

operate at a high volume level to absorb the cost.”

The company manufactures 5 units of product per

machine hour, and little can be done to improve this rate of
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Chapter Four

production. Attempts will be made to reduce fixed overhead,

but the budget is already tight.

_ Normal machfi‘ne hours fer the year have been
established at 400,000. The immediate goal is to operate at

600,000 machine hours per year.
| Re;yuired:
{1) Compute the product umt cost at a 400,000 machine

* hour level. {Show variable overhead costs and fixed

overhead costs separately.)

(2) Compute the product unit cost at a 600,000 machine
- hour level. (Show variable ovethead costs and fixed

overhead costs separately.)

(3) How much can unit cost be reduced by increasing
production (ahd sales) by SO percent, as represented

by the 50 percent increase in machine hours?
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